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he day trader enters and exits trades during
the same market session, normally a period
of only four to six hours from opening to
close. The very short-term nature of day
tradmg presents advantages and disadvan-
tages to the trader. The major advantages
are the lower margin requirements and the absence of
overnight risk. The disadvantages are the bad odds, the time
and effort required, the limited profit potenhal and the bur-

densome costs of frequent transactions.

The transaction costs consist of commissions and slippage.
The trader might have a mental image of trading at the prices
shown on a computer screen, but in reality she must continu-
ously buy at thé offered price and sell at the bid price. The
spread between the bid and offer becomes a substantial hid-
den cost of doing business. It is also unrealistic to expect stop

orders to be filled at the stop price all of the time. The com-

1

A



._..m I

| M R et

i tia i | X

TRADE SECRETS
~

missions are a large and much more obvious cost. In the
meantime, to offset these unavoidable costs, the day trader is
limited to only very small profits. Under even the most opti-
mistic scenario, the day trader’s potential profits are limited to

only a portion of the price range occurring within one day of

trading.

Let us assume that our day trader is paying $20 per trade
in commission, and the spread between tlhe bid and offer
amounts to $10 buying and $10 selling. For the trader to com-
plete a trade that nets $100, she must be smart enough to
identify a move of $140 on the price screen that she watches.
On the other hand, when her timing is wrong by only $140,
she is going to lose $180. It doesn’t take a Ph.D. in mathe-
matics to figure this isn’t an ideal business environment. In
fact, even the professionals on the floors of the exchanges
must be excellent, highly disciplined traders just to survive.
The public does not realize how many of these professionals
fail, in st't‘;ac'pf the advantage of being on the floor and paying
only minimal costs per trade. Imagine how small the odds for

an off-the-floor be for an off-the-floor trader faced with the

costs we have described.

*To have any hope of success, the day trader must strive to
maximize the profits on each trade so that he can overcome
the tremendous disadvantage of the transaction costs.
Unfortunately, the day trader has very little control of the

potential profit to be obtained, because the price range during

DAY TRADING SYSTEMS & METHODS

the day so severely limits the maximum profit to be realized
on an average trade. No trader can reasonably expect to buy
at exact bottoms or sell at exact tops. A very good trader
might hope to be able to capture the middle third of an intra-
day price swing. This means that to make $180 the total price
swing must be three times this amount, or $540. How many
futures markets have a daily price range of $540 or more?
Very few. How many futures markets can produce a $180 net

loss? Almost any of them.

-Don’t forget, the trader who is smart enough to find mar-
kets with $540 price swings and then smart enough to trade
them so correctly that he nets $180 is only going to break even
unless he has more winners than losers. To make money in
the long run, the day trader must have a percentage of win-
ning trades that is far better than 50 percent or he must some-
how figure out how to make more than $180 on a $540 price
swing. (Or best of all, do both.) This also assumes that the
trader is smart and disciplined enough to harness his instincts

and emotions and carefully limit the size of the losses.

TOUGH ODDS

As you can see, a day trader is faced with an almost impos-
sible task. We would venture a very educated guess that less
than one out of a thousand day traders makes money over any
sustained time. Our advice is to not even attempt it. Your

time and energy will be much better spent perfecting your
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longer-term trading ski_lls. Even if you should succeed at da_y
u-ading, it 1s difficult to reinvest the profits and continue to
compound them. Day traders can only operate efficiently in

small size, so don’t expect to make your fortune at it-it’s only a

hard-earned living at best.

In spite of our sincere warning, we know many traders will

attempt to beat the odds and become day traders for a while.
Fortunately, the lessons learned can be applied to more seri-
ous and productive trading later on. We will do our best to
teach you as much as we can about day trading and make the
learning process less costly. Obviously, we don’t have all the
answers or we wouldn't have such a negative outlook on the
probability of success. We have learned a great deal about this
subject over many years of trading, and the fact that we have
elected to no longer play this game simply demonstrates our
.personal preferences in the allocation of our productive time.

We hope whatever hard-earned information we pass along

proves helpfat.

SELECTION OF MARKETS FOR DAY TRADING

As we pointed out earlier, very few markets have wide
eneugh intraday price swings to make them suitable candi-
dates for day trading. Day traders generally prefer to concen-
trate their efforts on onl_x___q_ngm_(_)r_____?ygﬂp}_'a‘):_k_g_t_s. The prices
must be watched closely, and there all'e very few markets that

are suitable even if we had the capacity to follow lots of them.

DAY TRADING SYSTEMS & METHODS

Presently, day traders tend to favor the stock indexes, bonds,
currencies, and energy markets. From time to time other mar-
kets may become candidates for day trading, because of tempo-

rary periods of high volatility.

We ran a test to see what percentage of the time various
markets had a total daily range of $500 or more between the

high of the day and thé low. Here are some sample results

over our most recent 1,000 days of data: S&P Index 69 per-

cent, NY Composite 64 percent, British pounds 53 percent, T-
bonds 50 percent, Swiss francs 50 percent, Japanese yen 38
percent, heating oil 37 percent, D-marks 35 percent, crude oil
31 percent, soybeans 28 percent, silver 23 percent, gold 21 per-

cent, and sugar 13 percent. As you can see, only five markets

‘had a $500 range 50 percent of the time.

CONSIDER TICK SIZES

In addition to looking for a wide daily range, the liquidity
and the size of the minimum spread should also be factors to
consider when selecting markets for day trading. Our example
of costs included paying a spread of only $10 on each side of a
trade. In the S&P market, a minimum spread would be $25
each side, while in the bond market a 1/32 spread is $31.25.
If you are day trading bonds with $20 .commissians, you must
overcome total costs of $82.50 added to losses and subtracted
from gains. Your average wi_r;ning trade must run $165 far-

ther than your average loss just to break even. This assumes a
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one tick spread, which is t}:e best case possible. The element
of liquidity comes in to play-in determining the number of
ticks in the spread between bid and offer. A one tick spread is
the best you can hope for, and most markets have a wider
spread than that. You can usually assume that the higher the
- average daily volume, the tighter the spread. For that reason,
you will want to concentrate your day trading in only those
markets with very high volume. Otherwise, you can be mak-

ing good timing decisions and still be assured of losing money. |

MAXIMIZING PROFITS

Day traders are constantly faced with the problem of cap-
turing as much profit as possible from a relatively small range
of prices. This situation naturally leads traders into _th strate-
gy of buying dips and selling rallies, rather than attempting to
follow trends. Most trend-following strategies tend to be much
too slow for day trading. Countertrend strategies offer the
potenﬂﬁf extracting the greatest profit from a small range of
prices. However, countertrend strategies tend to be less reli-
able than trend-following strategies, because quickly spotting
turning points in prices is much more difficult than' simply

wtrading in the direction of a trend.

We have observed that the best day traders incorporate ele-

ments of both methods. Successful day traders try to buy dips '

wlthm an uptrend and to sell rallles w1th1n a downtrend The

day trader who consmtently makes  money must be good at fol-

DAY TRADING SYSTEMS & METHODS

lowing trends and be good at finding s_hort;__i_err_n. turning
points. Most traders lose money because they are never very
good at either task. As we look at some examples of possible
day-trading strategies, keep these two steps in mind: First find

the in{ermedldte trend and then find the short term turning

pomts Both steps need to be done quu,kly and accurately to

produce a wmmng day.

OUR DISCLAIMER

The day-trading methods that follow are a few of the many
methods that have been shared with us over the last few years.
We seldom attempt to day trade, so we have very little first-
hand experience with any of these methods. The various
traders who shared these methods with us claimed success
with them. We tried to select the ones that seemed most logi-
cal and the ones that seemed to hold up under a cursory exam-
ination over very limited data. The inclusion of these methods
should not be considered an endorsement or recommendation.
At best they should gix;e thé reader some food for thought-and
a representative sample of the many methods and tools that

can be used for day trading. Use them at your own risk.
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his day-trading method is based on a very
unusual way of using a moving average
envelope. Most envelope systems call for
trading in the same direction as the enve-
lope breakout. The 5-25 method does just
the opposite.

We assume that the market will traverse back and forth
between the extremes of the envelope. We treat the excursions
beyond the boundaries as overbought or oversold levels. After
a move outside the envelope, we expect the market to re-enter
the envelope. and traverse to the opposite side. Here are the

rules:
1. Use 30-minute bars on the S&P futures.

2. Set up an envelope study for five periods, normal
(no smoothing), and at a distance of 25/100 of 1 per-

cent from the closes.

<
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3. Look for trades only when the boundaries of the

envelope are at least 150 points apart. When one of the

30-minute bars closes at least 5 points outside the enve-

~ lope, look to initiate a trade in the opposite direction as

soon as the next bar closes back inside the envelope.

4. Use an initial stop loss at the extreme high or low
point just before your entry. After the market has
moved 75 points in your favor, the stop loss should be

changed to at least your break-even point.

5. Take profits when the market reaches the opposite
side of the envelope.™ If you want to simplify the profit
taking, use the boundary of the envelope at the time
you enter the trade as the target, otherwise you might
have to adjust your exit point every half hour. (See
Exhibit 1.)

With some modifications to the envelope, this system can
be used f6Fregular trading instead of day trading. We used to

have good results using it to trade soybeans.

DAY TRADING SYSTEMS & 'METHst
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e call this day-trading strategy the
“Hi MOM” sysfe.m', because trades
are signaled only when there is a
high momentum reading. Here is

how it works:

1. Use 9-minute bars on the S&P futures. We picked
the 9-minute interval because the system must be sen-
sitive to minor price patterns. The 9-minute bars also
divide the trading day into 45 equal time periods. Ten-
minute bars would probably work just as well; but we
have a slight preference for the logic of having all bars
represent an equal time period, rather than having an
odd bar at the end of the day. The 9-minute bars also
give us a head start on traders using the more common

intervals of 10, 15, 20, and 30 minutes.
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2. Directly underneath the 9-minute S&P bars, set up

a six-bar momentum study. Scale the study so you can

easily tell when the momentum reaches +/- 150.

3. Look for divergeﬁces between the MOM study and
the S&P bar chart. The first spike of the particular
divergences we are looking for will have to have pene-
trated the +/- 150 level on our MOM chart. The sec-
ond or third divergence spike does not have to reach

the 150 level..

4., After a Hi MOM divergence, enter the market as
soon as possible after the hook that completes the
divergence pattefn. Place an initial stop loss 20
points beyond the recent high or low of the bar chart,
(Point B of an AB divergence). Trail the stop using
peaks and valleys on the bar chart as support and
resistance levels.

5. Take profits when there is a divergence in the

' opposite direction, but do not reverse the trade. We

.want to only trade the first dlvergence of the day. The

e exceptmn to the one trade per day rule is when the

divergence sets up as an ABC divergence with three
spikes instead of two. If we entered after the second
Beak and were unfortunate enough to get stopped out

on the third spike, we will want to initiate a second

I

DAY TRADING SYSTEMS & METHODS

trade in the same direction if the divergence contin-

ues. Close out any remaining open positions at the
end of the day. (See Exhibit 2.)

The “Hi MOM?” system is simple but very effective, because

it combines the patience of waiting for volatile periods (indi-

cated by the + /-150 MOM) with the excellent entry timing pro-
vided by divergences.

~
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EXHIBIT 2
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Bill’s death in 1990. -

ne of our subscribers in the Los Angeles
area, Gary Inouye, worked closely with

Bill Ohama for several years prior to

Gary has been very successful in applying Bill’s well-known

“3-D” techniques to day trading. Here is an explanation:

1. Make a page of five-minute charts on two or three
related commodities. For example, compare the five-
minute charts of the S&P, the NY Composite, and the
Major Market Index. You might also compare the T-
bonds, the T-notes, and the muni bonds. There are
other possible related groups, like curre_n.cies, energy
futures, or the soybean complex, but the best day

trades are usually in stock indexes or bonds .




- !_ -»_ﬂ_____ - s

| . [ 2

. &

TRADE SECRETS

of specific stops and the lack of a more specific exit strategy.

Your results might be better or worse depending on your skill

2. Carefully compare the five-minute charts for diver-
gences where one commodity makes a new high or low
and where one or more of the other commodities in
the group fails to confirm by also making a new high

or low. (See Exhibit 3 & 4.)

3. When a divergence is spotted, the trade should be
implemented in the most tradeable (most liquid) com-
modity in the group. For example, in the stock indexes

you would trade the S&P, not the Major Market Index.

4. Once a trade has been entered, some method of
trailing stops would be advisable. For example, a trail-
ing stop of about 125 points in the S&P would be a
starting point. It would be logical to use wider stops
during volatile periods and tighter stops when the mar-

kets are quiet.

5. If you get a quick profit of $500 within a half hour,
justtake it. If the trade moves more slowly, hold on as
long as it seems to be trending in the right direction.
Cary does not wait for a 51gnal to close out the trade

hut uses hlsjudgment on when to take, Proflts or losses.

This method is not a complete system, because of the lack

at exits. We like the entry method.

EXHIBIT 3

DAY TRADING SYSTEMS & METHODS

Major Market Index

-
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EXHIBIT 4 =
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@

he following S&P day-trading strategy was
related to us by Steve Kane, who was a fel-
low speaker at Fred Brown’s Technical
Analysis Conference in Austin, Texas, in
1990. When we returned from the seminar,
we started watching {hé[systém and we have
been encouraged by its effectiveness over recent data. Here is

how it works:

1. Determine the trend using one-hour charts. Trade
only when the hourly chart has made a higher high or
lower low within the last two hours. When the trend is
up, look for buy signals only. When the trend is down,
look for sell signals only.

Entries: Use a five-minute chart with a 12-period slow

stochastics.
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Buy when the %K _(the faster moving line) goes below
20 and turns up. Sell short when the %K goes above
80 and turns down. (Don’t forget to trade only in the

same direction as the hourly trend.)

3. Stops: Use an initial stop of 100 points, or put a
closer stop just beyond a recent trading range. When
the trade is 100 points ahead, it is a good idea to raise

the stop to break even.

4. Exits: Take profits when the %K hooks in the oppo-
site.direction from + 80 or - 20. Another strategy is to
watch the one-minute stochastics and exit whenever

there is a divergence against the current trend. (See

Exhibit 5 & 6.)

Steve had a few addi.tional comments worth passing along.
He has observed that, when the %K entry signals are also
divergencsg‘f_rom the price action, the resulting moves are par-
ticularly strong. He also suggests that, when there is a very
sudden profit move of 100 points or more, it is often a good
idea to take the profit immediately. Finally, he cautions that,
whenever there are two consecutive losses in a day, it is time to
L

stop trading and try again tomorrow. This is good advice for

almost any day-trading method.

We like the idea that this is a method that buys dips in an

upt}end and vice versa. We also like the idea of buying when

DAY TRADING SYSTEMS & METHODS

the %K hooks, rather than waiting for the usual crossover sig-
nal. We think Steve’s strategy might also be applied to day

trading in other markets as well as S&Ps.
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EXHIBIT 5
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EXHIBIT 6 -

—

1 Ho

I

38400

Hourly chart is
trending up at
time of signal.

fi m lll}i




R

R

e kel

WITH STOCHASTIC

)

\&/

his is a day-trading method developed by

Humphrey Chang, a trader and former

- futures broker in California. Humphrey

explained that the method works best for

day trading S&P futures, but mentioned

that he sometimes uses it for day trading

yen a.nd Swiss franc futures. Here is the method:

1. Use one-minute bars for the S&P futures and a 21-

period stochastic.

2. One of the most important rules is that entries are
done only in the first hour of trading. After the open-
ing, wait until both stochastics lines go to an extreme
level (abové 80 or below 20) and then cross. Enter as
quickly as possible after the crioss. Ignore all other sto-

chastics signals after the first hour.
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3. Trail stops using swing patterns. Look for patterns EXHIBIT 7

of higher lows, or, if you are short, look for patterns of

1-Minute S&P

Initial Stop
observed these are points that the floor traders are sl 4 35040

lower highs. Humphrey cautioned not to have any

stops at the exact high or low of the day. He has 1 35080

watching and seem to raid as frequently as possible. l} ‘/ Enter _
4. The trade is left on until stopped out by the trail- ' 11” s2 35000
ing stop or exited at the close of the market. (See l\ H} I !J s3 Tg?ﬂll;:g
—_— o
Exhibit 7 & 8.) lh N “] { 34980
|

Humphrey sﬁggested that the method can be made more
reliable by trading only in the direction indicated by the half-

hulm “

34960

4 34940

hour stochastic with 14 periods. For example, if the half-hour
%K is above the %D, you would use the one-minute stochastic

for buy signals only.

s
. ' Stopped out at s6 — l &
fpr a nice profit. u\lhﬂ{ - :
1 84820
. , . \ . | 34800
8:45 900 9156 = 9:30 . 9:45 ¥
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EXHIBIT 8 -

21-Bar Slow Stochastic_

Crossover

fk/ Signal

Remember,
enter only if
the'Signal

~ occurs in the
first hour.
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75
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PIVOT POINTS

Pt

s we have explained in our previous chap-
ters, we don’t believe in the general prac-
tice of forecasting spc;cific prices.
However, if enough people use exactly
the same method and wind up looking at
the same forecasted prices, perhaps they

do start to have some predictable impact on trading.

We suspect that the popularity of these pivot points is caus-
ing them to act as self-fulfilling prophecies. The formula for
figuring pivot points (or support and resistance levels) was
explained to us by one of our newsletter subscribers, Neal
Weintraub, author of The Weintraub Daytrader and a floor
trader in Chicago, who conducts some unique training semi-
nars for traders, which he calls “Commodity Boot Camp.”
Neal explained to us that the formula is very widely followed,

particularly by many floor traders who make a note of the

g
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pivot points before entering the pit each day. Neal suggested
that knowledge of the calculations might be especially useful
for S&P traders.

We start the pivot point calculations by adding together the
previous day’s high, low, and close, Then we divide by three to

get an average price. Example:
Yesterday’s high = 365.30
Yesterday’s low = 361.30
Yesterday’s close = 364._40
Total = 1091.00 divided by 3 ~ 363.66 avg. price)

Now to find today’s pivot point high (or resistance level) we
simply take the previous day’s average price, multiply it by

two, and then subtract the previous day’s low. Example:
363.66 (yesterday’s average price) x 2 = 727.32

72732 - 361.30 (yesterday’s low)= 366.02 (expected
pivot point high)

Next, to find today’s pivot point low (or support level) we
simply take the previous day’s average price, multiply it by two
*and then subtract the previous day’s high. Example:

363.66 (yesterday’s average price) x 2 = 727.32

727.32 - 365.30 (yesterday’s high)= 362.02 (expected

" pivot point low)

az

DAY TRADING SYSTEMS & METHODS

These numbers represent the nearby support and resis-
tance levels that for many years have been very widely circulat-
ed among day traders and floor traders. Since they are not
chart points but are calculated numbers, the chartists will
probably see them only after.the fact, while the floor traders

have the numbers noted on thejr trading cards.

Neal goes on to explain that we can carry the calculations
another step further if we want and calculate a “highest high”
(or extreme resistance point) as well as a “lowest low” (or

extreme support level).

To calculate the highest high, we take yesterday’s average
price of 363.66, subtract the expected pivot point low of
362.02, and add the expected pivot point high of 366.02.

" Our answer, 367.66, might be a good target on the upside if
the resistance at 366.02 is broken. It would also indicate the

next possible resistance level as the market advances,

To calculate the lowest low, we take yesterday’s average
price of 363.66, then we subtract the difference between the
expected pivot point low of 362.02 and the pivot point high of
366.02 (a difference of 4.00).

Our answer of 359.66 representﬁ a possible target or low

point on the way down if our first suppori level of 362.02
doesn’t hold. '

(JJ)
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We used real numbers for our examples, so we couldn’t
resist checking the S&P after the close to see how we did. The
low of the day was 362.10 versus our projected pivot point low

of 362.02. Not bad. (Sep S&P 6-21-90)

Again we caution that we think these points only work
because they are popular and that popularity may be short-
lived. If they should stop working for a while, because of some
more important factors, they may never work again and you
can throw this method away forever. On the other hand, if
more people follow them, as time goes on they will work better
than ever. In the meantime, we thought they were an interest-
ing phenomenon worth passing along. We would be inclined
to give more weight to the nearby numbers than to the “high-

est high” or “lowest low” calculations.

U/
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t a meeting of the Technical Analysts of
Southern California in 1989, Bruce

Babcock, Jr., was the guest speaker and
described a day-trading strategy that he

was developing. Bruce is the publisher of

Commodity Traders Consumer Report
and author of several commeodity trading books. His book,
The Dow Jones-Irwin Guide to Trading Systems, which has
been referenced here many times, contains a great deal of use-
ful information, and we recommend both his book and his

CTCR newsletter to our readers.

Here are the highlights of the day-trading strategy that

Bruce described to us:

1. Trading nearest month S&P futures, wéit for, an
opening price that gaps noticeably from the previous

day’s close. You will then be looking for a trade in the
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direction of the gap. If the opening price gaps up,
look for an entry on the buy-side. If the opening gaps

down, look for an entry on the sell-side.

2. Tack on a few points above or below the opening
price range and enter the market on a buy stop or sell
stop as the market begins to trend in the direction of

the gap.

3. Use a stop loss of about $500 and exit the trade on
the close. (See Exhibit 9.)

Bruce was probably intentionally vague about defining
some of the instructions in specific terms. His gap strategy
can be tailored to suit your individual trading style. Bruce
indicated that he had done a considerable amount of testing
with various gap and follow-through parameters. Generally,
the bigger the gap and the more points you tack on to the
opening range, the more likely you will be to have a winning
trade. HéWever, waiting for bigger gaps and more follow

through means fewer trades.

Remember, profitable day trading requires high volatility,
so we advise keeping the parameters toward the higher side,
rather than the low side. That way you will be trading only
after the market has demonstrated some volatility. As a start-
ing place, try waiting for gaps of 75 points and tack on 25
points for follow through, if you want more trades make the
numbers smaller; if you want fewer trades, make the numbers

bigger.
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ere is a simple day-trading method that
uses a short-term RSI to find potential
tops and bottoms in the S&P market. It
is a logical approach that should work

in any market and could be modified to

use in longer-term trading as well. It is
one of our favorite day-trading strategies for someone who
does not need a trade every day. This method may go several
days between trading signals, but, when the signals occur, it
has a better winning percentage than some of the more active
strategies. Since it dqes_p‘t trade _every day, _it couid Be a sup-
plcmental method to be followed in addltlon to a more active
system. This method works best when trades are sxgnaicd m
the dxrecnqn o_f a longer-term trend. When there is no prevail-
ing trend, the mgna]s can be taken in either direction. You
might want to review the use of ADX as a trend-measuring

tool When the daily ADX is rising, the day trades should be
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done only in the direction of the trend. When the ADX is
declining, the trades can be in-either direction. Be patient

and don’t anticipate the divergences.
Here are the specific rules:

1. Use a 30-minute bar chart on the S&P with a six-
period RSI based on closes.

2. Look for divergence patterns in which the first RSI
spike has penetrated the 80 or 20 levels on your
screen. The second RSI spike doesn’t need to reach
these levels. Buy or sell immediately after the diver-
gence is confirmed by a 30-minute close in the direc-

tion of the signal .

3. Use an entry stop of 100 S&P points or two ticks
above or below a recent high or low, whichever is

closer.
4. Exit at the stop or at the close of the day.
o

5. Don’t enter any new trades in the last 45 minutes

of the market. (See Exhibit 10.)

In markets other than the S&P, this day-trading méthod
gould be modified by changing the 30-minute bars to a shorter
time period. If that were done, the 80/20 levels of the RSI
might have to be adjusted to a higher or lower level.

It is worth noting that, in periods when the market is less

mla'tile, 70/30 works better than 80/20, because the RSI

DAY TRADING SYSTEMS & METHODS

doesn’t get as overbought or oversold. However, one of the
important virtues of this system is that it takes a fairly volatile
market to make the RSI reach the 80/20 level, and trades

don’t get signaled unless there is enough volatility to make
trading worthwhile. Don’t be tempted to defeat that valuable
feature of the sysiem by adjusting the levels downward beyond

70/30 just to get more frequent trades.

[ 58\
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he following is a system for day trading the
NYSE Composite Index (commonly referred
to by traders as the “Knife,” because it
trades on the New York Futures Exchange).
It is brought to us by our old friend and
me‘ntor of 25 years ago, Jim Sibbet, who is
probably best known for his “Demand Index” and his newslet-
ters on silver and gold. Jim says he prefers to trade the NYFE,
instead of the S&P, because on a per dollar of margin basis he
can make more money using the NYFE. He also believes it is
a more orderly market with less risk. Here is his explanation

of the strategy:

1. Use 5-, 10-, or 15-minute charts on the nearest
NYFE contract. You just need price data, not patterns

of any kind-so the time intervals don’t matter.
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2. ldentify a fairly recent significant high or low point
on the chart. (Just eyeball it for now.) If the point was
a high, we will be looking to go short as soon as the
market has declined by 0.70 from the high. If the sig-
nificant point was a low, we will be looking to buy as
soon as the market goes up by 0.70 from the low.
Once the market has moved 0.70 from a high or low,
we want to follow the current direction under the
assumption that it’s going farther. You should use a
buy stop or sell stop at the 0.70 change in direction to

automatically put you into the trade.

3.  Once you have started a trade, protect yourself
with a very close stop loss order at 0.30 from your

entry point.

4. If the trade goes in your favor, as soon as you are

ahead by 0.30 move your stop up to your entry point.

As soon a3 you get ahead by 0.70 move your stop again .

to 0.50 points away, so you lock in a 0.20 profit. When
you are ahead by 0.90, use a 0.70 trailing stop and be
prepared to not only exit but to reverse the trade. (You
may not want to reverse late in the day, unless you are
“prepared to carry the trade overnight. Jim will carry
the trade overnight only if he is on the right side of his

other indicators.)

5.. If you are unlucky and get stopped out before you

reach the point where your stops are 0.70 away, you

o) 'fza\_ ;
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should try and re-enter the market in the same direc-
tion. On the re-entry, you will pﬁt the trade back on as
soon as the market moves 0.20 in the direction of your
first trade. (The fact that the market has not reversed
by 0.70 since the previous signal indicates there is still
a trend in the same direction you attempted to trade
before.) Jim says he often is able to re-enter the market
at a better price than his exit and make money on the

second try. (See Exhibit 11.)

-We were more than a little worried about the potential
activity and market watching that is required by Jim’s meth-
ods. If we go out for coffee we might miss two or three stop

changes and a couple of reversals.

We would also need a very patient and understanding bro-
ker, one who would put up with the frequent stop changes.
However, there is some basic merit to the system, and we
thought it was worth passing along as food for tho.ught. It
might be the basis for a more practical system with wider

parameters.



! H! ..__.- n- .

PR

-, GE .. ..

TRADE SECRETS

'?

-

EXHIBIT || -

DAY TRADING SYSTEMS & METHODS

June NYFE
10-Mjputes

Sell when dryps
.70 from thigpigh.

s 'f,ell short here.

[ W

1
lhh Ith}f T{il I;[ ”fml Buy here.

][{T*f"l}

Euy when
asdvances .70
from this low.

H{}}IMIHJ 111{_ |

19200

19150

19100
19050
19000
18950
18900
{ 18850

H‘H ] 18800
l}}}- 18750

{1 18700

18660




futures and currencies.

i‘_ trades can be done in either direction.

2. Check the direction of the short-term trend using

e : : half-hour bars on the slow stochastics as an indicator
of the direction of the trend. It is O.K. to trade either
with or against the stochastics trend as long as the 18-
day ADX/DMI is declining.

.-o .II
o

his day-trading method combines the ADX, |
half-hour stochastics, and three-minute sto-

chastics. This system works best in S&P I

B 1. Use the 18-day ADX/DMI to measure the strength of
| - . the daily trend. 1f the ADX is rising, trades should be done
only in the direction of the trend. If the ADX is declining, I
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3. Use three-minute_bars on the futures contract. Set
up another chart using three-minute bars with a 21-

period slow stochastic.

4. Trades are entered after a divergence between the

three-minute futures chart and the three-minute sto-

chastic chart. The first point of the divergence must
occur with the stochastic either above 80 or below 20.
Look for occasional three-point divergences. These are
less frequent than the two-point divergences, but they
are particularly good signals. In fact, you can take the
three-point divergence trades regardless of the daily
ADX or stochastics trend. (See Exhibit 12.)

5. Set your stop loss. The initial stop loss point for
S&Ps should be 20 points above the most recent high
for short positions or 20 points under the recent low
for long positions. The stop can be changed after each
new pea@;ﬂgr valley in the stochastics, with the stop 20

points from the new lpe_ak or valley on the S&P chart.

6. Take profits or exit on the close. If the three- -

minute stochastic gives a signal contrary to your posi-
tion from a point below 20 or above 80, this is where
W

you should take your profit. Make sure you are out by

the close, if not stopped out.
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PLUS STOCHASTIC

Bl his day-trading idea combines several tech-

Y nical elements: pattern recognition (some-
thing we haven’t talked much about), sto- |
chastics, and divergence. We assume that

most of our readers have some understand-

mg of stochastics and stochastic divergence,

since we've described them in detail in the previous chapter.
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L‘ Py Il' i - However, the pattern recognition portion is a new element and
I DR R S L - :

| o t ' requires a brief explanation.

i 'rI The goal of pattern recognition is to try to predict market
P turning points by observing a sequence of price movements
- ' ! that occur regularly and that have some predictive value. The

/\/ " . one described here is called a “key reversal” or “swing rever-

/ __ L sal” (see Exhibit 13.) This is a three-bar pattern with a swing
! . low that makes a new short-term low followed by a third bar,

— - S ' which does not make a low and whose close is above the swing
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close. The reverse of this_.patterr; would be used for identify-

ing market tops.

]
]
1
o

With this pattern in mind, the trading system is as follows:

1. Use 30-minute bars on the S&P futures and a nine-

period slow stochastic.

2. Watch for the short-term key reversal or swing

reversal patterns we described above.

3. Enter the trade when you've observed a key rever-
sal pattern that is accompanied by a stochastic reading
(%D) below 30 for a buy pattern, or above 70 if it’s a

sell pattern.

4. Set a protective stop a tick or two outside the swing
high or low. If this stop is too far away to be comfort-

able, use a tighter dollar stop.

5. Exit on any key reversal patterns in the opposite

directiongor. at the close. (Again, See Exhibit 13.)

Your chances for success will be greater if you wait for a

divergence between the stochastic and the underlying futures

prices. However, the divergence is not strictly necessary.
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EXHIBIT 1 3 -
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YOU'VE LEARNED

Afterword

by Jaye Lasine Abbate

USING ON-LINE AND SOFTWARE SYSTEMS TO
ASSIST YOUR DAY TRADING

ou have just been introduced to nearly a

dozen different day trading systems and
. methods, and cautioned to use them with
care. As emphasized at the outset, Day
Trading can be a risky business. Because of
the short term nature of the trading period,
the tremendous volatility in the market recently, and the
greater number of trades conducted which increases total
transaction costs, Day Trading has often been a tough way to
earn trading profits - though the potential for profits can be
spectacular. A huge number of technological advances have
occurred, though, that make it easier than ever to day trade.
The critical information needed to do so is now completely
accessible at an affordable price to anyone with a PC - rather

than being available exclusively to the professionals.

@
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With this in mind - the chaﬁehgc becomes learning how to
integrate these new online services and software systems with
the methods and techniques discussed in previous chapters. A
growing number of web-based and software products - includ-
ing the CD included in the back of this book - offer a wide
range of services. But which ones are critical to your success as
a day trader? The definitive answer will become obvious only
as you perfect your own unique style and method of day trad-
ing. However, the following criteria are essential tools for day
trading success, and should be considered when evaluating any

new system;

« Quotes: Good, quick and accurate quotes are funda-
mental to all short-term traders. Most day traders,
though, require NASDAQ level 2 quotes because they
show which market makers and ECN’s (Electronic
" Communication Networks) are bidding and offering
stock at what prices, which helps to indicate whether
there is support for or resistance in a stock and what
those ﬁ;port and resistance levels are. Additionally,
through the use of le.vel 2 quotes, traders may notice pat-
terns in the market maker activity which, in turn, assists
the trader in determining entry and exit points and strat-
egy. One stock, for instance, may run up a half point
every time the same three market makers are on the bid
while a fourth market maker is not on the offer. So,
choosing the right quote level to meet your needs is

imperative.

N
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+  News, Charts, technical analysis and market summaries:
These are common elements of most systems nowadays -
and provide instant access to the ongoing research and
analysis tools you need to make quick decisions that capi-
talize on fast breaking market movements. Often, due to
a single news headline the day trader will be minutes
ahead of the general public - dur-ing which time the stock

may have gone up many points.

Likewise, charts and technical analysis tools can reveal
rapidly changing conditions the day trader can take
advantage of. For example, if Bollinger Bands are avail-
able on your system, they can be an extremely powerful
aid. Bollinger Bands vary depending on the volatility of a
security. As a security’s volatility increases, the bands
will widen; as volatility decreases the bands narrow.
When the width between the upper band and the lower
band narrows, the odds of a tradable rally increases. The
direction of the resulting breakout is not known. You
can either use indicator readings to determine the direc-
tion of the move or simply wait until the move occurs by
placing the trade as soon as the security breaks above or
below a Bollinger Band. If the bands are close together
and the security breaks above the upper band, go long.
If the bands are narrow and the security breaks below
the lower band, go short. Either way they can help keep
trading losses to a minimum - as can other charts and

technical analysis tools.

s
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Market summaries are als‘o a useful tool for the day trad-
er to have access to. Traders can monitor issues which
have the highest percentage increase in price or volume
on a particular exchange, and then research news or fun-
damental data that may be triggering these increases.
The key is to sign up for a service that includes all these

important features.

» Portfolio Tracking: The new technology is supposed to
make your job easier. Therefore, any system you choose
should track multiple portfolios - showing both your P&L
and your polsitions, -updating your account, keeping track
of open orders and available buying power - and it should

all be easily accessible to you.

+  Customer Service and Chat rooms: Prompt customer ser-
vice and the ability to talk to a real person when you
need a quick answer regarding your account is a ‘must’,
“Chatting” with other traders to share experiences and
information, and being able to participate in free semi-
nars with industry pros, is extremely helpful and can
lead to more effective trading techniques and decisions.
Technology is allowing “professional” traders to come
together in one location to share their ideas and “war”
stories. The chat room, therefore, is now an equalizer -

and geography no longer an inhibitor.

Plus, you should carefully consider:

+ Ease of use: Dynamic screens, scrolling ticker, pop up

screens, continual updating, and alerts simplify gather-

DAY TRADING SYSTEMS & METHODS

ing info and are just a few of the elements that will make

your trading easier and more efficient.

- Customization capabilities: Is the system set up so it’s
easy for you to obtain only the information you want,
without having to sort through a lot of extraneous mater-
ial? Does it monitor enough symbols? Does it cover all

the charts you need?

Ask yourself these critical questions and others before choosing

a system so you're not stuck with one that doesn’t suit your

 trading style and needs. Remember: YOU must be comfortable

with the system you choose, regardless of how many people

may swear by one system or another.
Also try to determine:

+ If the system is really safe and reliable, or prone to

crashes and hackers cutting in.

- If it is compatible with any hardware or software, so
you won’t need to buy a lot of new products now, or

down the road if you upgrade your PC.

« Can you run the system at home and at your office,
on different computers, without having to reenter the

securities you are following?

+ If you need to leave the system running all the time to
receive data on the computer, or if it is available on the
quote providers end so you can access data anytime, any-

where, without worrying about missing a quote.
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There are many similarities - and many differences - in the
systems available today. But you strould start with the basics
noted here, as they will help you successfully implement tHe
day trading systems and methods you choose to adopt from this
book and other sources. For your convenience, a software CD is
enclosed in the back of the book that will immediately allow
you to get up and running, testing out any - or all -of the sys-

tems outlined.

We think this will be a tremendous asset to you as you
improve your skills as a day trader. Take advantage of the free
software that’s provided, so you can learn to apply what you've
just learned in the book with state-of- the-art research and
charting applications. Once you've mastered the basics - you'll

be ready to take your trading to the next level.

DAY TRADING SYSTEMS & METHODS
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