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Prologue—
A Typical Trading Day

Many traders would be disappointed at how | spend atypica trading day. It's not glamorous nor isit
bone-chillingly exciting. That's fine with me because | don't trade for aliving for either the glamour or
the excitement. | do it for the money and the freedom it brings me.

Prior to 1996 | lived out west in Reno, Nevada. Sincethat time | have lived in the cave-and-cow
country of south central Kentucky. Thetown | reside in reminds me of something out of a 1960s
gtcom—Ilike Andy Griffith's Mayberry. After dl, our county sheriff is named Barney and the guy who
runs the local body shop is Goober. But | digress.

| don't get up in the morning until the 9:30 (sometimes later) opening of the stock market. What can |
say? Ever snce my childhood | have been alateriser. When | lived out west | never dept well
knowing | had to be up for the 6:30 A.M. PST opening. Everyday | battled congtant fatigue. Sinceliving
inthe east, I'm always refreshed. However, | do set my VCR to begin recording CNBC at 8:00 A.m.

| try to be up by the 9:30 opening since the first 50 minutes of trading often sets the tone for the day.
The action of the futures during that time period can often portend how the rest of the day will unfold.
It'saso during thisfirst 50 minutes of trading that I'm most dert to any devel oping strength, weakness,
or divergences that may be evident on the tape.



I'll eat my breskfast/lunch at 10:30 A.M. and review my CNBC tape for any relevant news or
interviews | missed during the 1 1/2 hours prior to the market open. After that quick review, | begin
recording again. | ways have my recorder running during trading hours and the two hours after the
close. | don't want to miss anything.

Around 11:00 A.m., | turn on my computer and check my e-mails and what's going on in some of the
newsgroups. | then check the foreign markets at Y ahoo.com and the portfolios of any funds| may be
trading or thinking about trading at Quicken.com. Thisis something | do throughout the trading day. |
aso check how the variousindustry groups are performing at the www.dailystocks.com Web site. It's
important for me to know each day precisadly where the action isin the market.

Between 12:00 and 3:00 p.m. | try to sort out the moves | will makein my funds. Almost every day
involves a constant adjusting of my trading positions. Will | add or decrease my exposureto the
market? | stay in close contact with the CNBC ticker tape throughout the day. I'm sengitive to the
dightest changes occurring intraday between the Dow, Standard & Poor's (S& P), the Nasdag 100,
and the Russall 2000 indexes.

| am not glued to the TV screen during the trading day until 3:00 P.M. Prior to that time | will shower
and if necessary run an errand or two to the bank, post office, or grocery. If | do go out, | play back
my tape upon returning to check the behavior of the market while | was gone. It'simportant that | stay
in synch with the daily rhythm of the market. In the old days | couldn't trade without reading my Wall
Street Journal and Investor's Business Daily as soon as | got up. Now that | trade primarily pure
price action (momentum and divergences), | don't read these papers until much later in the trading day.

Between 3:00 and 4:00 p.M. it's showtime, especialy thelast 30 minutes. Thisisthe home stretch and |
have to get ready to make my move before the close of trading. Going into the last hour, | aways have
someideaof the moves | will be making at the close. In thelast hour I'm completely focused on the
tape, the stocksin my portfolio, and the action in the various indexes. It's during the last hour that |
formulate an exact trading plan, detailing how much and into which fund. Thereisusudly afake-out
move, abeit dight, in the market between 3:30 and 3:45. | cdll thisthe Rydex jiggle. The market likes
to confuse the Rydex timers, since their orders have to be in before 3:45.

| call INVESCO between 3:50 and 4:00 P.M. It can get hecticif | dso


www.dailystocks.com

have to call Janus and Strong. INVESCO and Strong rarely put you on hold for more than afew
seconds, but Janus can take much longer. Sometimes during the time I'm on hold with INVESCO |
will change the amount of my purchases based on how the market istrading while I'm on hold.

Between 4:00 and 4:15 p.M. | watch to see how much of apremium or discount to fair value the S& P
futures are closing in Chicago. | usudly stay around home until 5:30, listening to CNBC while reading
my financia papers and magazines. During thistime | will also review the various market summaries at
Marketwatch.com. Between 5:00 and 5:30 Moneynet.com usually hasthe closing pricesfor my funds.
| liveand diefor 5:30 in the afternoon. After getting closing fund prices| go out for my afternoon run.

My day isn't over at 5:30, however. I'll check in throughout the evening to see how the S& P futures
aretrading on Globex. | will dso periodicaly look in to see how the Asan markets are trading, as well
asto get any late-breaking business news at Y ahoo.com.

| am focused on trading 24 hours aday. I'm aways going over possible market scenariosin my mind
and how they might affect my fund position. I'm constantly strategizing my response to potentia market
scenarios. Even when | get up in the middle of the night, my mind is aways on the market and what |
will do the next trading day if this or that happens.

Now that I've described atypical trading day and it appearsthat | have no life, let me say that | do
have the freedom to go away for the day—maybe shopping or to the art museum or the zoo in
Louisville, which is 100 milesto the north. When I'm out during the day it isusudly because | don't
expect to be making any adjustmentsto my trading account. But that can changeif the market doesn't
cooperate, S0 aphoneisanecessity. Through aquote line available from my futures broker, | can
access al the cash indexes | need—the Dow, S& P, Nasdag 100, and Russdll 2000. Many times
when | was out for the day | have made unexpected movesin my account.

| sometimes wonder about the relevance of my daily trading rituas. Between Friday morning, October
16, 1998, and Thursday evening, October 22, | was on a cross-country trip, helping afriend move.
During the trading days that period encompassed, al | was able to do marketwise was monitor the
Dow, S& P, Nasdag 100, and Russdll 2000 viatelephone. That was an active week in the market,

especidly for the



Russdll 2000, and | made significant increases to my trading positions. During thisweek | went without
CNBC, the Internet, and my financia publications, yet | gill made over $10,000.

| do not have trading buddies with whom | converse during the trading day. | never much liked the
idea of having trading buddies since I've aways played alone hand. | don't want to be swayed by the
opinions of other traders during the day. And, frankly, | can't think of any trader whose opinion |
respect. However, it could be argued that my participation in the chat rooms and newsgroups, where
I'm congtantly exposed to dl sorts of opinions during trading hours, isn't much different from having a
trading buddy.



I ntroduction

If you are atrader or aspiring trader and the stock market is your thing, then this book isfor you. It
doesn't matter if your trading wegpon of choiceisindividua stocks, mutua funds, equity or index
options, stock index futures, or the index-based shares on the American Stock Exchange (AMEX)
such asthe S& P Spiders or the Dow Diamonds. Regardless of your preferred trading weapon, the
chdlenge remainsthe same: being in synch with the rhythm and momentum of the market. Thetrading
srategies and philosophies presented in How | Trade for a Living will enable you to better
understand price action to exploit that momentum.

How | Trade for a Living will detail as precisely as possble dl the trading techniques| useto trade
for aliving. More than that, it will be adigtillation of everything | have learned over a33-year trading
career—the good, the bad, and the ugly. | must be doing something right. After soending more years
than | care to remember as a going-nowhere, break-even trader, everything findly fell into place for
me. Since my trading awakening, | have methodically traded $2,200 into over $650,000 with virtualy
no losng months dong the way.

Be aware that I'm not some flash in the pan who, thanks to an ebullient stock market, has just recently
began making money asa



trader. Nor am | some faded trading star whose best years are behind him and who has resorted to
writing books to sustain himsdlf. I've been making money every year since 1985, and 1998 was my
best trading year to date, with again of over $196,000.

It was apleafor help from adesperate and losing trader that initialy motivated me to write this book.
Y ou will read about that desperate trader in Chapter 1. However, once | began writing How | Trade
for a Living, | redized there were other factors motivating me besides that | etter of despair.

One reason isthe public's misconceptions of what isredly involved in trading for aliving. These
misconceptions are nurtured by anever ending bounty of books, systems, seminars, newdetters, and
fax serviceswith their promises of risk-free and ingtant trading wedlth. But it'sal fairy-tae hype from
the dream merchants. If you took the time to investigate the outrageous claims of these masters of
manipulation, you would find that none of them are trading for aliving themselves. They are greet at
talking the talk, but woefully inept at walking the walk. My book is one of the few from someone who
can do both thetalk aswell asthewalk.

Another motivation for this book wasto counter the proliferation of current trading books authored by
academics and theoreticians with limited or no hands-ons trading experiences. These books dazzle you
with statistical studies, charts, and price patterns that only work retrospectively or because of the well-
chosen examples used by the writers. No evidence is presented that the methods have ever worked
for the authors over any extended period of time using real money. How | Trade for a Living details
techniques and strategies based on actua trades over many years.

Thisbook also stands as evidence that successful home-based trading is within the grasp of the
average trader. Everyone has read about the trading exploits of the well-known market wizards and
other superdtar traders. But upon closer examination, you will notice that most of these highly
publicized traders are not home-based, nor do they live soldy off the profits from their own trading
accounts. Instead, you'll find that they are floor tradersin New Y ork or Chicago, or they work as
hedge fund managers and trading advisors, managing millions of dollars of other peopl€'s money. One
then beginsto wonder if trading successis reserved only for these heavy hitters and big-name players.
Rest assured that it's not.



Unlike many recently released trading books, this book was not written as afront to promote some
newdetter, fax service, or trading seminar. My reputation isthat of someone who trades for aliving
and | want to keep it that way. Thelast place you will ever find meis on the seminar circuit hustling an
expensive trading course or on the Internet peddling atrading-related service for afee.



Chapter 1—
Help for a Desperate Trader

During the early to mid-1990s, | was afull-fledged member of the vendoring establishment. | wrote
and marketed several manuas on day trading stock index futures. But unlike alot of vendors, |
actudly knew athing or two about trading and had been successful at the game for many years prior
to my gtint as amarketeer.

My day trading materias were well received within the trading community. Asaresult, | received
numerous invitations to spesk at trading seminars and was profiled in severad nationa trading
publications. Much of the notoriety resulted not so much from how much money | made as atrader,
but from my trading consistency. Over a10-year period, | rarely encountered alosing month. |
garnered additiona publicity for my willingnessto provide years of rea money-trading satementsto
document my trading prowess—a practice dmost unheard of in the vendoring business.

It was never my intent, though, to seek fame and fortune asa sdller of trading-related products.
Instead, | wanted my reputation to be that of someone who successfully traded for aliving. So in early
1996, | turned over my trading manuals to an outside marketing company and waked away from the
limdight. | had no intentions of ever returning to Vendorland.



Once out of the spatlight, my trading thrived as never before. | was perfectly contentinmy lifeasa
private trader. Then one day | opened my mail and found the following letter: "I'm a desperate trader,
desperate to succeed. | left my job about eight months ago and was pretty optimistic. | havetried to
do everything right. | bought the best computer, the best software, the best data feed, had amentor,
and paid $2,500 for atrading system. . . . | can honestly say that thereisn't another trader that works
harder than | do. | have completely dedicated mysdf and al my power and energy to learning and
becoming successful &t trading . . ."

The letter writer went on to say how he had worked two jobsfor eight yearsto save $100,000 for his
opportunity to trade. But everything had fallen apart. The system didn't work, his mentor turned out to
be a crook who was fined by the regulatory authorities, and his$ 100,000 had been reduced to less
than $10,000. At the end of theletter he asked if | could help him become profitable. He was
frustrated that he had worked so hard and learned so much but couldn't seem to get hisarms around
it.

Although not particularly noted for my dtruism, | was, nonetheless, affected by theletter. | truly felt the
pain and frustration of this desperate and losing trader. That's probably because, for more yearsthan |
care to remember, |, too, desperately sought the answers on how to succeed in the trading game. So
to help the desperate | etter writer and otherslike him, | decided to return to Vendorland by writing
How | Trade for a Living. During my struggles, there were many trading books that | looked upon as
ingpiration in my quest for trading success. Hopefully, many of you will regard this book as your
ingpiration for becoming awinning trader.

My Trading Credentials

Since you won't ever find my name among those of the dite hedge fund managers or trading advisors,
you might wonder what my credentials are for writing abook about the redlities of trading for aliving.
I'm aprofessional home-based trader whose trading passion isthe stock market. Trading for aliving
was adream of mine ever since 1961 when | was 14 years of age and read Nicholas Darvas's book,
How | Made Two Million Dollarsin the Stock Market. 1

The road to successfully trading for aliving was bumpy and filled with numerous potholes. | sumbled
blindly for 19 years as a part-time



and break-even trader with atrading account that fluctuated between $2,000 and $4,500. My
epiphany asatrader camein March 1985. After nearly 20 years of dreaming, wishing, and praying for
trading success, it findly fell into place for me.

Sincethe spring of 1985, my trading capita has steadily increased without interruption. At the time of
my trading epiphany, | had only $2,200 in my account. Today, despite withdrawal s along the way for
taxes and living expenses, my trading account is valued at over $650,000. Over the past severd years
| have averaged in excess of $10,000 in monthly trading profits. My halmark asatrader is
consistency. Losing months over the past 14 years have been ararity, averaging about 1 per 20
months, and no monthly loss has exceeded $2,000.

| trade according to the philosophy that wealth accumulation involves a systematic and disciplined
compounding of trading capital over time. As capitd accumulates and compounds each year, so will
trading profits. Never in my wildest dreamsdid | ever imagine my capita would compound to such a
degree that | would be cranking out $196,000 in annua returns, asin 1998.

| gpologize for what some readers may construe as unseemly boasting about my trading exploits. | do
thisonly because I'm astickler for credentials. And after al, one reason to purchase thisbook isto
learn firsthand the redlities of successful trading from a practitioner, instead of from someone who
merely pontificates. There are far too many personaitiesin this business who predict, promote, or
peddle trading tools, yet can't trade their way out of a paper bag.

Table 1. 1 and Figure 1. 1 show my monthly trading performance for 1996 through 1998 and the first
eight months of 1999. Since I've been so outspoken in the past againgt traders who make
unsubstantiated trading claims, my trading statements (for al my accounts) documenting these results
are on filewith not only the publisher of this book, but aso an independent third party, Courtney
Smith, the publisher of Commodity Traders Consumer Reports. 2 Courtney was chosen because,
like mysdlf, he has along background in trading stocks, options, futures, and mutual funds.

Mar ching to a Different Beat

Thisisnot aconventiona book about conventiona trading methods such as chart patterns, moving
averages, and oscillators. | never found these overused methods to work very well. Itisaso not a
book about
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table 1.1 trading r esults by year
1999 Trading Results

(thr ough August) $63,099.19

January $14,228.59
February (-1,788.50)
March 11,920.60
April 19,443.74
May 450.28
June 4,607.91
July 4,027.63
August 10,208.94

1998 Trading Results $196,390.24

January $8,596.69
February 19,953.82
March 29,317.18
April 8,265.19
May 3,038.30
June 12,192.73
July 13,315.15
August 2,298.34
September 3,925.27
October 23,468.39
November 59,190.88
December 12,828.30

(table continued on next page)

arcanetrading strategies or complicated and esoteric mathematical formulae. | don't believe successful
trading has anything to do with waves, cycles, astrology, numbers, ratios, numerical series, cubes, or
lines drawn on agraph.

Fasten your seat belts while reading this book. There will be placesyou'll find yourself vehemently
disagreeing with me. That's because | march to the beat of adifferent drummer in my trading
philosophies. My personality, whether you loveit or hateit, iswhat makes metick asatrader.

For instance, besides not believing in charts and oscillators, | think al the glitzy equipment and
software so frequently advertised for

11



(table continued from previous page)

table 1.1 trading r esults by year
(continued

1997 Trading Results  $113,015.54

January $10,394.36
February 11,556.47
March (-1,958.46)
April 8,788.59
May 18,374.48
June 11,348.71
July 16,708.22
August 4,851.26
September 16,408.76
October 4,105.60
November 4,043.72
December 8,393.83
1996 Trading Results $72,511.88
January $4,752.12
February 5,374.55
March 253.89
April 4,560.14
May 10,047.18
June 5,300.58
July 2,621.08
August 8,255.24
September 12,153.31
October 2,270.03
November 7,750.26
December 9,173.50

traders are unnecessary expenses. All I've ever needed to trade successfully has been the CNBC
business station and atelephone. I'm also avery emotional trader who operates with a complete lack
of confidence—losing trades eat away at me for days, sometimes weeks, a atime. That runs counter
to the conventiona wisdom of the psychologica trading gurus on what it takes to be a successful
trader.

Throughout How | Trade for a Living you will notice references to other trading books. | collect
them and have accumulated alibrary of over 450 books. Many of these books aren't in the
mainstream of trad-
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ing literature and some are out of print. These books ingrained in me vauable trading principles, which
eventualy contributed to my trading success. In particular, the books from the 1960s and early 1970s
are gemsthat reved great insight.

Besides enjoying areputation as asuccessful trader, I'm aso known in the trading industry as a basher
of vendors—especidly those vendors who misrepresent themsdves astrading for aliving, when, in
fact, al their incomeis derived from vendoring. However, | will not use thisbook asaforumto trash
any vendors persondly.

How | Trade for a Living was not written as an autobiography. It would be presumptuous for meto
believe anyone would be interested in the intimate details of my persona life or my politica and
religiousviews. Yet | beieveit isimportant throughout the next few chaptersto detail my evolution as
atrader. To better gppreciate my trading accomplishments, it is helpful to first understand my initia
trading falures. Many of you will identify with my plight, especidly inmy early years.

Some people may dismiss these trading achievements by attributing them to a particular innate talent or
ability. Poppycock! That's smply an excusefor bdieving they can't emulate my trading results. The
years of adversity | endured prior to becoming successful should dispel the notion that | have any
specid trading ills.

A few caveats about theway | trade. Trading, for me, isavery smple process. However, it took
many years of struggling with needless complexities before | discovered the smplicity of the game. Be
forewarned that my trading style has evolved over time and through much practice. Y ou aren't
expected to grasp everything a once. I'm not here to try and make anyone aGary Smith trading clone.
Take whatever bits and pieces of these insghts and strategies you fedl most comfortable with to
incorporate into your own trading style.

Trading isan evolutionary processin which you progress through various stages from noviceto
advanced beginner, to competent, to proficient, and finally for afew, to expert trader. Regardless of
your present status, How | Trade for a Living should assist you in your journey to the next level.

14



Chapter 2—
Dreams of Easy M oney

My earliest memory of making money with money isfrom thefifth grade. Our classwent on afidd trip
to anearby church carniva. Therel had my first experience with the spinning whed. Y ou could put
your nickels, dimes, or quarters on particular sections of the whed, and if it stopped on your section,
you were paid off at arate anywhere from two to five times your investment. | was fascinated with this
seemingly easy way to make money—easy, because it was obvious to even afifth-grader like myself
how certain sections of the whedl seemed to come up more frequently than others. | spent the entire
day at that biased roul ette-type whedl, and | cleaned up.

This experience with the spinning wheel was the beginning of my search for easy money. Littledid |
redize that thiswould be along and winding road with numerous obstacles and disappointments. Easy
money held an dlurefor me asachild because of my fierce independence. | knew even then that the
adult world of schedules, deadlines, and bosses would never work for me. | needed some way to get
rich quick so | could do my own thing when | got older.

My next experience a easy money wasin the seventh grade, when my father gave me a collection of
coins he had saved from his days as a paper carrier. | took one of those coins, a 1915
commemorative 50-

15



cent piece, to alocal coin dealer and was suddenly enriched by more than $35. Within afew weeks, |
sold the rest of my father's horde of coins and netted an additiona $150. Although Dad never said
anything to me, | don't believe thiswas what he had in mind when he entrusted me with his collection.

Around this sametime, coin collecting wasin the throes of itsfirst speculative burst. The gamefor me
then was searching through rolls of coinsat the loca bank. Many vauable coinswere il in
circulation. It was smply amatter of finding them and taking them to theloca coin dedler in exchange
for more than face vaue.

By 1961, coin speculation was &t its height and had evolved into something much like the buying and
sdling of stocks. Uncirculated rolls of coinswere the rage, and prices were soaring. | fully participated
inthistrading frenzy during the early 1960s. | till recall buying aroll of uncirculated 1955

Philadd phiaminted dimes and resdlling them afew monthslater for a 150 percent return on my
investment. Of course, | dso remember begging my godparents for $2,500 to invest in some
uncirculated rolls of 1950 Denver-minted nickels. Good thing they turned me down, asthat investment
would still be under water today.

The Siren Call of the Market

Always dert to easy money-making opportunities, | read my first book about the stock market in the
fal of 1961. It was Nicholas Darvass How | Made Two Million Dollarsin the Stock Market.
Although only ahigh school freshman at thetime, | decided after reading the Darvas book that my
destiny in lifewasto tradefor aliving. Tothisday, it remains my favorite trading book of al time.

Nicholas Darvas was a professional dancer. His introduction to the stock market came in November
1952 when he was given stock in a Canadian mining company in lieu of cash for adancing
performance. It wasn't until two months later that Darvas checked to see how his stock was
performing. Much to his surprise, it had amost quadrupled in price. Darvaswondered if it was ways
this easy to make akilling in stocks. So heimmediately sold his stock and went in search of othersthat
would double and triple in price over such ashort time.

Darvass book details hisjourney from trading neophyte to million-dollar trader. Asan impressionable
youngster of 14, | took to heart everything he had to say. It'sagood thing | did, too, because |

16



doubt | ever would have madeit asatrader if my introduction to the trading game had been through
any other source.

Nicholas Darvasingtilled in me the basic principles of successful trading: Trade the trend, cut your
losses, and use atrailing stop as you alow your profitsto run. More important, Darvas taught me that
the only thing thet redlly mattersis price action itsdlf.

A couple of yearslater, | read a second book about the market and trading, Benton Daviss Dow
1000.  Good luck trying to find thislittle treasure—it's out of print and difficult to locate even at the
used bookstores that speciaize in old and rare books on the stock market.

This book reinforced what | learned from Nicholas Darvas about trading the trend and buying strength
and sdlling weekness. Other insights from the Davis book include his contention that "the basic fact of
lifein Wall Street boils down to just one thing: the action of the market itsdlf. . . . The stock market is
awaysright and alwaystellsits own story best. . . . Stock market success comes from following a
principle. The principle of everlastingly keeping your fundsinvested in the best performing issues2

Both How | Made Two Million Dollarsin the Sock Market and Dow 1000 aso contain some
underlying psychologica themes. There are no expertsin the trading arena, and if you ever hopeto be
asuccess, you have to do the work yourself. Forget about the hot tips, the gurus of the day, and the
newdetter seers.

Not that | needed convincing, but the next book | read about trading, Wiped Out,2 redlly drove home
the point that there aren't any experts who can see into the future. This dim, 125-page book was
written by an anonymous investor. Set during the great bull market of the late 1950s and early 1960s,
it'sthe sad tale of how atrader watched his $62,000 account dwindle to $297.78.

The anonymous author of Wiped Out spent nearly seven years chasing down hot tips and purported
trading expertsin his search for easy money. Perhapsif he had immersed himself more deeply inan
understanding of trading mechanics, he would not have lost his entire trading account. What reglly
annoyed me about Wiped Out was how the writer had the gl to bad-mouth Nicholas Darvas's book.
He said it was "heady and dangerousinspiration to the novice."2 Pretty strong words from someone
who couldn't adhere to the most basic of Darvas principles—that is, cut your losses.

The fourth book | read on trading was the classic Reminiscences of
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a Stock Operator by Edwin LeFevre, 2 which isthe story of the most acclaimed trader of dl time,
Jesse Livermore. Reminiscences of a Stock Operator is probably the most frequently quoted trading
book and a favorite of many of the market wizards profiled by Jack Schwager.& 7 Throughout the
course of my trading career, I've read and reread this book more than adozen times. Even though it
was written in 1923, the book is astimely today as back then. Y ou will find more insgghtsinto the
trading game in Reminiscences than in any other trading book.

Jesse Livermore was the consummate tape reader. He used the tape for clues to the strength and
weakness of not only individua stocks, but the overdl market. The most vauable information | learned
from Livermore's techniques was his method of scding into trades. Much like Darvas, Livermore
would continualy buy more shares of stock as prices moved in hisfavor after hisinitial purchase. You
will seelater inthisbook how | implement thistype of trading Strategy.

As brilliant as Livermore was, he never mastered the psychologica aspects of the game. As described
by Benton Davisin Dow 1000, "Livermore's success was due to an innate brilliance with figuresand a
completelack of the thing most of us are endowed with—caution."€ Livermore was a boom-or-bust
trader and at least four timesin his career went completely bust. Once the Securities and Exchange
Commission (SEC) was established in the early 1930s and outlawed various types of market
manipulations, Livermore was rendered impotent as atrader. He ended hislifein 1940 with abullet to
hisbrain. In hissuicide note he said that he consdered hislife afallure. His estate was valued at less
than $10,000.2

Let the Games Begin

| made my first stock purchasein thefal of 1966: five shares of Chryder for $200. At thetime, | was
asophomore at the University of Dayton in Ohio. A few monthslater | sold my coin collection for
$2,000 so | would have more capita to trade. During the remainder of my college years, | rarely
opened abook unlessit was related to the stock market. My time in the classroom was spent
daydreaming how someday | was going to get filthy rich in the market.

Unfortunately, during my first few years of trading, | didn't come anywhere closeto trandating into
reality my daydreams of getting rich. But it wasn't for want of opportunity—1967 and 1968 were

vintage
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yearsfor traders and speculators. Known as the go-go years, stocks listed on the American Stock
Exchange sizzled, rising 66 percent in 1967 and 33 percent in 1968. Stocks in nursing homes and
mobile home manufacturerstripled and quadrupled—and more—in price. | was there and played all
the hot stocks, but made nothing.

| learned early in my trading career that reading all the great trading books was one thing, but trading
with real money was entirely another. WWhen you're operating in the red trading world, the psychology
of trading comesinto play. At 21 and 22 years of age, | was wholly unprepared to handle the menta
rigorsof trading. One of my fatal trading flawswasthinking | could get rich overnight by taking my
small trading stake and turning it into $100,000 ingtantly. My get-rich-quick trading mentality, coupled
with limited trading capital, caused meto violate many of thetrading principles| had learned from
Davasand Livermore. Whilel wasin college, my main problem with trading was fear of giving back
any profits. That fear prevented me from ever letting my profitsrun.

Even though | wasn't making any money trading, | never lost my enthusiasm for the markets. My
afternoons were spent at the loca brokerage office watching the pricesroll acrossthe TransLux ticker
screen. My nights were spent at the college library reading Standard & Poor's, Moody's, and
anything ese available on stocks. | subscribed to, and memorized from cover to cover, the Wall
Street Journal and Barron's. Believeit or not, there was atimein my lifewhen | could recite the 52-
week high, low, and last prices of just about every stock listed on the New Y ork and American Stock
Exchanges. Too bad that kind of knowledge never helped me make any money trading.

Intothe Real World

| graduated from college in the spring of 1969 and married my high school sweetheart afew months
later. | remember well our honeymoon. | wasin Internationa Controls, afast-rising stock during a
period when most stocks were trading down, so | had more than just an attractive new wifeto be
excited about.

My excitement about I nternational Controls, however, turned into sheer panic severa weeks later
when the stock was abruptly suspended from trading on the American Stock Exchange. If you
remember the company's CEO, Robert Vesco, you'll understand the reason for the suspension. When
International Controls reopened for trading amonth
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later, | lost some 50 percent of my investment. That wasabig hit for asmall-time trader.

The Vietnam War was at its peak during the time of my graduation and marriagein 1969. | had
interviewed and been accepted into atraining program at the investment trust department of alarge
Columbus, Ohio-based bank. Apparently, | impressed the bigwigs there with the knowledge | had
ganed from consuming everything relating to stocks and corporate America. My planswere to work
on amaster's degree during my employment at the bank and then move on to aless stodgy money
management environment. In the 1960s and 1970s, a master's degree was required if you ever wanted
to get anywherein theworld of finance.

| never madeit to the bank. Asamember of the Army Reserves, | was committed to serving severa
months of basic training. During the wait to be called up for active duty, arecesson hit and the bank
enacted a hiring freeze. So after active duty, | moved to Cleveland and entered a management
program with Sears. | wasn't much of an employee because | was more concerned with trading and
following the markets than | was with learning how to become an effective merchandise manager.

Evenin my earlier trading days, my life revolved around the stock market. In 1971 | had shoulder
surgery. When | awoke from the operation | was throwing up and had a splitting headache, but the
first matter of business wasto cal my broker and see how my stock was performing. Y ou might think
| needed to get alife. But | had alife—the stock market—and | enjoyed every second of it.

20



Chapter 3—
The Futures Market Beckons

During my first five years of trading, my account fluctuated between $2,000 and $4,500. | had good
times and bad times. But in the end, about the best you could say about my performance wasthat |
was nothing more than a break-even trader. While most of my efforts had been in stocks, |
occasiondly dabbled in stock options, better known as puts and calls. There were no regul ated
options exchangesin the late 1960s. Instead, you had to go through dealers who made marketsin
various stock options. However, just astoday, it was the same sucker's game, where the premiums
and time decay ate you dive.

Frustrated with my break-even trading results, | made my first foray into the futures market in June
1971. Like most smdll-time traders with big dreams and limited capitd, | was attracted by the leverage
of futures and the alure of multiplying my money manyfoldif | hit it right. Hogs and pork bellieswere
where | thought my fortune would be made.

Instead of making afortune, though, my account was nearly wiped out on my second trade in the
commodities market. | learned the hard way what it meant when amarket makes alimit move against
you. | bought two pork belly contracts the day before an important report. During the next two days |
watched in horror asthe market moved against me and | was unable to close out my position. Still, |
fdtthis
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was just a beginner's mistake and that futures would someday bring me the fortune that trading stocks
had denied me.

Working for Searsinterfered with my futurestrading, so | 1eft the management training program there
after one year and took a position asamanager at Spencer's Gifts outside Rochester, New Y ork. |
thought that being a manager would alow me the freedom to cal my futures broker whenever and as
much as | needed. It should come as no surprise that | wasn't avery productive store manager sincel
was S0 focused on trading futures. After ayear and ahalf at Spencer's, | was released for lack of
production.

Eventudly, I moved back to my hometown of Louisville, Kentucky, and became a commaodities
broker at Clayton Brokerage. At the time, Clayton was one of the largest futures firmsin the country. |
thought being a broker and watching the prices change after each trade would improve my trading
results. Thiswas 1973, the year of the Russian grain purchases and the beginning of a decade-long
inflationary spira. There were times during the summer of 1973 when grain pricestraded limit up day
after day after day. Even though | wastherein the heat of the action, | ftill couldn't make any money
trading.

Stumbling Through the Seventies

| 1eft the brokerage businessin late 1973. In an attempt to increase my trading stake, | participated in
an assortment of get-rich-quick schemes. Some actualy worked, at least for awhile. When silver
began skyrocketing at the end of 1973 and the beginning of 1974, | ran newspaper ads seeking to buy
slver coins. The public had hoarded amassive amount of Slver coins after silver ceased being used in
the mintage of coins. They were more than willing to part with some of their hoard when dedlerslike
mysdlf offered two and three times face vaue. | then shipped the coinsto alarge buyer in the South
who had contracts with smeltersin New Y ork.

In 1975 and 1976 1 became &ffiliated with severa southern California companies that were marketing
work a home franchises. For afee of $3,000 each, investors could become jewe ry manufacturers by
producing wooden pendants and necklaces from their homes. The southern California companies then
guaranteed they would buy whatever was produced and retail the merchandise to department stores.

The trouble with these work-at-home schemes was that many of
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them were scams operated by fly-by-night companies. When | realized the investorswould never see
their money again, | contacted theloca FBI officein Louisville. Thisled to an interview on aloca
television evening news program, where | warned the public to beware of work-at-home business
opportunities.

It seemed like | spent the entire decade of the seventies seeking waysto add capital to my trading
account. When | wasn't involved in some get-rich-quick scheme, | wasworking at menia and low-
paying jobs, such as being a security guard. At varioustimesin the 1970s, | was awatchman for a
locdl fireplace accessory manufacturer, anursng home, and, of al things, aconvent. | spent many a
lonely night dreaming of the day | would findly makeit asatrader.

My only postive trading experience in the 1970s involved equity options on the Chicago Board
Options Exchange (CBOE). After my father's retirement in late 1975, he gave me $30,000 to manage
for him. | ran the account up to $70,000 during the first few months of 1976, primarily trading Merrill
Lynch call options. Then | spent the remainder of 1976 giving it al back.

The 1970s was the decade of the commaodity trader. Many of those profiled in Jack Schwager's
Mar ket Wizards attained their fame and fortune by riding the bull markets of that decade. | was
trading during all those stupendous bull markets of the 1970s—soybeansin 1973, sugar in 1974,
coffeein 1976, and gold in late 1979. Y et what did | have to show for it? Nothing, absolutely nothing.

Whilel certainly wasn't getting rich trading in the 1970s, | aso wasn't losing. Treading water would be
amore apt description. Futures brokers considered me awinner since | was able to survive so long
without going broke. From my viewpoint, consdering the time, aggravation, and lack of trading profits,
| was hardly a success story.

If therewas onething | did right in my early trading years that enabled meto stay in the game, it was
that | dways learned from my mistakes and never repeated them. For instance, thelosses | incurred
holding those pork bely contracts through a Pig Crop Report taught me never to hold futures through
amgjor report unless| had abig profit cushion going into the report.

In another trade | vividly recal, | got decimated trading Six wheat contracts, even though the market
had made only asmal countertrend move against me. | learned then and there what can happen when
you overtrade by loading up on too many contracts.
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Inthelate 1970s1 wasrouted by, of dl things, asmall two-lot trade in the dow-moving Mid-America
corn market. In my Mid-Am corn trade | didn't place astop, since | figured such asmall position
couldn't hurt me much if priceswent against me. But | was definitely hurt as | watched the market
dowly erode day after day, and | ended up losing asignificant amount of money before | closed out
the trade. The positive result was that never again would | make a trade without setting a stop-loss

point.
Hor ses and Roulette Whedls

It shouldn't come as a surpriseto anyonethat | used to be agambling aficionado. After dl, isn't
gambling the ultimate in the pursuit of easy money? Being born and raised in Louisville, Kentucky,
resulted in an early introduction to the horses. During my teenage years, Louisville had three
racetracks, two for thoroughbreds and one for standardbreds (pacers and trotters). | was able to play
the horses from an early age since the tracks never enforced their 21-and-over betting rule. | spent
most of my college summer vacations at the local racetracks. My experience with betting the horses
was on par with my trading of stocks: strictly break-even.

During the mid-1970s | became intrigued with blackjack and how you could besat the casinos by
counting cards. While | never was blessed with any specid intellectud skills, one thing the good Lord
did bestow on me was a hear-photographic memory. Memorizing which cards were till in the deck
was asnap for me. | was also fascinated with biased roulette whedls. Because of norma wear and
tear, many roulette whed's become mechanically imperfect, thus creating betting opportunities along
particular sectors of the whed!.

| made my first gambling trip to the casinosin December 1974. | chose Reno since, unlike Las Vegas,
it had a casino with asingle-zero roulette whed, which gives the gambler better odds than whedl s that
have both asingle-zero and adouble-zero. When | arrived in Reno, | immediately went to D&l Webb's
Primadonna Casino and spent 30 hours at the blackjack tables. | was thrilled because | made $350
dollarsin the process. Later | went across the street to the Nevada Club and began clocking their
single-zero roulette whed!.

Clocking awhed involves spending hours and even days recording every sngle spin of thewhed. The
purpose of thisisto seeif any particular number or sectors of the whedl are coming up more fre-
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quently than statistics would dictate. In other words, you're looking for amechanically biased whed!. |
redlly hit pay dirt here. Not only did the whedl have a bias, but the bias was more pronounced,
depending on the dedler. The dedlers often got into arhythm in the way they spun thewhed. | made
more than $900 during atwo-hour period, betting only smdl chips.

My firg visit to Reno was cut short because | needed to return to Louisville for the Christmas holidays.
However, | returned to Reno in February 1975 and then again in November 1975. My resultson
those return vigits, while not spectacular, were consstently profitable. | vowed that someday | would
return to Reno on a permanent basis.

It Had to Got Better in the Eighties

No one was happier than me to see the 1980sroll around. At least from afinancia and trading
standpoint, | figured they had to be better than the 1970s. There was, however, one financia postive
that came out of the late 1970sfor me. | went to work on a part-time basis as an insurance
investigator for Equifax Servicesin 1978. Thiswas ajob that paid well and gave metheflexibility to
watch the market at my leisure. It was also afun job and one a which | was very competent.

Frustrated at my continua inability to profit from trading futures during the 1970s, | decided to refocus
my effortsin stock and stock options. | bought Merrill Lynch call optionson April 21, 1980. |
remember that day well because not only wasit my birthday, but it was the day the Dow madeits
1980 low. Y et somehow | mismanaged the trade to such an extent that | barely came out ahead.

In July 1980, | decided to transfer from the Louisville to the Reno Equifax office. Along with the
transfer, | was offered afull-time sdaried position. That wasn't as bad asit sounded since | could ill
work when | wanted, if | wanted, and as much as | wanted. The markets also closed three hours
earlier in the afternoonsin Reno, giving metime for my Equifax duties.

Inthe early 1980s, | became even more consumed by trading. The results weren't any better than they
had been in the 1970s, as | ill couldn't get my account beyond $4,500. There was a huge drought-
related raly in grains during the summer of 1980. Aswas my style during the great commodity ralies
of the 1970s, | was there at the beginning of the moves, but somehow found away to only break
even,

My inability to succeed as atrader was not for want of trying.
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Over theyears, | went through the usua evolutionary process all traders seem to go through. At
varioustimesin my trading career | put al my energiesinto such methods as spread trading, seasondls,
cycles, and, of course, charting. Not only did | consider myself an expert chartist, but | also was
proficient in the arcane art of point and figure charting. | subscribed to all the touted market | etters,
magazines, and newspapers such as Commodex, Commodities (now known as Futures magazine),
and Consensus, which isaweekly paper that details the research reports of the various brokerage
firmsand advisory services.

Stocks hit abear market in 1981 and | curtailed my trading. But as 1982 rolled around, | began
looking for signs of abottom. | was quite active through the summer of that year, trading optionson
E.F. Hutton stock. August 17, 1982, was one of the most explosive buying days ever on the New

Y ork Stock Exchange (NY SE). This blastoff was the beginning of the greatest bull market of dl time.
And—you guessed it—I was long going into August 17. Y et even though the market skyrocketed
through the end of the year, my account went nowhere.

In 1983, for the first timein my trading career, | questioned whether | had the talent, kills, or
whatever to become afull-timetrader. | can il vividly recall tting in the bleachers at aball game one
summer afternoon, wondering how | could have gone so wrong. The stock market had risen nonstop
snce August 1982, yet here| was, the so-called expert, with nothing to show for it. My girlfriend at
the time suggested | get psychiatric help for my problem, which, she said, was agambling
addiction—the stock and futures market being my avenues of addiction.

| never really consdered mysdlf to have agambling addiction. Infact, by 1983 1 had completely quit
playing blackjack, roulette, and the horses. Even though | could cons stently make money playing
blackjack, | found it tedious and boring. The stench of cigarette smoke, combined with the lowlifes
who patronized casinos, was amgjor turnoff. | enjoyed roulette much more than blackjack. But when
it became apparent to the dealersthat | could beat them at roulette, they made my visits as unpleasant
aspossible. They would spin the whed and yell out, "No more bets," before | could get dl my chips
on the table. And the seedy characters who frequented the low-chip minimum roulette whedl swere
much worse than those who hung out at the blackjack tables.

I've never been too enthused with people who, after suddenly finding the path, become outspoken
critics of their former way of life.
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Y ou know the types: the ex-smokers who preach about the evils of smoking or the reformed felons
who suddenly find God and try to convert the world. So without getting too high on my soapbox, let
me just repeet the sage words given to Victor Niederhoffer by hisfather: "All gamblers die broke and
most of them become degenerates along theway." 2 It's been more than adecade since | have so
much as put a quarter into adot machine. When | patronize the racetrack, | never bet. | smply enjoy
watching the competition among horses, trainers, and jockeys.
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Chapter 4—
Almost down for the Count

In 1983 and 1984 | sustained back-to-back losing years. | wastotally lost and adrift. After 18 years
inthe game, | suddenly realized | was cludess regarding price direction and trend. Nothing made any
senseto me. For thefirst timein my trading career, | sought the advice of the trading gurus. Before
then, | had dways prided mysdlf on my independencein making trading decisons. Y et it had got me
nowhere.

| sought counsdl from the gurus of Fibonacci, Gann, computerized oscillators such asthe relative
strength index (RSl), stochastics, and moving average convergence/divergence (MACD), wave, and
cycletheories, even astrology-based trading. But you know what? It became very evident to me that
these guys were as clueless as me. None of them traded for aliving. Instead, their agendawas
marketing some trading tool, service, or newdetter. Their methodologies worked greet in hindsight, but
were too imprecise to work in the real world of trading.

During the first two months of 1985, | sank to depths | never imagined even existed. | lost on an
astonishing 22 of 25 trades. Currencies, bonds, cattle, bellies, beans—you nameit and | lost on
trading it in early 1985. I'd spent 19 years of my lifein search of adream that had been pure fantasy.
Here | was gpproaching my thirty-eighth birthday and what did | have to show for my life? A meady
trading account of
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$2,200 and a beat-up old car. To complicate matters further, | learned in late February that, effective
April 1, unless| waswilling to transfer to the Bay area (no thanks!), my position at Equifax wasto be
eliminated. So now what? Back to becoming a minimum-wage security guard?

For thefirst timein 19 years as atrader, | decided to find out where | had gone wrong. Isn't that
amazing? Throughout my trading career, | just assumed that someday | would strike it rich, that
dreams aways come true Smply by dreaming. Never once did it occur to me that achieving my dream
of trading for aliving would require hard work, planning, and discipline. It aso requires persstence.
But that was onetrait | didn't seem to belacking. After dl, even though | never succeeded in the
game, herel was 19 yearslater, dtill plugging away.

In late February and early March of 1985, | set out to reconstruct as best as possible dl of my trades
from the past four years. | had never done anything like this before. Instead, | preferred to smply put
my bad trades behind me and not question where and why | went wrong. One reason traders
continualy loseisthat they are adept at self-delusion. They are afraid to learn where and why they
erred. My problem, however, wasn't so much sdlf-delusion asjust plain laziness. | didn't want to be
bothered with the minute details of my failing trades.

Now, though, | had no choice but to confront my trading inadequacies. | spent severd weeks and
over 100 hours poring over my trading statements, looking for recurring fundamental, technical, and
psychologica deficienciesin my trading gpproach. Just like ascientist in alaboratory, | meticuloudy
dissected each trade, looking for cluesto past failures and successes. Were there particular
fundamental and technical indicators or chart patterns that were congtantly failing me? Was| trading
the trend or trying to pick tops and bottoms? What had the price action been in the days leading up to
my trades? What was the price action on the days after | exited my positions? Was| setting my stops
too close or too far away?Was | being unduly influenced by the opinions of others, such as newdetter
writers? Was there amethod or just plain madnessin my trading techniques? From thisin-depth
analysis| hoped to find my weaknesses and strengths as atrader.

Trading Deficiencies

If you get anything out of thisbook, | hopeit's arecognition of the need to scrutinize each and every
one of your tradesfor cluestoitsfailure
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or success. My transformation from a break-even trader to aconsistently successful trader was amost
ingtantaneous as aresult of my rigorous trade-by-trade andlysis. While the study of my trading history
uncovered numerous deficiencies, | found that my most grievous fault as atrader was operating
without any goals or master plan. All | ever had wasthe dream of trading for aliving and getting filthy
richin the process. Y et not once in nearly two decades in the trading game had | set any godsfor how
to trandate that dream into redlity.

In March 1985, | set atrading god that still guides me today: to be profitable every month of the year.
Not only did | set atrading god, but | aso modified my decades-long trading dream. The parts of my
dream that involved getting rich as quickly as possible had adversely impacted my trading Since day
one. | decided that, regardless of the dollar amount, if | just concentrated on being profitable each
month, over time my capitd would accumulate to respectable levels.

Rick Pitino's Success Is a Choice £ is an excellent book on setting goals. Pitino maintains that dreams
are where we want to end up and goals are how we get there. God's give us the routine we need to
accomplish our dreams. He dso saysthat our long-term success is the result of the smdl victorieswe
accumul ate a ong the way—that by looking for incrementa progress, the small successeswill lead to
larger successes and achievement of our goals. | could be the poster boy for Pitino's book. It wasn't
until I set my goa of nolosing monthsthat | became awinner. Over the years, the accumulation of
winning months|led to the larger success of redlizing my dream of trading for aliving.

Another theme Pitino stressesin hisbook isthat if we didn't work hard and establish disciplinein our
lives, then dl our dreams would merely be pipe dreams, little flights of fancy. My four-year trade
review revealed that, in addition to not having agoal, | had poor work habits and no discipline. For
example, | dways considered the open and the price movement off the open as the most important
events of thetrading day. Y et, because of my lack of discipline and poor work habits, | could never
roll out of bed for the early morning West Coast openings. Instead, | would get up two to three hours
later and phone my broker for the opening range and intraday highs and lows.

My trade analysis revedled that most of my order placements coincided with my morning phone cals
to the broker. It didn't surprise meto find that the vast mgjority of these trades ended up in the loss
column. Being adeegp for much of the morning prevented me from seeing, sensing, and feding the flow
of the market. | decided to set another
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goal to awaken by the 6:30 A.M. opening time for the stock market and stock index futures. | so
vowed that, regardless of the market | wasinterested in trading, if | wasn't awake for its opening, then
| wouldn't trade it that day. In some respects, | was now treating trading more asabusinessand a
profession, instead of a hobby or some easy money-making scheme.

Fear wasthe primary cause of my lack of trading discipline. The review of my trading history showed
there were severa occasionswhen | wasright there at the beginning of major bull and bear markets,
but | dways seemed to come away empty-handed. Because of my fear of losing trading capitd, |
would either grab the smallest of profits or get scared out by the dightest of reactions. Thisled meto
reread the ingghts of my mentors, Nicholas Darvas, Benton Davis, and Jesse Livermore. Somehow
through the years| had lost sight of the trading principlesin their books, especialy the part about
|etting your profitsrun.

My trade-by-trade examination revealed another destructive pattern in my trading behavior, which
aso explained why | never made money on the big moves. Regardless of my reasonsfor exiting
strongly trending markets, | never reentered them, even asthey soared to unimaginable heights. I'm
sure there were severd psychologica factorsthat could explain thisflaw in my trading mechanics. But
what countsisthat | recognized the problem and turned that weaknessinto astrength. In my current
trading practice, it's not unusua for meto close out mutua fund positions worth hundreds of thousands
of dollarsin one day, only to reenter the following day if market action proves mewrong for exiting.

My trade-by-trade study encompassed a four-year period during which | had traded stocks, stock
options, and avariety of commodity markets. It was clear from my andysisthat | was very good at
determining the overall direction of the stock market, especialy various sectors such as technology.
But what wasredly disturbing wasthat | was psychologicaly inept at trading individua issues, beit
stocks or stock options. It was hard to admit this, since trading stocks successfully iswhat | had
devoted my life to since reading the Darvas book back in 1961.

My downfdl asatrader of individua stocks was quite smple: | didn't believein diversification.
Whenever | traded, it was dl or nothing on one particular company, whether that be viastocks or
equity options. Thiswas aweakness| redlized could never be changed. | never have and never will
believein divergfication. Maybe it has something to do with reading those books early in my trading
career.
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Darvas and Livermore would get on board arising stock and then play it for al it was worth.

| thereupon made amonumental decision that spring of 1985. | would never again trade individua
stocks or equity options. My plan was to concentrate only on mutud funds. | would still focus
primarily on just onefund. However, unlike trading individua stocks, mutua fundsforced
diversfication on me. But with only $2,200 in my trading account, | didn't have adequate capital to
trade mutual funds. So | decided to stick with trading futures until | could increase my account to a
larger base and then move into the funds.

Throwing Away the Charts

It wasvital to my trading success to become focused on setting goa's, working hard, and establishing
discipline. But there was gtill the matter of determining the strategies, methodol ogies, and trading tools
| was going to use to achieve my goas. My trade review made one thing perfectly clear: Being a
chartist for the past 19 years had been an exercisein futility. Chartsjust weren't getting it done for me.
They were great at telling me about the padt, but were of little use in foretelling the future. Some who
worship at the dtar of charts may counter that the purpose of chartsis not to predict, but to provide
hints or cluesto the future. Regardless of the semantics, | would have been much better off never
looking at achart. So it wasn't that tough of adecision in the spring of 1985 to throw out the charts
and never consult them again.

I'm met with alot of skepticismwhen | tell traders| never use chartsin trading. But 19 yearsasa
bresk-even trader relying on charts and then 14 consecutive winning years without them pretty much
tell the story. As an experienced trader with an excellent memory, | don't need achart to tell methe
market isin an uptrend, downtrend, or Sideways pattern.

Studies have shown that 98 percent of al chart patterns are random, squiggly lines on a piece of
paper. Burton Malkiel in A Random Walk Down Wall Street 2 described an experiment his students
participated in, using a hypothetica stock trading at $50 a share. Each day they flipped a coin, plotting
heads as a 1/2-point daily gain and tails asa 1/2-point daily decline. The resulting stock chart from
these random coin flips displayed dl the revered classical chart patterns such as head-and-shoul der
formations, flags, pennants, triangles, tops, and bottoms. There were even indications of cyclesin the
random tosses.
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William Eckhardt, atrading wizard interviewed in Jack Schwager's The New Market Wizards, is
arguably one of the better traders of our times. Although not well known by the trading public,
Eckhardt has amassed one of the best long-term track records based on both percentage gains and
consigtency of returns. His comment on charts should be duly noted here: "Most things that |ook good
on achart—say, 98 percent—don't work." 2

| should have been aware of thefailure of chart analysislong before 1985. While | was acommodities
broker, | saw hundreds of traders come and go. But in the end, not one ever made money. Thiswas
similar to Stanley Kroll's experience as rdated in a Forbes magazine article dated October 1, 1977.4
Kroll stated that in his 13 years as afutures broker, commodity department manager, commodity
trading speciaist, and member of various commodity exchanges, he never saw a successful retail
futurestrader. | don't know about Kroll's customers, but dl customers at my trading firm had one
commondlity: They were mesmerized by their charts.

Thefutility of chartsto predict the market was never more evident than in an article that gppeared in
the August 31, 1998, edition of Barron's.2 The previous week severa of the best-known chartists
were surveyed for their opinions on the Dow. One chart watcher said the top above 9300 madein
July was an important market top akin to the situation in 1929. He was looking for adeclineto at least
4600. Even worse, he said there was the chance of area out-and-out crash, with the Dow dropping
to 5000 by early November or early October.

Another bearish chartist and well-known author said the easy part was predicting that atest of the
October 1997 low at 7000 would occur before the end of 1998. The tougher part, he said, was
predicting what happens after that. Based on his readings of the charts, he looked for adeclineto at
least 6000, with the Nasdag underperforming the broad market.

So what happened? The Dow madeits 1998 closing low at 7539 and did so on August 31, the day
the interview with the chartists was published in Barron's. 1t bounced around the 7600 to 8000 price
leve for another month before blasting off in one of the strongest momentum rallies of the past 30
years. Not only did the Dow exceed its July highs, but the rally was led by the Nasdag Composite. So
much for the expert chartists and their reading of the tealeaves.

Don't misunderstand: | will admit that, like most facets of the trading game, charting isan art, not a
science. Just because | was unsuc-
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cessful using chartsisno reason to dismissit out of hand. The only patterns| consider relevant on a
chart appear when prices are moving in astraight line up, down, or sideways—and | don't need a
chart to see those patterns.

Most of my negativism toward charts relates to traders who use them to trade commodities as
opposed to individua stocks. From my experiences and observations, the failure rate among
commodity chartists far surpassesthat of traders who use charts to trade stocks. Then again, stocks
have been in ahistoric uptrend for the past 200 or more years. With that type of bias, dartswould be
just as effective as chartsin sdecting stocks.

| don't expect or even encourage tradersto toss their chartsin the dumpster. The point I'm trying to
make hereisthat if you have been struggling as atrader with aparticular trading tool or methodol ogy,
isn't it time to move on? Maybe the partnership of you and that tool or method isn't meant to be. It
amazes me how some traderswill spend their lifetimestrying to master certain methodologies, yet have
nothing to show for their efforts.

Oscillators such asthe RS, ADX (average directiona movement index), MACD, and stochastics
were tossed aong with my charts. | also wholeheartedly concur with Eckhardt's comments about
oscillators. "1 think these indicators are nearly worthless. . . . They are closeto zero in their profit
expectations. What these patterns make during market consolidations, they lose during trends." &

In 1983 and 1984 | subscribed to a newdetter that was run by the salf-proclaimed guru of
computerized oscillators, and you guessed it—the promoter doesn't trade for aliving. His newdetter
was margina a best. Thisguru is<till around, though, and isaregular at those expensive trading
extravaganzas. Although I'll discussindicators later in the book, most duplicate themsdlves, especidly
the overbought/oversold indicators.

Mar ket Sentiment

Themost beneficia discovery that resulted from my exhaustive trade review was that the essence of
the trading game is market sentiment. | stumbled onto the concept of market sentiment in 1984, while
wading through a maze of methodol ogies from astrology to wave analysisin my desperate search for
what moved prices. It was at that time that | purchased Earl Hadady's book, Contrary Opinion.Z
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Thisbook explainswhy the conventiona wisdom isamost awayswrong in the trading game: When
nearly dl speculators are bullish, the market invariably declines, and when nearly al speculators are
bearish, the market invariably ralies. | was drawn to the book because | lost count of the number of
times | would place trades based on "perfect” fundamental or technica setups, and then amost
ingantly lose my money.

In addition to buying Hadady's book, | took out atrial subscription to his Market Vane newdletter.
This service conducts aweekly poll of the trading recommendations of over 100 market |etter writers
and trading firms specidizing in futures. The consensus of these services, which Hadady refersto ashis
Bullish Consensus Index, is scaled from O percent as the most bearish to 100 percent as the most
bullish. According to Hadady, the bullish consensus tends to stay in the range of 30 percent to 70
percent. At 30 percent an oversold condition is developing, whereas at 70 percent an overbought
condition is devel oping. As the extremes of 0 percent and 100 percent are approached, areversal in
priceisimminent. Figure 4.1 is agraphic depiction of Hadady's Bullish Consensus Meter.

During my trade analysisin March 1985, | matched up my trade dates with the weekly bullish
consensus percentages from Market Vane. | was ableto do this historically since Market Vane
maintains ahistorica database of consensus readings. This matching of my trades with the consensus
readings exposed my redl fatd flaw asatrader. Almost like clockwork, | would buy when the
consensus percentages were in the upper extremes of bullishness. Likewise, | would sell when the
readings were in the lower bands of extreme bearishness.

It was gpparent from my past trading habitsthat | was unduly influenced by the news of the moment.
Although | dways considered mysdlf atrader with avery independent mind, | was shocked to find |
was aways bullish at the peaksin prices and bearish a the valleys. Often | would make my trades
based on the capsule comments of the various commodity markets found each day in the Wall Street
Journal. | would roll out of bed two hours after the markets had opened, read a positive review of a
commodity like soybeans or gold, then immediately phone my broker to buy beans or gold. Isit any
wonder | struggled for so many years as a bregk-even trader? L ooking back, | realized | had the same
problem while trading stocks. | made my trading decisions based on the positive or negative comments
invarious print media such as newdetters, magazines, or newspapers.
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Figure4.1
Hadady bullish consensus meter
(Source: reprinted with permission by R. Earl Hadady,
author of Contrary Opinion © 2000
John Wiley & Sons, Inc.)

What redlly opened my eyes while matching my trades with the consensus percentages was how
prices and sentiment seemed to move together in their own trends until sentiment reached extreme
levels of optimism or pessmism. For thefirgt timein nearly two decades as atrader | began to
understand what moved pricesin the short term—investor sentiment. | then began combing for other
sources of ingght on thistopic. The best | found was a 15-year-old book by William X. Scheinman,
Why Most Investors Are Mostly Wrong Most of the Time. 2

Scheinman's book was further confirmation of my newfound discovery that investor sentiment was at
the crux of the trading game. This book is another one of those trading gemsthat's nearly impossi-
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bleto locate. | purchased my locd library'slast copy at the annua book sale many years ago.
Scheinman reinforced whet | picked up from Earl Hadady—namely, that the market always does what
it has to do to make the mgority wrong. According to Scheinman, it is superior psychologica insght
into the market that enables sophigticated investorsto beat the Street.

Scheinman spent three yearsin the late 1960s working 12 to 14 hours aday looking for the secret to
the stock market. He measured and recorded hundreds of categorized investment actions of
sophisticated and unsophigticated investors. He then examined the behavior of the two groups of
investors againg differing price action backgrounds. What he found congtitutes his theory of
divergence analyss. At important turning pointsin the market, there would be a divergence between
the actions of the sophisticated and the unsophisticated investor groups.

Scheinman iswell known among old-timers like mysdlf. He's written about the market in Barron's and
has worked for NY SE member firms as an advisor to ingtitutional investors. Unfortunately, Scheinman
didn't uncover the Holy Grail. As quoted in Murray Teigh Bloom's Rogues to Riches, Scheinman had
thisto say about hisdiscovery, "After dl, it'snot asure-fireformula. It doeswork well a extreme
pointsin the market, but in the interim periods it's much less clear and therésdwaysalot more interim
than extreme pointsin the market." 12

Stll, I found Scheinman's book to be a much needed primer on how to approach the trading game.
His book introduced me to sentiment indicators that are integral to my present-day arsenal, such asthe
public/speciaist short sdesratio and the Investor s Intelligence survey of bullish and bearish
newdetter advisors.

Y ou won't find any better indghtsinto the trading game than William Scheinman's observations. "There
isarhythm to the markets, a pulse of dternating waves of investor optimism and pessmism, just as
aurdly asthereisto the ebb and flow of the tides. Successful investment timing comesin matching
onesmajor decisionsto thisbasic rhythm. . . " Later in thisbook | will present the indicators |
presently use that not only keep me attuned to this rhythm, but alert me to when the best is about to
change.
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Chapter 5—
Putting It All Together

After spending so much time on trade analysis, it wastimefor action. | had st my god of making a
profit each month, waswilling to rise early every morning for the openings, and would let my profits
run. | would also not be afraid to jump back into amarket if | was stopped out. Most important, |
would no longer buy long or sell short when the bullish consensus percentages were in the upper or
lower ranges of their extremes. Just asimportant, | wouldn't base trades on the bullish or bearish
comments of analysts or the summaries found each day in the futures section of the Wall Street
Journal.

My first trade after the exhaustive trade study wasin mid-March 1985. It was long one contract of
May cocoa. The price of cocoa and the bullish consensus percentage had both bottomed recently,
with the consensus numbers bouncing off the 34 percent area. The bullish consensus percentage was
58 percent, far from the 70 percent to 80 percent extreme range. The day | made my purchase, the
Journal had negative comments about an oversupply of cocoa, which might lead to lower pricesin the
next few months. In the past, the last thing | would have done would have been to buy acommodity
when the Journal had anegative article. If anything, | probably would have gone short.

Lessthan aweek later, | sold my cocoafor anet profit of $1,473.72.
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That was my largest sSingle trade profit in many years. | often think back and wonder how my life might
have unfolded had | not been successful on that trade. Since then, there have been days when I've
made $7,000, $8,000, even $11,000, and more. | even had aweek when | made $24,000. But no
single trade had as big an impact on my trading career asthat cocoatrade in March 1985. It gave me
something | had been sorely lacking for 19 years: confidence that just maybe | was beginning to
understand the basis of price action.

Over the next two months, | netted an additional $5,100, which gave me more than $6,500 in trading
profits since overhauling my trading strategies. My most profitable trade was $1,752 in coffee. | was
on top of theworld. For thefirst timein my 19-year trading career, my account zoomed past the
$4,500 barrier to $8,700. Then disaster struck. | lost on 28 of my next 30 trades. Obvioudy, | was
doing something very wrong. Unlike before, though, | was now actively reviewing my trades. | took
apart each closed-out trade to see what | had done right or wrong.

The problem during this horrendous losing stresk was overtrading, which resulted from becoming too
confident in my trading abilities. Another problem was reading more into the bullish consensus numbers
than wasthere. | learned the hard way that the bullish consensus readings moving into their upper or
lower extremes wasn't necessarily an indication that areversal in price was imminent. Often, prices
would get into those extreme ranges and remain there for prolonged periods.

Saved by the Stock Index Futures

Two things kept me afloat during my trading skid. Asaways, | kept my lossesto aminimum. In
addition, of the 30 trades during my losing streak, the 2 winners had been in stock index futures. The
profits from those winning trades were dmost large enough to offset the 28 losing trades. Asaresullt, |
made two adjustments to my trading: | vowed to have more patience in trade selection and to
concentrate more on trading stock index futures.

Trading went smoothly during the remainder of 1985. From my mid-March trading epiphany through
the year'send, | netted nearly $7,000. During the last few monthsin 1985, al my trading profitswere
coming from the stock index futures: the S& P, the NY SE Composite Index, and the Nasdag 100.
Since | was barely profitable trading the
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other commodity markets, | decided to confine mysdlf soldly to the stock index futures.

In addition to my background in the stock market, another reason | had success with trading stock
futures was George Angell's book, How to Triple Your Money Every Year with Sock Index
Futures. 2 Chapter 5, "The Psychology of the Floor," and Chapters 7 and 8, about the three-day
cycle, had an especidly strong impact on me. (The specifics of trading stock index futures are
discussed in Chapter 16.)

Trading Becomes My Profession

My struggles as a 19-year break-even trader abruptly ended in 1985. Since then, it's been up, up, and
away. Over the years | was able to parlay my futures trading profitsinto amuch greater amount
through trading and investing in mutua funds—and that was primarily because | was more aggressive
at trading mutual fundsthan at trading stock index futures. Regardless of what | was trading, however,
| still used the same sentiment indicators and momentum patterns to detect the rhythm of the overall
market. These indicators and patterns will be thoroughly covered throughout this book.

Onething | didn't do once |l became consistently successful in 1985 wasto depend solely on my
trading income for my living expenses. The most foolhardy thing | hear from wannabe tradersistheir
desireto quit their jobs and trade for aliving. They just assumethat they will live off ther trading
profits. That's no way to build abusiness—and trading is certainly abusiness. It'simperative for small-
timetraders, such as| wasin the 1980s, to compound their trading capita. Y ou can't do that if you
are constantly withdrawing funds from your account for taxes and other expenses.

Inmy case, | returned to my insurance investigator job on a part-time basis alittle over ayear after my
full-time position was terminated. That gave mewhat al budding full-time traders need: cash flow. The
worgt thing for atrader isto fed pressure to make money to pay thehills. | knew the billswould be
taken care of by my part-time job, enabling me to completely focus on the god of turning a profit each
month in my trading account. It wasn't until 1993 that | felt comfortable enough to give up my
insurance job and live soldy off my trading income. By that time, though, | had another backup: the
interest income from my junk bond funds. These monthly dividends more than compensated for the
income | had received from my part-time job.
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Toolsof the Trade

A lot of traderswill disagree with me on this, but | believe that al those sophisticated datafeeds are an
unnecessary expense. Most would-be traders arm themselves to the hilt with all sorts of Sate-of-the-
art trading equipment before they have even made their first trade. In the process, they are taking on
recurring monthly expenses for maintenance and fees. The CNBC businesstelevision station serves
most of my needs asa professional trader. There's no better way to fed the flow and rhythm of the
market than the CNBC ticker tape.

I'm also aravenous reader of anything relating to trading—books, magazines, newspapers, afew
select newdetters, and a couple of Internet sites. The "Recommended Resources’ section of this book
details my favorite informationa reading sources. But | am not one for hardcore research. | don't
spend laborious hoursin front of acomputer trying to figure out the direction of the market. I'm more
concerned with what the market is doing in the here and now instead of worrying about the past or the
distant future. The only concession I've made to such research over the years has been my 14-year
accumulation of the"Market Laboratory” section of Barron's, 2 aweekly financia newspaper.
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Chapter 6—
Why the Stock Market?

I'm afirm believer in specidization. Find amarket you have an affinity for and makethat your trading
obsession. Thanksto Nicholas Darvas, my obsession has aways been the stock market. | better warn
you, though: If you choose to speciadize in amarket other than stocks, currencies, or bonds, be
prepared for alot of frugtrations. If you think you are going to make your fame and fortune trading the
mests, the grains, the metals, or the softs like cocoa or sugar, think again. | knew afelow who
worked for more than a decade at various discount trading firmsin Chicago. He once confided in me
that he saw only ahandful of futures traders who ended their trading careersin the black. The few who
succeeded shared onetrait: They only traded financid futures—stocks, bonds, or currencies.

Figure 6.1 (courtesy of Jeremy Siegel's Stocks for the Long Run ) isatotal return index for stocks,
bonds, Treasury bills, gold, and commodities from 1802 through 1997. Many view such chartswith
disbdlief. A $1 investment in the stock market in 1802 compounded to $7.47 million dollars by the
end of 1997. The much-talked-about crash of 1929 was but a blip on these charts. Admittedly, it you
were unfortunate enough to have been investing during the Greet Depression it was more than ablip.
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Figure 6.1
total nominal return indexes, 1802—1997
(Source: reprinted with permission of the McGraw-Hill Companies
© 1998 Stocks for the Long Run, 2nd edition by Jeremy Siegel.)

Asshown in Siegel's book, even after adjusting for inflation, the $1 investment in stocksin 1802 grew to $558,945.
The $1 investment in gold however declined to .84¢. The point isthat there isahistoric long-term uptrend in the
stock market that is unsurpassed by any other investment vehicle.

Some of my favorite storiesillustrate how the stock market is the great wealth accumulator. Thefirst involves Anne
Scheiber, who was profiled in Money magazine. 2 Scheiber worked as an auditor for the IRS and made $3,100 in
her peak earning years. The biggest lesson she learned in her job was that the surest way to get rich in Americawas
toinvest in stocks. In 1944 she opened a $5,000 account with Merrill Lynch.

Anne Scheiber passed away in January 1995 at age 101. Her $5,000 investment had compounded to more than
$20,000,000. At the time of
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her death, her portfolio was paying out over $750,000 in dividends. One of Scheiber'sinvestment
tenetswas never to sall. Instead, she bought and held until her death.

Mr. and Mrs. Joseph Robinson were profiled in Investor's Business Daily. 2 Between January 21,
1955, and January 21, 1956, the couple made two investments in the Pioneer Fund that totaled
$4,015. That wasit. They never invested another dollar. By the end of 1997, even though Mrs.
Robinson had begun withdrawing dividends and capital gains beginning in 1993, the account was
vaued at $540,000. Had there been no withdrawals, the account would have stood at $637,682.

In early 1999, Wall Street Journal columnist Jonathan Clementsinvited readersto tell him about thelr
smartest and dumbest financial moves. Then he reported the response regarding the smartest moves
One respondent said that while he was on vacation from collegein 1967, he earned $1,600 loading
boxcars. Taking hisfather's advice, heinvested hisearningsin 37 sharesof AT&T. Today, after
reinvestment of dividends and various spin-offs, his portfolio isvalued at $142,000.

The best story I've seen on the great wealth-accumulating abilities of the stock market involved Donald
and Mildred Othmer.2 Their road to riches began in the 1960s when each invested $25,000 with their
friend from Nebraska, Warren Buffett. In the early 1970s, their investment wasrolled over into shares
in Berkshire Hathaway, Buffett'sinvestment and insurance holding company. Mr. Othmer passed
away in 1995. When Mrs. Othmer passed away in April 1998, the estate from their origina $50,000
investment was worth $800 million.

So why isashort-term trader like mysdlf so enamored with the long-term performance of the stock
market? Because to succeed, traders need to capitalize on every edge and bias possible. What better
edge is there than awareness of this historic upward bias in the stock market? Remember, my god is
never to have losing months. | read somewhere that since 1789, the stock market has gone up 71
percent of al calendar years. | find that this upward bias extends to monthly, weekly, and even daily
price action.

One common criticism isthat because since 1982 we have enjoyed the greatest bull market of
anyoneslifetime, it hasn't taken ageniusto make money. | couldn't agree more. But why isit that most
of these sour-grapes critics haven't made one red cent during this great bull run? Successin any
endeavor comes from recognizing and then capitdizing upon the opportunity at hand. Should those
who had the foresight to exploit this great stock market boom be criticized?
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Nicholas Darvas made his fortune because he exploited the great bull market of the late 1950s. Many
of the market wizards made their fortunes because they exploited the great inflation-driven bull market
in commodities during the 1970s. True, it may not take agenius to make money in abull market, but
what doesit take to make nothing in such amarket? | rest my case.

Cluédlessin Bearville

| have areputation for being downright ornery when it comesto the persistent prophets of pessmism.
Many of the self-proclaimed cycle, wave, and va uation gurus have been parroting their prophesies of
peril since 1995, and some even longer. Asthe Dow has soared from one new high to the next, these
trumpeters of never ending tragedy have ceased to be amusing.

Isit ego, arrogance, or just plain ignorance that motivates the misguided mavens of mishap? Arethey
blinded by such massive egos that they can't see they have been wrong month after month and year
after year? Are they possessed of such arrogance that they refuse to acknowledge the ineffectiveness
of their methodol ogies? Or maybe they are Smply ignorant in not comprehending the demographic
underpinnings of the greatest bull market of dl time?

One annoying trait of the clueess bearsisthe way they conveniently forget to factor in the
compounding of reinvested dividends when discussing past bear markets. For instance, we are dways
reminded that it took the Dow until 1954 to surpassits 1929 peak. Y et if you factor in the generous
dividend yields of the Dow during the 1930s, stockholders would have recovered from the 1929 top
by 1944. The bears aso point out how the market was flat between 1966 and 1981. But again, they
are overlooking the compounding of reinvested dividends, which averaged 4.1 percent per annum
during that period. A gtartling fact isthat from 1802 to 1992, 80 percent of thetota real return of
stocks was generated by the reinvestment of dividend income.

The blundering bears are forever using history astheir rationdization for expecting an imminent and
massive declinein the stock market. They warned us years ago how the market resembled the
specul ative excesses of the late 1960s and the period leading up to the huge declinesin 1973 and
1974. Asthe market continued to soar and that analogy proved invalid, the doomsters went back to
their computers
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and mesmerized us with el aborate charts showing how the present-day maniawas setting up a
scenario similar to that of precrash 1929. Again discredited by amarket that refused to die, they
turned to the parabolic and euphoric gold market of 1979 and the Japanese market of the 1980sto
convince us the stock bubble was about to burst.

The bearsjust don't get it, do they? History is not aroad map to the future. If anything, history is
riddled more with change and surprise than with repetition. But let's pretend the bears areright and
history does repeat. Why don't they ever tell us how crashes never come from out of the blue. In
1929, the stock market topped out the first week in September and was on a decided downward
trend prior to the late October crash. Same with the 1987 stock market crash. The market topped out
in August of 1987 and had been trending downward prior to the October 19 debacle. Since traders
like mysdlf react more quickly to market movements than the buy-and-hold crowd, it's unlikely acrash
would ever catch us unaware.

Asyou can see, | get carried away when it comes to the perennia peddlers of panic. Why do they
bother me? Because | truly fed for the legions of investors and traders who bought into their doom
and gloom rhetoric and missed participating in the boom of al booms. How can these gurus deep at
night knowing they have led so many investors astray? Remember this: The stock market isalways
right and dwaystellsits own story best.

Shorting the Market

While we are on the subject of bears, now would be agood time to comment about my views on
shorting the market. | have areputation as atrader who rardly shorts. I'm often criticized for my
reluctance to short, especialy considering my track record of always selling out of my long positions at
or near thetops. Theimplicationisthat | should reverse my position and go short instead of Smply
moving to cash. Some well-known bears have suggested that, when and if an extended bear market
arives, | will belost.

My fedlings on shorting boil down to this: Why bother if | can still make my monthly profitstrading
from the long side? Y ou will note in my track record (see Table 1.1 and Figure 1.1) that | made over
$19,000 between July 1998 and the end of September 1998. That was dl from long trades. Y et
during that period the Dow and S& P plummeted by nearly 20 percent, and other indexes declined
evenmore. | aso sur-
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vived the crash of 1987, aswell asthe bear market of 1990. | did, however, do some shorting in
October 1987.

What happens if we get abear market like the devastating 1973-1974 debacle, in which many of the
major indexes lost 50 percent and more? | say, fine, bring it on. | remember well the bear markets
dating back to the 1960s. Traders don't redize that bear markets are accompanied by spectacular
upsideralies. For instance, the often-mentioned bear of 1973-1974 saw two rallies over 10 percent
and sx over 7 percent. Theserallies are often referred to as suckers rdlies. | prefer to think of them
astraders rallies.

One problem with shorting isthat your timing hasto be near perfect. When the market hasthe big
declines, they arefast and furious and comewith little warning. If you aren't in from the beginning, it's
amogt impossibleto find agood entry point.

When you short, you are bucking the 200-year upward biasin the stock market. | don't like to bet
againgt such odds. George Soros oncetold Victor Niederhoffer that he had lost more money on
shorting stocks than on any other speculative activity. According to Niederhoffer, selling short stock is
aticket to the poorhouse. 8 I'll leave shorting to the perennia bears. They seem to have some sadistic
compulsion for failure anyway.

There are, however, one or two short sdllers deserving of respect—for example, hedge fund manager
Bill Fleckenstein. In 1997, ayear in which the S& P rose 33 percent, Fleckenstein's fund rose 58
percent. Hisreturn isamazing because virtualy his entire portfolio consisted of short stockstraded in
the United States. When | do short, | confine my activities solely to the stock index futures. (Thiswill
be discussed further in Chapter 16.) Certain mutua funds, such asthe Rydex UrsaFund, are
congdered short funds. These types of funds move inversaly to the S& P or some other benchmark.
However, these funds are dso end-of-day funds, which you can buy or sdll only at the close of
trading. Because I'm more than aware of how bear market rallies can bekillers, | would never trade
short unless | had the meansto exit intraday, such as with the stock futures.
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Chapter 7—
Trading Isa Profession

Before getting into my actud trading strategies, |et's examine the psychologica aspects of the trading

game. | redlizethisisasubject that bores some traders to death; however, the psychological aspects
of trading are what ultimately determine your success or failure. My perspective on the psychology of
trading isabit different from those found in conventiona trading books.

One of the many reasons| |eft the vendoring business was my disenchantment with the constant phone
calsfrom wannabe traders all asking the same question: "Gary, | want to quit my job and trade for a
living. What do you suggest | do?' Mot tradersjust don't get it. Trading isaprofession, and, like any
profession, it takes years and years of learning and hands-on experience to master.

Everyoneislooking for shortcuts. They think they can become full-time traders smply by purchasing
the latest and greatest software packages, attending the overhyped trading seminars, or being trained
by trading experts. Medical professionas and engineers are the worst offenders. In my experience,
doctors and engineers condtitute the greatest percentage of professonaswho claim they want to leave
their present career and trade for aliving. Y et both of these professions
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require years of study and training. So why do they think can smply waltz into the trading profession
and begin trading for aliving?

Trading islike any other profession that involves specidized skills. In my case, becoming ascientist,
engineer, or computer programmer was never aconsderation since | possessed no math or analytical
skills. Nor would becoming an auto mechanic or machinist have been feasible since | had no
mechanica abilities. | couldn't paint, Sing, or play any musical insdruments, so that ruled out striving to
become an artist, rock singer, or band member. | was avery good ballplayer. But as| got older, |
found I couldn't hit the ball asfar or pitch asfast asthe players who eventualy madeit to the big

leagues.

Mind over Markets, by James Dalton, Eric Jones, and Robert Daton, has the most pertinent
comments I've seen about choosing aprofession. Thisbook statesthat very early in life weidentify the
skills we possess, and we choose our careers accordingly. "While there are many waysto develop
these skills[when choosing a profession] through education, coaching, and experience, the seeds must
dready be planted if they areto grow." 2 | couldn't agree more. If you read the books about the
market trading wizards by Jack Schwager, you will note that nearly every trader interviewed became
interested in trading from avery early age.

That's usudly how it iswith successful people: They know early in life what they want to do with their
lives and they focustheir energiestoward achieving that god. My favorite sectionin Investor's
Business Daily isthe"Leaders & Success' column. Each day it showcases abiography of a
successful person. Almost without fail, the subjects of these profiles knew from their childhood or
teenage years where they were going to make their mark.

Don't be discouraged, though, if your interest in trading didn't come until later in your life. I'm not
suggesting for amoment that it'simpossible to become a successful trader if you takeit up in your
thirties, forties, or even later. | know and have heard of successful traders who weren't introduced to
trading until much later in their professiona lives, Nicholas Darvas being a prime example.

Why So Many TradersL ose

Over the years I've dedt with thousands of traders seeking the usive dream of trading for aliving.
This contact with the public has given me some vauable insgghtsinto why so many end their trading
caregrsin
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the red—because they arelacking in either aknowledge of the markets or themselves, and thus are
unableto develop aviable trading Strategy.

The bridge between aknowledge of the markets and ourselvesis extensive real-money trading
experience. Only through such experience can we come to understand the logic behind the academic
knowledge we have absorbed and gain ingghtsinto ourselves to discover whether we are
psychologicaly suited for the game. Once we understand the logic of the markets and our
psychological strengths and weaknesses, we can begin to build alasting trading strategy.

The following trader story better illustrates this point. | once knew afelow who, when not working at
his regular employment as acomputer programmer, pent every waking hour for eight years studying
the markets. He read every book, bought all the systems, and attended as many seminars as possible.
He spent over $125,000 in histhirst for trading knowledge. Much of histime was spent in research
and testing so he could mold al his acquired knowledge into his own unique trading methodology,
because al the books he had read emphasized the need to devel op atrading style that is consistent
with your persondity.

After eight years of searching, this seeker of the Holy Grail finally thought he had it figured out. So he
quit hisjob and began trading for aliving. Within sx months helost not only histrading steke and life
savings, but the money he had put asde for retirement. He was totally unprepared for the
psychologica aspects of the trading game. Dedling with risks, cutting losses, and letting profits run was
something the books couldn't teach him. This story is not an isolated example. 1've encountered scores
of traderswho have easily spent over $100,000 trying to learn the academics of trading, yet littleto no
timetrying to master the mechanics of trading with real money.

Conversdly, I've known many traders who have spent yearstrading, yet never took thetimeto learn
the academics. One stock index futures trader | knew had been trading for four years, but without any
knowledge whatsoever of options expiration or triple witching weeks.

Successtul trading is acumulative process that requires acommitment over time, in which you progress
in stages from novice to expert. This evolution involves years, not months. There are no shortcuts. The
best discussion of thistopic can be found in the previoudy mentioned book, Mind over Markets,
which captures the essence of trading.

Some may argue that after years of learning about the markets and years of trading the markets, they
gill have nothing to show for
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their efforts. The culprit in these casesis the inability to handle risk and uncertainty. On therisk side,
you must balance both the assumption of risk with the management of risk. | refer to thisddicate
balancing of risk aspects as achildhood issue, because, for many people, attitudes toward risk were
shaped during youth. Such attitudes can be instrumenta in whether we succeed or fail at the trading
game.

Many traders are too risk aversefor trading. Thisrisk averson manifestsitsalf through their inability to
pull thetrigger by making the trade. Risk-averse traders might trade only if the sun, stars, and moon
arein perfect dignment—meaning that unless everything isjust perfect, they won' trade. Onceina
trade, these overly cautious traders are easily shaken out by the stress of Ssmply being there. True,
risk-averse traders will never go bankrupt or lose much money trading, but they are likely to spend
their careersmuch as| spent my first 19 yearsin the game—as going-nowhere, break-even traders.

At the other end of the risk spectrum are the gundingers who trade with agambler's mentdity. Their
trading is often characterized by overtrading or making big bets at the most inopportune times.
Gamblers have no problems with risk assumption, but they salf-destruct with the management side of
the risk equation. Make no mistake about it, risk management iswhat separates the trading hobbyists
from those who successfully trade for aliving.

All trading involvesrisks, uncertainties, and unexpected events. Y et most traders won't accept thisfact
of life. They spend their trading careersin search of someway to diminate dl risks. These arethe
same traders who are so easily manipulated by the dream merchants who preach about order in the
markets and peddle predictive trading methods. Successful traders, on the other hand, accept diverse
possibilities, disorder, randomness, and chaos, and they develop strategiesthat deal with such
uncertainties.

Paper and Smulated Trading

Thisisjust my opinion, and | reaize some people disagree, but | can't think of amore worthless
endeavor than paper or smulated trading. Newcomersto the trading game are often advised to paper
trade for six months or so before putting real money on the line. Thisway they can get afed for the
movements of the markets before risking their hard-earned money. If you really want to get afed for
the movements of the market, then put real money on the trade. I1t's amazing how your per-
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gpective of the market changes when real money isinvolved. With real money, you very quickly
become focused on al the nuances of the market that you never would see when trading paper money.

Smulated trading isn't any better than paper trading. In Smulated trading, you smulate red trading by
caling abroker and actualy placing buy and sell orders. However, aswith paper trading, the dl-
important psychologica aspects of trading do not enter into the trading equation. | know some super
paper and smulated traders who have an uncanny ability to cal market turns. Y et they fail miserably
whenever they put their own money down on the trade.

Reminiscences of a Stock Operator isthe source of some of the better observations on the
worthlessness of paper trading. In this book, Jesse Livermore relates the story of the man who was
going to fight aduel the next day. When asked by hisfriend if he was avery good dudist, he boasted
that he could snap the stem of awineglass at 20 paces. Hisfriend, however, was|ess than impressed
and shot back, "But can you snap the stem of the wineglass while the wineglassis pointing aloaded
pistol straight at your heart?" 2

Trading Contests

| am not afan of trading contests—either smulated or real money. Severa yearsago | entered a
smulated trading contest with over 20 trading gurus. | dropped out of this contest after four months
even though | had been profitable in each of the four months. | found it was impossible to compete
againgt agroup of crash test dummies who traded asif there were no tomorrow.

In asmulated trading contest, with no real money on the line, the dl-important psychologica aspect of
the trading game isn't afactor. In the contest | entered, few if any traders adhered to sound money
management strategies. Thisexplainswhy 75 percent of the contestants lost money—many, their entire
account. Simulated trading contests often breed poor trading habits, which can kill you when trading
real money.

Real-money trading contests aren't much better than simulated contests. Russall Sands wrote avery
ingghtful article on thistopic that gppeared in the Club 3000 newdetter in 1995. Sands said that
trading contests are structured in away that is by no meansindicative of trading skill or prowess. Since
atrading contest has a beginning and ending and, hence, afinitetime frame, the name of the gameisto
maximize
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your short-term results by going for broke to build up an insurmountable lead over your opponents.

As Sands goes on to say, "Isthis prudent trading, or even proper trading, for somebody who istrying
to grind along-run living out of the markets? Would you follow this go-for-broke strategy inred life or
give your hard-earned money to an advisor or money manager who subscribesto thisway of thinking
as hisnormal strategy?' Sands concluded by saying that there are indeed taented traders who win
trading contests, "but not everybody who wins these contestsis atalented or prudent trader." 2

Psychological Trading Gurus

Theresbeen aproliferation of psychologica trading gurusin recent years. Devoid of any red-time
trading success themsdves, they boldly promote themsalves as having the ability to teach and train
anyone to become a successful trader. Of course, for this privilege, you must expect to pay thousands
of dollarsto listen to their psychobabble. Take my advice and save your money.

| am very biased againgt psychologica trading gurus. Much of my pregudice semsfrom their refusal to
admit that trading is a profession in which few are able to succeed. If they admitted this, how would
they justify their out-of-this-world training fees? | know severd wannabe traders who have trained
under some of the better-known psychologica gurus. The feedback | received was universally
negative. These traders were so pumped up with psychological double-tak after their training that they
went out and proceeded to lose money at an even faster clip than before.

Onetrader in particular, after spending $5,000, was diagnosed as smply not having enough technical
expertise. A rather steep fee for such adiagnosis, wouldn't you say? The psychologica guru then
referred this trader to atechnical guru in Chicago, who went on to train him for an additional $3,000.
Soundsto me like agame of bait and switch between two greedy vendors.

The psychologica gurus pump you up with pep talks about being optimistic and trading with
confidence. From what |'ve seen, trading with confidence isthe most dangerous gambit atrader can
use. Theré'stoo thin aline between confidence and overconfidence, and most traders eventually cross
over thisline. Sdf-confidence and optimism in traders are aprelude to inflexibility.
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| get alaugh whenever | recall the advice given in one of the bestsdlling trading books. The
psychological guru pontificated on the beliefs that al traders must possessto succeed in the game,
which were derived from hisandysis of the beliefs of successful traders. These required beliefsinclude
thefallowing:

» Money isnot important.

* It'sokay to losein the markets.

* Win the game before you start with confidence.

My track record certainly quaifies me as atop trader. However, my pattern ismore like this:
* | trade for the money.

* | die after every loss, which sometimes eats away at me for days and weeks afterward.

* | begin each trade with a complete lack of confidence, convinced it will be aloser.

Thistalk | dways hear about the great traders never doing it for the money isacrock. Those great
traders have accumulated large sums of money, which affords them the luxury of such acavaier
opinion. Y ou better believe, though, when they were starting out they were 100 percent in it for the
money. | dso find it's beneficid to dwell on my losses—another no-no in psychologicd trading guru-
land. Thisway, | am less prone to repeat my mistakes. Asfor trading with acomplete lack of
confidence, | find it paysto prepare for theworst in every trade and assume it will not pan out. This
way, | am never caught off guard psychologically when the market moves against me.

If I submitted mysdlf to a psychologica guru for andlyss, he or shewould say | am unfit to trade and
would never be successful unless| changed some of my attitudes and beliefs. For instance, in spite of
my trading achievements over the years, | dways have and dwayswill personaly consder mysdf a
loser in the trading game. Although losing months are rare, they hit me so hard psychologicaly that I'm
often tempted to fold up my tent and never trade again.

Why am | unable to embrace my trading success? It's smply my defense againgt overconfidence and
cockiness. Theday | begin to believe that | am a better trader than the average Joe or Jane will prob-
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ably be the day my downfall begins. I've seen the careers of too many successful traders get
sabotaged because they began to bdieve in their own invincibility.

Many of the psychologica trading experts like to stress the importance of such traits as persstence,
determination, dedication, and commitment. I'm not so sure you can categorize successful trading with
abunch of rah-rah adjectives. I've seen too many traders devote their livesto trading, yet lose dl their
capita. Then, through determination and true grit, they return to trading and repeet the same losing

cycle.

I've dready offered my views on what it takes to succeed in trading: extensve academic knowledge
combined with intengive, red-time trading experience, which lead to the development of awinning
strategy suited to the trader's personadlity. But if I'm forced to play the gungho description game, the
two characterigtics | find most common in winning traders are passion and insane focus. Trading with
passion and insane focusinvolves making trading the be-all and end-al of your life. | don't know many
traders willing to make such a sacrifice.

Modeling Trading Success

I'm not down on al psychologica trading gurus. For instance, | thoroughly enjoyed Jack Schwager's
interview with Charles Faulkner in The New Market Wizards. 2 Faulkner isadisciple of
neurolinguistic programming (NLP), which isthe study of human excellence. Practitioners of NLP
study individuaswho are unusudly tdented in aparticular field (such astrading) in order to determine
the structure of that talent. The NLP credo maintains that trained experts can then transfer and teach
this Sructure to othersto give them afoundation for that ability or talent.

Intheory, | can understand the dlure of NLP. | am afirm believer that success leaves clues and that
it'simportant to study these clues. Theré's astrong correlation between studying success and achieving
success. Successful people are students of success. That's why my favorite trading books are those
written by successful traders. But the bottom lineis experience: finding out what works and what
doesn't work for you.

Thus, | contend that NLP falls apart in the experience aspect of trading. To me, NLP isjust another
one of those shortcuts sought by traderstrying to bypass the years of experience needed to learn the
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game. From what I've seen, heard, and read, you would be much better off buying Rick Fitino's
Quccess I's a Choi ce than spending your money on psychologicd trading gurus or practitioners of
NLP.

Trading and Brain Dominance

| liveavery smplelifestyle, and I'm not an aficionado of the arcane or esoteric. So when | talk about
|eft- and right-brain trading, it's not psychobabble or mysticism. Brain dominance isavery important
aspect of what makes ustick astraders.

The human brain has two hemispheres, |eft and right. Each of usisinfluenced predominantly by one
sde or the other. Theleft hemisphereisandyticaly oriented. It reasonslogically and sequentialy andis
responsible for speech. Many jobs heavily emphasize left-brain skills, such as reasoning, analysis, and
rule following. The right hemisphere operates nonsequentidly; isresponsble for intuitive, cregtive, and
artistic endeavors, aswell asfedings, and controls visua perception.

Most mechanical traders are left-brain-dominant people and often are engineers, doctors, lawyers,
and scientigts. Thistype of trader prefers black-and-white situations and crunching numbersinto a
computer. Right-brain traders such as myself are primarily discretionary traders. This doesn't imply
that we are seat-of-the-pants traders or that we base our trading decisions on something akin to the
flip of acoin. Instead, we rely on our accumulated years of trading experience, which can't be
measured or accounted for with acomputer. We aso rely on our ingtincts, imagination, insghts, and,

especidly, intuition.

Most of us don't have much of a choice about whether we are | eft-brain or right-brain dominant. It's
something we are born with. In my case, it'samost asif | wasleft-brain damaged at birth. Herel am
at 52 years of ageand | still don't know how to operate a copy machine or abank ATM. Simple
computer-related tasks such as downloading are beyond me. | can turn the computer on and off and
that's about it. This Stuation is much like that of elite runners. The best printers are born with fast-
twitch muscles, while the best marathoners are born with an abundance of dow-twitch muscles.
There's not much that runners can do to change their native ability. Elite sprinters can never become
great marathoners any more than great marathoners can become great sprinters—regardless of how
hard they train.

Mechanicd traders prefer that style because they say it takes the emotion out of their trading. | think
it'stoo bad we have to become
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robotic trading machines and daves to computer-generated buy and sell decisons. | could never
imagine mysef letting some machine dictate my trading decisions. Many |eft-brainers dso believe there
issome sort of order and rationdlity to the markets. They use mechanical trading tools and
mathematica formulaeto measure thisrationdity. | much prefer to accept the chaotic and irrational
behavior of the markets and devise trading strategies based on that irrationdity.

Thisisnot intended as adam againg |eft-brain traders or amechanical approach to trading. My point
isamply that atrader's style is often mandated by hisor her brain dominance. | would never suggest
that my right-brain, discretionary approach is preferable to another trader's left-brain, mechanical
approach. Infact, aleft-brain trader could easily take the trading patterns discussed in Chapter 12 and
quantify them into amechanica trading method.

I've often thought that the truly gresat traders are those who have been able to merge their |eft-brain
andyticd functionswith their right-brain creative functions. After dl, it takes creetivity and imagination
to develop amechanical trading system that is different from the pack's.

The best book written on whole-brain trading and investing is Bennett Goodspeed's The Tao Jones
Averages, 2 which | read during my trading epiphany in the spring of 1985. | sometimesthink |
underestimate how much this book impacted me during that crucia timein my trading career. It made
me see the market as flowing and rhythmic rather than something that could befitted into arigid
mechanica framework, which the author sums up by suggesting that applying logic to the market's
behavior is akin to understanding water by catching it in abucket.
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Chapter 8—
Perceptual Trading Filters

The most enlightened discussion I've read about trading appearsin Jack Schwager'sinterview with
Charles Faulkner in The New Market Wizards. £ Faulkner describes some of the characteristics
shared by al successful traders, one of whichisthat al traders have perceptud filtersthat they know
well and useregularly.

Asdescribed by Faulkner, aperceptud filter is atype of methodology, approach, system, or
understanding of market behavior. Thesefilters could include classcal chart anadysis, Elliott wave,
Gann, Market Profile, oscillators, or some other methodology. Even a combination of severa
methodol ogies would be considered a perceptud filter. All these methods and some others appear to
work for successful traders, assuming they know them thoroughly and strictly apply them.

Schwager then weighsin with hisinsghts on perceptud filters. These comments should be required
reading for al traders. He saysthat all technica methods are based on price, and he compares various
trading methods as away of filtering price through the lenses of different-colored glasses. The
particular shade, or method, each trader choosesto filter price isamatter of persona preference.
Even though Schwager questions the vaidity of some of the more popular trading methodolo-
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gies, they nonethelesswork for some traders who are able to develop some sort of intuitive experience
about price.

My perceptud filtersfor understanding price action are various sentiment and technica indicators,
which are at the core of my trading method. However, if you review my trading record (see Table 1.1
and Figure 1.1), you will see adecided upward shift in my trading profits beginning in May 1997, at
whichtime| tried to put on clear glassesto see price action in its purest form rather than through the
tinted glasses of my perceptud filters. The sentiment indicatorsthat | use as perceptud filters now
serve more as aguide to how aggressively to trade than when to trade.

Asyou will seein Chapter 12, my actud trading involves various momentum patterns. These arethe
patterns that enable meto see price action in its purest form. However, | don't want to minimize the
importance of perceptud filters. Because thesefilters are il integra to my trading success, it's
important for the purpose of this book to fully describe them here.

Few illustrative charts accompany the descriptions of my favorite indicators. Thiswas an intentional
omission for severd reasons. As|'ve mentioned, | never look at charts, be they price charts or
indicator charts. | see everything as numbers, rather than lines on agraph. If | had my druthers, this
book would be dl text, just like Reminiscences of a Sock Operator. That way, readers haveto
concentrate more on what they are reading—mental visudization, as| liketo cdl it (something | do dl
day long while contemplating my trading moves).

Most trading books are chock-full of charts with nice little arrows showing you how you could have
bought al the lows and sold al the highs. That's not the real world, though. | wanted this book to
reflect the redities of actually trading for aliving. For me, charts smply are not part of that redlity.

Indicatoritis

Indicators of future market direction have amesmerizing effect on many new and inexperienced
traders. Before making atrade, they consult a staggering array of indicators and charts. By thetime
they make a decision, the market has passed them by. Too much indicator analysisleadsto trade
paralysis. Onetrader | knew wouldn't make atrade
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until 80 percent of his 24 indicators went into abuy or sell mode. Needlessto say, he never
succeeded in the game.

Trading isagame of uncertainties. Y et most traders seem to have a psychologica need to make these
uncertainties gppear certain. The result is an overreliance on various indicators that purport to detect
changing conditions. The vendoring establishment pandersto this need for €liminating uncertainties
from the trading arena. That'swhy Holy Grail systems based on magic indicators sell so well.

| have very strong fedlings about trading indicators. They should never be used as precise, absolute,
black-and-white trading signals. Indicators are best used as clues or hintsto future price action. Thus,
interpreting indicatorsis much more an art than a science. Too often, though, traders become prisoners
of their favorite indicators and lose the ability to think for themsalves. What countsin trading iswhat
the market is saying, not theindicators.

Indicators are best used as confirmations of price action. For ingtance, if amarket istrendingina
particular direction and one of my favorite indicators saysareversal isimminent, | wait for the actua
price reversal before taking a position. Indicators are best used at market extremes or when the
market is range-bound, without any trend. In the latter case, indicators can aert you to which direction
the market will move when it beginstrending again. A look a many of my actua trades from 1998 and
early 1999 |ater in this book will underscore this point.

Herée's an example of how indicators can lead you astray. It's dso an example of aterribletrading
srategy. On Saturday, February 7, 1998, | received an e-mail solicitation from along-time promoter
hustling hisfax service. The stock market had just closed out one of its stronger trading weeks—again
of 282 pointsin the Dow and a percentage gain of 3 1/2 percent. There was strong momentum in the
market, as evidenced by again of more than 600 pointsin the Dow since January 12. Thereis nothing
more bullish than amarket that rises on strong momentum. | was fully invested on February 7.

The promoter soliciting me was very bearish. He cited hisfavorite indicators asthe reasonsfor his
bearishness. The 10-day trin was overbought, put/call ratios were at low levels, and the 42-day cycle
was calling for atop. Even though the market was in astrong risng mode, this vendor was
recommending shorting the S& P futures because of the bearish readings of hisindicators. Thisfellow
obvi-
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oudy had no understanding of price action. Regardless of what your indicators may be saying, never
short astrongly rising market or go long arapidly declining market. Instead, wait for price action to
confirm your indicators.

Even worse, the bearish vendor was recommending shorting the S& P on ascae-up. More
specifically, he was saying to short the S& P at 1013, then another contract at 1019, another at 1022,
and afind oneat 1024. Thistype of strategy isfinancia suicide. Never sell on ascae-up. You buy on
ascale-up and sdll on ascae-down. If you went short at 1013, you would then look to go short at
some price lower than 1013. To make along story short, the S& P continued soaring throughout
February and March of 1998. The promoter's recommended short trades were all stopped out at a
losswithin amatter of days. The point isthat the action of the market alway's takes precedence over
your indicators. Indicators are only used to warn us of a possible changein trend. The emphasis here
ison possible.

While| don't mean to pick on the vendor of thisfax service, he should know better. HE's awell-
known fixture in the futuresindustry. Y et he's not haf as bad as some of the big bad bearswho are
always forecasting the end of the world based on the readings of their indicators. Two of these
persstent prophets of pessmism are actualy excellent researchers and market historians. These two
market commentators and newd etter writers have over 60 years of market experience between them.
However, in dl that time, they still haven't been able to grasp the smplest of market principles:
Regardless of your indicators, never buck arising or declining market. Like most anaydts, they live
and die by thelr indicators. They remained steadfast bears as the Dow soared from 3800 to over
11000.

| can't emphasi ze enough that having a complete understanding of stock market indicatorsis
meaninglessin and of itsdf. | can rattle off the name of one market |etter writer after another whose
knowledge of arcane and esoteric indicatorsis unsurpassed. Y et year in and year out these masters of
the indicators never get it right.

Indicators often lose their effectiveness for prolonged periods. Sometimesthisloss of effectiveness can
be permanent. The classic example of an indicator gone bad isthe spread of the dividend yield on
common stocks with the interest rate on long-term government bonds. Prior to the summer of 1958,
the yield on common stocks had aways been greater than the interest rate on government bonds.
Whenever

61



these yields narrowed to within 1 percent, amagjor stock market correction was at hand. As Jeremy
Siegd rdatesin Socks for the Long Run, thisindicator foretold the crashes of 1891, 1907, and
1929. 2

During the summer of 1958, the spread of thisinfalible market indicator not only narrowed to within 1
percent, but it reversed for the first time ever. Suddenly the world was upside down, since bonds were
now yielding more than common stocks. Combine that with an economy that had just recorded its
highest rate of unemployment since the 1930s, and everywhere you |ooked were bears growling about
an imminent crash. So much for infalible indicators. The market surged over 30 percent during the
next 12 months and this onceinfdlible indicator has remained on amgor sell sgna for more than 30
yearsand till counting.

Theindicator junkyard islittered with many other seemingly infdlibleindicators gone awry. | recal
reading in Dan Sullivan's newdetter2 in late 1994 about aMerrill Lynch study on the Dow Jones
Utilities. This study showed that over the past 50 years there had only been six occasionsin which the
Utilitiesfell more than 20 percent from their peak. Each of these occurrences dso witnessed asimilar
drop by the Dow of at least 20 percent. At the time of the report, the Utilities had declined 29 percent
from their highs. Theimplication was that the Dow, which had yet to decline even 10 percent from its
high, was duefor at least another 10 percent decline over the short term. So what happened? Instead
of declining another 10 percent, the Dow soared over 180 percent during the following 4 years.

If you are an indicator junkie, you'll enjoy The Encyclopedia of Technical Market Indicators, by
Robert Colby and Thomas Meyers:2 This book is the most complete and comprehensive description
and testing of technical stock market indicators ever published. More than 110 indicators are
presented, and some of the test results date back 60 years. | highly recommend the book, but with the
cavest that the 1988 edition is getting abit outdated. That's because the reliability of many indicators
risesand falslike thetides. I've heard that arevised edition of this excellent book wasto be published
sometimein 1999.

| keep abreast of the latest indicators and research reports through my subscriptions to the Mar ket
Logic and Investor's Digest newdletters.2 Both of these publications are edited by Norman Fosback,
whom | consider the dean of indicator research. Whilel may be an indicator skeptic and contend that
the past is not aroad map to the
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future, | dill believeit isimportant to have knowledge of as many indicators as possible. That's
because | want to know al the fundamental, technical, and psychologica factorsthat can have an
impact on the market.

If you have accessto the Internet and are predisposed to indicators, historical charts, and the like, you
can't beat Carl Swenlin's Web site at www.decisionpoint.com. This Web ste contains one of the
largest collections of freetechnica analysis materiasto be found anywhere.
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Chapter 9—
My Favorite Indicators

One of the trading books | most recommend for both beginning and experienced tradersis Alexander
Elder's Trading for a Living. 2 I've examined, experimented with, and traded neerly all the
conventiona indicators so prominently festured in trading books like this. My only quibble with this
book isthat psychological indicators are barely covered. From my experience, the crux of winning at
the trading game boils down to the trader's understanding of market sentiment, so it's not surprising
that my favorite indicators are sentiment based.

The sentiment indicators | monitor give me afed for the pulse of the market. However, | am very
phobic when it comesto ratios and percentages. Unlike most indicator-based traders, | don't assign
percentages or ratios to my sentiment indicators as guidance for buy and sell decisons. Insteed, |
monitor their directiona changesfor cluesto possiblerallies and declines. | take specia notice of my
sentiment indicators when they begin exhibiting out-of -the-ordinary behavior. One frequent criticism of
sentiment indicatorsisthat they are too imprecise asatiming or trading tool. My retort isthat they are
no more imprecise than any other indicator. It isvital to monitor sentiment indicatorssinceitis
sentiment that moves the market, especialy in the very short term.

64



My sentiment indicators guide me under various market scenarios:

* After aperiod of rising or falling prices as measured by the Dow or S&P, it is significant when my
sentiment indicators hit extreme measurements of optimism or pessimism and then prices begin moving
in the direction opposite to that of these sentiment extremes. Thisisusudly indicative of an
intermediate-term change in the direction of prices, snce the publiciswrong at their extremes of
optimism and pessmism.

* Itisggnificant when prices are trending sharply higher or lower, but that trend in pricesisnt
confirmed by alike movein my sentiment indicators. Thisindicates skepticiam on the part of the public
and indicetive prices have further to move in whichever direction they have been trending.

* Sentiment indicators are dso useful for me when prices are moving sideway's, especidly if this occurs
after aperiod of extreme strength or weakness. | find that during these resting periods, my indicators
can be helpful in determining the direction of the breskout from such trading ranges.

| have dso found sentiment indicators useful when comparing their readings with those of some of my
favorite non-sentiment-based indicators such as the McCldlan Oscillator, the High/Low Logic Index,
and the 10-day trin.

Nyse M embers Report

The specidists on the New Y ork Stock Exchange are often referred to as your broker's broker. Every
stock on the New Y ork and American Stock Exchanges has a specialist firm, and ordersto buy and
sl arerouted through thisfirm. The specidists functionisto maintain afair and orderly market in the
stocks to which they are assgned. When there is a disparity between supply and demand and when
there is no competing public order, the specidists buy or sall from their own account. Speciaists also
maintain abook of ordersfrom the public for prices above and below the market. This affords them
ingghtsinto the supply and demand for stocksthat is not available to the public.
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It was imprinted upon me early in my trading career that the specialists on the New Y ork Stock
Exchange were the sophidticated traders. This view was heavily influenced from reading two books by
Richard Ney from the early 1970s. The Wall Street Jungle 2 and The Wall Street Gang.2 Ney
believesthat stocks movein rhythmic trends that are determined solely by the specididts price
objectives. According to Ney, these price objectives could be determined by a careful analysis of
particular chart patterns. My views on the power of the specidists were aso reinforced by William X.
Scheinman'sWhy Most Investors Are Mostly Wrong Most of the Time, which maintainsthat it is
sgnificant when the buying and selling actions of the specidists diverge from those of other classes of
investors.

Weekly data on the totd trading activity of the speciaists, the public, and NY SE members, including
floor traders, are made available by the SEC with atwo-week lag. Thisdataisreported in Barron's
"Market Laboratory” section. Table 9.1 shows the data as presented in the December 28, 1998
edition of Barron's. The data contain severa sentiment indicators:. the public/speciaist short sesratio,
the member net balance trading index, and total shorts as a percentage of total volume. | have not
found the two-week lag to blunt the effectiveness of this data, which gives me a perspective on mgor
market movements.

At onetime, theindicators found in the NY SE Members Report were considered to be superb timing
tools. Now, however, they areignored by the vast analytica horde. Today's conventiona wisdom
says these indicators have been rendered useless as aresult of the explosive growth since the early
1980s in the derivatives markets (options and futures). These derivatives markets have led to awide
variety of new drategiesinvolving short sdlling for hedging purposes. Nevertheless, | find the indicators
from the NY SE Members Report indispensable to my trading, especially when integrated with other
sentiment indicators, such as advisory sentiment.

Public/Specialists Shorts

My favorite sentiment indicator from the NY SE Members Report is the public/specidist short sales
data. If you find ratios useful, divide the number of short sdes of the public by that of the specidiststo
get the public/speciadist short salesratio. From the datain Table 9.1, the short salesratio for the week
ending December 11, 1998, would be
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table 9.1 nyse member s r eport

(Thou Shrs)

W eekly total

Daily avg.

Spec buys (#)
Spec sell (#)
Floor Trad buy
Floor Trad sell
Other buy (#)
Other sell (#)
Total buy
Total sell

Net buy/sell

% of total vol

Total

Public

Members
Specialists

Floor traders
Other Members
Spec Public %
Members/Public %

NYSE
Purchases
Purchases $
Sales

Sales $
Short sales

Short sales $

Week 12/11

Week 12/11

Prev W eek

Total Volume

3,549,319

709,864

Member Activity

470,453
465,190
1,807
1,607
364,115
351,119
836,376
817,917
+18,459
23.30
Short Sales
324,218
142,983
181,235
145,987
551
34,697
1.0
13

Customers Odd-Lot Activity

Prev W eek
15,475
848,302
18,048
859,298
665
32,280

3,715,599
734,120

508,283
505,317
1,366
1,319
356,150
366,160
865,799
872,797
-6,998
23.40

369,598
168,317
201,281
165,661
426
35,194
1.0

12

15,787
850,894
18,749
900,145
1,144
54,198

Yr-Ago Week

2,854,079
570,816

367,411
356,936

1,144

1,097
235,391
208,367
603,946
566,400
+37,546

20.50

287,717
131,167
156,550
111,179
59
45,312
.8

1.2

Yr-Ago Week
10,392
553,502
10,916
527,387
560
30,343

(Source:New York Stock Exchange, 11 W all Str eet, New York, NY. Phone 212-656-
3000. Reprinted with per mission from Barron's © 1998; per mission conveyed thr ough
Copyright Clear ance Center, Inc.)
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.98. Prior to the mid-1990s, the public rarely shorted at numbers above those of the specidists. One
reason for thisisthat speciaists are frequently required to short stocks to match buy and sdll orders.
The other more important reason specidists short in greater amounts than the public isthat shorting is
considered aprofessiona activity and more afunction of the sophigticated, smart money.

From the mid-1980s to the mid-1990s, one of my integral trading tools was to get aggressive on the
long side whenever the public increased their shorting as compared to the specidigts. Theraretimes
they shorted above the specidists on aweekly basis proved especidly profitable. Thisrare
phenomenon occurred only oncein 1985. Thiswasin early November, right before a 10 percent
surgein the Dow over the following six weeks. | fully participated in that raly and it was soldly
because of the public/speciadist indicator. From that point forward, it became one of my most
indispensableindicators.

It wasn't until two yearslater, in November 1988, that the public again shorted above the specidists
on aweekly basis. At that time, another one of my favorite indicators, advisory sentiment (di scussed
later) was at extremely pessmigtic levels. So | again became very aggressive on thelong side and the
market ralied strongly through the first quarter of 1989. | repeated this strategy many times when the
public shorts went above those of the specidists and nearly dways made above-average profits.

Thereal worth of the public/specidist indicator became evident during the summer of 1994 when a
never-before-seen phenomenon began unfolding. Beginning in Augus, and for thefirgt timeinthe
history of the New Y ork Stock Exchange, the public began shorting on anonstop weekly basisin
amounts above those of the specidigts. Thistold me something very big was brewing in the stock
market. In late 1994, not only was there amajor buy signal from the public/specidist indicator, but
many of the other sentiment indicators went into buy mode. | knew ahugeraly wasimminent. All |
needed was confirmation from the market in theform of rising prices.

Theinitia buying surge commenced in January 1995. Y et most analysts and newd etter writers
remained bearish throughout the month. Because of poor action in advancing issues versus declining
issues and new highs versus new lows, the bearish seers thought the move was smply a bear market
rally. Not once did | see any mention from these so-called experts of the historicaly bullish readings of
the public/speciaists short selling activity. But most shocking was the way
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that, even after prices began rising, the public continued week after week to short above the
specidigts. Thistype of skepticism after aperiod of risng pricesindicated the bull run had much further
to go.

This unprecedented public shorting went on each and every week during 1995 and 1996, and through
June 1997. There were even afew weeks during that period when the public shorted at levels above
those of the members—something | never thought | would liveto see. | can think of no other technical
indicator that not only foretold the great bull market of the late 1990s, but never wavered inits
accuracy as prices continued to soar.

Most traders aren't like me. They have this compulsion to measure everything numerically. The best
predictive measurement I've seen for public/speciaist datais aratio used by Norman Fosback of
Market Logic. A thorough discussion of this can befound in the July 17, 1992, issue of his newdetter.
% One reason the public/speciaist ratio haslost much of its past predictive value s that the public has
not been consistent in their shorting activities. In the 1940s and 1950s, the public shorted at levels
approximately 75 percent of those of the specialists. Then during the 1960s and 1970s, their shorting
declined to around 40 percent to 50 percent of those of the speciaists. However, since the early
1980s, there has been a pronounced secular trend toward shorting, to where the public now regularly
shorts above the specididts.

To diminate this trend toward an increase in secular shorting, Fosback has created aratio that restores
much of its past reliability as an indicator. He takes a 10-week moving average of the public/specidist
ratio and dividesit by its 261-week (five-year) ratio. For instance, in December 1998, the 10-week
ratio was at 140 percent, with the 261-week ratio at 94 percent. Thus, the ratio of the 10-week to the
261-week was 1.49. Fosback has found that ratiosin the 1.25 to 1.75 range have led to stronger-
than-average performance in the S& P over the subsequent 3-, 6-, and 12-month time periods. Ratios
greater than 1.75 have proved predictive of exceptiondly strong performance over those sametime
frames. Note that | haven't seen any update of Fosback's studies since 1992.

Members Net Balance Trading I ndex

In addition to short selling activity, the NY SE Members Report provides information on the total
trading activities of the exchange members,
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specidists, and floor traders. A net buy/sdll volume number is derived from these activitiesand is
commonly referred to asthe members net balance index. In Table 9.1, for the week ending December
11, 1998, the net balance index is +18,459,000 shares. For numerous reasons, some relating to
arbitrage drategies, thisindex has ahistoricd biastoward net sdlling.

Whenever | seeadiring of positive weekly readings, I'm comfortable that the smart money is buying
and ardly will ensue. The only current research I've seen on thisindicator was areport by Geof Brod
in the January 1996 Aeltus Weekly newsletter. 2 Brod studied a 9-year, 473-week period beginning
in December 1986. He found that when the 4-week moving average of the members net balance index
had been positive, the market appreciated at a 20.6 percent annualized clip. This compared to an
annudized gain of only 5.2 percent when the 4-week moving average was negative. The annudized
buy-and-hold return over thistime period was 10.3 percent. During the 473-week period of the study,
the indicator had been in positive territory for just 36 percent of the weeks.

In his book, Stock Market Logic,2 Norman Fosback discusses how the members net balance index
rarely gives mgor buy sgnds. However, when buy signdsaretriggered, they'redmost infdlible. A
buy sgnd is defined as massve and continued weekly net buying by the exchange members. Thelast
magor buy sgnd I've seen in thisindicator was triggered during the period from September 15 through
December 22, 1995. For 14 of 15 weeks, the members went on a buying spree not seen since 1974.
This net buying occurred during a period when many other indicators and market punditswere caling
for an end to the strong raly that had taken place since the beginning of January 1995. The end result
was that the pundits were proven wrong, as the members net balance index correctly foretold anearly
10 percent surge in the Dow through the end of February 1996.

Other Indicatorsfrom the Members Report

There are two other sentiment indicators embedded in the NY SE Members Report: total shorts'total
volume and odd-lot shorty/speciaist shorts. These indicators are based on the same principle of
contrarianism as the others. When traders and investors are overly pessmistic and increase their
shorting above higtoricd norms, ardly isimminent. When they are overly optimistic and curtail their
shorting below historica norms, adecline or Sdeways action isimminent.
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| have only recently included total shorts/total volumein my trading arsend. This percentageis derived
from dividing total shorts by tota volume. For the week of December 11, 1998, asshownin Table
9.1, thisindicator would be 9.13 percent. Norman Fosback devoted four pagesto thisindicator in
Market Logic. £ Ashe points out, thisindicator needs to be adjusted upward because of the growing
secular trend toward increased shorting. For instance, in 1941, the average reading of total shorts/total
volume was 2.3 percent. By 1976, the average reading for thisindicator had risen to 7.8 percent. In
1998, 9 percent to 10 percent was considered average.

| look for periods when the total shorts'total volumeis significantly above 10 percent or below 9
percent. For instance, in November 1998 the Dow had rallied strongly off its October low by over
1500 points. However, the total shorts/total volume hit 12.6 percent. Thiswas the highest and most
pessmigtic reading in thisindicator in not only the past year, but the past decade. Thisindicated to me
that no serious decline was at hand. Asit turned out, the S& P continued rising and made new highsin
December 1998 and January 1999.

My problem with total shorts/total volumeisthat it lumpsthe smart money specidistsin with the not-
so-smart money public trader. | would think that the public shorts/total volume, instead of the total
shortg/'totdl volume, would prove the more reliable indicator.

The second sentiment indicator from the NY SE Member Report is odd-lot shorts/speciaist shorts.
The only reference I've seen to thisindicator was by William Scheinman in Why Most Investors Are
Mostly Wrong Most of the Time.2 Scheinman tested hundreds of indicators and found this oneto be
highly reliable. Odd-lot shorts are considered to be the least sophisticated of al investor classes. To be
perfectly honest, one reason | don't follow odd-lot shorts/specidist shortsisit Smply dipped through
the cracks. | was reintroduced to it while rereading Scheinman's book. | intend to add it to my
sentiment arsend.

Put/Call Ratios

Although | don't agree, most traders believe that the indicators derived from the NY SE Members
Report have lost their predictive value because of the growth in trading of futures and options. Asa
subgtitute for the public/specidist short selling activities, many traders now monitor the trading activities
of the options traders speculating in puts and calls at the Chicago Board Options Exchange.
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A call option givesits owner the right to buy astock at a specified price, called the strike price, within
acertain time frame. Cdl buyersare bullish, hoping for rising prices. A put buyer isabear. The put
option entitles him to sall astock at a set price within agiven time frame. Put buyers make their money
on declining stock prices. Put/call ratios (the volume of puts divided by the volume of cdls) are used
to quantify extremesin sentiment. They are contrary indicators, meaning that the higher the number of
puts traded versus cdlls, the greater the possibility the stock market is at or near a bottom.

At the CBOE, options are traded on equities and indexes such as the S& P 100, the S& P 500, and
the Dow Jones. The S& P 100, more frequently referred to as the OEX, isthe volume leader among
theindex options. CBOE put/cal volumeisavailableintraday at haf-hour intervas by phone at 888-
586-5286. There you will find aratio of total putsto totd cals, commonly referred to as the CBOE
put/cdl ratio. Thisratio congsts of the total volume of al equity and index options combined. After this
ratio is given, the CBOE then breaks down the volume for equity options, for index options, and then
for each category of index options, such asthe S& P 100 and S& P 500.

Traders who speculate in the buying of puts and cdls are considered the least sophisticated. One
reason for thisisthat, of the group of traders who speculate in stocks, futures, mutua funds, or
options, it's the option traders who tend to be the least capitdized. As Richard Band describesthemin
Contrary Investing, "By nature, people who play the options market tend to be gamblers, dreamers,
who hope to parlay a couple thousand dollarsinto afortune. Asagroup, they represent the dumb
money at its dumbest." 2

There are many ways to measure sentiment using put/cal ratios. One of the more common isthat
CBOE put/cdl ratios over .80 are bullish and under .40 are bearish. Another interpretation saysthat in
bull markets, four days of readings greater than .50 for the equity-only put/cal ratio generally precede
market rallies of at least 5 percent.

My favorite satistica modedsfor measuring put/call ratios are the following:
» When daily total CBOE put volume doublesits 10-day average

* Single-day OEX readings of 1.60 puts over cals

» Consecutive daily CBOE put/call ratios of 1.00 or greater

* Equity-only put/call ratios above .75
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Put Volume Doubling Its Ten-Day Average

InaMarch 1993 articlein Technical Analysis of Socks and Commodities, 12 John Bollinger
discussed the sgnificance of tota CBOE put volume doubling its 10-day average. Bollinger presented
a10-year higtory of hisindicator. The resultswere impressive. Not only did it flash abuy signd at
important bottoms, but it often did so at the momentum low of the move rather than at thefind price
low. Thisgivestraderstimeto cover any shortsand to go long at their leisure, freeto devise astrategy
for when prices begin to move up. Bollinger's put volumeindicator has continued its accuracy
throughout the most recent years.

Single-Day Oex Put/Call Ratios over 1.60

Thisindicator isthe brainchild of Bernie Schaeffer, the author of The Option Advisori! and senior
editor of The Option Advisor Newsletter. A reading in the OEX put/call ratio above 1.60 is
indicative of extreme pessmism, and amarket rally isimminent12 The 1.60 put/call indicator is
especially effective when it occurs on aday the market closes up.

Table 9.2 shows how the S& P 100 index performed following single-day readingsin the OEX put/call
ratio above 1.60. Ingtead of using the S& P 100 Index as the benchmark, | found similar resultsusing
the S& P 500 or the Dow. The column titled "On Up Day" refersto aday that closed up in the S& P
100, in which the OEX reading was 1.60 or greater. A down day reflects aday in which the S& P 100
index closed down and the OEX put/call ratio was 1.60 or gregter. The column titled "At Any Time"
denotes the average day's trading performance during the test period.

Asan example, if the OEX put/cdl ratio is 1.60 or greater, and this reading occurred on aday the
S& P 100 Index closed higher, then expect that index to be 1.26 percent higher in five trading days.
After 25 trading days, ook for the market to climb 3.19 percent. This compares to an average gain of
.28 percent over five days and 1.40 percent over 25 days.

Consecutive Choe Put/Call Ratio over 1.00

A third effective measuring tool for the put/cdl ratio isto watch for consecutive-day readings of 1.00
or gregter in the CBOE put/cdll ratio. Thisindicator isanother discovery by Bernie Schaeffer. The
most recent research I've seen on thisindicator appeared in the April 1995 issue of Investor's
Digest.£3 From January 1990 through March 8, 1995, there had been only 18 times that consecutive
put/cal ratios were 1.00
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table 9.2 oex put/call ratio

Days On Up Day On Down Day At Any Time
1 0.31% 0.26% 0.06%

2 0.59 0.43 0.11

3 0.91 0.31 0.17

4 1.15 0.32 0.22

5 1.26 0.38 0.28

10 1.39 1.15 0.56

15 2.10 1.60 0.84

20 3.06 2.00 112

25 3.19 2.40 1.40

(Source: Schaeffer's; Research Revi &eprinted with permission.)

or greater. One month later the market was higher 12 times, and three months later it was higher 14
times

Cboe Equity-Only Put/Call Ratio of .75 Or Greater

Thefourth put/cal ratio indicator uses the CBOE equity-only put/call retio. Thisindicator was
discussed in a February 4, 1998, Standard & Poor's "Learning Curve' column 2 at the
www.quicken.com Web site. Inits entire history (data begins October 1, 1985), there have only been
11 timesthat the daily equity-only put/call ratio has hit .75 or higher. Thisisavery powerful signd,
especidly for longer-term traders and investors one year out. Factoring out multiple sgnasfrom this
indicator that occurred within 30 days of each other leaves you with only five mgjor signals. Table 9.3
shows the results for the S& P and Nasdaq one year after these magjor signals.

Theseresults, especidly in the Nasdag, are most impressive and have afforded long-term investors
excdlent entry points. It isinteresting that when this article gppeared at the Quicken Web ste, asixth
buy signa had been generated on December 19, 1997. The result of thissigna wasan annua gainin
the S& P of 25.48 percent and again in the Nasdaq of 36.82 percent—once again, very impressive
returns, most notably in the Nasdag,.

In the past, thisindicator was vauable for short-term traders because, once it wastriggered, the S& P
had always been within 2 per-

74


www.quicken.com

table 9.3 cboe equity-only put/call ratio
Signal Date S&POne Year Later  Nasdaq One Year Later

12/03/87 +20.29% +23.23%
10/10/90 +26.34% +54.90%
01/08/91 +33.17% +65.08%
10/05/94 +28.27% +37.69%
07/15/96 +45.09% +40.63%

cent (on aclose bass) of its ultimate low and the Nasdag within 4 percent of its ultimate low. This
historical rdliability proved ineffective on August 21, 1998, when the equity-only put/cal ratio was
over 1.00, itshighest daily level in more than 10 years. However, the S& P declined another 12.7
percent and Nasdag 21 percent until their ultimate closing lows on October 8.

Asl've mentioned, I'm not one for black-and-white trading rules. | find relevancein dl the put/call
ratios previoudy mentioned, but | will rarely take atrade based solely on put/call ratios. By
synthesizing dl my sentiment indicators, | get afed for any subtle changes that may be occurring within
the market. Asfor put/call ratios, besides the readings at the extremes, I'm most interested when
periods of strongly rising prices are met with heavy put buying and, conversay, when periods of
strongly declining prices are met with heavy call buying—in other words, when there are divergences.

A good exampleisearly 1995. Thiswas aperiod of rapidly risng prices, yet it was dso atime when
there was heavy put buying. This divergence existed because the public did not believe therdly and
bought putsin anticipation of areversa. Thistype of behavior by the public told me priceswould only
go higher. On the other Sde, | don't like to see heavy call buying when prices are sdlling off. This
means the public is complacent about the decline and anticipates higher prices by buying cals.

Other than the rare instances when the equity-only put/call ratio reaches above .75, | pay little
attention to equity-only ratios. Nor do | pay much heed to total CBOE put/cdll ratios. I'm primarily
interested in the index ratios, which include the OEX and the S& P 500. | call the toll-free CBOE
number severa times during the trading day to seeif any-
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thing out of the ordinary is happening in these index ratios, which are the most beneficid for short-term
traderslike mysdlf. In fact, theintra-day OEX put/call ratio was my primary trading tool asaday
trader in stock futuresin the late 1980s. For some reason, though, thisindicator lost most of its
effectiveness as an intraday trading tool in November 1989.

There Are No Experts

Before discussing advisory service sentiment, | should explain how | cameto didike the so-called
experts. It al goes back to an incident in the 1970s, during which | spent much of my freetimeat a
commodities trading firm where | formerly worked as a broker. One of the accounts at the firm had
given power of attorney to an internationally known technica andyst, who had written awell-
respected book on commodity trading systems. Much to my and the firm's surprise, this acclaimed
guru traded a $20,000 account down to $3,000 in a matter of weeks. That really made me question
whether expertsin trading actudly existed.

Many years later, in the 1980s, | became acquainted with afellow who worked for severa years at
various discount trading firmsin Chicago. At onetime or another, most of the famed traderswho
marketed trading books, newdetters, and systems had traded at these firms. My friend told me one
horror story after another about how unsuccessful these trading legends had been when real money
was on theline. His most memorabl e tale was about the promoter who was running full-page adsin
Futures magazine hawking a $4,000 trading system, while a the sametime his red-money trading
account was rapidly approaching zero—and from trading the system he was so heavily touting, no
less.

Comic Strips That Predict the Stock Market

My agnosticism about expertsis also aresult of the many books | read about stocksin the 1970s.
High on that list was John Springer's If They're So Smart, How Come You're Not Rich £2 and
Murray Teigh Bloom's Rogues to Riches. Springer's book is an inside [ook into the performance of
the investment advisory industry. Bloom's book
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details how stocks are bought and sold, pushed and touted, and promoted and lied about to higher
levels. After reading these booksit's no wonder 1've always been convinced that there are no experts
on Wall Strest.

One story that was highlighted by both Springer ¢ and Bloom: was that of newsletter writer
Frederick N. Goldsmith, an investment advisor who published a newdetter from 1916 to 1948. Inthe
fal of 1947, the New Y ork attorney genera's office began an investigation of Goldsmith after he
implied that his recommendations were from "insde information." During the investigation, Goldsmith
said he started his newdetter after afriend of his had a psychic experience during aseance. During that
seance, aspirit of aformer Wall Street trader revealed a secret code for stock market success that
was floating around in the newspaper. Goldsmith took thisinformation and, after much study, found it
to be absolutely correct. Many of Goldsmith's recommendations came from the comic strip "Bringing
Up Father." The main charactersin this strip were Jggs and hiswife Maggie. Goldsmith said this
comic strip provided cluesto the stock market and, once he broke the code, he was able to predict
the market with 90 to 95 percent accuracy. For instance, if Jggs had hisright hand in his pocket, this
wasadggnd to buy. If there were two rings of smoke risng from Jiggss cigar, the market would risein
the second hour of trading. One comic strip showed Jiggs and Maggie at the theater. When Jiggs said
the intermission was the best thing about the show, Goldsmith interpreted thisto be abuy signa for
Mission Qil.

Goldsmith's newdetter received praise from well-known brokers and became the bible for many large
Wall Street trading firms. One well-respected analy<t, who has written articlesfor Barron's and was a
columnigt for Forbes magazine, used Goldsmith's newdetter. Other subscriberstestified that
Goldsmith's advice had made them significant money and was the best newd etter out there.

Nevertheless, aNew Y ork supreme court justice signed an injunction that forced Goldsmith out of
business. Thejustice said the subscribers were mided into beieving that Goldsmith had superior
knowledge of the stock market—that whatever information Goldsmith offered should have come from
living people, not comic strip characters. And what about the creator of the comic strip? When
questioned, he said if he knew anything about the stock market he certainly wouldn't be making his
living from drawing cartoons.
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Advisory Sentiment

There are severd polling services that attempt to measure sentiment to determine extremes of optimism
or pessmism. Various classes of investors are polled: newdetter writers, brokers, advisors, and the
public. The theory behind these sentiment surveysisthat when bullish or bearish opinions become too
one-sided, the market has run out of new buyers and sdlersand areversal isimminent in the existing
trend. The four most widedly followed sentiment services are Investor s Intelligence, Market Vane,
Consensus, and the American Association of Individual Investors (AAII). The results of these
sentiment polls are available weekly in the "Market Laboratory"” section of Barron's. Table 9.4 isfrom
the November 23, 1998, edition of Barron's and shows how these sentiment surveys are formatted.

One problem with using advisory sentiment as your sole sentiment indicator isthat there hasbeen a
secular change over the years asto what congtitutes extreme optimism and pessmism in many of the
polls. This change has been most evident beginning in 1995 when the market began a sustained move
upward. For instance, according to Alexander Elder in Trading for a Living, 28 when the percentage
of bears among stock market | etter writers (as tracked by Investors Intelligence) rises above 55
percent, the market is near an important bottom. When the percentage of bearsfalls below 15 percent
and the percentage of bulls rises above 65 percent, the stock market is near an important top.

The problem with these percentagesis that, although useful at onetime, they are very outdated. For
example, the 15 percent bears and 65 percent bulls, which supposedly areindicative of atop, last
occurred during severa weeksin March and April 1986. Even then, this period wasn't anywhere close
to amarket top. Asfor 55 percent bears being an indication of a market bottom, these percentages
haven't occurred since 1994. Since then, bearish readings haven't surpassed 50 percent, much less 55
percent. Throughout the 20 percent decline the S& P suffered during August and September 1998, the
highest percentage seen among Investors Intelligence bearish advisors was only 47.5 percent.

The same phenomenon aso seemsto be at play with Market Vane. | can recall how, like clockwork,
whenever their bullish consensus number for stock index futures reached 60 percent, atop was
imminent
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table 9.4 investor sentiment r eadings

In Investors Intel ligenégooll, the correction figure represents advisers who are basically bullish, but are
looking for some type of short-term weakness. High bullish readings in that p@hiensus Inc9r inMarket
Vanes, usually are signs of market tops; low ones, market bottoms.

Last W eek Two Weeks Ago Three Weeks Ago

Investors Intelligence

Bulls 57.0% 53.1% 47.8%
Bears 31.6 354 38.3
Correction 11.4 11.5 13.9

Source: Investors Intelligen@&) Chur ch Street, New Rochelle, NY 10801. 914-632-0422.
Consensud ndex
Bullish Opinion 42% 63% 37%

Source: Consensus Incl735 McGee Str eet, Kansas City, MO 64108. 816-471-3862.

AAIIl Index
Bullish 40% 50% 38%
Bearish 18 14 20
Neutral 42 36 42

Source. American Association of Individual Inves&f25,N. Michigan Ave., Chicago, IL 60611. 312-280-
0170. Results arebased on a51% responser ate.

Market Vane

Bullish 66% 60% 59%
consensus

Source: Market Vane,O. Box 90490, Pasadena, CA 91109. 626-395-7436.

(Reprinted with permission from Barron's © 1998; permission conveyed through Copyright Clearance Center,
Inc.)
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within days. In the late 1990s, however, it hasn't been uncommon to see severa weeks of readings
above 60 percent, and even 70 percent, where the market just kept marching steadily higher.

InvestorsIntelligence

Investors Intelligence isthe oldest of the sentiment-monitoring services. Investors Intelligence takes
aweekly poll of over 130 investment advisory services, bresking down the results into a percentage of
bulls, bears, and those who are bullish but are expecting a correction. The survey results are available
each Wednesday at 11:00 A.M. eastern time through a pay-per-call number. 12 These results are dso
made available on CNBC, usudly during the 11:00 to 12:00 A.M. program on Wednesdays.

| have been following the Investor s I ntelligence sentiment poll since 1985. Its accuracy in calling tops
and bottoms was suspect during 1985, 1986, and much of 1987. Since mid-1987, though, it'sbeen a
different story. Nearly every mgjor top and bottom since that time has been accompanied by extremes
in optimism and pessmism in the Investor s Intelligence sentiment survey. In fact, it was thanksto
Investors Intelligence that | was able to completely sidestep not only the crash of 1987, but the
carnage leading up to the crash.

There are no precise rulesfor interpreting the Investor s Intelligence sentiment survey. Since 1995,
I've looked upon a series of two to three consecutive weeks of bullish readings in the 50 percent to 55
percent range, combined with bearish readings between 25 percent to 30 percent, asawarning of
trouble ahead for the market. Bearish readings below 25 percent, with bulls above 50 percent, have
invariably led to market declines.

Thereisaso cause for concern when the percentage of bullish advisors minus that of bearish advisors
exceeds 30 percent. This net bull indicator was developed by John Bollinger, of Bollinger Capita
Management, 22 and flashed atimely sdll signd at the market top in July 1998.

It'snot just the extremesin sentiment that are relevant, but the lack of movement toward these
extremesin the face of rgpidly rising or falling prices. A classc example of thelatter phenomenon
occurred in 1995. Stocks began rising in January of that year and then went balligtic in an dmost
draight shot through mid-August. Y et during the first severa months of that meteoric rise, bullishness
among advisory services barely budged. In periods such as thiswhen sentiment doesn't
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rise to maich the risein stock prices, you can expect even further gainsin the market.

Asashort-term trader, | am primarily interested in only the week-to-week changesin the Investors
Intelligence poll. Some analysts, however, like to smooth out these weekly percentage changes with a
moving average. Marty Zweig, in Winning on Wall Street, 22 and Norman Fosback, editor of the
Market Logic newdetter, advise making a calculation of bullsdivided by thetota of bulls plus bears
and plotting that percentage on a 13-week moving average. Fosback considers readings over 75
percent as excessive optimism and possible areas for market tops, and readings below 40 percent as
excessve pessmism and areas for market bottoms. However, these levels are never seen anymore
and my suggestion would be to use a shorter smoothing period such as four to Sx weeks.

The best andlysis I've seen on the data from the Investor s Intelligence surveys are in Jeremy Siegel's
Stocks for the Long Run.22 Siegd took the weekly readings of bulls as a percentage of bulls over
bears (as previoudy described) and compared the results with the returns on stocks over the following
three-, Sx-, nine-, and 12-month periods. He found astrongly predictive content to the sentiment
index, particularly over the 3-, 9-, and 12-month periods.

Consensus and Market Vane

What | like best about the Consensus and Market Vane weekly sentiment pollsisthat they are
geared more to shorter-term traders like mysdlf than the Investor s Intelligence poll. The sentiment
numbers from these two services are for stock index futures. As such, these numbers fluctuate more
rapidly between bullishness and bearishness than do the sentiment percentages from Investors
Intelligence.

Advisorswho specidizein stock index futures have much shorter trading time frames than do the
investment advisors who recommend stocks. Most of the time there is agreement between Investors
Intelligence, Consensus, and Market VVane. However, when there is a divergence in bullishness and
bearishness between Investor s Intelligence and the other two sentiment services, | go with the latter
two, since, based on my experience, they are more reliable over the short run.

An example of this divergence between the services occurred between mid-November and December
1998. The Investors Intelligence bulls reached multiyear highs and remained there week after week.
Yet
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prices as measured by the S& P and Nasdag 100 continued to make new highs. Those frightened off
by the extreme readingsin the I nvestor s I ntel ligence bullish investment advisors datawould have
missed out on much of the run to new highs. However, the bullish consensus readings from Consensus
and Market Vane were much more muted and proved to be more accurate in forecasting higher
prices.

Sentiment figures from Consensus are available on Tuesday mornings from a pay-per-call number. 23
The Consensus poll has been consistent through the years that readings over 80 percent reflect too
much optimism and hence are bearish, while readings below 25 percent reflect too much pessimism
and are bullish.

Market Vane hasadaily bullish consensus hotline that can be accessed after 5:00 P.M. pacifictime
through a pay-per-call number.22 In the past severa years, readings over 70 percent have signified too
much optimism, and below 35 percent, too much pessmiam.

AAIIl Investor Sentiment Survey

The American Association of Individual Investorsisanonprofit organization that catersto the
education of individual investors22 Mot likely, you have been solicited for their monthly publication,
the AAII Journal. A weekly sentiment poll of members can be found on their Web ste at
www.aaii.com, normaly on Friday morning. | have never found much consistency or any tradable
patterns from the AAII sentiment survey. The readings of bullish and bearish sentiment jump around in
too volatile afashion on aweek-to-week basis. If anything, | find the public, as represented by the
AAII survey, to be more prescient of the market than the professiona advisors and newd etter writers.

In The Option Advisor, Bernie Schaeffer suggests combining the sentiment measures from Investors
Intelligence, Consensus, and AAII to get acomposite reading of the bullish sentiment existing in the
market at any given time. The example in hisbook is afive-week moving average of this composite,
showing readings over 50 percent as excessive optimism and below 25 percent as excessive
pessmism.2 Thisideais excdlent, athough | would substitute Market Vane for AAIL. | would also
want to do a bit more research to determine the levelsthat have constituted excessive optimism and
pessimism during the most recent four to five years.

There are two other sentiment surveys, both available on the Internet, that | occasionaly monitor. The
first can be found at
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www.techstocks.com/survey.html. Thisisasurvey at the Silicon Investor Web site for technology
stocks. The other survey can be found at www.lowrisk.com/sentiment.ntm. Thisisavery timely
contrary sentiment indicator. Lowrisk.com hasa"Guessthe Dow" contest each week, from which
they measure investor sentiment. 1n 1999, the sentiment index at L owrisk.com has been more accurate
(on acontrary basis) than the more established sentiment services.

Rydex Asset Levels

Thisisasentiment indicator you rarely read about. The Rydex family of funds specificaly catersto
traders and market timers. The assetsin the various Rydex funds are reported daily afew hours after
the close of trading. 2 Because of the higher minimums required to open an account, Rydex attracts a
more professional base of traders and timers. However, their record at beating the market is no better
than that of the average public trader. The professond traders and timers get overly optimistic at
market tops and overly pessmigtic at the bottoms. So extremes in the asset levels of particular funds at
Rydex often give cluesto market reversals.

The Rydex Nova Fund attempts to provide a 150 percent exposure to the S& P. For example, if the
S& Prises 1 percent, the Rydex Nova Fund should increase by 1.5 percent for the day. Thisfund is
also known as aleveraged fund, since stock index futures are used to achieve the 1.5 ratio to the
S& P. Note, however, that thisis avery inexact science. For ingtance, in 1997 the S& P rose 23
percent. Had the Rydex Nova Fund achieved its objective, it should have risen 34.5 percent, but it
rose only 25.5 percent in 1997.

The Rydex UrsaFund isabear fund and is designed to move inversely to the S& P. So on aday when
the S& P declines 2 percent in vaue, the Ursa Fund should rise by alike amount. The Rydex OTC
Fund tracks the Nasdag 100, is primarily atech fund, and is most affected by the price movement in
Ddl, Intel, Microsoft, Cisco, and MCl WorldCom. The Rydex Arktosisabear fund and is designed
to move inversely to the Nasdag 100 Index.

For the past two years, I've been recording the nightly asset levels of the Rydex funds, primarily
looking for divergences between the asset levels and prices and the point at which asset levelsreach
extremes of optimism and pessmism. Thisisstill aproject under construction, and | haven't uncovered
any ironclad rules using the Rydex
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asset levelsas acontrary sentiment indicator. However, the few times | have traded based on this
indicator have proved profitable. October 14, 1998, is an example.

On the morning of October 14, | posted to one of the Internet newsgroups the following: "Rydex Ratio
Predicts Raly Ahead." | went on to state that arally could and should begin today. While the Dow
closed up 30 pointsthat day, the overall market was much stronger, with the S& P up dmost 11 points
and the Nasdaqg 100 up more than 30 points.

What | saw in the Rydex asset levels on the morning of October 14 isshown in Table 9.5. The S& P
closed a itsyearly low on October 8. It then surged over 35 pointsto its October 13 close. Y &, the
asst levelsin the Nova Fund had barely budged. Normally during ralies of that magnitude, thereisa
decided increase in the assets of the Nova Fund and adecline in the assets of the Ursa Fund. The fact
that this didn't occur between October 8 and October 13 indicated to me that no one believed the
raly. | interpreted thisto mean the rally had much further to run.

| was aready invested in funds on October 14, having entered the market on the late-day V-bottom
reversal of October 8 (more about thisin Chapter 12). But because of the Rydex asset levels
indicator, | increased my exposure to funds before the close on October 14. Of course, | never
expected the fireworks that were to take place the next day, as the Dow skyrocketed 330 pointsin
response to the surprise move by the Federal Reserve in lowering interest rates.

| again profitably used the Rydex assetsindicator on October 19, increasing my exposure even further.
| found it amazing that, in spite of the tremendous surge in the Dow and S& P on October 15, the
assetsin the Nova Fund decreased and the Ursa Fund increased the following day on October 16. It
boggled my mind that, in spite of the runup in the S& P, traders were not taking this serioudy, as
evidenced by their maneuversin the Rydex funds. Asit turned out, the market continued running to the
upside during the remainder of October and through the end of January 1999.

Asone andyst told me, there are some market timing gemsto be mined in the Rydex asset data. But
uncovering them could prove difficult, sSnce most traders can only relate to ratios and formulas. If you
areinto ratios (which, of course, I'm not), my advice would beto look for mgjor bottomsin the
market when the assets in the Ursa Fund are more than three-to-one that of the Nova Fund. The same
thinking
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table 9.5 assets in r ydex funds

1998 Nova Ursa OoTC Money Market S&P
October 5 509.2 992.2 380.9 944.1 988.56
October 6 488.7 980.3 358.0 954.8 984.59
October 7 462.4 1044.8 337.6 972.1 970.68
October 8 3717 1022.8 309.9 1089.5 959.44
October 9 407.9 1005.7 388.8 886.7 984.39
October 12 445.4 956.4 4385 892.9 997.71
October 13 399.9 1017.1 3774 976.0 994.80
October 14 492.4 958.6 4259 789.6 1005.53
October 15 545.1 845.9 510.1 807.0 1047.49
October 16 504.0 855.8 500.2 916.3 1056.42

appliesto major tops. Three-to-one ratiosin favor of Novaover Ursa spdll trouble. However, the
complicating factor hereisthe assetsin the Money Market Fund. Tops and bottoms are a so usudly
made when cash levels are historically low. I've seen periods when Nova has exceeded Ursa by three
to one, yet assets were high in the Money Market Fund and the market continued rising.

My suggestion on the Rydex asset levelswould beto do as | have donethe past few years. Get in the
habit of caling nightly and writing down the asset levels. With time and experience, you will beginto
see patternsin the changes of the Rydex assets with the S& P and the Nasdaq 100.

Rydex has recently added sector fundsto their stable of funds. The asset levels of these sector funds
are dso provided nightly. Divergencesin the Rydex sector funds, with their underlying indexes, can
aso prove useful astiming toolsfor various sectors such as technology, energy, telecom, and basic
materias. Aswith the larger Rydex funds, this processis till in the worksfor me as atrader.

Commitmentsof TradersReport

The Commitments of Traders (COT) Report is abiweekly report from the Commodity Futures
Trading Commission (CFTC) detailing the long and short futures positions of the large commercia
traders, the large speculators, and the small speculators. For the S& P futures, the com-
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mercias comprise the banks, brokers, and mutua funds. The large speculators are the commodity
funds, and the small speculators are traders like you and me. At onetime, the COT Report was an
integra part of my trading arsend. Even though | religioudy monitor thisreport, it isno longer that
relevant to my trading. Thisreport isyet another indicator that has been trashed by the greatest bulll
market of anyoneslifetime.

My sentiments about this sentiment indicator are best summed up by Howard Simonsin an articlein
the June 1998 Futures magazine: "Many system vendors and andysts suggest trading on the
Commitments of Traders Report is potentialy lucrative. A quantitative look at one market suggests
otherwise." 28| say, amen, brother. In fairness, | must say the market Simonswas looking at was
whest, not the S& P. But I've done extensive work with the S& P and know other traders who have
donelikewise. Our conclusion isthe COT haslost much of its predictive relevance.

| recall an article many years ago in Barron'sin which an analyst stated that anytime the commercias
assumed a net short position in the S& P, adownturn was imminent. Betting on such an outcome since
1995, however, would have cost atrader asignificant amount of money. | can still remember how,
after the big 1995 runup in the S& P, the commercias suddenly went net short for severa weekslaein
the year. All the pundits were out in force calling for amajor correction. Instead, the S& P soared,
making one new high after another.

I've been told that Larry Williams, alegendary trader and analy<t, has done some innovative research
with the COT. If so, | would enjoy reading it. | respect Larry'sinsghtsimmensely.

Aswith any indicator, the COT probably has some vaue when it approaches yearly or multiyear
extremes. If | saw the commercidswith anet short position not seenin years, | would certainly take
notice, and especiadly if my other sentiment indicators were uniformly bearish.

The Commitments of Traders Report is available biweekly on Fridays at approximately 3:30 p.m.
eastern time. It can be found at the CFTC Web site at www.cftc.gov. After you get the homepage,
click on Commitments of Traders Report. Then scroll down that page and click on Chicago
Mercantile Exchange—Short Form. Scroll down that page until you come to the S& P 500 Stock
Index—Internationa Monetary Exchange. There you will find the previous two weeks (ending on
Tuesday) net long and short positions for the three classes of traders.
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Other Sentiment Indicators

Other widely followed sentiment indicators are short interest and the short interest ratio, mutua fund
cash pogitions, insder trading, and the Wall Street Week Elves Index. | monitor these sentiment
indicators, but find they are of little or no importancein my trading. Mutua fund cash positionsare
another one of thoseindicators that have been at |east temporarily rendered ineffective by the great
bull market of thelate 1990s. Insder trading activity isafavorite forecasting tool of academicsand
market letter writers, which | find isuseless.

The Wall Street Elves Index is shown weekly on the Wall Street Week television program andisa
sentiment poll of 10 Wall Street technicians. Thisindicator used to be an excdllent contrary indicator
when it reached extremes of bullishness or bearishness. But in recent years the index has been of little
importance, remaining in high bullish territory due to the sustained upward advance in stock prices.

Another sentiment indicator I've discarded is big block trades. A table of block trades of 10,000
shares and greater appears each week in Barron's. These block trades are reported daily for the
preceding week and are broken down into trades that occurred on upticks and on downticks. Inthe
late 1980s and early 1990s thisindicator had some predictive value on a contrary basis when there
was aperiod of daysin which downticks sivamped upticks. But during the late 1990s such predictive
vaue hasbeen dl but logt.
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Chapter 10—
Technical Indicators

In addition to sentiment indicators, there are afew technical indicators| find to be of some use,
especidly when combined with the sentiment indicators. As| congtantly mention, the 1990s have not
been good timesfor stock market indicator junkies. Fundamenta vauation indicators were thefirst to
fater around 1993, followed by many revered technical indicators beginning in 1995. Even some of
my sentiment indicators have had arough time of it in late 1998 and early 1999.

High/Low Logic Index

The High/Low Logic Index was invented by Norman Fosback in 1979 and is covered in his book,
Stock Market Logic. 2 Thisindicator isaso followed biweekly in his newdetter of the same name.
The High/Low Logic Index can be calculated on adaily or weekly basis. Theindex isthe lesser of
either (1) new highs as a percentage of total issuestraded or (2) new lows as a percentage of total
issues traded.

For example, during the week ending November 20, 1998, there were 3,679 issues traded on the
NY SE. Of these, 192 made new 52-week highs, while 103 issues made new 52-week lows. The
High/Low Logic Index for the week was 2.8 percent. Thisis calculated by dividing 103
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(thelesser of 192 or 103) by total issues of 3,679. Weekly highs and lows can be found in Monday's
Wall Street Journal and Barron's.

The rationale behind the High/L ow Logic Index isthat when alarge number of stocks are making both
new weekly highs and new weekly lows, it'sasign of internal market weekness. Such weaknessis
usudly characterized by a churning market and onein which the blue chips are masking wesknessin
the rest of the market. Historically, these types of internal market divergences have led to sdll-offsand,
often, bear markets.

The High/Low Logic Index ismogt predictive if used with a 10-week moving average. Readings
above 4.5 percent condtitute asell signal, and below | percent, abuy signal. On aweekly basis,
readings above 7 percent and under 1 percent are considered extreme and, respectively, are sell and
buy signals. Weekly readings over 10 percent are rare, but particularly ominous.

High/Low Logic Index sell signals occurred near the market peaks of 1961-1962, 1966, 1969, 1972,
and 1976. Of more recent relevance, the High/Low Logic Index gave asdll signa on October 2,
1987, prior to the October 19 crash and on July 13, 1990, prior to the bear market that began less
than three weeks later. Another sall signal happened on March 11, 1994, just prior to anearly 10-
month "stealth” bear market. The High/Low Logic Index was aso one of the few indicators that
accurately called the July 1998 top.

The High/Low Logic Index, however, isnot infalible. It gave avery fase sdl sgnd the week ending
January 16, 1998, as the Dow was embarking on avigorous 1400-point four-month rally. It aso gave
avery untimely sdll sgna on December 20, 1991. The very next trading day, on December 23, the
Dow surged 3 percent and then another 6 percent through the end of that year. My advice isthat tax
loss selling in December can skew new highs and lows; thus, | would ignore buy and, especidly, sl
sgndsin the High/Low Logic Index during December and January.

Other High/Low Indicators

Carlton Lutts, the publisher of the Cabot Market Letter, 2 developed atiming tool based on new 52-
week lows, cdled the two-second indicator. This method proposes that, as long as the number of
daily new lows on the NY SE does not exceed 40, the market is sound and in no danger of any serious
decline. Using thisindicator of 40 new 52-week lows, Lutts
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breaks down the market into three distinct categories of varying degrees of strength or weakness. It
wouldn't be appropriate to reveal al the pertinent aspects of this proprietary indicator and | suggest
you contact Lutts directly for more details. Although aware of thisindicator, | no longer find it useful
from atrader's standpoint in the market environment we have seen in the late 1990s.

Technicians now prefer to take new daily 52-week lows as a percentage of total issuestraded on the
NY SE as adeterminant of the market'sinternal health. Some consider it awarning of trouble ahead
when 2 percent of thetota issuestraded hit new 52-week lows for five consecutive trading days.

Norman Fosback at Market Logic developed afrequently quoted indicator based on the percentage
of stocks hitting new lows on aweekly basis. According to Fosback, a market bottom is at hand
when, on aweekly basis, 40 percent or more of the stocks on the NY SE are making new 52-week
lows. 2 In the 1990s, thisindicator has been two for two in calling the 1990 and 1998 lows.

Titanic Sl Syndrome

Many indicators are based on the principle that when the Dow is making new highs, you want
confirmation from new highs/lows and advances/declines that the rest of the market isaso hedthy.
One such indicator isthe Titanic Sell Syndrome, developed by the late William Ohama. Thisindicator
is based on the following conditions:

1. The Dow makes anew 52-week high.
2. The 52-week daily lows equal or exceed the daily highs within seven trading sessions.
After these two conditions are met, you aso must have two confirming sgnals:

1. After the 52-week high, declining issues on the NY SE exceed 1000 for two consecutive days and
on one of these days the advance/declineratio islessthan .25.

2. After the 52-week high, there are four days of more than 1000 declining issues during seven trading
sessions.
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The sdll Sgnd reversesif the 52-week high is exceeded by 2 percent on the upside.

Admittedly, the Titanic Sell Syndromeisamouthful. Stripped of al itsjargon, it Smply identifiestops
that are accompanied by weak market internals. Asyou will seelater in thisbook, | am usudly long
gone by thetimeindicators like the Titanic Sell Syndrome flash their warnings.

Advance/DeclineLine

Thisisone of the most basic indicators of the market's overal hedlth. To calculate the advance/decline
ling, take the difference between the daily number of advancing issues and the number of declining
issues (ignore unchanged issues). Thisdaily figureisthen added or subtracted to a cumulative number
to determine the advance/decline line. For example, on December 22, 1998, there were 1289
advancers and 1755 decliners on the NY SE. The advance/decline line number was - 488. Thiswould
then be subtracted from the cumulative advance/ declineline.

All sorts of rules and systems have been devised around the advance declineline. | just try to keep it
basic, by adhering to these principles:

* When the Dow declines while the advance/decline lineis rising, the market will rise.

» When the Dow advances—especially to new highs—while the advance/decline lineisfaling, the
market will decline,

» When the Dow approaches a previous low and the advance/ decline lineiswell above where it was
at thetime of that previous low, it'stime to become bullish.

» When the Dow approaches a previous high and the advance/ declinelineiswell below its previous
reading, which corresponded with that top, it'stime to be cautious.

» Thedirection of breakouts from trading rangesin the Dow and S& P can often be determined if the
advance/decline line has dready broken out of itstrading range.

Figure 10.1, showing the advance/decline line, indicates the divergence beginning in early April 1998.
Note how the Dow went on to new
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highs afew months|ater asthe advance/decline line trended down. Eventualy, that type of negative

divergence led to a severe market break during late July and August.

But as| continueto reiterate, no indicator isinfallible. Note aso in Figure 10.1 the extreme negetive
divergence between the Dow and the advance/declinelinein early 1999. Just about every andys dive
was pointing to this divergence as evidence the market was setting up for areplay of July 1998. As
you will seein Chapter 12, the opposite occurred. The advance/decline unexpectedly turned upward

in April asthe Dow rocketed ahead over 1000 points.

Dow Jones Utilities Average

Famed technician Edson Gould thought the Dow Jones Utility Average was one of the best early

indicators of the stock market. Aswith any
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indicator, though, the Utilities aren't precise asatiming tool. Still, they remain near the top of my list of
favorite technical indicators. With but afew exceptions, a pronounced uptrend or downtrend in the
Utilities eventually will be followed by the broader market. For example, the Utilities pesked in
November 1972, and the worst bear market since 1929 was then ushered in when the Dow peaked a
couple of months later, on January 11, 1973. The Utilities then sgnaled an end to that devastating bear
market when they bottomed in September 1974, afew months before the ultimate Dow low in
December.

While most of the time the lag between the Utilities and the overal market is but afew months, there
are periods when the divergence can persgst for much longer. For instance, the Utilities peaked in
January 1987, while the broader market continued soaring through August of that year. Therewasa
smilar long lag in 1990 when the Utilities peaked in January, followed by the rest of the market in duly.
The utilities peaked on August 31, 1993, but the overal market didn't peak until the end of January
1994. More recently, the lags have been shorter between the Utilities and the broader market. The
utilities made their highs and began sdlling off in late January 1997, Sx weeks before the Dow
underwent anearly 10 percent correction.

It's not just on the downside where the Utilities lead the broader market. There was a setback of more
than 10 percent in the Dow beginning in the summer of 1997 and culminating in the 7 percent decline
on October 27. Mogt of the market pundits were very bearish. Y et, afew weeks later, in November
1997, the Utilities suddenly broke out and began setting historic highs. Two months later, the Dow
followed and moved up over 1600 points through May. Likewise, after the near 20 percent declinein
the Dow from mid-July through the end of August 1998, the Utilities began making historic highsin
September. One month later, the Dow and S& P followed the Utilities as they blasted off on their own
run to eventua new highs.

One of the utility indicators that Norman Fosback monitorsin hisMarket Logic newdetter isthe
Utility Divergence Index. 2 Thisindicator is Smply the latest 20-week changein the Dow Jones Utility
Averages minus the 20-week changein the Dow Jones Industrial Average. Changes of +10 percent
and above are considered bullish, while -10 percent and below are considered bearish. Thisindicator
has given some excellent buy and sdll signas over the years, especialy when it has gone to extremes
above +15 percent and below -20 percent.
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The McCldlan Oscillator

The McCldlan Oscillator, developed by Sherman and Marian McCldlan, isthe difference between
two exponentialy smooth moving averages of advances and declines (the 19-day minus the 39-day).
If you understand that, go to the head of the class. It's beyond me. The McClellan used to be one of
my favorite indicators for measuring overbought/oversold levelsin the scock market. That, however, is
not aringing endorsement. Overbought/oversold indicators are my least favorite indicatorsand | tend
to ignore them in making trading decisions. Many andystswill argue that overbought/oversold
indicators are best used with divergence analys's, such as when the indicator failsto make anew low
or high a the same time the market is making new highs or lows. Regardiess, | ill don't find these
indicators dl that effective.

The McCldlan Oscillator normally fluctuatesin arange of +100 to -100. Readings above and below
these numbers are considered overbought and oversold, where reversals can be expected. Some
techniciansthink it is sgnificant when the McClelan Oscillator movesfrom postiveterritory into
negative, and vice versa. | find that the sgnificanceis mainly academic. A companion indicator to the
McClelan Oscillator isthe McClellan Summation Index, athough this has never been part of my
trading arsend.

Asany experienced technician will tell you, during strong momentum rallies or declines,
overbought/oversold indicators can go to extremes and remain there for weeks, even months, at a
time. And the McCldlan Oscillator is no different. Therefore, | tend to ignore the McClellan during
such momentum phasesin the market. However, if the McCldlan Oscillator reaches +100 or -100
during trendless periodsin the market, | find that isnormaly indicative of areversa.

The vaue of the McClédlan Oscillator is based on end-of-the-day data. Its closing valueis shown on
CNBC at approximately 5:15 p.M. eagtern time. That same closing vaueisthen shown & varioustimes
over the next trading sesson on CNBC. The McCldlanisdso available daily at Carl Swenlin's
Decision Point Web site at www.decisionpoint.com.

Although the McClelan Oscillator was once one of my favorite technical indicators, it, dong with most
other technica indicators, has been left in the dust by abull market that would put the Energizer Bunny
to shame.

94


www.decisionpoint.com

Trin, AKA the ArmsIndex

Thetrin was devel oped by Richard Arms and is aso known as the Arms Index and the Short-Term
Traders Index. Thetrin isameasurement of theratio of advancing to declining stocks and compares
that to the ratio of advancing to declining volume. The rule of thumb with thetrin isthat on a 10-day
moving average basis, readings over 1.20 are indicative of an oversold market and one about to
reverse upward. Likewise, readings below .80 indicate an overbought market and oneripefor a
setback. Panic daily close readingsin the trin occur a 3.0 and above and higtorically have signified
market bottoms,

Thetrinislike any indicator that during strong momentum rallies and declines reaches extremes and
remainsthere for weeks a atime. Aswith the McCldlan Oscillator, | find the trin most useful when it
reaches extremes during trading ranges. Although | monitor thetrin, itisno longer avital ingredient of
my trading. It isyet another indicator that haslost much of its effectiveness since the greet bull run
began in January 1995. Y ou can judge for yoursdlf the effectiveness of thisindicator, as shownin
Figure 10.2.
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Figure 10.2
The trin (open arms 10-day)
(Source: © 1999 decisionpoint.com. Permission grantedny.decisionpoint.coth
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Volumelndicators

Thiswill be heresy to many old-timers, but | never look at volume. Other than the trin, which hasa
volume component, | don't believein using any type of volume analyss. The academicsliketo point to
al the upside breakouts that occur in stocks and various stock indexes on heavier than norma volume
asavadidation for monitoring volume. | can just aswell point out al the upside breakouts that have
occurred on normd to low volume. Ignoring volume has certainly been no impediment to measa
trader.

When | think of volume analysis, I'm reminded of Victor Niederhoffer's excellent trading book, The
Education of a Speculator, in which he relates how he did his undergraduate thesis on volume and
breakouts. Using datafrom 1928 to 1961, he found a positive correlation between comovementsin
price and volume. Histesting covered data on both stock indexes and individua stocks. Thirty years
later he had the opportunity to extend histhesis study through 1991. He found there was no predictive
relation between stock prices and volume during the post-World War 11 period, from 1946 to 1991. ©

| remember too many bear markets dating back to the 1960s where prices declined day in and day
out regardless of whether it was ahigh-volume or alow-volume day. The same appliesto many bull
markets. I've seen too many steadily rising markets met with universal skepticism by the volume
experts because the rise was accompanied by low volume.

Moving Aver ages

Aswith volume analysis, | never use moving averagesin my trading. | find them to be much ado about
nothing. Y ou might want to reed Larry Williams's The Definitive Guide to Futures Trading’ and his
moving average sudies. After extendve research with moving averages, moving average Crossovers,
and channels, Larry's conclusion isthat none of them consstently make money. While Larry agrees
that moving averages may be good trading tools, he saysit's next to impossible to build awinning
system solely around moving averages.

The most popular moving average used by stock investorsis the 200-day moving average. Severd
stock market newdetter writers and mutual fund timers use crossovers of the 200-day moving average
asabasisfor buy and sdll signals. Crossovers above the 200-day moving
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average are taken as buy signds, while crossovers below that average are considered sdll signals.

The reason moving averages aren't for meisthat they are too much of alagging indicator. For
instance, much was made about the 200-day moving average avoiding the crash of 1987 by giving a
sl sgnd thetrading day prior to the crash. Y et, when the sell signd was triggered on October 16, the
Dow was dready down more than 17 percent from its August highs.

Never Fight the Fed

All professiond traders abide by the rule that you never fight the tape (the momentum of the market)

or the Fed. In the short term, interest rates are the main driver of the market. Theimpact of an
accommodative Federa Reserve Board is extremely bullish for stock prices. Some of the tools used
by the Fed to control interest rates are the discount rate, the Fed Funds rate, bank reserve
requirements, and stock margin requirements. The last two, however, are rarely used any longer by the
Fed.

According to Norman Fosback, on average, the S& P increases 7 percent in the three months
following discount rate reductions. € Even more dramatic, though, are announcements of two
consecutive cuts in the discount rate. Such amove by the Fed triggers the Two Tumbles and a JJump
Rule. (Announcements of two consecutive cutsin bank reserve and stock margin requirements aso
trigger thisrule)

Since the Federal Reserve was formed in 1913, there have been only 20 signals from the Two
Tumbles and a Jump Rule, with the most recent being October 15, 1998. Three months after thisrule
istriggered the S& P has risen an average of 11 percent, and it is up an average of 30 percent within
oneyear. The latest rate cut on October 15, 1998, has run true to form, with the S& P up 18.69
percent three months later.

Historicaly, it has a so been very bullish when the Fed decreases the Federal Fundsrate. In Stocks
for the Long Run, Jeremy Siegd presents atableillustrating how changesin the Fed funds rates since
1955 have effectively predicted future stock prices2 According to Siegd, in the 12 months following
Fed fund rate increases, the market, as measured by the S& P, has been about 7 percent higher.
However, in the 12 months following Fed rate decreases, the S& P has been 18 percent
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higher. The average annudized return over this same period was 12 percent.

What ismost interesting about Siegd's study ishow, in the 1990s, the predictability of Fed funds
increases and decreases was reversed—meaning that the 12-month return after increasesin the Fed
fundswas 16.21 percent, while it was only 12.76 percent after decreases. Thismay well be yet
another indicator that the great bull market of the 1990s has temporarily rendered ineffective.
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Chapter 11—
Monthly Seasonality

According to research by Norman Fosback £ and Arthur Merrill 2 the stock market has a definite
bullish bias during the last trading day and first four trading days of each month. Thisbiasisaso
evident during the two days preceding any market holiday. These would include Good Friday,
Memoria Day, Fourth of July, Labor Day, Christmas, New Y ear's, and President's Day. Since Martin
Luther King Day is now atrading holiday, the favorable seasondity would have to be incorporated
there a so.

Fosback tested this monthly seasonadlity viaacomputer smulation during the period from 1928
through the end of 1994.2 The computer "owned" the S& P 500 Index (all stocks) only during the
favorable month-end and preholiday days—28 percent of al trading days—and held cash the rest of
the time. No consideration was given for commissons, taxes, and interest during the nonholding

period, or for dividends paid by the stocks. A hypothetical $10,000 initia investment grew to $4.6
million during the period tested. In contrast, $10,000 invested during the remaining 72 percent of the
nonfavored monthly trading days would have decreased to $569 by the end of 1994. Theseresultsare
smply mind-boggling. | can only imagine what the $4.6 million has compounded to in light of thefact
that the market has dmost tripled since 1994.

Fosback has subsequently updated his research on monthly sea-
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sondity to encompass the second-to-last trading day of the month and thefifth trading day of the
month. These days are excluded, however, if they fdl on thefirst trading day of the week. Fosback
also maintains severa real-money trading accounts based on his seasondity system. These are
monitored regularly in hisnewdetter, Market Logic.

Monthly seasondity aso explainsthe fabled year-end raly. Here's another mind-blowing statistic.
According to Foshack, the 1 1/2-month year-end period starting two days before Thanksgiving and
ending with thefifth trading day in January has accounted for 40 percent of the stock market's entire
price return over the past 70 years. 4 The month-end and preholiday trading days graded favorable by
the seasondity system within this 1 1/2-month interva have accounted for 45 percent of the market's
entire price return over that 70-year time period.

Monthly seasonality has been integral to my trading success over the years. Whether it be stock index
futures or mutual funds, | tend to be more aggressive during these seasondly favored days, especidly
at year-end. Thisdoesn't imply that | blindly buy. But if the market's action has been favorable prior to
monthly seasondity, | am more proneto trading larger-sze positions.

What is amazing about the monthly seasondity pattern is how well it has held up over theyearsin spite
of being so well publicized. Normally when favorable trading patterns become well known, their
effectivenessis diminished and is often completely diminated. According to Victor Niederhoffer,
"When arecurring effect of practica significanceis reported, the trade (smart money) takes advantage
of it with great abandon, huge capital resources, and low costs."2 The point isthat profitable patterns
tend to evaporate when everyone triesto exploit them at the sametime.

Conventionad wisdom states that the seasondlity pattern exists because of the investing habits of the
public, pensions, and mutual funds. The reasoning for thisisthat many people's wages are paid around
the days of monthly seasondity and some of these wages find their way into the stock market.

The most rigorous compuiter testing of end-of-the-month seasondity in stock index futuresis available
through Bruce Babcock's Redlity-Based Trading Company.€ Babcock tested 100 different
combinations of entries and exitsfor various time periods between the last five and thefirgt five trading
days of the month using five different
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stops. Thisresearch isavailable for salein system reports called NYFE for Life and S& P Devotee
System.

In The Education of a Speculator, Victor Niederhoffer mentions astudy by Robert Aridl that divided
the monthsinto halves. Aridl's study concluded thet thefirst haf of the month saw significantly greater
returns than the second half. Niederhoffer then extended Arid's study from the 1987 crash to August
1996 using S& P futures prices and found that the first half of the month was three times stronger than
the second half, which was a confirmation that seasonas within the month still existed. £

In his April 28, 1997, Crosscurrents newdetter,2 Alan Newman presented the results of being
invested only haf of the year. This study ran from 1950 through April 22, 1997. An investment of
$10,000 in the Dow stocks from November through April (and then reinvesting each November
through April) would have grown to $276,113 over the course of the study. Taxes and commissions
were not taken into consderation. An investment only from May through October during the same
period would have grown to only $11,484. Testing this strategy from the beginning of the bull market
in August 1982 through April 22, 1997, still showed the dominance of the November-through-April
period, with returns amost three times greater than those of the May-through-October period.

Niederhoffer also looked at the monthly performance of the Dow and its precursors from 1870 to
1995. His results showed January and August to be the best-performing months and May, September,
and October to be the worst. The mean average return for May and September during histest period
was negative?

Y de Hirsch ran agmilar monthly test, but using the S& P as a market proxy. His study ran from 1950
to April 1996. Hirsch'sresults listed December, January, and November as the best-performing
months with September, June, February, and May bringing up the rear. However, over the last 10
years of his study, May was by far the best performer and had been up dl 10 years1®

Knowledge of historica monthly performance has very littleimpact on my trading, except that | might
get more aggressive from November through January. What dictates my trading decisonsisthe action
of the market itself, not the particular month that happens to appear on the calendar. For example, in
September 1997 the seerswere cdling for al sorts of market havoc because of ahost of technical
prob-
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lemswith the market. The fact that it was September, anotorioudy poorly performing month historicaly, only
added fuel to their bearishness. However, | had a great month and made over $16,000, because | went with the
flow of the market and didn't become gun-shy smply because it was September.

Best Percentage Days

Old-time traders have been conditioned to believe that Mondays are negative daysin the stock market, and
Fridays are the strongest. In Stocks for the Long Run, Jeremy Siegd maintainsthat over the past 112 years,
Mondays have been decisively negative, and Fridays have been the best day of the week, returning four times
the daily average. 11

The Blue Monday syndrome however isno more. In fact, Mondays have by far been the most opportunistic
day of the week to press the long side during the 1990s. Some vendors have even devel oped trading systems
capitdizing on this Monday strength. One such system merely recommends buying S& P futures on the open
Monday and sdlling market on close.

In hisnewdetter, Higher Returns, Y ale Hirsch presented a day-of-the-week performance analysis of the Dow
from January 1990 through July 19, 199612 Here are hisresults:

Monday 1817.96 Dow points gained

Tueday 227.11
Wednesday 701.26
Thursday 66.55
Friday -139.29

It'samazing that 70 percent of the Dow's gain through the mid-1990s occurred on Mondays. Thereason I've
highlighted day-of-the-week andysisisto show that adaptability isaprerequisite to being a successful trader.
Asthisbook emphasizes, history is not aroad map to the future. What worksin the past isn't necessarily going
to continue working in the future. The demise of Blue Monday syndromeis an example of history not repeating
itsdlf.

A good trader must be aware of profitable patterns as they are occurring in the present and then exploit them
for aslong asthey can. For example, for the 16-month period from September 1997 through
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December 1998, the Dow gained an average of 87.29 pointsjust on thefirst trading day of each
month, and 14 of the 16 months were profitable. Once this pattern became evident, | took amore
aggressve stance on thefirgt trading day of the month.

Other Seasonal Trading Patterns

There are many other seasond trading patterns and calendar anomalies to be aware of—not that they
necessarily affect my trading decisions, but because traders should have as much knowledge as
possible about the stock market. The January Barometer says that as January goes, so goesthe rest of
the year. Others say, asthefirst week of January goes, so go the month and then the year.

The best and clearest analysis of the January Barometer was by Victor Niederhoffer, £2 who tested
the Dow Industrials from 1935 to 1995. In the 21 years when the Dow showed adecline in January,
the average percentage change for the next 11 months was 2.3 percent. The Dow closed down for
that 11-month period 50 percent of the time. In the 40 years when the Dow rose during January, the
average percentage change for the following 11 months was 8.7 percent. The Dow closed up for the
11-month period 80 percent of thetime.

The Presidential Cycleis another pattern often discussed by the academics. This pattern has been
dissected, andlyzed, and optimized in anumber of ways. The bottom line, though, isthat the third year
of apresident's term sees the best performance in stock prices. The next best performing year in the
cycleisapresdent'sfourth year, followed by his second and then first years. Accordingto Yae
Hirsch, the last two years of the 41 administrations since 1832 produced atotal net market gain of
592 percent.2 That dwarfed the 79 percent gain of the first two years of those administrations.

However, you should never base your trading decisions solely on patterns such asthe Presidentia
Cycdle. For ingtance, while thefirst year (post eection year) is historicaly the weakest performer, it
was the best performing year of the four-year cycle during Reagan's 1984 administration, aswell as
during Bush's 1988 administration. Many predicted doom and gloom for Clinton's post eection year in
1997, yet the market soared over 33 percent. Clinton's midterm year wasn't so bad either—up over
28 percent.
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Closdy related to the Presidentia Cycleisthe Decennid Cycle. This pattern suggeststhat thereisa
biasin annua stock performance based on the ending digit of the year. For instance, since 1880 the
S& P has never had adown year in the fifth year of the decade (yearsending in 5). Also, the greatest
percentage gains since that time have aso occurred during fifth years of the decade. Theworst
performers since 1880 have been years ending in 7. £ Neverthel ess, 1997 was a bang-up year for the
S&P.

Option Expirations Week

Stock options and stock index options expire the third Friday of each month. Every third
month—M arch, June, September, and December—they are joined by expirationsin stock index
futures, dso known astriple witching weeks.

Option expiration weeks have been very exploitable in the past. For example, nearly al of the 28
percent gain in the S& P for 1998 came in the monthly expiration weeks. The average advance during
the 12 option expiration weeks in 1998 was over 2 percent monthly. In al the other weeks, the S& P
was virtually unchanged. According to Merrill Lynch andysts, with the exception of 1995, the stock
market has outperformed in expiration weeks every year since 1985. One of the reasons suggested for
this outperformance is the generdly bearish stance of optionstraders. Their unwinding of positions
causes pricesto rise8

Over theyears, | have exploited this upward bias during expiration weeks. It works best if the oneto
two weeks prior to option expiration have seen heavy put buying in relaion to cal buying. Thisiseven
more S0 if it isatriple witching expiration. Heavy cal buying instead of put buying in the weeks prior to
option expiration week can dilute and sometimes eliminate this upward bias. An example of thisisthe
option expiration week in January 1999. That week was adowner primarily because the preceding
two weeks had seen an exorbitant amount of call buying in relation to put buying.

Standard & Poor's published an interesting article, dated March 20, 1998, about triple witching
weeks, which gave the odds of the S& P being higher for each of the five trading days during the triple
witching week expiration.Z The time period was from June 1987 through June 1997, during which the
S& P 500 was higher than the previous day's close 54.0 percent of the time. For the triple witching
week it looked likethis:
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Monday Tuesday W ednesday Thursday Friday Monday After
66.70% 45.20% 54.80% 61.90% 71.40% 33.30%

End-of-Quarter Bias

During the past few years, it hasn't paid to be in the Dow and large-cap sectors of the stock market on
the last trading day of each quarter—March, June, September, and December. The Dow declined in 9 of
the past 10 quarters (ending March 1999) and lost acumulative 812 points during that time. Thered
action on the last trading day of the quarters has been in the Russell 2000 and small-cap sectors, which
have shown a cumulative gain over the past 10 quarters. This has been avery exploitable pattern for
small-cap mutual funds and Russell 2000 futurestraders. | have found, though, that sincethis patternis
becoming better known, it's best to take a position in the small-cap sector two days before the last day of
the quarter. It's also best to exit the small-cap sector at the close of trading at the end of the quarter and
roll your position over to the Dow and large caps, asthey have tended to reverse their end-of-quarter
decline over thefirst few trading days of the new quarter.

It should be noted that this end-of-quarter bias did not hold up on the last trading day in June 1999, at
least for the Dow. On that day, the Dow had been meandering in the -30 to -60 range, but then suddenly
turned on adime later in the day, after the Federal Reserve announced a neutra monetary policy, and
closed up 155 points. Fortunately for me, the Russall 2000 Index was also strong and | made 3 percent
on my smal company growth fund.
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Chapter 12—
The Nitty-Gritty of Trading

Thisisthe most important chapter in this book, asit details exactly how | trade.

My method of trading isacontinualy evolving process. Even though | till use the sentiment and
technica indicators, described in previous chapters, as my perceptud filters for understanding price
change, | have gravitated more and more toward trading pure price action. Through the years, I've
cometo seethereisaflow and rhythm to the market, and that rhythm isits momentum. Being a
successtul trader hinges on being in synch with this momentum.

My trading methodology is based on several momentum patterns that keep me attuned to the market's
rhythm. These patterns are V-bottom upside reversals; late-day upside price surges, extreme
momentum days, Friday-to-Monday momentum and momentum break patterns; 1 percent true selling
days, and divergence patternsin the Dow, S& P, Nasdag 100, and Russall 2000 indexes. This chapter
presents a brief explanation of each pattern and then, for afuller understanding, I'll walk you through
many of my real-money trades from 1998 and early 1999.

V-bottom reversals occur intraday where the Dow has been in decidedly negative territory the entire
trading session, down at least
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.75 percent, and then makes a furious comeback, closing either near the unchanged levd or,
preferably, up for the day. Thelater in the day the reversal occurs, the more significancel attach to it. |
will ingtinctively trade V-bottom reversasif the previous day closed down or if the Dow hasbeenina
recent downtrend. On the other hand, | don't attach much importance to V-bottom reversals occurring
after astrong up day or during aperiod of risng prices. In most of these occurrences, | will aready be
in the market before the day of the V-bottom reversal.

Closdly related to V-bottom reversals are the late-day upside surge patterns. These normally occur
during the last 2 to 2 1/2 hoursin atrading day that has seen trendless and choppy price action. These
late-day price surges should take the Dow to a close of at least .50 percent above the prior day's
close. Aswith the VV-bottom reversals, this pattern is significant only when it comes after adown day
or aperiod of declining prices.

Extremme momentum days are just that. They are trading days of out-of-the-ordinary price action that
have not been seen for the past several months. The thrust of these types of momentum trading days
normally portends a continuation in the direction of these thrusts over the following days. In other
words, extreme strength begets more strength, and extreme weakness begets more weakness.

One of my more reliable momentum patterns over the years has been the Friday-to-Monday pattern.
Stronger-than-average strength on a Friday is expected to be followed by more strength on Monday
(or Tuesday if Monday isatrading holiday). Conversdly, extremely week price action on aFriday is
expected to lead to more weakness on Monday. A Friday-to-Monday momentum break pattern
occurs when the expected strength or weakness on Friday doesn't carry over to Monday. These
weekend momentum break patterns are highly significant and indicative of a short-term trend change.

A 1 percent true selling day occurs after a period of rising prices of at least two weeksin which the
Dow, S& P, Nasdaq 100, and Russdll 2000 indexes all close down 1 percent or more on the same
trading day. These types of days often are trend busters and can be harbingers of serious price
declines ahead. | use alittle leeway, however, in defining such sdling days. For instance, if three of the
four indexes are sharply lower—say, down 1.5 percent to 2 percent or more—but one is down only
.75 percent to 1 percent, then | interpret that as atrue selling day.
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However, my limit is.75 percent. Thismeansthat if any index isdown lessthan .75 percent on aday
when the rest of the indexes are sharply lower, thereisbuying interest in at least one segment of the
market, which rules out atrue sdlling day.

Divergence patterns are my favorite, snce they have made me the most money over the years. These
divergences can be either with an index, such asthe Dow, and its recent trading behavior or between
the various indexes themsalves—the Dow, S& P, Nasdag 100, and Russdll 2000.

Before getting into some red-life trading examples, acomment on the Nasdag 100 Index isin order. |
will reference thisindex numerous times. The Nasdag 100 Index isamarket vaue-weighted
performance measure of the 100 largest, U.S.-based, nonfinancial companies traded on the Nasdaq
National Market. It isaproxy for the technology sector of the stock market. Computer and software
stocks together account for about 63 percent of the index's value. Telecommunicationsissues make up
another 18 percent. Microsoft, Intel, Dell, Cisco, and MCl WorldCom account for 40 percent of the
movement in the Nasdag 100 Index. Other big contributors to the performance of the Nasdaq 100
are Amazon.com and Y ahoo.

Real-Life Trading Examples

It'stimeto get down to somered trading. The only way to fully explain theway | trade isthrough the
example of actua past trades. Another 100 pages could detail my various trading strategies, but you
would never fully grasp them unless | took you through some red-life examples. We will start with
1998, ayear during which | wasin complete synch with the market.

The Dow openings | reference in my commentary are based on theoretica openings—the opening
price of the Dow if dl its components opened at the sametime. The actua opening of the Dow at 9:30
AM. isvery mideading, snce many of the stocksin the Dow don't actualy begin trading until severa
minutes after the opening bell. These delays in the opening prices are caused by order imbalances.

| dways approach new trading years with gregt trepidation. | want the market to show its hand, to tell
me what it wantsto do. I'm aways leery of what occurs on the firgt trading day of theyear. |
remember too many Januaries when the market would begin the first trading day in
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onedirection, and then afew days later violently reverse that direction. In 1998, things went according
to script. On January 2, the firgt trading day, the Dow rose more than 56 points. Then during the four
trading days from January 6 through January 9, the market plunged nearly 400 Dow points. Much of
that decline occurred on Friday, January 9, when the Dow dropped 222 points. The declinein the
Nasdaq 100 was even more severe.

There waslittle reason to be bullish going into Monday's trading on January 12. Onetrading rulel live
by isto expect weakness on Monday if the preceding Friday is extremely weak. Conversdly, extreme
strength on Fridays should also lead to more strength on the following Monday. Any aberration in
these patterns gets my immediate atention.

Monday, January 12, was one of those days that got my immediate attention. Asyou can see from
Figure 12.1, the Dow opened lower on January 12 by more than 100 points. That wasitslow for the
day. It then weaved and bobbed above and below the break-even mark for much of the day. There
were few signs of the extreme weaknessindicated by Friday's plunge. Thered attention-getter in
Monday's action, however, was the last hour of trading. At 3:00 p.m. the Dow was down 16 points. It
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then made alast-hour surge of more than 80 pointsto close up 66 pointsfor the day.

| went long before the close on January 12 because of two of my momentum price patterns. First,
there was the Friday-to-Monday momentum break pattern. The expected carryover sdlling from the
222-point drop on Friday failed to materialize. Then there was the late-day upside surge, when the
market staged afurious last-hour reversal and closed up more than .50 percent. Both of these patterns
pointed to additional strength on Tuesday. And that's exactly how it unfolded, as the Dow opened
strongly higher and closed up 84.95 points. The action on Tuesday confirmed that Monday's price
action wasachangein trend, and | increased my long position further before the close Tuesday. The
Dow tacked on an additiona 52 points on Wednesday, January 14.

There were other reasons that the price action on Monday, January 12, should have been seenasa
harbinger of more strength immediately ahead. For instance, the week of January 12 was an options
expiration week. Thisfollowed aweek that saw extremely heavy put buying (see page 108).
Additiondly, the equity-only put/cal retio (see page 77) had given one of itsrare buy signalson
December 18. Price action in the months following these sgnds has been uniformly bullish.

On January 12 1 began amultiweek buying campaign in INVESCO's Worl dwide Communications
Fund. But the trading weapon | chose on January 12 was irrelevant. Short-term traders would have
profited handsomely had they instead chosen to trade stock index futures, index options, individual
stocks, or the index shares on the AMEX such asthe Spiders, Diamonds, or the QQQs, which are
Nasdag 100 Index-based shares. Longer-term traders aso would have found January 12 a propitious
time to purchase stocks, as the Dow rose some 1500 points, or 20 percent, through thefirst haf of the
year.

It was not by accident that | chose to enter the technology sector of the market on January 12. It has
been my experience over the yearsthat after my V-bottom reversa and late-day price surge patterns,
the technology sector sees the most follow-through the next trading day.

Y ou can see why charts, trendlines, oscillators, and other price-measuring filterswere of little use to
me on January 12. | was Ssmply reacting to price action—and for the reasons cited here. Trading is not
rocket science nor isit an endeavor for which speciaized knowledge of math isrequired.

110



Suppose you missed your chance on January 12, 1998? There were other trading opportunities during
the month. There were severd days during January when | increased my stake in the INVESCO
Worldwide Communications Fund. Thisfund often mirrors the move in the technology sector.
Beginning on January 21, the technol ogy-laden Nasdag 100 Index began to positively diverge from
the Dow and S&P.

Detecting divergences between indexes has been crucia to my trading success over the years.
Following are the daily point changesin the Dow and the Nasdag 100 for the period from January 21
through January 30, 1998. To find smilar point moves between various indexes, smply divide one by
the other. For the period in question, a 1-point move in the Nasdaq 100 Index equated to an 8-point
move in the Dow. Thisis computed by taking the Dow close of 7794 on January 20 and dividing by
the Nasdag 100 close of 1026. That equals 7.67 points, which | round to 8 pointsfor smplicity.

Dow Change Nasdaq 100 Change
January 21 (-78.72) (0.36)
January 22 (-63.52) (-5.89)
January 23 (-30.19) +3.84
January 26 +12.20 (-8.07)
January 27 +102.14 +19.36
January 28 +100.39 +27.46
January 29 +57.55 +5.78
January 30 (-66.52) +2.13
Totals +33.38 +44.26= 354 Dow points

| noted the divergence between the Nasdag 100 and the Dow from January 21 through January 23
and increased my position in the technology sector. The action on January 26 was negative and | was
ready to exit part of my pogtion if this negative action persisted for another day. Instead, the positive
divergence returned on January 27 and January 28 and | again increased my tech exposure. The stock
market then blasted off on the firgt trading day in February, risng 201 points. The Nasdag 100 rose
nearly 30 points, or the equivalent of 240 Dow points.

It was up, up, and away during February 1998. The Dow tacked on an additional 438 pointsfor the
month from its February 2 close. The Nasdag 100 was even more impressive in February and
continued its outperformance over the Dow, risng 93 more points from February 2,
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or the equivalent of 744 Dow points. Many of the pundits, however, were scared to death during
much of February because dl sorts of technical indicators became overbought. As previoudy
mentioned, during high momentum rallies such as the one that began on January 12, it is not uncommon
to see many traditiond technica indicators reach overbought levels and remain there for extended
periods. If you recal from the discussion on indicatoritis (Chapter 8), one well-known technica guru
advised shorting S& P futuresin early February because of these overbought technica indicators.

A True Sdlling Day

From the January 12 low to March 5, 1998, there hadn't been atrue selling day on which the Dow,
S& P, Nasdaqg 100, and the small-cap Russall 2000 Index closed 1 percent or more lower on the
sametrading sesson. Until | saw such sdlling, | had no intention of taking any profits on my postions.
Prematurely taking profitsis an exercise best |eft for fools and losers. To accumulate wesdlth, you need
to maximize your winning trades as much as possible by riding them for as much as you can and for as
long asyou can.

Negative newsfrom Intel after the close of trading on March 4, however, led to atrue saling day on
Thursday, March 5. Here are the percentage declinesin the various indexes for March 5:

Dow (-1.11%)

S&P (-1.17%)
Nasdag 100 (-4.50%)
Russell 2000 (-1.15%)

The decline in the Nasdag 100 was severe and was itsworst daily decline since the lowsin January.
Had one of the other indexes declined lessthan 0.75 percent, | would have considered this sall-of f
samply atech-related phenomenon and not atrue sdlling day. But anceit did quaify asatrue sdlling
day, | had no choice but to lighten up on the positions | had been accumulating over the past two
months.

OnMarch 5, | sold 50 percent of my holdings. That's at the high end of my range, as| normally lighten
up in increments of 25 percent, 33 percent, or 50 percent of my total position. The reason | sold as
much as| did on March 5 wasthat the heaviest selling was in the technology sector, where | had my
largest exposure. If the selling had con-
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tinued on Friday, March 6, or if we had had another true selling day within the next week, | would
have sold the remainder of my position.

Therewas no carryover sdlling the following trading day, March 6. The Dow soared over 125 points
and made up its decline from the previous day and more. Although the Nasdag 100 did not make up
its previous-day loss, it nonetheless charged ahead 3.22 percent. Had | not been so concerned about
the saverity of Thursday'stech sdll-off, my normal trading discipline would have been to immediately
reenter before the close on Friday. That would be in accordance with my Friday-to-Monday pattern
of extreme strength on Friday, to be followed by additiona strength on Monday. Asit turned out, |
waited until Monday, March 9, to reenter the position | closed out on March 5.

| find that mogt traders are emotionaly unable to make the type of U-turn | made on March 9. If you
recdl, that was one of my deficiencies during the 19 years | struggled as a break-even trader. | dways
seemed to be on board markets that were about to blast off. But for whatever reasons, | ways found
away to exit before the actual fireworks began. Then when the market did take off, | just sat there,
unable to reestablish my position. Let metell you, if you ever hope to succeed in the trading game, you
better learn how to overcome thistype of psychologica trading defect. In the preceding case, it'sa
good thing | reestablished my full position, since the Dow and other indexes rocketed ahead over the
following three weeksin March.

Of dl the patterns | trade, the least reliable isthe 1 percent true selling day pattern. And it certainly
gave afase sgna on March 5. However, when it'swrong, | usually know within aday or two and get
back in the market. Asyou will shortly see, when it's right, it more than makes up for its occasiona
fdseggnds

Excessive Optimism

Asthe market continued rising into March 1998, many of my perceptua filters began warning of
danger ahead. Table 12.1 lists the sentiment readings from the mgjor services asfound in Barron's
from March 23 through April 27.

The bearish readings from Investor's Intelligence were at lows not seen since early 1992. All |
needed to begin closing out my long positions was atrue sdling day or deterioration in theinternals of
the mar-
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table12.1 investor sentiment, march 23, 1998—april 27, 1998

Bulls Bears Correction

Investor's Intelligence

March 23 48.0% 27.6% 24.4%
March 30 49.6% 26.4% 24.0%
April 6 53.2% 22.6% 24.2%
April 13 52.4% 24.2% 23.4%
April 20 52.8% 23.6% 23.6%
April 27 54.6% 23.1% 22.3%

Consensus I ndex

March 23 78%
March 30 76%
April 6 76%
April 13 80%
April 20 62%
April 27 64%
Market Vane

March 23 68%
March 30 73%
April 6 65%
April 13 63%
April 20 66%
April 27 65%

(Source: Barron:p

ket. On March 23, the Dow declined more than 1 percent, down 90 points, but the tech-laden
Nasdag 100 was divergently strong and up more than 10 points. So that was not a day to get bearish.
Good thing, too, since the Dow went on to rise more than 200 points through April 6. By that time,
though, Investors Intelligence bullish advisors outnumbered bearish advisors by over 30 percent. In
the past, such awide gulf between bulls and bears has had ominous consequences for the market.
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The bull run of more than 1500 points that commenced on January 12 began to serioudy unravel on
April 6. Before trading began that day, Citicorp announced plansto merge with Travelers. Asareault,
the Dow surged 110 points during the first 30 minutes of trading. But the rest of the day it wasall
downhill. Still, the Dow managed to close up 49 points and, more significant, a new al-time highs.
However, mgor negative divergences were everywhere. The performance of the mgjor market
indexes, including advancing and declining issues, on April 6 were asfollows:

April 6 Points Gained/(Lost) Percentage Gain/(Loss)
Dow +49.82 0.55%

Dow Transports (-38.23) (-1.05%)
Nasdaqg 100 (-28.29) (-2.29%)
Nasdag Composite (-26.26) (-1.41%)
Russell 2000 (-3.91) (-0.80%)
Advancing issues 1318 Declining issues 1727

It doesn't get more obvious than it was on April 6 that the market wasin big trouble. On aday when
the Dow closed at ahistoric high, dl the other indexes were sharply lower. Combining the breskdown
in the market internals with the excessive optimism of my sentiment indicators, | decided it wastimeto
begin lightening up the positions | had accumulated over the past several months. More aggressive
traders could have begun shorting at the close of April 6, looking for carryover sdling in the coming
days. That's exactly what occurred, asthe Dow declined 76 points on Tuesday, April 7, and another
65 points on Wednesday, April 8. | lightened up even more on April 7, asthat turned out to be atrue
sling day. The percentage declineswere asfollows:

Dow (-0.85%)

S& P 500 (-1.05%)
Nasdaq 100 (-1.93%)
Russell 2000 (-1.39%)

An Internally Weak Market

Theremainder of April wasachoppy, volatile, go-nowhere market. Although the Dow and S& P went
on to make minima new highs, it was
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amid a continuing deterioration in the advance/decline line and new highs'new lows. By the close of
trading on April 24, | was 100 percent in cash. The market kept getting sicker and sicker, and on
April 27 the Dow dropped 146 points. April 27 was also the first trading day since the January 12
bottom that new lows outnumbered new highson the NY SE.

| remained sddlined in cash during the first two weeks of May. The market wastdling its story best,
and the story was that a broad topping formation was occurring. Although the Dow continued to make
nomina new highs, it was dways on days when declining stocks out-numbered advancing stocks.
Much of thetrading | did during late April and May consisted of one-day trades capitalizing on the
lags between the U.S. markets and Europe. (Thistype of trading will be discussed further in Chapter
14.) It wasn't until June 4 and 5 that | returned to trading domestically. The 31-point, 2.7 percent gain
in the Nasdag 100 on June 4 iswhat enticed me back into the market. That gain wasitslargest in
nearly three months.

If you are reading this book closdly, you will seethat | key on out-of-the-ordinary trading behavior.
For me, out-of-the-ordinary trading behavior means aday that exhibits either extreme momentumin
one of the mgjor indexes or aday when there is extreme divergence between the mgjor indexes. The
momentum in the Nasdag 100 on June 4 qualified as extreme since it hadn't been equaed in the
preceding three months. | look for the market to continue to move in the direction of the extreme
momentum day over the following one to three days, and, hopefully, longer.

That's precisaly how the market played out after its June 4 surge, as the Nasdag 100 Index rose an
additiona 28 points during the next three trading days. Anyone trading the Nasdag 100 futures
contract would have made $2,800. Because of my preference for mutua funds over stock index
futures, | took a position in atechnology fund on June 4 and added to that position on June 5.
However, subsequent wesknessin the market the following week had me sdlling my tech funds and
returning to a 100 percent cash position.

Classic Market Divergence

Thefollowing list showsthe net daily gain in pointsfor the Dow and Nasdaq 100 from June 11
through June 24. During thistime a one-point
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move in the Nasdag 100 equated to a seven-point move in the Dow. Thiswas aperiod of classc
market divergence between the Nasdag 100 and the Dow. It doesn't get much more obvious than this
that something big was afoot in the tech sector of the market.

Dow Nasdaq 100

June 11 (-159.93) (-14.19)
June 12 +23.17 +1.88
June 15 (-207.01) (-13.42)
June 16 +37.36 +37.33
June 17 +164.17 +13.18
June 18 (-16.45) +3.25
June 19 (-100.14) +12.38
June 22 (-1.74) +24.22
June 23 +117.33 +38.46
June 24 +95.41 +28.77
Total points (47.83) +131.86= 923 Dow points

On June 15, the Dow collgpsed 207 points. According to many technicd gurus, it violated an
important trendline that day and their prognoses were for much lower prices over the coming days. |
was as bearish as anyone, and | was 100 percent in cash. | did note with interest the resiliency inthe
Nasdag 100 in intraday trading on June 15. When the Dow was trading down 100 points during the
day, the Nasdag 100 Index was trading in the unchanged-to-dightly-up territory. Only during the last
couple hours of trading when the Dow dropped another 100 points did the Nasdag 100 finaly
succumb, ending down 13 points on the sesson. That was till quite apositive divergence from the
much weaker Dow.

Then afunny thing happened on June 16. As bearish as| was on the previous day, | found mysdlf
buying into atechnology fund at the close. June 16 was a classic day of mgor divergence between the
Dow and the Nasdag 100. It was also aday when an out-of-the-ordinary event occurred. After
declining 207 points on Monday, some carryover salling was to be expected on Tuesday, June 16.

Y et the Dow closed up 37 points. Although that was a surprise, | Smply read it as a dead cat bounce.

The out-of-the-ordinary trading action on June 16 occurred in the Nasdaq 100. It rose 37 points, or
the equivalent of 259 Dow points. In
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the process, the Nasdag 100 not only recouped it losses from the prior trading day, but from the prior
week aswell. The action in the Nasdagq 100 on June 16, coming after aday when the Dow dropped
207 points, was not normal trading behavior. Because of that, | bought into a technology fund.

The strength in the Nasdag 100 Index on June 16 led the rest of the market higher on June 17, asthe
Dow rose more than 164 points. | then doubled the position in my technology fund. The Nasdag 100
continued its outperformance over the Dow during the next trading week. On some of those days,
such as June 19 and June 22, the divergence was particularly noteworthy. Thistype of divergence was
ascreaming buy signa to jump on board anything tech related—futures, options, funds, or individud
stocks. Thus, | continued to purchase more sharesin my technology fund. | wasn't disappointed, as
the Nasdaq 100 roared ahead through mid-July.

Another True Sdlling Day and a Top

Even though the Dow and Nasdag 100 went on arampage upward between mid-June and mid-July,
the market internas werent dl that impressive. New yearly lows were consistently running over 70
and more on adaily basis. The Russall 2000 Index, aproxy for the small-cap sector of the market,
barely budged during theraly in the Dow and the Nasdag 100. Another red adert came from the
Investors Intelligence pall in late July. Here are the survey results as reported in the July 20 and July
27 issuesof Barron's:

July 20 July 27
Bulls 52.0% 54.3%
Bears 24.0% 23.3%
Correction 24.0% 22.4%

The last time bears went below 25 percent wasin early April. That also marked the peak in the
broader market, as measured by the advance/decline line. Therefore, with sentiment at optimistic
extremes and the market internas|ooking so negative during the month-long raly from mid-Juneto
mid-July, dl | needed to exit my positionswas atrue selling day. | didn't haveto wait long, as
evidenced by the percentage declines of the mgjor indexes on July 21 and July 23.
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July 21 July 23

Dow (-1.13%)  (-2.15%)
S&P (-1.60%) (-2.09%)
Nasdag 100 (-2.31%) (-1.73%)

Russell 2000  (-1.25%)  (-1.90%)

| went 50 percent to cash at the close on July 21, with the Dow at 9190.19. 1 sold the remaining 50
percent of my funds at the close on July 23, with the Dow at 8932.98. The action during the week of
July 20 was particularly disturbing because the carnage began so soon after the Dow had made anew
historic high on July 17. Declines swamped advances every day of the week, while new lows began
swamping new highs by awide margin, beginning on July 22. | was happy to bein cash by the end of
the week.

It Wasa Sick Market

Y ou can expect danger ahead when formerly reliable patterns suddenly cease to work. The week of
July 27 saw not one but two of my favorite trading patterns get trashed. That was an dert to methat
the dynamics of the market had changed and a bear market could be on the horizon. Over the ensuing
month, the Dow declined more than 1300 points, or 15 percent.

Intraday on July 27, the Dow had been down 70 points, yet it staged alate-day rally to close up over
90 points. The Nasdag 100 saw asimilar price reversd, trading from down 30 pointsto close up 18
points. Thesetypes of V-bottom or late-day reversa patterns have made me alot of money over the
years. Normally there is aways some type of follow-through buying over the next severa days. Sincel
believe traders must be consstent in their trading style, | had no choice but to put some money to
work. | felt confident about thistrade, especialy since the July 27 reversal pattern occurred after a
series of down days the previous week.

So much for confidence. Thistime the reversal pattern failed miserably, asthe Dow tanked 93 points
the next day. In fact, there were no signswhatsoever of any carryover buying from the late-day
reversal on July 27, asthe Dow was in negative territory the entire trading day on July 28. Thistold me
there was something serioudy wrong with the market.
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On Thursday, July 30, there was some out-of-the-ordinary price behavior in the Nasdag 100 Index,

asit rocketed ahead over 3 percent. Other technology indexes, such asthe Morgan Stanley High-
Tech Index, gained nearly 4 percent. All indl, thiswas one of the best upside momentum daysin the

technology sectors since early January. However, | did not jump onto the momentum pattern on July
30 as | would have in the past. Whileit may have been out-of-the-ordinary price action, the memory
of the failed V-bottom reversal pattern on July 27 was il too fresh in my mind. It'sagood thing, too,
snce on Friday, July 31, the Dow collapsed more than 143 points and the Nasdaq 100 lost back its

entire gain from the previous day.

On August 3 and 4, the firgt two trading days of the month, the Dow lost atotal of 396 points.
Between July 17 and August 4, the decline in the Dow had totaled 900 points. It certainly looked asif
abear market was upon us and | was as bearish as ever. Y et the very next trading day, on
Wednesday, August 5, | found myself buying. Once again, we had another one of those classic late-
day reversals. Thereversal on August 5 impressed me even more than the failed reversal on duly 27.
Asshownin Figure 12.2, on August 5 the Dow was down 72 points with only 30 minutesremaining in

thetrading day. It then made
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astunning reversal of 125 points and closed up 59 points on the session. | find that the later in the day
these reversdls occur, the more likely the buying will carry through the following day.

Thistimethe reversa pattern worked asin the past. The Dow closed up on both August 6 and 7.
Even though | trade these reversals with mutual funds, they are probably better suited for intraday
tradersin stock futures, index options, or individua stocks. The reversas of both July 27 and August 5
are good examples of why thisisthe case. When it was obvious there was to be no follow-through on
July 28 of the July 27 late-day reversal, futures traders could have eected to close out their positions
intraday. Fund traders, however, did not have that option. They would have had to wait until the end
of the day and would have received end-of-day prices.

Asfor thereversa pattern on August 5, there was follow-through buying on both August 6 and August
7. Yet on August 7, the Dow closed nearly 100 points off itsintraday high. Again, intraday traders
could have dected to close out their trades on August 7 during that 100-point intraday sell-off.

One comment about late-day reversals bearsreiteration. They normaly occur in the Dow and the

S& P. Then on the follow-through day or days, technology usualy leads the way. With that in mind, |
usually look to buy into the technology sector on late-day reversas. That'show | played it on August
5, as| went into atechnology fund. | then sold haf of my position at the close on August 7. That was
because | didn't like the nearly 100-point intraday sell-off of the Dow into itsclose. | sold the
remaining 50 percent of my position on Monday, August 10. The market was up most of the day, but
sold off during the last few hoursto closein dightly negative territory.

An example of what does not constitute aV-bottom or late-day reversa isthe trading action on
Friday, August 21. There was near panic intraday sdlling on August 21 due to anumber of factors.
There were sharp declinesin many of the overseas markets. German stocks had closed down 5
percent. The Brazilian market was even shut down temporarily when itsintraday losses hit 10 percent.
Some of my sentiment indicators were at levels of pessimism not seen in adecade. For instance, the
equity-only CBOE put/call ratio was at its highest reading since December 1987. The Consensus
Index was at 19 percent, its most pessmigtic reading since 1994.

Asshown in Figure 12.3, after being down 244 points intraday on
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August 21, the Dow made a huge turnaround and closed down only 77 points. However, thisdid not
come closeto quaifying asaV-bottom or late-day reversa pattern. To have qudified, the Dow would
have had to close up or just dightly in negative territory. 1've seen too many of these quasi-reversa
days when the Dow makes the big intraday comebacks but sill closesfirmly down. Infact, I've been
suckered into buying on some of these types of reversals and regretted it. Asfor thereversal on
August 21, there was some wesak follow-through in the S& P and Nasdag 100 over the following two
trading sessions. But the meager gains were wiped out when the Dow |ost nearly 1100 points between
August 26 and August 31.

A 9-to-1 Up-Volume Day

September was a brutal month, especialy for the smaller stocks outside the Dow and the S& P 500. |
survived by means of some well-timed trades in European funds, which Chapter 14 will discuss.
However, one bad trade stands out in September. On September 8, the Dow soared 380 points. In
the process, advancing volume outpaced declining volume by more than a10-to-1 margin. Trading
daysinwhichthisratiois

122



more than 9-to-1 arerare and are consdered to be an indication of extreme momentum thrusts.

InWinning on Wall Street, Marty Zweig devoted several pages to the 9-to-1 up-volume indicator. &
Ashe pointsout, "Every Bull Market in history, and many good intermediate advances, have been
launched with a buying stampede that included one or more 9-to-1 up days." More significant than a
solitary 9-to-1 up-volume day are two such 9-to-1 daysthat occur within three months of each other.

The most extreme ratio of up to down volume occurred on August 17, 1982. Thiswas the beginning
of the greatest bull market of anyone'slifetime. Unlike in previous decades, 9-to-1 up-volume days
have been rare in the 1990s, and two such days within three months of each other had been
nonexistent until October 1998.

The 9-to-1 up-volume day that occurred on September 8, 1998, was thefirst since April 4, 1994. |
therefore viewed the action of September 8 as one of extreme momentum and as an out-of-the-
ordinary trading pattern day. | had no choice but to establish atrading position before the close. But it
was not to be. There was no follow-through, as the Dow declined 155 points on September 9 and
then another 249 points on September 10. | didn't wait around until September 10, though; | exited
my positions on September 9. Asatrader, | enter markets based on expectations of momentum
follow-through. When my expectations aren't met, | immediately exit—no waiting, hoping, or praying.

I'd dways been conditioned to believe the momentum of a 9-to-1 up-volume day was so significant
that rising pricesinvariably followed in the short run. That scenario did not unfold with the 9-to-1 up-
volume day on September 8, asthe Dow moved severa hundred points lower over the ensuing 30
days. Thisfailure in September prompted me to check the performance of the Dow in the 1990s at
20- and 60-day intervals after theinitia 9-to-1 up-volumetrading signal.

Date Up/Down Ratio Dow 20 Days Later 60 Days Later
05/11/90 21.20-to-1 2801.58 289251 2710.64
08/27/90 11.00-to-1 2611.63 2485.64 2530.20
02/11/91 10.05-to-1 2902.23 2922.52 2930.90
08/21/91 11.50-to-1 3001.79 3024.37 3063.51
04/05/94 12.46-to-1 3675.41 3697.75 3624.96
09/08/98 10.52-to-1 8020.78 7742.98 9064.54
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So much for the power of 9-to-1 up-volume days. The only onethat really worked wasthe signal on
September 8, 1998, and, as we will soon see, that was only because it was followed by a second 9-
to-1 up-volume day on October 15. Next time | will tread more lightly when thereisasingular 9-to-1
up-volume day. As Marty Zweig points out in Winning on Wall Street, more thrust isrequired to
enhance the bullish odds; the real power of 9-to-1 up-volume days is when they occur two or more
times within athree-month period.

The Utilitiesand Sentiment Sound a Bdll

One pattern that had my attention during September 1998 was the very obvious upside reversad inthe
Dow Jones Utilities. From their intraday lowsin early September to their intraday highs during the first
week of October, the Utility Index climbed an impressive 18.5 percent. As discussed on page 96, the
action of the Utilitiesisamost always aleading indicator to the direction of the broader market, albet
with afew months lag. Asfor that broader market, it looked smply terrible. It was no surprise, then,
that all the pundits were caling for another 2000 to 2000 points to the downside for the Dow.

The pessmism of the experts was reflected in the sentiment readings from the various polling services.
For thefirgt timein over ayear, the Investors Intelligence percentage of bears had been running over
the percentage of bullsfor five consecutive weeks. The Consensus sentiment reading had been
bouncing around in the high teensto low twenties—an extremely bearish reading. Then, during thefirgt
week in October, the Market Vane bullish consensus reading sank to 23 percent. | couldn't recall a
bearish reading that low in the stock index futures at any other time during the 1990s. To top it off, the
Rydex timers had over three times more assets in the Ursa Fund than the Nova Fund. All | needed to
get long was some type of momentum trigger.

V-Bottom Upside Rever sal

I'll dways remember the October 8, 1998, bottom in the S& P. From October 8 through the end of
December, | made nearly $100,000. Thiswas by far my best three-month period as atrader. It al
began with the late-day upside V-bottom reversal in the market on October 8. Asyou can seefrom
Figure 12.4, the Dow was down over 274 pointsintraday. It
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Figure 12.4
dow Jones industrial average, 10/08/98—half-hour prices

then staged afuriousrdly to close down only 9 points. In fact, with just afew minutes|eft in trading,
the Dow had been in positive territory. Thelast haf hour was particularly noteworthy, asthe Dow
rallied 155 points.

Asmy past trading examples demonstrate, | ingtinctively trade these types of |ate-day reversalswhen
they come after aperiod of declining prices. V-bottom reversals aren't the Holy Grail, aswe have
seen. But when they work, it is often when the market is making a significant trading low.

Before the close on October 8, | established a position in atechnology fund. | have found that the
technology sector does especialy well after V-bottom upside reversal days. That's exactly how it
played out on October 9, asthe Dow roared ahead 167 points while the technol ogy-laden Nasdag
100 Index soared even more, up nearly 70 points, or the equivaent of 490 Dow points.

Thunder inthe Market

The fireworks on October 9 were but a sideshow to the real show, which came on October 15. That
was the day the Fed unexpectedly
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lowered the discount rate and the Dow jumped 330 points. Over 200 points of that gain camein the
last hour aone. The up-volumeindicator was 8.73-to-1. That was close enough for meto consider it a
9-to-1 up-volume day. This marked the first time during the 1990s that we had two 9-to-1 up-volume
days within three months of each other.

| got red serious about trading on October 15. If ever in my lifetime there was atime to buy, buy, and
buy more, it was October 15. It shocked me that so many traders and analysiswere ill disbdieving
of the market after the lowering of the discount rate and its subsequent momentum explosion. Their
logic in remaining bearish was that Alan Greengpan and the Fed must have known something bad was
brewing and their surprise rate move was to stave off another hedge fund failure or third-world country
from defaulting on their debt.

The momentum in the market after the October 15 surge was mind-boggling. Thefive-day changein
the S& P from October 9 through October 15 was 9.18 percent. That was the sixth-greatest five-day
momentum thrust since 1960. Extreme momentum thrusts to the upside must be respected. Table 12.2
is courtesy of Dan Sullivan's October 22, 1998, newsletter, The Chartist. 2 however, it includesthe
results from the October 15, 1998, signal, which weren't available a the time the original information
appeared. Although this book is geared toward shorter-term trading, it is undeniable that the 6- and
12-month returns generated by thisfive-day momentum index areimpressive.

table 12.2 five-day momentum

S& P 5-Day Gains Date Ending 3 Months Later 6 Months Later 12 Months Later

+14.12% 10/1174 +2.06% +18.33% +24.21%
+12.33% 11/02/87 UNCH +2.27% +9.11%
+11.84% 06/01/70 +3.99% +12.37% +28.72%
+11.55% 08/23/82 +14.48% +26.42% +40.18%
+10.67% 10/11/82 +8.41% +15.37% +26.67%
+9.18% 10/15/98 +18.69% +26.29% n/a
+7.79% 07/03/62 -0.59% +12.79% +23.80%
+7.69% 01/29/75 +10.84% +14.14% +29.57%
+7.58% 09/20/74 -4.61% +19.20% +22.44%
+7.41% 05/05/97 +14.56% +11.71% +31.90%
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Always remember that the most bullish thing amarket can do is rise on extreme momentum. Y et many
people arefearful that thistype of extreme strength isan invitation for amarket correction. Higtorically,
extreme strength only leads to additional strength. Thisiseven more so if the momentum surge occurs
after aperiod of declining prices such asthe situation prior to October 8, 1998. The market went right
according to script with the October momentum thrust. Between the close of October 15 and
November 23, the Dow gained over 1000 points and reached severd historic highs.

Another True Selling Day

| made over $59,000 in November 1998. It was the best of times. The fun came to an end, though, on
November 30, when the market saw itsfirst true selling day since the October 8 bottom. The major
indexes had the following percentage declines on November 30:

Dow (-2.32%)

S&P (-2.40%)
Nasdaq 100 (-4.32%)
Russell 2000 (-1.08%)

Much as| didiked doing so, my discipline required that | begin sdling part of the position | had built
up over the past seven weeks. The Dow closed on November 30 at 9116. There was another near 1
percent salling day on December 3 and an ugly 1 percent true salling day on December 14, when the
Nasdag 100 led the market on adownward spiral. | was 100 percent in cash by the close of trading
on December 14. From the close of trading on the true selling day of November 30 to the close
December 14, the Dow had declined 420 points. On the surface, it appeared that, just asin July, the 1
percent true slling day rule had taken me out of the market at just theright time.

There were other reasons to be concerned about the market in December. The Investors Intelligence
sentiment readings had an unprecedented 10 consecutive weekly increases in the percentage of bullish
advisors. A streek like this had never occurred since this service began compiling datain 1963. Bullish
advisors reached 57.9 per
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cent, the highest weekly reading since January 1992. Also worrisome was that, as the Dow was
declining from 9374 in late November to below 8700 on December 14, bullish advisors remained
over 55 percent. It was asif no one believed the decline wasfor real and, from a contrary viewpoint,
that was bearish.

Although my bearishness was tempered somewhat because we were in the normally strong seasonal
period between Thanksgiving and the first five trading days of January, | was still happy to be 100
percent in cash and was expecting even lower prices. In hindsght, | was completely overlooking some
very positive divergence between the action of the Dow and the Nasdag 100. Seeif you can detect
the divergence between those two indexes between December 1 and December 11. During this
period, a one-point move in the Nasdaq 100 equated to a Six-point move in the Dow.

Dow Nasdag 100
December 1 +16.99 +74.57
December 2 (-69.00) (-13.44)
December 3 (-184.86) (-45.32)
December 4 +136.46 +56.23
December 7 +54.33 +46.88
December 8 (-42.49) (-8.73)
December 9 (-18.79) +17.22
December 10 (-167.61) (-32.62)
December 11 (-19.82) +22.25
Total points (-294.79) +117.05 = 702 Dow points

Asyou can see, there was some serious and obvious divergence taking place in the Nasdag 100
versus the action of the Dow. At some point it was imperative that | take some type of apositionina
technology-related trading vehicle.

| went into atechnology fund before the close of trading on December 17. After the true selling day on
Monday, December 14, the indexes had reversed sharply and made up the losses they sustained on
December 14. It was ano-brainer to go into technology on December 17—not just because of the
divergence that had been taking place with tech for the past two weeks, but also because of the
extreme diver-
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gence on December 17 done. That day, the Dow jumped 85 points, but the Nasdag 100 was much
stronger, rising 32 points, or the equivaent of 192 Dow points. The follow-through on Friday in the

tech sector was even more than | had expected. Whereas the Dow rose an additional 37 points, the
Nasdag 100 rocketed ahead more than 45 points. This equated to a 270-point move in the Dow.

Thefina two weeks of December made my month, as the Nasdag 100 continued running and rose
100 more points. As | have mentioned more than afew times aready, traders exploiting the extreme
positive divergence in the Nasdag 100 have severa options at their disposal. More aggressive traders
can trade Nasdag 100 stock index futures or Nasdaq 100 index options. More conservative traders
like mysdlf can trade technology funds such as the Rydex OTC Fund, which mirrors the Nasdag 100.

TheHazardsof Trading Our Opinions

| can't recall many times over the past decade when | was so0 out of synch with the market as January
1999. | was very bearish because of my perceptua filters. The Investors Intelligence reading of
bullish advisors went above 60 percent, alevel not seen since before the great crash in October 1987.
The equity-only put/call ratios reached extremes of optimism not seen in years. The market internals
looked terrible and Internet stock maniawas rampant. | thought we werein for some serious sdlling
during January.

The serious sdlling | foresaw for January never materiaized. The Dow and S& P were basicdly flat for
the month, but the Nasdag 100 Index soared into the stratosphere, gaining 291 points, or 15.86
percent. It'sagood thing I'm not one for trading my opinions, but, instead, let the market tell me what
to do. | made over $14,000 for the month. My profit would have been much greater had | been more
aggressve. But | just thank my lucky stars | made anything, considering how ultra-bearish | was.

What saved me from my bearishnessin January was paying attention to the divergencesin the market.
The strength in the technology sector was evident during the first Six trading days of the month. Just
seeing the extreme divergence during the first two days should have been reason enough to have taken
apodgtionin technology.
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Dow Nasdag 100

January 4 +2.84 +18.38
January 5 +126.92 +48.61
January 6 +233.78 +60.95
January 7 (-7.21) +2.30
January 8 +105.56 +7.41
January 11 (-23.43) +26.52
Total points +438.46 +164.17 = 820.85 Dow points

Moreon Trading Patterns

There was some other noteworthy activity in January 1999 relating to V-bottom reversals and the
Friday-to-Monday momentum break pattern. | previoudy commented that | attach no significanceto
V-bottom reversals that occur after a strong up day in the market. A good example of thisisthe
trading action of January 15, 19, and 20. On Friday, January 15, the Dow climbed 219 points. On the
following trading day, Tuesday, January 19 (Monday was atrading holiday), sellers cameinto the
market and knocked the Dow down more than 120 pointsintraday. Y et, asyou can see from Figure
12.5, later in the day therewas aclassic
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V-bottom late-day reversal, with the Dow closing up 14 points. Had the previous trading day been a
down day, | would have jumped on this VV-bottom reversal with both feet. But coming after a219-
point gain on January 15, | decided to St this one out.

AsFigure 12.6 details, there was the usua carryover buying early on January 20, with the Dow up
more than 100 points. However, later in the day the market reversed sharply to the downside and
closed down 19 points. To reiterate, be very wary of V-bottom reversals when they occur following a
day or days of market strength.

Y ou may be wondering if | advise shorting late-day downside reversals such as the one that occurred
on January 20. That late-day reversa, by the way, was followed by two nasty days in which the Dow
lost 71 points and 143 points, respectively. Even though the downside reversa pattern may have
worked on January 20, | haven't found any evidence that it has been ahistoricaly profitable pattern.

A good example of my Friday-to-Monday momentum break pattern occurred afew dayslater on
January 25. The previous Friday, on January 22, the Dow closed down 143 points. We therefore
should have expected a down day on Monday, January 25. For most of the morning hours, the Dow
did trade down, between the unchanged level and -20
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points. But, as seen in Figure 12.7, alate-day raly lifted the market, as the Dow closed up 82 points
on the session.

Thistype of momentum break pattern on January 25 from Friday's action, aswell asthe late-day price
surge, told meto buy in anticipation of follow-through buying the next day. And just like clockwork,
the Dow soared 121 points on Tuesday, January 26. Even more impressively, the Nasdaq 100 roared
ahead 65 points. | went into technology on January 25, since the Nasdag 100 had been the index
showing the most strength during the previous week's sall-off.

TheMarket |s Always Right

I've said thisbefore and | will say it again: All that really countsisthe action of the market itsdlf. Or as
Benton Davis liked to say, "The stock market is aways right and tellsits own story best." 2

At no timein recent memory has Daviss quote been more prophetic than during the first four months
of 1999. A lot of old-time traders were completely befuddied by the market in early 1999. Many
reliable indicators had them sidelined in cash in anticipation of a severe market correction that never
occurred. |, too, was extremely
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bearish, but at least | had the senseto listen to the market and continue trading from thelong side,
abeit abit conservatively.

I've aready discussed January 1999. A correction camein February, most notably in the tech sector.
February was also one of my rare losing months since 1985. On average, since 1985, | can count on
having alosing trading month about once every 20 months. Theselosing months are inevitable and
something | have grudgingly cometo accept. In most cases, my losing months result not so much from
being out of synch with the rhythm of the market, but from psychologica miscues, which could include
anything from fear of pulling the trigger to over-trading. The key isto keep your lossesassmadll as
possible. Aswith dl my past losng months, | managed to keep my trading lossesin February below
$2,000.

Thered action in 1999 commenced during thefirst trading week of March. The Dow had been stuck
in atrading range between 9200 and 9400 throughout much of February. Even though it had broken
out above the upside of that range in late February, it quickly fell back to the lower band of the range.
There was reason to believe that a downside breakout was just a matter of time.

Interest rates were rising steadily, and February had been one of the worst months of the decade for
the bond market. Many of the perceptud filters and technica indicatorsthat | use were flashing bright
red. For instance, the Utility Divergence Index (see page 96) hit -25 percent, avery ominous level.
The public/specidist short salesratio was at bearish readings seen only afew times during the past two
decades. The advance/decline line continued to deteriorate and was about to bresk below its October
lows. New lows were swamping new highs on an dmost daily basis.

One market technician wrote in his newdetter that the NY SE Momentum Index (a200-day moving
average of NY SE advances minus declines) had dropped to its lowest level in nearly 25 years, even
though the popular averages were close to their respective dl-time highs. The fundamentaists weighed
inwith their worries, pointing to historic market overva uations based on book vaue, price earnings
multiples, and dividend yield. It was no surprise, then, that in early March just about every pundit and
market strategist appearing on CNBC was calling for an imminent decline of 5 percent to 10 percent
inthe market averages.

| posted my concerns about the market to an Internet chat group
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on March 2 and 3. | said that even the bullswere in cash, awaiting the imminent correction the bears
had so well articulated. But | thought it was doubtful the market was going to accommodate
everyone—myself included—by going down. Any type of bullish news, such asthe March 5
employment report, would result in cash being feverishly plowed back into stocks. What redly had me
anxious wasthat, in spite of dl the negativesin the market, it was holding like arock. The most bullish
thing the market can do is not collapse when everyone is expecting it to.

Thetwo traits that have been most instrumenta to my trading success over the years deserted mein
March 1999: quickness and flexibility. It al began on March 3. | was bearish, but | also knew
everyone else was bearish. So | was paying close attention to the market, watching for any type of
positive price action that might cause traders to stampede back in and bid up prices.

That price action occurred during the last haf hour of trading on March 3. After breaking down earlier
in the day below price levelsthe bears had considered critical, the market managed to rally back near
the close. What redlly caught my eye was the action in the Nasdag 100. During the last 30 minutes of
trading, thisindex moved from down 10 pointsto up 11 points, aswing of 21 points.

| figured the bears had their chance on March 3, but couldn't keep the market down. Based on the
late-day snapback, araly wasimminent. So just before the 4:00 p.m. closing bell, | phoned my broker
to place atrade. But | blew it. | got cold feet and hung up before | could place my order. My usual
quicknessjust wasn't there on that day.

Too bad | hadn't been ableto pull the trigger on March 3, since on March 4 the market rallied strongly
and closed up 190 points. In the past, | normaly jump on that type of extreme momentum day. But,
whereas on March 3 my quickness deserted me, on March 4 | was unable to buy because my
flexibility wasn't there. | was worried about the employment report to be released on March 5, even
though | knew in my heart it was awin-win situation. This meansthat there had aready been such
negative expectations built into the report that, even if it was negetive, the market would have arelief
rally. And, of coursg, if it came out positive, the market would soar.

Much to my dismay, the employment report on March 5 was a positive surprise and the Dow
skyrocketed 268 points. My lack of quickness caused me to missthe 190-point movein the Dow on
March 4 and

134



my lack of flexibility caused meto missthe 268-point move the following day. So | did the only thing a
good trader could do under the circumstances: | plowed back into the market before the close of
March 5.

Now stop right here and think about what | did on March 5, and ask yourself if you could do likewise.
| went into the market after a459-point, two-day rise. Most traders find that too difficult to do. They
fear it'stoo risky to chase the market after such arise because sometype of setback isinevitable. The
red risk, though, isnot to be in the market after such extreme momentum.

Over the next two weeks the Dow moved up severa hundred more points. The Nasdag 100 was
even stronger and gained over 4 percent. | made several thousand dollars during that period, but by
the close of trading on March 19, | was again 100 percent in cash. March 19 was atriple witching
Friday, on which the Dow had been up 60 pointsin the morning only to turn tail and close down 94
points. | once again became extremely bearish on the market and thought the top on March 19 would
prove sgnificant.

Two trading days later, on March 23, the Dow tanked 218 points. The Nasdaq 100 was particularly
hard hit that day and declined more than 66 points. The Nasdagq 100 decline equated to 330 Dow
points. | wasthrilled to be in cash and convinced the worst was yet to come.

A funny thing occurred the next trading day, which was March 24. While the Dow did nothing and
closed down 4 more points, the Nasdag 100 surged ahead and recouped almost al of its 66-point
loss from the previous day. That kind of out-of-the-ordinary momentum coming after the declineon
March 23 was saying loud and clear that tech wasready to roll again. Y et asin early March, my
quickness deserted me. | was psychologicaly unable to jump back on board on March 24. The next
trading day, the Nasdag 100 jumped 70 more points.

| made more trading mistakesin March than | had made in over two years, yet | still closed out the
month with closeto $12,000 in profits. | missed out on much greater profits because | was dow
reacting to the momentum of the market on March 3 and 4, and then again on March 24. But at least |
had the sense not to sit around and fed sorry for myself. | reentered the market as soon as | could and
didn't worry about my missed opportunities. I know that regardless of how bearish | may be, the
market isawaysright and tellsit own story best. Always remember that tradersreact to the evolving
market, they don't predict and they don't anticipate. What separates the good traders from the not-
so-good isthe quickness of their reaction time.
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An April Foals for theBears

The Dow closed above 10000 for the first time ever on March 29. It then proceeded to lose over 200
points on March 30 and March 31, closing at 9786. Many of the market prognosticators were bearish
when trading began in April. The main worry was how the advance/decline line had undercut its
October lows. That set up one of the most negative divergencesin stock market history between the
Dow and the advance/ decline line. The thinking on Wall Street was that the deteriorating
advance/decline line had to eventually topple the Dow and S& P. Another reason to be bearish was
that day after day new lows were out-pacing new highs on both the NY SE and Nasdag. There was

a so concern about the continuing failure of the Trangports to confirm the new highsin the Dow.

The newdetter writers were having afield day with the problems of the Dow in closing above 10000.
All sorts of paralelswere drawn with the Dow problems at 1000 in 1966 and at 100 in 1906. The
historians were saying that, just as it took many years for the Dow to surpass Dow 1000 and Dow
100, it would take many yearsfor the Dow to finally break through the 20000 level.

On Monday, April 5, the Dow charged ahead 174 points and closed above 10000 for the second
time ever. It wasn't avery impressiverally, asthere were more new lows than highs and advancing
issues barely beat out declining issues. | wasn't much impressed with the market elther, but snceit had
been going up, | had no choice but to buy.

April 7 saw another strong rally, and thistime the Dow closed convincingly above 10000, at 10085.
Thisrally looked even worse than Monday's move above 10000. There were 69 new highs but 113
new 52-week lows. Still, asugly asit looked, | had no choice but to increase my exposure to the
market.

Another Bell Ringing

April 9wasapivotal day in the stock market—at least for how the remainder of the month would
unfold. Here are the net changesin the mgjor indexes:

Dow S&P Nasdaqg 100 Russell 2000

April 9 (-23.86) +4.37 +7.72 +5.97
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The action of the Russell 2000 was divergently strong as compared to the other indexes. | was back
to my quick ways and moved some money into asmall-cap fund. Futures traders could have bought a
contract on the Russell 2000, while option traders could have purchased a Russdll 2000 index option.
If there was any doubt that something was brewing in the small-cap Russell 2000 Index, look at its
performance over the next five trading days.

Dow S&P Nasdag 100 Russell 2000
April 12 +165.67 +10.29 (-13.26) +6.46
April 13 +55.50 (-8.82) (-44.03) +4.92
April 14 +16.65 (-21.38) (-76.22) +0.15
April 15 +51.06 (-5.58) +32.18 +0.35
April 16 +31.17 (-3.86) (-49.35) +3.84

If April 9wasapivota day for the Russall 2000, the week of April 12 was even more of a pivotal
week for the Dow Jones Industrials. The positive divergence that week in the Dow, compared with
the S& P and Nasdaq 100, was extraordinary. These types of divergences should not beignored. On
April 12, | exited most of the positions | had been accumulating over the past few weeks, since they
werein the technology sector.

Asthe action during the week of April 12 indicated, there was a shift taking place out of technology
into the smokestack Dow-type stocks. Thiswasthe timefor traders to begin focusing on Dow-related
trading vehicles—Dow stocks, Dow futures, options, mutua funds, or the Dow Diamond Index shares
onthe AMEX.

The Rally No One Believed

| made over $19,000 in April, primarily because of some of the most negative sentiment I've seenin
my 33 years asatrader. It was that negative sentiment that prompted me to keep aheavier than
average exposure to the market. For the month, the Dow rose 1002 points, or 10.2 percent. That was
one of its greatest percentage gains since January 1987, when it rose 13.8 percent.

What was shocking about sentiment were the extremely high
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readingsin the OEX put/cal ratios, asthe Dow was propelled higher and higher. No one believed the
raly. Here arethe daily OEX put/call ratios along with the daily changesin the Dow from April 7
through April 19:

Dow OEX Put/Cal Ratio
April 7 +121.82 164
April 8 +112.39 1.68
April 9 (-23.86) 1.61
April 12 +165.67 1.50
April 13 +55.50 142
April 14 +16.65 214
April 15 +51.06 164
April 16 +31.17 1.66
April 19 (-53.36) 2.40

During this nine-day period, the Dow gained 477 points, while the average daily put/call ratio was
1.74. As| sad, I've never witnessed this type of bearishness with amarket that was in one continual
rise. During that rise, the market internalsimproved dramaticaly. Nearly every day, new highswere
outnumbering new lows and advancing issueswerewel | ahead of declining issues. Y et the bearishness
persisted.

Advisory sentiment was as shocking asthe put/call ratios. The number of bearish newdetter advisors
astracked by Investors Intelligence remained above 30 percent throughout the month. Normally
when thereisameteoric risein the Dow asin April, the percentage of bearish advisors dropsto the
20 percent to 25 percent range or lower. For instance, during the huge Dow risein January 1987, it
went aslow as 11.8 percent.

The Consensus Index of bulls stayed in the 50 percent to 56 percent range during the April raly. This,
too, was unprecedented in the face of a 1000+-point move in the Dow. In the past, during arally of
April's magnitude, the Consensus readings would move above 60 percent. Probably the most
shocking and most accurate from acontrary point of view were the sentiment readings from the
Internet polling service at Lowrisk.com. Here are their percentages of bulls and bearsfor April 1999,
from their weekly "Guessthe Dow" contest:
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W eek Ending Bulls Bears

April 4 18% 54%
April 11 36% 51%
April 18 12% 56%
April 25 21% 46%
May 2 33% 46%

These are the types of readings you get when the Dow declines 1000 points, not when it rises 1000
points, asin April 1999. It seemed that no one believed the Dow could keep rising asit did throughout
April. Thiskind of negative sentiment set the market up for even further rises, and it rose another 200+
points during thefirst week in May.

More Momentum and Diver gences

| did not subjectively choose 1998 and early 1999 as examples of my trading methodology. Y ou can
go back to any year and find VV-bottom and late-day upside reversdls, extreme momentum days,
Friday-to-Monday momentum and momentum breek patterns, 1 percent selling days, and divergence
patterns. Let's ook at how my price patterns worked during an important market low and highin
1997.

Between March 11 and April 11, 1997, the Dow swooned 9.78 percent. That was itsworst decline
snce the bear market of late 1990. The low of this decline occurred on aFriday (April 11), when the
Dow dropped 148 points, or 2.27 percent. The damage was even worse that day in the S& P and the
Nasdag 100 indexes. After the close on April 11, there was grest fear in the trading community that
the following Monday could see a crash similar to that of Monday, October 19, 1987.

Asseenin Figure 12.8, there was some continued selling on Monday, April 14, but not what everyone
had been expecting. Over thefirst 4 1/2 hours of trading, the Dow was stuck in arange of -20t0 -30
points. Over the last two hours of trading, the market had alate upside surge, with the Dow ralying
over 90 pointsto close up 60 points. Carryover strength in the Dow and other market indexes should
then have been expected on Tuesday, based on my Friday-to-Monday momentum break pattern, as
well asmy late-day upside reversa pattern. Thistype of action aso may have portended achangein
the recent month-long downtrend in the market.
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Figure 12.8
dow Jones industrial average, 4/14/97—half-hour prices

A changein trend on Tuesday, April 15, isexactly how it played out, asthe Dow gained 135 points
and another 92 points on Wednesday. If you are observant, you will note how the Friday-to-Monday
momentum break pattern that occurred from April 11 through April 14, 1997, isamost identical to the
Friday-to-Monday momentum break patterns that occurred from January 9 through January 12,

1998, as discussed on page 114, and from January 22 through January 25, 1999, as discussed on
page 136.

During thelast week in April 1997, two more of my favorite patterns gppeared and led to a
humongous 26 percent rally in the Nasdag 100 Index through mid-October. Since June 1996, the
large-cap Dow and S& P stocks had been leading the market higher. The tech stocks and small-cap
stocks, as represented by the Nasdag 100 and Russall 2000 indexes, had lagged behind. But during
the week of April 28, 1997, abell was rung loud and clear that a new beat was about to begin in the
Nasdag 100. Here are the five-day changesin points for the Dow and Nasdag 100 during the week
of April 28. During this period, aone-point move in the Nasdag 100 equated to an eight-point move
inthe Dow.
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Dow Nasdaqg 100

April 28 +44.15 +10.82
April 29 +179.01 +26.87
April 30 +46.96 +18.48
May 1 (-32.51) +7.38
May 2 +94.72 +27.37
Total points +475.62 +114.20 = 913 Dow points

For the week, the Nasdag 100 gained a stunning 11.1 percent. That wasits largest weekly point and
percentage gain since 1987. Thiswas atextbook example of an extreme momentum pattern. There
was a so the extreme divergence pattern in the performance of the Nasdaq 100 with the Dow. As
things unfolded, the extreme strength of the market the week of April 28 inthe Nasdag 100 ledto a
huge summer rally in dl theindexes. The Dow rose 16.8 percent aboveits May 2 close, whilethe
Nasdag 100 and Russell 2000 rose 26.2 percent and 31.4 percent, respectively. In my trading, | went
into asmall-cap fund. (Thiswill be discussed further in Chapter 14, on mutua funds.)

Asmy track record shows (see Table 1.1 and Figure 1.1), | had agood run from May 1997 through
September 1997. In late September and early October, the small-cap Russall 2000 Index was onfire,
making yearly highs nearly every trading day. Then out of the blue on October 16 and 17 came two
consecutive 1 percent true selling days. The percentage declines were asfollows:

October 16 October 17

Dow (-1.48%) (-1.16%)
S&P (-1.09%) (-1.16%)
Nasdaqg 100 (-1.76%) (-2.20%)
Russell 2000 (-1.20%) (-1.72%)

By the close of October 17, | was back to 100 percent in cash. The next week, on October 23 and
October 24, the Dow lost over 300 points. But that was just a preview of the carnage to come on
October 27, when the Dow suffered itsworst one-day point declinein history: 554 points. Asl've
mentioned previoudy, the 1 percent true selling day ismy least
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reliable pattern. But the timesit'sright on, such as October 16 and 17, more than make up for its
periodic lapses.

Never Buy the Dips

| operate under the theory that extreme strength leads to more strength, and extreme weakness leads
to more weakness. Thistrading principle was deeply ingrained in me during the 1960s and 1970s.
Consequently, | have aways bought strength and sold weakness. Thisis one reason why my
drawdowns have been negligible over the years. Since | never buy dipsin the markets, I've never been
exposed to those periods where the dips became routs.

Although sdlling extreme weeknessis part of my trading discipline, I'm not blind to the fact thet, in
redity, extreme weaknessis more often an excellent place to be buying, not selling, especialy over the
past decade. Victor Niederhoffer's research from 1988 to 1996 £ showed that after steep daily
declinesin the S& P futures of 4.00 to 5.00 points, the average changes over the next day and the next
five dayswere gains of .68 and 2.74 points, respectively. Tremendous declines of greater than 5.00
points showed next-day average gains of .37 points and five-day average gainsof 2.91 points. This
study would indicate that it isn't wise to be scared out of a position based on an extremely weak day in
the market.

Following isa study of the eight worst daily declinesin percentage in the Dow dating back to 1950
and what occurred the day after such debacles:

Date % Change Next Day
1 10/19/87 -20.5 +5.3
2 10/26/87 -8.3 +2.4
3 10/27/97 -6.9 +5.1
4 01/08/88 -6.8 +1.7
5 05/28/62 -6.7 +4.6
6 09/26/55 -6.6 +2.3
7 08/31/98 -6.4 +3.8
8 10/13/89 -6.1 +2.8

Again, sdaling on extreme weakness doesn't appear to be avery viable strategy. Here are some recent
examples of extremdy wesk
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daysinthe Dow, aswdl asitsdaily performance one day after and its daily performance two days
after.

Date Decline (in points) Next Day Two Days Later
01/09/98 -222.20 +66.76 +84.95
06/15/98 -207.01 +37.36 +164.17
08/04/98 -299.43 +50.47 +30.90
08/27/98 -357.36 (-114.31) (-5612.61)
08/31/98 -512.61 +288.36 (-45.06)
09/10/98 -249.48 +179.96 +149.85
09/17/98 -216.01 +21.89 +37.59
09/30/98 -237.90 (-210.09) +152.16
11/30/98 -216.53 +16.99 (-69.00)
01/14/99 -228,63 +219.62 +14.37
03/23/99 -218.68 (-4.99) +169.55

Regardless of the study, it smply doesn't pay to be shaken out by extremely weak daysin the market.
Extremely wesk trading days invariably lead to strength, not weakness. Had | used datafor the
Nasdaq 100 instead of the Dow, the results would have been similar. If anything, after severe declines
in the Nasdaqg 100, that index bounces back faster and with a greater magnitude than the Dow.

Y ou may bewondering, if | consder mysdf such aflexible trader, why | sill sall weaknessin spite of
such irrefutable evidence that it'safool's Strategy. | do so because | exit my positions on the weakness
that precedes the real debacle days. In other words, debacle days rarely come from out of the blue.
Thereisusudly aperiod of afew days or weeks that leads up to the climactic sdling days. It's at that
initid wesknesswhere | exit my positions and go to cash. For example, of the 11 debacles shown here
inthe Dow, | was 100 percent in cash each time, except for November 30, 1998, and January 14,
1999.

Trading I s Often Counterintuitive

Trading can often be counterintuitive. What inginctively feds right can sometimes be the wrong thing to
do. There were severd examples of that in my trading during March and April of 1999. Remember
when | said | was bearish in early March? There were a 1,001 reasons for my bearishness. However,
inthe past I've found that whenever I'm ultra-
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bearish about the market, it invariably will go up, and sooner rather than later. Although | unfortunately
didnt doit in early March, normaly when I'm ultrabearish | go long the market. While that may sound
like aharebrained trading strategy, it has added greetly to my net worth over the years.

When the Momentum Dies

| am occasiondly asked what happens to amomentum trader like mysdlf in the unlikely event the
momentum is ever wrung out of the market. No problem—I smply rely more on the perceptual filters,
described in Chapters 9 through 11, and less on momentum patterns.

Will the momentum ever die? The academics point to the going-nowhere decade of the 1970sasa
momentumless market. As someone who was around in the 1970s, | maintain that it was not aflat and
trend-less market as some would lead you to believe.

Someday, though, we will get abear market—and not some one-month or three-month affair like we
saw in October 1987 or August to October 1990 and July to September 1998. | say, bring it on. The
opportunities coming out of bear markets are amomentum trader's dream.
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Chapter 13—
Money M anagement

Thisbook most likely will be reviewed in various trading-related publications. One shortcoming the
academics might point to is my limited discussion on the subject of money management. It's often said
that proper money management techniques are what separate the winners from the losersin the trading
game.

Over the past 14 years | have never sustained alosing month over $2,000 in my combined trading of
mutual funds and stock index futures—and we are talking about atrader with an account in the
hundreds of thousands of dollars. Y ou would think that, with that type of track record, | could offer
somerred ingghtsinto money management. But to me, money management isal about discipline and
how we handle risk—that is, not overtrading, cutting your losses, and letting your profitsrun. I'm
sorry, but | smply don't believe those are things that can be taught or put into some mathematical
formula, as many trading books would lead you to believe.

| dso believethat if you are to become asuccessful and disciplined trader, you must practice discipline
in agpects of your life beyond the trading arena. In my case, | have been arunner since 1978. While
not a hard-core, seven-day-aweek runner, I'm still very disciplined in getting out there at least five or
gx daysaweek. Many times| don't get my run
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inuntil late at night. I it'swintertime, that can mean running in some very unpleasant conditions. |
believe that the discipline | acquired over the years as arunner has carried over to my trading.

Although | might believe that discipline and money management aren't something atrader can be
taught, they can be learned. Nevertheless, discipline must come from within. | was never avery
disciplined trader until | began setting godsin the spring of 1985. My godsgave medisciplineasa
trader. | am such adisciplined trader now that it isinconceivable | could ever have alosing yeer.
Disciplined traders can control their profits and losses. They can pick and choose when to trade and
how much to trade. Disciplined traders control the market instead of alowing the market to control
them.

Asyou have seen, | trade various momentum patterns. In trading these patterns, there are no ifs, ands,
or buts. Either the market immediately respondsin my favor or | exit my position. How much smpler
can amoney management strategy get? If | buy because of extreme strength on a Friday that doesn't
follow through on Monday, I'm gone. If | buy because of alate-day V-bottom upside reversd or price
surge and there is no carryover buying the following day, I'm gone. If | buy the Nasdaq 100 because
of aday or two of extreme positive divergence and the divergence dissipates the next day, I'm gone. |
always enter or exit amarket based on particular expectations. When the market proves me wrong by
not immediately confirming those expectations, | act accordingly.

One important comment | should make about money management: Just as| fed atrader's particular
trading methodol ogy should be unique and something he or she aone has devel oped and fitted around
hisor her personality, the same appliesto the trader's money management strategies. Traders haveto
develop their own unique money management strategies based on their specific risk tolerances.

Trading and Gambling

A frequent topic in the Internet discussion groups iswhether trading is nothing more than gambling. My
take isthat gambling, unlike trading, iswhere the house (such asthe casino) hasa datistica edge.
Without an edge, al the money management strategiesin the world won't give the gambler apositive
expectation.

When | used to gamble, | confined my activitiesto thosein which | did have agatistica edge: counting
cardsin blackjack and exploiting
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mechanically imperfect roulette whedls. However, most casinos ban professona card counters and
when they see one of their wheels becoming biased due to wear and tear, the whed is quickly
replaced and repaired.

Unlike the casino and games of chance, the stock market offers al sorts of statistical edges and biases.
Many of these were discussed in previous chapters—such as my favorite, monthly seasondity. Of
course, the greatest edge for tradersisthe 200+ year uptrend in prices. Great fortunes have been
amassed in the stock market by traders adhering to sound money management strategies and making
their bets only when the momentum wasin their favor.

Some could argue (and | wouldn't disagree) that trading commodities such asthe grains, mests, softs,
and metasis gambling, since those markets offer no edges or biasesfor the trader. | spent 19 years
spinning my whedl s trading commodities. It wasn't until the spring of 1985, when | decided to confine
my trading solely to stock index futures, that my success story began. Coincidence?| think not.

Trading Vehicleswithout L everage

| had no choicein the spring of 1985 but to trade commodities and stock index futures. My account
amounted to only $2,200 so | needed the power of leverage to build it up to amore respectable level.
Leverage istrading on borrowed money. For example, an S& P futures contract in the spring of 1985
was trading at 180 and was valued at $90,000. As | remember it back then, afutures trader needed
only $3,000 in the account to trade the S& P futures. The $3,000 isknown as margin. The leverage
comes from controlling a $90,000 investment for $3,000. If the S& P futures moved up or down by
3.5 percent, or six points, you would either double your money or be wiped out. Options contracts
work the sameway in that you control alarge dollar amount by putting up only asmall amount of
margin.

Thiswill sound like heresy, especidly coming from someone who built his reputation trading stock
index futures, but | detest leverage and try to avoid it at al costs. If you arewell capitalized or can
build your account up to where you no longer need leverage, then by al means, avoid leverage like the
plague. Stick to trading vehiclesthat aren't leveraged, such as mutua funds, stocks, or the index shares
on the AMEX. With these trading vehicles, you have more control over your money management
drategies. Y ou can dictate how much money
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torisk onyour initia positions and how much to risk on further purchasesif your initid position moves
inyour favor. Y ou aren't controlled by the dollar amounts of the futures or options contract
specifications.

If | werestarting dll over again today with limited capita, | wouldn't do anything different from the way
| diditinthe spring of 1985. | would trade stock index futures until | built my account up to where |l

no longer needed the leverage. I'm not aonein this philosophy. | read an investors poll in Investor's
Business Daily that showed that 27 percent of investors with net worths below $100,000 used futures
and options astheir primary trading investment vehicles, compared to only | percent of investorswith
net worths above $500,000. The poll aso showed that 15 percent of investors with lessthan five
years of experience used futures and options, compared to only 3 percent with more than five years of
investing experience.

My most basic money management precept is that wed th accumulation comes from maximizing your
winning trades—meaning that the name of the game isto make the big money when you areright. I'm
avery conservative trader who becomes very aggressive when | get on board awinner. My method of
exploiting winning tradesisto continualy add to my position on ascae-up, astaught by Darvas and
Livermore. | try to milk winning tradesfor aslong as| can and for asmuch as| can. Some would call
thisapyramiding strategy. Try thistype of strategy with futures, options, or any leveraged trading
vehicle and you can get your head handed to you on just the dightest price reaction.
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Chapter 14—
Trading Mutual Funds

It was always my god to earn my living from trading the markets. |'ve achieved my dream of trading
for aliving, but not in the manner | envisioned when | set out on my quest. When | wasyoung, |
imagined mysalf someday being the second coming of Jesse Livermore. | was going to be this hotshot
trader in stocks and futures, dashing in and out on adaily basis. Instead, most of my trading incomeis
now derived from trading mutua funds and junk bond funds.

| learned the hard way, during my strugglesin the 1960s and 1970s, that my risk tolerance was not
suited for aggressively trading stocks and commodities. Successful trading is very much about finding a
trading niche based on our persondlities. To my surprise, | found my trading niche in mutua funds.
Mutual funds are my preferred trading weapon because of their persstency of trend and lack of
volatility as compared to stocks, futures, and options. Mutua funds enabled me to aggressively
implement the scale-up buying strategies as practiced by Darvas and Livermore.

| trade mutual funds much more aggressively and frequently than | ever traded stocks, futures, or
options. Depending on market conditions, | make dmost daily adjustmentsto my mutual fund
positions. When I'm told by the misnformed that trading mutua fundsis akin to
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watching paint dry, | shake my head in dishelief and fed like pasting my track record on their
foreheads.

Timing Versus Trading

| consder mysalf amutua fund trader, not atimer. I've dways consdered timers as those who rely on
some type of mathematical formulaor mechanica trading indicator for their entries and exits. Charts
and oscillators are favorites of the timing crowd. Traders like mysdlf react to the evolving trends as
they are occurring, not after the fact when the timers are coming on board. Admittedly, timers do well
in avoiding the bearish phases in the market. But bear markets occur so seldom that a passive buy-
and-hold strategy will handily beet al but the elite of market timers.

If you want to see the performance results of market timing with mutual funds, look no further than
Steve Shellans MoniResearch Newsletter. 1 Shellanstracks the red-money portfolios of many mutual
fund timers, including severd Rydex Fund timers. Rydex isamutua fund family geared specifically for
market timing professionas. Rydex and similar funds, such as ProFunds and Potomac Funds, cater to
activetraders and are free of redemption or transaction fees. They aso offer leveraged funds, which
seek to provide returns that correspond to 150 percent and 200 percent of various indexes such as
the S& P and Nasdag 100. Bear funds are also available, which corrdate inversaly to the S& P and
Nasdag 100. One drawback to these fundsisthat you have to place your orders anywhere from 10 to
30 minutes prior to the close of trading.

According to numbers supplied by MoniResearch for the three-year period ending September 30,
1998, none of the 12 Rydex timers monitored came close to beating a passive buy-and-hold strategy
in the Rydex Nova Fund. That fund had an annualized 25.7 percent return over the previousthree
years, while the best timer's return was only 18.1 percent annuaized. Over the previous two-year
period ending September 30, 1998, only 1 timer out of 18 monitored beat a buy-and-hold Strategy.

What | like about the MoniResearch Newdletter isthat we are talking about real money here. That's
the only way to judge the effectiveness of timing methodol ogies. Ignore vendors or pseudotimerswho
hawk hyped-up returns based on simulated or hypothetical trading
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results. The only thing that countsisreal money backed up with real brokerage statements.

Although he doesn't track real-money accounts, Mark Hulbert at the Hulbert Financial Digest 2
publishes an excellent newdetter on the performance of investment newdetters. In addition to tracking
specific stock recommendations, Mark aso tracks the market timing-only effectiveness of the
newdetter writers. Over the past 10 years, through March 31, 1999, only 2 newdetter timing
strategies out of 59 tracked were able to beat the returns of a buy-and-hold strategy in the Wilshire
5000 Index. Over the past five years, just 1 of 104 timing strategies beat the Wilshire 5000 Index.

Another study on market timing that | recently read about was by DALBAR Financia Services, a
Boston-based consuilting firm.2 They mapped investor return data from January 1984 to December
1997. Over that period, the S& P 500 Index had an annualized return of 17.1 percent. But the
DALBAR study found that the average equity fund investor had an annualized return of only 6.7
percent. This underperformance was attributed to market timing and chasing the hot funds.

Thetimerswill argue that the returnslisted here for MoniResearch and Hulbert are not adjusted for
risk, and reducing risk iswhat market timing isal about. This may be true, but you can't est risk-
adjusted returns. Does reducing risk mean that any val ue has been added to the trading account?

I'm not suggesting it isimpossible to both reduce risk and begt the S& P, judt that it's extremely
difficult. Most timers | know are more concerned with reducing risk, not beating the S& P. And in that
regard, some have proved very adept.

Beating a Buy-and-Hold Strategy

Beginning in early 1986, | began taking my monthly profits from my futurestrading account and
parlaying them into a much grester amount by trading mutua funds. | stepped up the withdrawals from
my futures account to the fundsin late 1988 through the beginning of 1991. Those were good timesfor
mutua funds, especialy 1991, and my mutua fund account bal ances steadily increased.

Inthe early years, | made numerous switches annualy, but | was by no meansthetrader | am now. In
the early days, | found that accumulating weslth in mutual funds was more afunction of patience than
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brilliance. Infact, | used to preach against excessively trading mutua funds, saying it was an exercisein
futility. My trading moves, while limited, were productive, and | comfortably begt the returns of the
S& P each and every year.

In 1996, however, | decided to put myself, aswell asthe conventiona academic wisdom, to the test.
Instead of the goa of merely beating the S& P by afew percentage points annualy in my fund trading,
| embarked on an aggressive and excessive trading regimen with the goa of beating the S& P by a
minimum of 10 to 20 percentage points each year.

Although | pursued this aggressive trading strategy in al my mutua fund accounts, | set asde one
specific account at INVESCO as my model trading account. This account was selected, since it was
one of the few accounts | wasn't continually adding to and withdrawing from. It therefore made it
eader to compute annua returns. Of course, the problem is that my performance can only be judged
through the limited numbers of funds offered for trading through INVESCO. Still, | was up for the
chalenge. Here are my red-money trading resultsfor the first three years versus the S& P (with
reinvested dividends):

Gary Smith S&P
1996 40.55% 23.25%
1997 46.88% 33.55%
1998 84.90% 28.56%
Thr ee-year annualized r eturn 56.28% 28.28%

My three-year annualized return was about double that of the S& P. In some of these years, returns
from my other mutual fund accounts beat those of the mode account. But figuring the difference would
be agatigtical nightmare due to congtant additions and withdrawas. Now | am well aware that three
years does not agenius make and istoo short atime from which to draw many meaningful
conclusions. But my out-performance came during athree-year period in which very few traders,
timers, and mutual fund managers were able to best the S& P, and especidly by such awide margin.

It's easy to become seduced by the conventiona wisdom of how foolhardy it isto try and beat a buy-
and-hold strategy by actively trading mutua funds. In aBloomberg Personal Finance magazine
article, Burton Malkeil saysthat after transaction cogts are factored in, abuy-
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and-hold investing strategy will outperform momentum investing. 2 Malkeil isthe author of the highly
acclamed A Random Walk Down Wall Street.

Business Week's May 25, 1998, issue published an article entitled, "Stock Trading Can Be a Nasty
Habit," which detailed astudy by Brad Barber and Terrance Odean of the University of Cdliforniaat
Davis2 They examined alarge, unnamed discount stock brokerage firm's trading records for 78,000
households from February 1991 through December 1996. The average household return was 15.3
percent. However, of the households that were classified as frequent traders—more than 48
transactions per year—the average return was just 10 percent. The bottom line, according to the
researchers, isthat trading can be hazardous to your wedlth.

I'm forever reading articles by financid columnists saying that it's senselessto trade the market and that
using trading strategies with mutud fundsis as good as acoin flip. Then, of course, there's that famous
line about how you can't afford to miss the 10 best trading days of the year. Naturaly, no mentionis
ever made about what happensif you missthe 10 worst days of the year.

My secret to consstently beating the S& Pisvery smple: While | sometimes missthe big up days, |
always avoid the mgjor declines. Some buy-and-holders may be wondering how that can be. What
they don't understand is that mgjor declines never come out of the blue. Strong momentum markets
don't turn on adime and then crash downward. Thereis dways some type of momentum change
before thereal carnage begins.

Based on my firgt three years of returns as an active mutua fund trader, one hasto question the
rhetoric of the efficient market theorists and other academics on the futility of an aggressive in-and-out
trading strategy of mutud funds.

How | Trade M utual Funds

Chapter 12 covered my basic momentum trading strategies. My success asamutua fund trader rests
with my ability to bein synch with the basic rhythm of the market and where the divergent strength
is—bethat large caps, smdl caps, or tech-related sectors—and then to trade accordingly. With afew
exceptions (to be discussed later), I'm more of a market-specific trader than | am afund-specific
trader. If the
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momentum patterns dictate an entry into a specific sector of the market, | then select afund from that
sector that isavailable from the fund familieswhere | maintain my trading accounts.

Earlier in my mutua fund trading career, | operated under the theory that each year there was dways
one very identifiable type of equity fund or sector you need beinvested in. That could be anything from
gold fundsto hedlth or financia services funds. Determining which fund category was leading the pack
wasn't that difficult. | monitored the Lipper Mutua Fund Performance Averages each week in
Barron'sto determine the sectors with the most momentum. Listed there are the weekly, year-to-date,
and 12-month performancesfor various fund groups.

When | traded using the Lipper Performance Averages, | was basicdly trying to beinvested in the
strongest sector with the most momentum. Many traders and mutual fund newd etters use this strategy
of going with the proven winner until afund with stronger relative-strength momentum emerges.
Although this methodology served mewell in my early years, | found | didn't enjoy the volatility
associated with high-momentum funds.

One of my favorite fund trading strategiesis the January Mutua Fund Barometer. I'm abig believer
that thefirgt five to seven trading daysin January setsthe tone for various sectors over the following
two to sx months. | want to become invested in the sector that shows the most momentum
(percentage gain) over thefirst five to seven trading days of the new year. Going back for the last five
years, this strategy would have had you in Japan in 1994, hedlth carein 1995, gold in 1996, Latin
Americain 1997, telecom and computersin 1998, and any tech-related fund in 1999. Onereason |
did so well in 1998 was jumping on board INVESCO's Worl dwide Telecommunications Fund on
January 12. That fund proceeded to rise over 30 percent with nary areaction through the first week in
April. See Figure 14.1.

When trading the early January strategy, you can't fall adeep. These early January trends are short
term in nature. While they usualy peter out within two to Sx months, sometimesthey may last only a
month. That's what occurred with technology fundsin 1999. On the other hand, you have Situations
likethat of health carein 1995, where the trend persisted throughout the year. What | like most about
this strategy isthat it gets you off to agood start each trading year. | have never done any in-depth
research on this January pattern and I'm not aware of anyone who has. | would think some black-and-
whitetrading
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drategies using this early January pattern could be devised, especidly with the Fiddity Select sector
funds.

Thefirst five to seven days of the new trading year are dso agood barometer to indicate how trends
from the previous quarter will persst in the upcoming year. Realty funds were one of the hottest
sectorsin 1996. Much of their gains came during the last quarter of that year. But as soon as the new
year rolled around in 1997, the strong momentum in realty funds came to an abrupt halt. For the entire
year, redty funds were one of the weakest market sectors.

Another one of my preferred fund strategies capitalizes on the seasona strength in the stock market
from the two days before Thanksgiving through the first five trading days of January. Asdiscussed on
page 104, this has historically been the strongest period in the market and has accounted for 40
percent of the entire gain in the market since 1928. With this strategy, you should buy afund on the
Friday before Thanksgiving that istrading at or near its 52-week highs and has had strong momentum
over the prior four weeks. Preferably, thiswill be asector fund whose sector also meetsthe same
requirements. Although this strategy isfor capitalizing upon seasond strength during December and
early January, often those seasonal trends can persist beyond January. So don't bein ahurry to cut
your profits by prematurely exiting on the fifth trading day in January.

There are afew other fund strategies worth mentioning, although they are not part of my methodology.
One of the more popular strategiesisto buy the top-ranked fund from the previous year on the first
trading day in January. Severd newdetters espouse this hot-fund approach. The logicisthat trends
and momentum in funds persst, and whatever investment style has propelled afund to the top one-
year ranking should continue beyond that one-year period.

In'my opinion, this hot-hands strategy has been so popularized that it has lost much of its effectiveness.
One reason for thisisthat there have been huge cash inflowsinto fundsin recent years. More often
than not, the hot-performing fund manager isinundated with cash and finds it's harder to achieve stellar
returns with more assets under management.

My suggestion, if you trade the hot-fund strategy, isto make sure the top-ranked fund you purchasein
January is either at new 52-week highs or within 1 percent to 2 percent of such highs. It's conceivable
you could buy atop-ranked fund from the previous year on the firgt trading day in January, yet the
fund could still be 10 percent or more off
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its 52-week highs. It defeats the purpose of buying atop-ranked fund if it has dready lost much of its
momentum by having declined so much from its recent highs.

While I'm not an advocate of the singular hot-fund approach, | do believe in the persistency of fund
performance from year to year. Some of the academic studies on the persistency of returns have been
conflicting: One study will present evidence to support that such persstency exists, while another
comes to the opposite conclusion.

The most exhaustive study I've seen on the persistency of hot fundswas an April 1998 specia bonus
report from the I nstitute for Econometric Research. & Thisisafour-page report that presents the future
performance results of diversified domestic funds selected for their performance over the most recent
13-, 26-, and 52-week periods. For instance, there is a definite bias toward the strongest and
weakest funds over the past 52 weeks to continue such outperformance and underperformance into
the future 13- and 52-week periods. The results of this study demonstrate that over varioustime
periodsthere is a definite tendency for strong fund performanceto persist.

Tight Rising Channels

I'm avery risk-averse trader. Losing trades eat away at me for days on end. My experience has taught
me that because of their volatility, | am psychologicaly unable to trade stocks, stock index futures, and
index optionsin any gppreciable size. That's the primary reason | gravitated to mutua funds. Because
of their perastency in trend, trading larger dollar amounts with mutua funds hasn't been aproblem.

Mutua funds get into what | call tight rising channels. Once in such agroove, they can go weeks, even
months without so much asa 2 percent to 3 percent price reaction. Thisisthe type of trading behavior
| livefor, sincel can continudly buy more shares asthey gradualy march to the beat of steadily rising
prices. Whenever afund in atight rising channel has areaction beyond 3 percent to 4 percent, it's
usually awarning that anew best is about to begin to the downside.

One reason both the January Mutual Fund Barometer and |ate November/early January seasondlity
srategies are S0 gppedling isthat funds selected by these criteriaare notorious for moving forward in
tight rising channels. | have two other strategiesin which thetight risng channd phenomenoniseven
more pronounced and often much
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longer lasting. Oneisthe small-cap divergence pattern and the other isthe new fund Strategy.

Small-Cap Divergence

The best example of tight risng channelswhere there are barely any downside reections are the
periods when small-cap funds are in vogue. Once small-cap funds get running, they hardly ever
correct. There were two such periods of small-cap dominance—albeit short—during 1997 and 1998.
Getting on board the small-cap sector contributed greatly to my profitsin 1997 and 1998.

Traders and investors have been faked out many timesin small-cap funds during the 1990s. One guru
after another has pounded the table about how small-cap funds were about to take off. At least in the
1990s, though, history has shown that smal caps don't go anywhere until there is sometype of initia
price surgein thelarge caps. And usually these large-cap surges come after there has been adecline of
7 percent or more in the Dow and the S& P 500. The small-cap surge that began in 1991, and the
mini-surgesin small caps of May through mid-October 1997 and October through November 1998,
al occurred under such ascenario.

Within afew daysto afew weeks after theinitid momentum rally in the large caps, there will beaday
or two of very noticeable price divergence between the small-cap Russall 2000 Index and the S& P
and Dow. It'simperative that you jump on these divergences as quickly aspossible.

Asan example, let'slook at the price changesin the S& P and the Russall 2000 for the week of April
28, 1997. During this period, al-point movein the Russell equated to a 2-point move in the S& P and
a 20-point movein the Dow.

Dow S&P Russell 2000
April 28 +44.15 +7.59 +0.25
April 29 +179.01 +21.09 +4.48
April 30 +46.96 +7.29 +2.42
May 1 (-32.51) (-2.81) +2.66
May 2 +94.72 +14.44 +8.32
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| moved into the Dreyfus Small Cap Vaue Fund before the close of trading on May 2. Y ou might
guestion what prompted my moveinto small caps, since the S& P showed more divergent strength
over the course of theweek of April 28. | picked up on the divergence sirength in the Russell
beginning on May 1. The momentum that then followed on May 2 was out-of-the-ordinary price
action in the Russdll 2000. | couldn't remember the last time thisindex had aslarge a percentage gain
(2.4 percent) or such abig point gain. It certainly wasn't in the past five or Six years. Thisextreme
momentum day in the Russall was abell being rung loud and clear that small caps were about to blast
off.

Asyou can seefrom Figure 14.2, it was one smooth ride upward in the Dreyfus Smdl Cap Vdue
Fund over the next severad months. The Russall 2000 Index soared 31.4 percent from its May 2 close
to its ultimate high on October 13. More aggressive traders could have elected to trade index futures
on the Russdll 2000 Index at the Chicago Mercantile Exchange or Russell Index options listed on the
CBOE.

Let'slook at asmilar Stuation where | went into small capsin October 1998. Following arethe daily
price changes for the Dow, S& P 500, and Russell 2000 indexes from October 9 through October 19.
During thistime, a 1-point move in the Russall equated to a 3-point move in the S& P and a 25-point
movein the Dow.

Dow S&P Russell 2000
10/9 +167.61 +24.95 +8.12
10/12 +101.95 +13.32 +7.22
10/13 (-63.33) (-2.91) (-5.29)
10/14 +30.64 +10.73 +4.65
10/15 +330.58 +41.96 +9.83
10/16 +117.40 +8.93 +8.07
10/19 +49.69 +5.97 +9.57

Just aswith the week of April 28, 1997, there were severa days of strong performance from the Dow
and S& P followed by aday (October 16) with a strong momentum divergence in the Russall 2000. |
switched into the INVESCO Small Company Growth Fund on October 16 when | saw the positive
divergence between the Russall 2000 and the other indexes.

The divergence on October 19 was even more pronounced than
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on October 16 and gave tradersfair warning that something big was about to occur in the small-cap
sector. The Russell 2000 Index went on to soar over 14 percent from October 19 through November
27 before any meaningful setback occurred. That return outpaced both the Dow and the S& P during
the same time period. As shown in Figure 14.3, the movement in the INVESCO Small Company
Growth Fund was straight up, with nary areaction.

New-Fund Effect

Mutud fund investors are often advised to avoid new mutual funds until they have atrack record of
oneto threeyears. It'sagood thing I'm atrader and not an investor and that | don't listen to
conventional wisdom. My favorite and most profitable mutual fund strategy isto buy new funds as
soon as they become available. New funds tend to outperform the overall market and their peer group
during their first oneto three monthsin existence. The efficient market theorists who preach that there
are no exploitable inefficienciesin the markets would be well advised to research this new-fund effect.

Nearly 50 percent of my $196,000 trading profitsin 1998 came from exploiting two news funds:. the
Strong Small Cap Vaue Fund and the INVESCO Endeavor Fund. Much of my profit in 1996 came
from anew offering, the Strong High Yield Bond Fund. That fund returned over 26 percent in 1996,
trouncing its peer group's return of 14 percent and even besting the S& P's return of 23 percent.

The new-funds effect is not amyth. Two studies on the new-funds effect were cited in an April 22,
1997, article that appeared in Investor's Business Daily. £ One study, by the Charles Schwab Center
for Investment Research, examined the one-year returns of al new diversified U.S. stock fundsfrom
1987 to 1997. It found that new funds had consstently higher returnsin al investment styles than older
funds. The Schwab study aso found that the outperformance of new funds was concentrated in the
funds first sx months of existence. This study aso examined 724 new funds created in the five years
from 1993 to 1997. It found that agreater than normal percentage of the top 100 performing fundsin
each of these years consisted of new funds.

The other study on new-fund performance was conducted by Kobren Insaght Group. This study
covered a 10-year period and supported the Schwab study of the outperformance of new fundsin
their first year over older funds. This outperformance ranged from 2.1 per-
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centage points for new large-cap and mid-cap fundsto 6.9 percentage points for new small-cap funds.
The most pronounced outperformance was for new small-cap growth funds, which outperformed their
older peer group by awhopping 9.2 percentage points.

There are several reasonsfor the new-fund effect. New funds have fewer assets, alowing the
managersto build postionsin their best ideas. New-fund managers don't have to make sdll decisions,
instead concentrating their buying activities on those stocks or sectorsthat are displaying the most
momentum. New funds a so tend to concentrate their holdings during the first few monthsin alimited
number of stocks. This can give anew portfolio agreater kick, especidly if they are explosive growth
stocks.

In my experience, the primary reason new funds outperform is because of theinitid public offering
(IPO) market. Mutua fund companies are alotted shares in |POs from the participating brokerage
firmsinvolved in the underwriting of the |PO. The fund company will often dlocate these sharesto
their newer fundsto jack up their returns. When these IPOs double and triple in price on their first day
of trading, it can give anewer mutual fund with asmall asset base alarger than averageincreasein its
net asset value.

| remember being in the new INVESCO Growth and Income Fund during a Friday in July 1998 when
it jumped 6.6 percent. The overall market was rather subdued. The reason for this greater than
average price performance wasits dlotment in ahot new Internet PO that went public that day and
jumped more than 500 percent.

Particular fund families are noted for the new-fund effect. Janus and Strong, in particular, have a
history of doing well with their new funds. Other fund families that seem to outperform with their new
fundsare INVESCO, Van Wagoner, Berger, and many of the familiesthat specidizein smal-cap
growth funds.

| prefer new fundsthat come out with little fanfare. Fiddity came out with ahighly publicized new
small-cap fund in March 1998. Asaresult, assets under management swelled to over $700 million
during itsfirst few weeks. That defeats the whole purpose of buying new funds. The smaller asset
bases of new funds give the manager more flexibility in increasing share prices, such as buying IPOs.
Fiddity eventually closed their new small-cap fund to new investors to keep the assets at manageable
levels.

| am not suggesting that al new funds outperform during their first few months. It's primarily afunction
of thefund family thet's offer-
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ing the new fund, the sector of the new fund, and the health of the overall market. A good example
would be the Janus Globa Technology Fund. This fund was offered on the last trading day of
December 1998 and had alot going for it. Janus had ahistory of doing well with their new funds, the
technology sector had the most momentum going into the new year, and the overall market had been
strong. So it was no surprise to see the new Janus Globa Technology Fund lesp to a 15 percent
percent gain for the month of January and continue to outperform over the following months.

There are two waysto play the new-fund effect. Either buy them as soon asthey become available or
wait aweek or two to make sure the funds have some type of momentum. If you choose the first
option, make sure you exit if the fund underperformsinitsfirst week or two. Janus aso came out with
anew Global Life Sciences Fund at the end of December 1998. However, over itsfirst week of
trading, it declined in price, while the stock market overal was extremely strong. | wasin that fund at
its offering price. But | waited no more than three trading days to exit when it gppeared it wasn't going
anywhere. | took that money and doubled up on my position in the new Janus Globa Technology
Fund.

The two new funds that had amajor impact on my trading resultsin 1998 were the Strong Smadll Cap
Vaue Fund and the INVESCO Endeavor Fund. | didn't enter the Strong fund until January 30. As
shown in Figure 14.4, this fund's performance was lackluster throughout much of January. But during
the last week, it began rising strongly and diverging from the rest of the small-cap stock sector. | had
no ideawhat was going on, but since it wasanew fund | decided to make asmall investment. Over
the next few months, this fund rose steadily upward in atight rising channd pattern and, asyou can see
from Figure 14.4, | continued adding to my origina position.

The fund with which | made the most money trading in 1998 was the INVESCO Endeavor
Fund—and thiswasn't by accident. INVESCO had come out with anew Growth & Income Fund on
July 1, which bolted ahead by more than 13 percent in itsfirst severd weeks of trading. The
momentum of INVESCO's new Growth & Income Fund was stopped dead in its tracks when the
overal market suddenly began a 20 percent decline from late July through early October. The Growth
& Income Fund, however, held like arock and barely dropped.

When | heard INVESCO was offering their new Endeavor Fund in
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late October, | knew it would be awinner. | felt even more confident about the Endeavor Fund when
the stock market began surging in mid-October. | wasn't disappointed as the Endeavor Fund rocketed
ahead 19 percent in November, as shown in Figure 14.5.

Finding out when new funds are being offered can sometimes prove difficult. Some fund familiesdon't
notify their shareholdersthat new funds are trading until after the fact. Strong is notoriousfor this
annoying habit. Other fund familieswill publicize their new funds before they are availablefor trading
by accepting subscriptions for the fund. These subscriptions can appear as much as amonth before the
fund opensfor trading. Most new funds are offered at $ 10 ashare.

New funds must get SEC approva before their offering to the public. Wading through SEC
documents to determine when new funds are coming out is atedious process. Instead, | just maintain a
list of fund companiesthat | periodicaly cal to inquire about any new fund offeringsthat might bein
the pipdine.

Mutual Fund Money M anagement Strategies

Asl| continudly point out, the dlure of fundsisther perastency intrends. | try to focus on the mutua
fundsthat arein tight risng channeswith little to no volatility. I've dready discussed the strategies that
homein on thistype of trading behavior—the new-fund effect, smdl-cap divergence, the early January
Mutual Fund Barometer, and the pre-Thanksgiving to early January seasondlity. Thetight rising
channel mutual fund strategy should not be confused with the trading of various momentum patterns, as
discussed in Chapter 12. When | get abuy signal from one of my momentum patterns, | couldn't care
less about buying afund in atight rising channel. For ingtance, on the VV-bottom reversal of October 8,
1998, | moved into avolatile technology fund. That's because | expected the momentum of the V-
bottom reversal to be greatest in the technology sector. | could have chosen atechnology index
option, atechnology futures contract such as the Nasdaqg 100, or selected technology stocks such as
Ddll, Microsoft, or Cisco.

Onmy initid purchasein afund, regardless of my trading strategy, | am not willing to risk morethan 1
percent to 2 percent of my investment. Some may argue that's too tight of astop. | can't disagree—I
canonly say that it'smy style of trading. My Strategiesare all geared to

166



12.80

12.40

12.20 1

12.00

11.80

1140

11.20

11.00

10.80

10.60

10.40

10.20

10.00

129

1172
11104
11/06 ]
1110 |
1112 |
11186 |
11118 J
11720

1124

11727 |

B Purchases

Figure 14.5
invesco endeavor fund, 10/29/98-11/30/98

167



immediate gratification. For ingance, with momentum patterns, the market should movein my favor
from day one. If it doesnt, that'san indication I'm wrong and | exit the fundsimmediately. With the
tight rising channel pattern, if afund moves 1 percent to 2 percent against me, that'sawarning
something isamiss and it'stimeto close out my position. Since I'm not willing to risk more than 1
percent to 2 percent on atrade, | know what my losswill be, based on the amount of my initia
purchase.

Once afund I'min begins moving steedily higher, | try to stay on board aslong as the fund doesn't
have areaction of more than 3 percent to 4 percent from any recent high. | have found that whenever
fundsin tight rising channel s react 3 percent to 4 percent, it'sasign therise hasrunits course and it's
timeto sall. Of course, if we get al percent true saling day in the overal market before my fund has
reacted 3 percent to 4 percent, that will spur meto action. Then | will sall anywhere from 33 percent
to 50 percent of my entire position. Another 1 percent true selling day will have me 100 percent in
cash.

| dways make my fund purchasesin increments. Sometimes that might be in increments of 25 percent
to 33 percent of my intended position, while other timesit may be in dribs and drabs. However, |
never exit in dribsand drabs. It can take me weeksto build up aposition in afund but only a couple of
daysto be completely back in cash.

Figure 14.4, showing the Strong Small Cap Vaue, isagood illustration of my money management
Strategy. Y ou can see how | continualy purchased asthe fund rosein price. | then exited my position
inaseriesof sdlsin early May. Inthis particular fund my exits weren't because of the fund declining 3
percent to 4 percent from its high, but because of my concerns with the trading behavior of the overal
market.

Playing the Overseas L ag

The overseas|ag capitdizes on market-moving news events occurring while the Asan and European
markets are closed. Asian markets begin trading in the early evening hours by New Y ork time and
closein the early morning hours. The European markets then open in the wee hours of the morning,
with London and Italy the last to close between 11:30 and 11:45 A.m. New Y ork time.

One of the most extreme examples of the overseas lag occurred during the week of October 27,
1997. On Blue Monday, October 27, the
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Dow had itsworst point lossin history, closing down 554 points. The Asian markets, which had
aready been tumbling throughout October, saw carryover selling Monday evening as aresult of the
drop in the Dow. Hong Kong lost a staggering 13.7 percent. That was on top of a 5.8 percent decline
the preceding day. Japan lost 4.3 percent the evening of October 27 and that came after a 1.9 percent
decline the previous trading sesson.

On Tuesday, October 28, the Dow dropped another 160 points during the first half hour of trading. It
then staged a stunning turnaround and closed up 337 paints, itslargest, single, one-day point gainin
history. Japanese and Hong Kong American Depository Receipts (ADRS) listed onthe NY SE soared
in Tuesday'strading.

Mogt tdling for me was the action in the Nikkei futurestraded in Chicago at the Mercantile Exchange.
Whilethe Nikkei cash index had closed lower, the futures were up sharply and indicating the cash
index would open higher the next day by 500+ points. The Nikke futures prices are available every
10 minutes throughout the day on the upper ticker tape on the CNBC cable station. They are aso
shown hourly on CNBC's futures board.

The portfolios of the Asan mutud funds are priced on ther trading activity from the previous night.
The effect of the 337-point surge in the Dow was thus not reflected in these prices. It was ano-brainer
to see that the Japan and Hong Kong markets would surgein trading the evening of October 28 in
reaction to the rebound in the Dow.

| had two choices before the close of trading on October 28: either buy the INVESCO Asian Growth
Fund, of which Hong Kong isthe largest country sector holding, or purchase the INVESCO Pecific
Basin Fund, where the largest country sector is Japan. | chose the Pacific Basin Fund, sincethe Asian
Growth Fund had a 1 percent redemption fee if sold within 90 days. | also wasn't looking to be ahero
onthistrade. | figured, better safe than sorry, since Hong Kong had been much more voltile recently

than Japan.

As expected, the Asan markets soared in trading Tuesday evening and Wednesday morning in
reaction to the big gain in the Dow. The INVESCO Asian Growth Fund rose 9.6 percent, while my
Pacific Basin Fund rose 4.8 percent. Thiswas a one-day trade for me, so | closed out my position on
October 29.

| played this same type of lag between the U.S. markets and Asiaagain on November 20 and closed
out the following day on November 21 for a 3.3 percent gain. Thiswas another instance when the
Nikkel
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futuresin Chicago on November 20 wereindicating a big rise the next trading day in Japan.

| rarely play the lags between the U.S. market and Japan or Hong Kong. | can often go ayear or
more without playing these price discrepancies. Generdly, what will get meinto atrade iswhen the
Nikkei futuresin Chicago are indicating a minimum 300- to 400-point upside open in Japan the next
day, as compared to the close of the cash index. | made severa of these playsin 1994 when |
maintained an account at T. Rowe Price and enjoyed severa one-day percentage gainsinthe 4
percent to 5 percent range. T. Rowe Price has since cracked down on frequent traders.

Thetrade of October 27, 1997, was the only no-brainer, can't-misstrade | ever made. Not al these
trades are sure things, however. A few, in fact, have turned out to be losers. | know one trader who
plays these lags—although not as gtrictly as| do—and he hasn't made anything for his years of effort.

The activity on October 27 caused Fiddlity Investments to take immediate action to thwart traders
attempting to capitalize on the expected price surge in the Asian markets. Fidelity caused an industry-
wide stir when they went to their fair pricing system. & Fair-value pricing, ava uation system sanctioned
by the SEC, isan obscure tool that most traders have never heard of. It givesthe fund company the
option of establishing what they consider afair price for asecurity under specia circumstances. Fund
managers have wide latitude in using fair pricing and they aren't obligated to advise investors when they
usefair-vaue pricing.

Before the close on October 27, Fiddlity decided that overseas priceswould rise the next day and
priced their Hong Kong and Chinafunds accordingly. So while the net asset values of Asan funds a
most fund families showed declines of as much as 10 percent to 14 percent at the close of trading on
October 27, Fiddlity's Hong Kong fund actualy rosein net asset value. Thiswasto prevent short-term
tradersfrom capitalizing on therisein prices overseasin reaction to the big Dow raly.

Thisfair pricing strategy caused a public relaions nightmare for Fidelity. | don't believe funds should
arbitrarily set their net asset values based on how they think the markets will perform the next day.
Instead, if they want to discourage short-term traders, they should impose astiff redemption fee. | can
guarantee you that will do thetrick.
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The European Lag

Whilel rarely use the lags between the U.S. and Asian markets, | frequently play the lags between the
U.S. and Europe. And, unlike with the Asian markets where | aways exit the following trading day, |
sometimes will use my entry into the European funds as a base for alonger-term holding.

One of my favorite setupsfor the European play isfor our marketsto be sharply lower during the first
two hours of trading, especialy around 11:30 A.m. EST when London is closing. The second part of
that setup isthat mogt, if not al, of the European markets close lower—especidly Germany, France,
and Great Britain. The last piece to the setup isfor avery sharp raly in the U.S. markets after 11:30
AM., wherethey rally from down sharply to close up strongly. If theradly inthe U.S. marketsis
because of some externa news event, then | like this play even better.

Monday, September 21, 1998, is agood example of how | exploited thistype of setup. Thiswasa
day when our market opened lower because of the carnage oversess, especiadly in Asia. There were
also concerns about a damaging tape about President Clinton that was to be released |ater in the
trading day.

At the time the last European market closed on September 21, the Dow was il off 120 points. The
European bourses had closed down asharp 1 percent to 4 percent, led by German stocks. Later in
the day, however, when it appeared the Clinton tape was much ado about nothing, the Dow made a
U-turn and closed up 37 pointsfor the day.

These are the types of setups| like most when playing the European lag: both the U.S. and European
markets al sharply lower at 11:30 A.M. New Y ork time and then aviolent upside reversd later inthe
day in U.S. stocks. So right before the close on September 21, | took a position in INVESCO's
European Fund. As expected, the next day Europe soared in reaction to the late-day move in the Dow
and | closed out my European Fund position with a2 percent gain.

The setups aren't always like that of September 21. | also trade setupsin which the U.S. markets are
up at 11:30 A.m. and then add subgtantidly to their gains asthe day progresses. An exampleis
September 1, 1998. The previous day, August 31, the Dow had its second-worst declinein history,
down 512 points. Then on September 1, Europe reacted to the big Dow decline. London closed
down 3.3 percent; Spain, 5.5 percent; and France, 5.5 percent.
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The Dow was up 80 points at 11:30 A.M. on September 1. Thiswas merely seen as adead cat bounce
by European investors coming after the 512-point decline of the previous day. However, later inthe
day, the dead cat bounce became something el se entirely asthe Dow tacked on another 208 pointsto
close up 288 points for the day. The next day the European markets reacted to the big bounce back in
the Dow and many of the European funds saw their net asset values increase 2 percent to 3 percent.

Another example of aEuropean lag play is news-related. On Friday, September 11, the Dow was
ahead 65 points asthe last of the European markets were closing. The European exchanges had dll
closed down on skittishness over banking problems, Latin America, and the Starr Report, which was
to bereleased later in the trading day of the U.S. market. After the release of the Starr Report, the
Dow tacked on an additional 100+ pointsto close ahead 179 points on the day. | went into the
INVESCO European Fund before the close, hoping for carryover buying when Europe opened for
trading after the weekend. That's exactly how it unfolded and | closed out my position with a2 percent
profit on Monday.

May 1, 1998, provided another interesting way to capitalize on the European lag. Most of the
European markets were closed this Friday in observance of May Day. The few that were open—the
Netherlands, Denmark, and London—were strong and up 5.3 percent, 2 percent, and 1.38 percent,
respectively. The Dow was strong on May 1, closing up 82 points. | thought this trade was alock. It
was obvious the European markets that were closed would see pent-up buying, as evidenced by the
strong action in London, Denmark, and the Netherlands. There would also be buying as aresult of the
grengthin the U.S. market.

Everything worked according to plan on Monday, May 4, as Europe soared. Italy closed up more
than 4 percent; France and Spain, more than 2 percent; and Germany, up 1.84 percent. The Dow was
up more than 90 pointsin the early going on Monday and this aso lent support to Europe. | cashed
out of my INVESCO Fund with another 2 percent gain.

Over theyears, the extra 1 percent to 2 percent and more that |'ve gained playing the overseaslag has
contributed grestly to my bottom line. Although capitalizing on theselagsis about as sure athing as
thereisin the stock market, it is not without pitfalls. One problem isthe vaue of the dollar. On more
than a couple of occasions, | have played these
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lags and lost money, athough the overseas markets rose as | expected. Thiswas because a strong
dollar negated the rise of the foreign markets, causing the net asset value of the fund to decline. Then
again, there were dso afew times when the overseas markets did not risein price as | expected the
next trading day, yet | managed to make money because the net asset value of the fund rose dueto a
wesk dollar.

A Changein Fund Palicies

The early part of 1999 saw several mutua fund companies cracking down on short-term traders like
mysdlf. No longer will | be ableto play the overseaslag a INVESCO. Effective May 1, 1999, there
isa2 percent redemption fee on any of their internationa funds held lessthan 90 days. There are il
some fund families with European and Asian funds without redemption fees, such as Strong. But it may
just be amatter of time before they, too, impose trading fees on their internationd funds.

ProFunds of Bethesda, Maryland, offers unlimited switchesin their two European funds. UltraEurope
ProFunds seeks daily investment results of twice the ProFunds Europe Index (PEI), which reflectsthe
daily changes of Europe's three largest markets—Britain's FTSE 100, France's CAC-40, and
Germany's DAX. UltraShort Europe seeks daily investment results of twice the inverse of the PEI.

Paying the European lag is not feasible at ProFunds. The pricing of their fundsis not based on the
previous day's close of Europe (as with INVESCO), but rather on prices 30 minutes after the open of
each of the three European markets. Thiswould thus prevent atrader from exploiting the lag between
the U.S. market and Europe.

Wherel Trade Mutual Funds

I'm somewhat of adinosaur in that, unlike most fund traders, | don't trade at afund supermarket such
as Waterhouse, Jack White, or Fidelity. | also don't trade at the fund families that encourage frequent
traders such as Rydex, ProFunds, or Potomac. Instead, | maintain trading accounts at INVESCO,
Strong, and Janus. My choice of where | trade mutua fundsis limited by my three trading
requirements:

1. | can place my ordersright up to the close of trading at 4:00 P.m.
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2. | can close out atrade within 24 hoursif necessary.
3. No trading or redemption fees are imposed.

Although the landscape is changing rapidly as| write this book, the fund supermarkets can't
accommodate my trading needs. They charge elther redemption fees or commissions for frequent
traders. Thereis aso aone-to two-day settlement period after purchase before you can turn around
and s the fund. The fundsthat alow unlimited switching without redemption fees, such as Rydex and
ProFunds, have time restrictions on placing orders, which range from 10 minutes to 30 minutes before
the close of trading.

Inthe past | havetraded a T. Rowe Price, Vanguard, Dreyfus, Northern Funds, Transamerica,
Lindner, Nicholas, Janus, and Scudder. | could relate some horrible customer service experiences that
I've had with some of these companies, but this book is not about trashing anyone. By far, my most
pleasant experiences have been with INVESCO and Strong. | don't believe anybody could be more
of an advocate of these two fund companiesthan |. Their customer service is unsurpassed. Even more
important, you rarely have to wait on the phone more than afew seconds before speaking to a
representative to place atrade.

Thelast thing | want to see happen isfor INVESCO to clamp down further on traders and timers. But
| will say they arevery liberd in their switching policies. Their stated policy isto alow four switches
per fund ayear. In my experience, they seem to enforce that policy more against timerswho move
large sums of money in and out in onefell swoop than someone like myself who movesinand out in
gmadler increments.

Sometimes | wonder if | am shortchanging mysdlf by trading primarily & INVESCO and Strong. The
day may come when | have to open an account at afund supermarket so | can have accessto more
fund opportunities. In early 1999 | missed out on tens of thousands of dollarsin potentia profits
because | didn't have access to the Warburg Pincus Japan Small Company Fund. That fund's trading
characterigtic in early 1999 was custom-made for my style of trading—a gradua uptrend with little to
no downsde voltility. That type of trading behavior ismaost conducive to my scale-up buying
campagns.

Because I'm acomputer phobic, | don't trade online, even though the service is offered by INVESCO
and other fund families. The day may aso come when | am forced to embrace technology by making

my
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trades online. | would have an unholy fit if | ever placed atrade online and found that it didn't go
through because of problems either on my end or with the fund company. | prefer, for now, to keep
my fund trading as stress free and low-tech as possible.

Mutual Fund Trading Books

Thereisvery little literature on mutual fund trading. The best I've seen on the subject can befound in
Jack Schwager'sinterview with fund trader Gil Blakein The New Market Wizards. 2 Blake averaged
a45 percent return trading funds during the 1980s—an extraordinary return during that time period.
Even more impressive was Blake's consstency: An amazing 134 monthsin his 139-month track
record were either break-even or profitable. In someways| have patterned mysdlf after Gil Blake.
Anyone who can achieve congstent returns with little to no risk ismy kind of trader.

Gil Blake was attracted to mutua funds because of their amazing persistency of trend. Hefound thet in
many funds, such as municipal bond funds, the probability that a price change on one day would
persst into the following day was 83 percent. For example, there was a three-month period in early
1981 when there wererarely any upticksin the Fideity Municipal Bond Fund. The net asset value
changes during thistime were either unchanged or down. Thiswas obvioudy aperiod to bein cash.
But the same persistency in trend in this fund was a so afactor to the upside. There were periods when
thisfund would go weeks when its net asset val ue never showed adecline.

When the persistency of trend in bond funds began diminishing, Blake turned his attention to sector
funds. There hefound that if adaily price change was greater than the average daily price change, it
had a 70 percent to 82 percent chance of following through the next trading day in the same direction.
This observation is much like my main trading strategy, whereby | trade based on extreme price action
inthe stock market. | find that extremely significant price movesin the Dow, S& P, Nasdag 100, or
Russall 2000 on one day arelikely to be followed by similar directionad movesthe next day.

I've seen only two booksthat | would recommend for mutua fund traders: Alan Lavings 50 Ways to
Mutual Fund Profitst? and Sheldon Jacobs's Guide to Successful No-Load Fund Investing.L
While these books are geared more toward investors than traders, | nonetheless found them very
informative.
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Chapter 15—
Trading Junk Bond Funds

Junk bond funds are my onetrue love in the financia arena, and even that's an understatement of my
gppreciation for this asset class. Aswith many thingsin life, first impressonsand initia experiences can
leave an inddible mark. For me and junk bonds it was definitely love at first Sght. My first foray into
junk bond funds was January 1991. It was an dmost never ending ride up that year as| made more
than a 30 percent return.

The persistency of trend in junk bond funds has remained constant throughout the 1990s. They either
go straight up or straight down. Thereis no other asset classthat alows meto morefully exploit the
scae-up buying taught by Livermore and Darvas. Figure 15.1, showing the price action in the Strong
High Yield Bond Fund during 1996, isindicative of the strong persistency of trend in junk funds. The
Strong Fund rose over 26 percent that year (capital gains + dividends), yet there was never so much
asa 2 percent reaction from any price high during the year.

Theterm junk scares many potentid investors away from this asset class. Some investors aren't aware
that many of the companiesthat issue junk bonds are well-established names such as Ann Taylor
Stores, U.S. Home, Playtex Enterprises, Kmart, Keebler Foods, North-
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west Airlines, Owenslllinois, and Tricon, which owns PizzaHut, Taco Bell, and Kentucky Fried
Chicken. Many of thelarger Las Vegas casinos, nationa grocery chains, and cable companies are aso
junk bond issuers.

Junk bonds are bonds rated below investment grade. Thiswould be BB or lower by Standard &
Poor's and Ba or lower by Moody's. Junk bonds have lower credit ratings because there may be
some doubt about their ability to pay interest on their obligations until maturity and to repay principd
on time at maturity. Because junk bonds are rated below investment grade, you are compensated for
any possible defaults by their generousyields. Thisisthe dlure of junk bonds and junk bond
funds—high yields. When | first went into junk bond fundsin 1991, they wereyielding between 16
percent and 17 percent. As recently as October 1998, they wereyielding over 11 percent. During
most of the later part of the 1990s, the average yield of junk bond funds has been around 9 percent.

Prior to the 1980s, the term junk or high-yield bond was used to describe bonds of companies that
suddenly found themselvesin financid difficulty. These companies may have been about to go
bankrupt or, conversdly, about to emerge from bankruptcy. During the 1980s, anew kind of junk
bond was created. These junk bonds were used to finance takeovers. In the mid- to late 1980s, junk
bonds flourished and many ingtitutiona investors, atracted by yields of 400 basis points over 10-year
Treasuries, flocked to junk bonds. But in 1989 and 1990, the bottom fell out of the junk bond market.
The spreads between junk and Treasuries widened to over 1,000 basis points.

The horrendous declinesin junk bondsin 1989 and 1990 were due to severa factors. Hanging over
the market was amgjor liquidity crunch, which began with the exit of Drexel Burnham Lambert, the
primary market maker in the junk bond sector. This caused individua investorsto bail out of junk
bond funds, thus forcing fund managersto sel into an aready illiquid market. Even worse, government
regulators ordered thrifts and banksto get rid of any junk bonds they owned. Finaly, default rates on
junk bonds reached nearly 6 percent in 1989 and 9 percent in 1990. Thiswas much higher than the
historical norm of 3 percent. A default iswhen ajunk bond issuer goes bankrupt and is unable to
meet the obligations on the bonds. Many of the defaults during this period were dueto the
overleveraging of junk bond offerings used in mergers and acquisitions.
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What many consider to have been acrash in junk bond funds during 1989 and 1990 wasin redlity
something much less. The average junk bond fund lost amere 0.48 percent in 1989 and 9.96 percent
in 1990. Not good, but hardly anything approaching that of crash proportions. Many well-managed
junk funds fared much better in 1990. INVESCO's High Yield Fund lost only 4.6 percent in 1990,
while the Vanguard High Yield Fund was down 5.8 percent.

The declines of 1989 and 1990 washed out many of the excessesin the junk bond market and paved
the way for some spectacular returns during the rest of the decade. Junk bond funds returned a
dazzling 36.58 percent in 1991, 17.39 percent in 1992, and 18.84 percent in 1993; 1994 was a bad
year for al debt-related funds, and junk funds declined 3.71 percent. But then came three straight
years of stellar returns between 1995 and 1998, as junk funds averaged 15 percent per annum.
Another one of those 1994-type years occurred in 1998, and junk rose only 0.47 percent. Through
April of 1999, junk has been off to the races again—up nearly 6 percent year to date.

What's so hot about these returns? It's al about the risks you would have taken to achieve them—and
inthe case of junk bonds, not awhole heck of alot. Investment strategist Leah Modigliani and her
Nobel laureate grandfather Franco Modigliani devised arating method dubbed "M-sgquared” to
compare the risk-adjusted returns of various asset classes such as growth funds, small-cap funds,
index 500 funds, and junk bond funds. They found that during much of the 1990s, junk bond funds
provided the best risk-adjusted returns of all asset classes. 2

| recently saw some longer-term returns that bear out the research by Leah and Franco Modigliani.
From 1980 through 1997, the S& P returned 17.13 percent with an annual volatility of 17.24 percent.
Junk bond funds over the same time period returned 13.71 percent, but with annua volatility of only
9.19 percent.2 Because of thair historical tendency of achieving outsized returnswith limited risk, |
often use junk bond funds as a subgtitute for cash and money market funds. My returns from trading
junk bond funds from 1991 through 1997 were alittle over 19 percent. That's about equal to the
returns of the S& P over the same time period.

There are four factorsto consder when investing or trading junk bond funds: recessionary fears,
default rates, fund flows, and the spread between junk bonds and 10-year Treasuries. All four of these
factorsare interrelated.
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The biggest threat to the performance of junk bond fundsis the expectation of arecession. Recessons
are the bugaboo of the junk bond market. That's because recessions bring declines in corporate
profits, thereby making it difficult for companieswith lower credit ratings to continue making payments
on their debt. Thisinability to pay on their debt raises the default rates among junk bond fund issuers.
When investors sense arecession and the specter of rising default rates, they begin liquidating their
junk bond holdings.

The most important factor affecting junk bond fund prices are fund inflows and outflows. The reason
for thisisthat the percentage holdings of the total junk bond universe held in junk bond fundsisfar
higher than thetotd percentage holdings of stocks held by equity mutua funds. Therefore, the action of
junk bond fund managersin response to heavy inflows and outflows by investors can often magnify the
extent and direction of the movesin the junk market.

Heavy inflows into junk bond funds add liquidity to the overdl junk bond market, as managers are
aggressively bidding for junk bondsto add to their portfolios. Heavy outflows, however, often will
have these same managers selling off part of their portfolios to meet redemptions. With junk bond
funds, then, it'sal about liquidity. Inflowsincrease liquidity, whileliquidity dries up during outflows.

Of the thousands of junk bonds, only about 100 are actively traded. During times of heavy outflows,
when no oneisinterested in junk, the universe of actively traded junk bonds can shrink to only 20 or
30 issues. During times of crisis such asthe first week in October 1998, the market of actively traded
junk bonds can be aslow as 10 issues. During that period of criss, the junk market had cometo a
near standstill. That was the main reason the Fed stepped in on October 15 and lowered the discount
rate.

The most common valuation measure for junk bondsistheir spreads between 10-year Treasuries.
However, I'm more concerned with the momentum in junk bond funds than with va uation models. |
recall many experts saying throughout 1996 and 1997 that junk bonds were overva ued because of
their narrowing spreadsto Treasuries. Y et dl the while junk continued rising in price.

I've been fortunate that my introduction to investing and trading junk bond funds came during one of
the greatest economic expansions of al time. Junk thrives during such periods. If the 1998 August-
September 10 percent declinein junk isany indication, junk bond funds could become ared disaster
if and when we get our next recession. But
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asyou will sseinthefollowing, junk always givesfar warning before such declines.

How to Trade Junk Bond Funds

Because of thelack of voltility in junk bond funds, you aways have time to react to mgor trend
changes. My rule of thumb for tradersin junk bond fundsisto be 100 percent in cash whenever they
have reacted 2 percent (excluding dividends) from any recent high. Conversely, after a period of
declining prices, look to begin a scale-up buying campaign whenever junk bond funds rebound 2
percent from any recent low.

Let's see how thistrading sirategy worked with the Strong High Yield Bond Fund during the period
from July through November 1998. I'll also show how | traded this same fund during that period.

The stock market made atop on July 17 at Dow 9337. Two weeks later, on July 31, the Dow stood
450 points lower and the internas of the market were rapidly deteriorating, portending even further
declinesahead. Asshown in Figure 15.2, over that same period the Strong High Yidld Fund only
declined from 12.11 to 12.07. Its high during that time was 12.13. Traders therefore should have been
using 11.89 astheir exit point. That would equate to a 2 percent decline from the 12.13 top. On
August 13, it hit 11.89. Notein Figure 15.2 how junk bonds funds headed south beginning on July 28
with no upward bounces dong theway. Thisisanillustration of junk’s strong persistency in trend.

August was the worst month for junk bond funds since 1990. Thiswas aresult of hedge fund sdlling
associated with aglobd liquidity crissinvolving Russia, Ada, and Latin America. The Strong junk
bond fund eventualy bottomed on October 20 at 10.59. From that low it moved up 2 percent to
10.80 on November 4, where traders should have begun reentering on the long side. From October
29 through the end of November, there wasn't one day when the Strong High Yield Bond Fund
declined in price—again, an illugtration of junk's persstency in trend.

Using the 2 percent rule would have worked well with the Strong junk fund. Even though that may be
one of my trading rules, | often try to be much quicker in my entries and exits. For instance, | was
completely out of Strong's junk fund by July 29. That was but afew cents off the 12.13 high.
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My reasoning in exiting the Strong High Yidld Fund beforeit declined 2 percent from its high was that

| thought the overall weakness of the stock market would eventualy work itsway to junk. My reentry
point was on October 15 at 10.65, just 6 cents from the October 20 low of 10.59. Then as junk
beganitsrise, | continualy added to my position. My logic on entering before the 2 percent upside rule
was triggered was due to Fed chairman Alan Greenspan's worries about the spread between junk and
Treasuries. That was his main reason in lowering the discount rate on October 15.

How much surer can you get in atrade when you have the chairman of the Federa Reserve Board on
your side?| recall the last time the Fed chairman commented about junk bonds. That wasin late
February 1997. That time, though, he was worried about the narrowing of spreads between junk and
Treasuries. The junk market immediately went into a one-and-a-haf-month tailspin.

Theres no rule that says junk bond fund prices will decline in unison with stock prices. Therewasa
sharp decline of more than 7 percent in stocks during July 1996, where junk barely budged.

Higtorically, junk bond funds are 52 percent correlated to the movement in stocks and 41 percent
correlated to the movement in 10-year Treasuries. The other 7 percent is for reasons specificaly
related to the particular fund—such as the composition of their portfolios. That's another reason | like
junk bond funds so much. I've seen periods of weak stock prices when junk bond fundsrisein price.
Conversdly, I've seen periods of weak Treasury bond prices, but strong junk bond fund prices. With
junk you sometimes have the best of both worlds, since you aren't totally dependent on either stocks
or Treasuries. What is poison to junk bond fund performance is both weak stocks and weak bonds.
That'swhat occurred in 1994, when the average junk bond fund was down more than 3 percent.

There'saseasondity in junk bond prices that's worth noting. Aswith stocks, there al'so seemsto bea
January Effect at work in junk. Martin Fridson was quoted by Barron's columnist Jacqudline Doherty
2 on how January is the one month that shows up as statistically significant. From 1985 to 1996, the
average January return for high-yield bonds was 1.85 percent, well above the 1.01 percent average of
al the monthly returns. Fridson isthe Chief High Yidd Strategist & Merrill Lynch and arecognized
guru of the junk bond market.

| can attest that the January seasondlity in junk wasin full force from 1997 through 1999. | dways
have ahigher than norma exposure
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to junk bond fundsin January and it has paid off. In many years, the momentum of the January Effect
injunk has carried over to February.

Variationsin Junk Bond Fund Perfor mance

Thereisnormdly not awide variation in the performance each year of the various junk bond funds.
Still, because of the amount of money | tradein junk bond funds, afew percentage points can be
critical. With junk, there is good junk and thereis bad junk. Good junk bonds are the highest-rated
junk bonds and often areissued by companies that are about to be upgraded to investment-grade
status. Junk bond fundsthat hold higher-rated junk bondsin their portfolios are less volatile and yield
less than the funds that hold mostly lower-rated junk bonds. Many times these junk bond funds will
have of portion of their portfolio in risk-free Treasuries.

Vanguard High Yield Corporate Fund is a prime example of ajunk fund that sticksto the highest-
qudity junk issues. As such, it doesn't fluctuate in price as much or pay dividends as high as afund that
dabblesin the lower-rated tier of the junk universe, such asthe Dreyfus High Yield Fund. In bad times
like 1998, the higher-qudity junk fundswill vastly outperform the less conservetive junk funds. We
saw that in 1998 when the Vanguard High Yield Corporate Fund returned 5.6 percent, while the
DreyfusHigh Yield Fund lost 15.8 percent. But in the good times the roles are reversed. Through the
first four months of 1999, the Dreyfus 16.7 percent gain has far outstripped the 3.1 percent gain from
Vanguard.

It'simportant, then, to know what type of junk your fund holds. Some junk funds specidizein
companies emerging from bankruptcy, while others hold a high percentage of Latin American debt.
There are aso junk bond funds that make big bets on specific market sectors such as
telecommunications and broadcagting.

| used to confine my junk bond fund trading primarily to Strong's High Yield Fund. Many others
apparently did likewise and, to curtail traders and timers, Strong recently imposed a 1 percent
redemption fee on shares sold within six months of purchase. The traders then descended upon
INVESCO'sHigh Yidd Fund. The result was that, effective May 1, 1999, INVESCO imposed a2
percent fee on shares sold within 90 days.

| still haven't decided how | will handle theimposition of dl these trading fees on junk bond funds,
especidly sincel often usejunk asa
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temporary parking place for cash. Janus has a high-yield fund that, so far, isfree of redemption fees. |
have traded the Janus High Yield Fund in the past, but it's not one of my favorites.

Strong dso offersa Short Term High Yield Fund and aGloba High Yield Bond Fund. To date, these
arefree of redemption fees, and some traders use them to park cash. The Short Term High Yield
Fund has alower yield than Strong's regular high-yield fund. Y ou aso don't make as much in capita
gainswhen junk prices are risng. However, in periods like 1998 when junk was under pressure, you
don't lose as much. Infact, in 1998, Strong's Short Term High Yield Fund was the star of the party
among al junk funds and returned 8.3 percent.

Monitoring Junk Bond Funds

At the end of each trading day | check the closing pricesfor several junk bond fundsto get afed for
the strength or weaknessin the market. A few of the funds on my monitoring list are from Strong,
INVESCO, Janus, T. Rowe Price, Vaue Line, Dreyfus, and Fiddlity.

Intraday monitoring of junk bond fundsisa problem, and one | have yet to solve. It would be
beneficia to know how junk is performing intraday so you could make your trading moves before the
close of trading. One solution that | have tried isto monitor intraday al the closed-end junk bond
funds traded on the New Y ork and American Stock Exchanges. But | found no worthwhile intraday
correlations between these closed-end funds and the daily net asset value changes of their open-ended
brethren.
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Chapter 16—
Trading Stock Index Futures

Itisnot my intent hereto offer alengthy tutoria for beginning stock index futurestraders. My
assumption isthat you have either some knowledge of or experience in trading stock index futures.
The stock index futures are often the engine that drives the stock market intraday. If you are serious
about ever trading for aliving, it'simperative that you know as much as possible about the trading
nuances of stock index futures, even if you never plan to make them one of your trading wespons.

Thekingpin among stock index futuresisthe S& P futures contract traded at the Chicago Mercarntile
Exchange (CME). The value of asingle S& P futures contract is $250 timesits price. For example,
with the S& P futures trading at 1300, a contract would be valued at $250 times 1300, or $325,000.
A one-point movein the S& P futuresis worth $250 dollars. In thelingo of traders, a 1-point moveis
commonly referred to as 100 points, a 2-point move as 200 points, and so on. In early 1999, the
average daily range on the S& P futures contract was approximately 24 points, or $6,000, per
contract.

Theinitid margin required to trade the S& P futuresis set by the Chicago Mercantile Exchange. These
margin requirementswill change
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periodicaly, depending on the volatility of the market. In March 1999, the Exchange minimum was
$20,625 for an S& P futures contract. The actual margin requirements charged to trade S& P futures
will vary from one brokerage firm to another. Most are afew thousand dollars above that of the
Exchange minimum. Y ou can see where the leverage of trading stock index futures comesinto play.
For $20,625 you are controlling $325,000 worth of stock.

If you are aday trader and hold no positions overnight, trading firmswill alow you to trade the S& P
futures a alower margin rate. My trading firm requires $12,500 for day trading the S& P futures.
Somefirmsarevery liberd in their day trading margin requirements and charge lower intraday trading
margins, based on your account balance and how long you have been acustomer.

Thereisadso amini-verson of the S& P futures contract that is traded eectronicaly outsde of the
futures pit. This mini-contract, known asthe E-mini, isvaued at $50 timesits price. So at 1300, an
E-mini contract would be worth $65,000. Margin requirements are one-fifth that of the full-size S& P
futures contract.

The technol ogy-laden Nasdag 100 Index aso has afutures contract. Thisismy preferred futures
trading vehicle. The Nasdaq 100 futures contract is valued at $100 timesits price. Recently the
Nasdag 100 futures contract has been trading around the 2100 leve, giving it avalue of $210,000.
Theinitid margin required to trade this contract is $13,770. This futures contract has become quite
volatilein 1999 and intraday swingsin the $5,000 to $7,000 range have become the norm.

Other stock index futures contracts are on the small-cap Russell 2000 Index, the MidCap S& P 400
Index, the Nikkel Index, the Value Line Index, the New Y ork Composite Index, and the Dow Jones
Industrias. With the exception of the Dow Jones futures contract traded at the Chicago Board of
Trade, most of the these other futures contracts are too illiquid for day trading purposes.

My Stock Futures Trading Record

Figure 16.1 appeared in my first trading book, Live the Dream by Profitably Day Trading Stock
Futures  and shows an equity curve of my futures trading over a 122-month period. The profits were
modest, to say the least. But my annualized returns were an impressive 86 percent
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on an account balance that averaged alittle under $10,000 over the 10-year period. My profitsin
trading stock index futureswere, and gill are, limited by the fact that | will never be more than aone-
contract trader. Still, had it not been for those "modest” futures trading profits, | would never have
been able to accumulate the hundreds of thousands of dollars | have from trading mutua funds.

I'm often criticized for my conservative futures trading approach of trading only one contract. But one
ingredient of being a successful trader is understanding your limitations. Inmy case, | psychologically
can't handlelosing or giving back any of my trading profits. A sgnificant drawdown in my trading
capital would devastate me so much that | would probably close up shop and never trade again. It
would be foolish of meto aggressively trade stock index futuresin lots of 5 or 10 contractswhere |
could potentialy be exposed to losses from which | could never psychologically recover.

| had amaster planin 1985 to trade mutud funds for aliving. But with only $2,200 to my name,
trading mutua funds was out of the question. | needed some way to build up my trading capitd to
respectable levelsto make trading mutua funds worthwhile. For that reason, | will dways be indebted
to stock index futures. The smdl, yet consstent, profits | generated from trading stock index futures
became my springboard to the much greater profits | would someday generate trading mutua funds.

Day trading stock index futures imbued me with the two traits that have been most ingrumenta in my
success asamutud fund trader: quickness and flexibility. Regardless of your preferred trading
weapon, you must be quick and you must be flexible. And nothing will teach you quickness and
flexibility faster than day trading stock index futures.

Reading the Tape

My experience in tape reading began in the late 1960s. While most of my fellow students spent their
free time partying or debating and protesting the Vietnam War, | occupied mysdf in other, more
profitable, ways. When not in class, | could be found at the local stock brokerage office. There, Sitting
next to veteran tradersin their seventies and eighties, | watched excitedly as the stock quotations
rolled acrossthe large ticker tape displayed on the front wall of the trading firm.
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| can look back now and see that the knowledge | gained studying the movement of stock prices at
that time far exceeded anything | ever learned from four years of academic study. Without question,
the two most important things | learned about the tape were how to spot divergences to detect sgns of
accumulation and distribution and how to determine the direction or price tendency of the market. Of
coursg, it didn't hurt that | had read Reminiscences of a Stock Operator severd times before |
graduated. Thisisthe story of the master of all tape readers, Jesse Livermore.

Tapereading isalost art, having been replaced by the computer. Traders no longer fed the need to
use the tape to detect patterns of behavior in the markets. It's much easier for them to crunch some
numbersinto their computersfor their entry and exit points. Fortunately, because of the CNBC
business station, | can till practice the skills | learned as atape reader in the 1960s.

Much of my success as afutures trader can be attributed to my tape reading skills. There are so many
nuances to reading the CNBC tape that it would require an entire book to wade through them. Even
then it's more amatter of persond interpretation and experience. Y ou will seein this chapter some of
the patterns | look for on the CNBC tape. Basicdly, I'm watching al the indexes and indicators on the
CNBC bottom ticker tape for hints asto the true strength or weaknessin the market. I'm especidly
looking for any divergences that may be devel oping among the indexes such asthe Dow, the cash

S& P, and the Nasdag Composite.

My Original Day Trading M ethodology

| began day trading stock index futuresin the spring of 1985, way before day trading became so
faddish. A floor trader in the S& P pit told me he made his money each day by keying off intraday
highs and lows. His piece of advice became the foundation of my intraday trading throughout the late
1980s and early 1990s. | became very attuned to how the S& P futures acted as they approached
their intraday highs and lows, aswell as when they made new intraday highsand lows. | found the key
to day trading the futures was understanding bounces from intraday lows and reactions from intraday
highs—and, most especidly, the velocity and magnitude of such bounces and reactions.
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Before the advent of CNBC in 1989, my futures trading consisted primarily of 10 to 12 daily phone
calsto my broker. In order to day trade effectively | needed continual updates on the high, low, and
current price of the S& P futures aswell asthe Dow. | adso caled the CBOE hourly to update the
put/cal volume. (These reports are now available on the haf hour.) Just as| do now, | dso monitored
advisory sentiment and the public/specidist shorting activitiesin the late 1980s.

In the late 1980s through the mid-1990s, | looked for one of three particular price patterns before
placing atrade. One was my bounce-off-the-low method. With this method, you bought S& P futures
between 9:20 and 11:00 A.m. CST whenever they traded 180 points above their intraday lows. Please
note that al timesfor futuresin this chapter are centrd time.

| also traded a high/low tracking method. This was a pattern occurring during the first 2 1/2 hours of
trading during which the S& P futures would just hang at or near their intraday highs by afew ticksfor
45 minutes or longer. Often this pattern would be characterized by a series of new intraday highs, each
new high atick or two above the previous highs and without any significant reaction after making the
new highs.

My favorite price pattern was the breakout-to-new-highs method. With this method you looked at the
high of the S& P futures during the first 50 minutes of trading. Y ou would then buy if that high was
exceeded anytime between 9:20 and 11:00 A.m.

My success asaday trader did not come about from blindly following these three price patterns. Asa
tape reader, | wouldn't place atrade unless most of the market internas, such asthe Dow, Transports,
tick, and Arms, were aso confirming the price action of the futures. In addition, | overlaid the daily
futures price action with the indicators discussed in Chapters 9 through 11, including the McCldlan
Oscillator, put/cdl ratios, public/speciaist short sdlling activity, and monthly seasondity, to namejust a
few.

Synthesizing Indicators

November 23, 1993, shown graphicaly in Figure 16.2, is representative of how | traded in my earlier
years as a synthesizer of various tape indicators combined with the price action of the futures. Thiswas
aday | went long after one of my price patterns was triggered because of a confluence of monthly,
weekly, daily, and intraday indicators. My reasonsfor going long intraday were asfollows:
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* Thiswas two days before the Thanksgiving holiday and rated as a seasonally favored day.

» The most recent Commitments of Traders Report showed that the large speculators were holding a
near record short position while the commercias held anet long postion.

* From a contrarian standpoint, the put/call ratios were extremely bullish. During the four weeks prior
to November 23, OEX index puts were being bought at their highest percentage level of the year in
relation to calls. On November 19 and 20, index puts on S& P 500 index options at the CBOE
exceeded cals by athree-to-one margin. Thiswas the highest ratio of the year.

» The McCldlan Oscillator was a-127 coming into November 23. Thiswas one of its most oversold
readingsin 1993.

* The Investors Intelligence survey of market letter writers showed 33.0 percent bulls and 40.9
percent bears. Thiswas the highest reading of bears since January 1991.

» The NY SE Members Report indicated for the first time in 1993 that the public was shorting at levels
above the specidists. At the sametime, the members net balance index was above +10 million shares.

» The Dow Jones Utility average was uncharacteristically strong early in the trading day on November
23 and up more than 1 percent.

» The Nasdag Composite and Nasdaq 100 opened unusually strong on November 23. Unlike recent
trading sessions during which the Nasdag weakened as the day progressed, today it seemed to pick
up more steam each half hour.

Inview of these bullish indicators, adl | needed to get long on November 23 was some type of
confirming price action in the futures. That came between 10:00 and 11:00 A.m., when the S& P futures
bounced 180 points off their lows. Instead of buying S& P futures, though, | bought a MidCap futures
contract. That's because the Dow and S& P were basicdly flat on the day, while the MidCap and
Nasdaq were divergently strong. In 1993, futures contracts were not available on the Nasdag 100.

The MidCap futures continued to strengthen into the close on November 23. As| often do on
profitable day trades, | carry over to the
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next trading day, looking for additional strength. That's what occurred on November 24, when |
closed out my MidCap trade for a$1,100 profit. However, | no longer recommend trading the
MidCap. It'sbecome a very illiquid market, as much of thetrading interest is now in the Nasdaq 100.

Trading Only Price Action

| occasionally traded solely on the pure price action of the futures without any regard for my tape
indicators. For ingtance, look at December 2, 1991, asshown in Figure 16.3. Thisisaclassic price
action trading day and one I've seen repestedly throughout the years. Some of the reasons | went long
on December 2, based exclusively on price movement, were asfollows:

* Therapidity and number of points the futures moved during the first 50 minutes of trading above their
open and intraday low. Thisis especialy noteworthy on days such as December 2, wheretherewas a
big gap opening. On that particular day, the futures opened down nearly 400 points from the previous
day'sclose. | find that when the futures open with alarge gap—either up or down—and then
immediately reversein the opposite direction of the gap, that tells you the direction for the day.

* The previous trading day, November 29, was the narrowest-range day in the futures for the
preceding 13 trading days. Opening range breakouts are most accurate coming after narrow-range

days.
*» The eventud breakout above the highs set during the first 50 minutes of trading.

* Larry Williamss OOPS pattern was triggered, which occurs when the futures open above the
previous day's high and then trade below that high, or when they open below the previous day's low
and then trade above that low. On December 2, the futures gapped down and opened at 372.00. This
was below the previous day's low of 374.75. Later in the morning they then traded above 374.75.

On December 2, | was ready to go long on any type of positive price action, as aready described,
sgncethiswasthefirgt trading day of the month, hence, a seasonally favored day. So on thisday | went
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long for the first two of the aforementioned reasons. This had me in the market before the other two
reasons were eventualy triggered. As shown in Figure 16.3, the futures trended up throughout the day
and closed at their highs,

TheBirth of a Vendor

My style of futures trading brought me some notoriety within the industry. | wasinterviewed and
featured in many of the prominent trading publications. Since | dways considered mysdf asmall-time
trader, | never felt | wasreally deserving of dl the attention | received for my futures trading exploits.

| probably would have remained anonymous had it not been for my sometimes vitriolic letters that
appeared in the Club 3000 newdetter. Beginning in 1991, | went on acrusade in Club 3000 to rid the
trading industry of the crooks and con artists who preyed on the naive with their promises of unlimited
wedth from trading futures. | was forever challenging the rainbow merchantsto either put up trading
satementsto vaidate their ridiculoustrading clams or shut up and go away. Thefact that | waswilling
to put up my trading statements going back to 1985 gave me ingtant credibility.

Bruce Babcock invited meto speak at one of histrading seminarsin September 1992. | wasn't a
vendor at that time. Theflyer for the seminar said, "Gary Smithisliving proof that the little guy can
congstently make money asaday trader." | was surprised at the positive reception | received from the
seminar participants. Many of the attendees encouraged me to compile my trading strategy into abook
or manud.

It was around thistime that my mutua fund profits began far outstripping my futures profits. This posed
tax problems, as| had to take money out of my trading accounts to pay Uncle Sam. There's nothing
worse than having to live off your trading profits when you are trying to build equity in your accounts. |
saw marketing atrading manua as away to generate additional income to pay the taxes on my trading
profits. | already had my other basic living expenses covered, since | was working part-time as an
insurance investigator.

In November 1992, | debuted with a$99 trading manud titled Profitable Day Trading in the Stock
Index Futures. Sdeswere helped not only by my reputation in Club 3000, but also by my trader
profilein the December 1992 issue of Futures magazine. | continued publishing my trading manud
and various updates through December 1995.
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Inlate 1995, | said goodbye to Vendorland and turned over my trading manuals to Bruce Babcock,
who compiled them into my first book Live the Dream. | left Vendorland for many reasons. The main
reason was that | wanted my reputation to come from my trading prowess and not from my vendoring
exploits. | wanted to be known as someone who "waksthewalk," not smply someone who "talksthe
tak."

Being avendor was a pogitive experience. Writing atrading manual enabled me to better formulate my
trading methodol ogy, making me an even better trader. | aso was introduced to a diverse group of
traders who purchased my trading materias. They ranged from those with no trading experience
whatsoever to some of the trading turtlestrained by Richard Dennis and afew of the market wizards
featured in Jack Schwager's books.

Probably the darkest period of my vendoring career was when | was devel oping mechanica day
trading systems. | had dways been very forthright in my trading manuasand in articles | had written
for various publications that | was opposed to a purely mechanica approach to day trading stock
futures, so | had no business getting involved with mechanical systems. What | wastrying to
accomplish was to mechanize my discretionary style of trading, but | found out that you can't program
the nuances of a discretionary approach into acomputer.

Mogt of my mechanica systemswere variations on my method of the 9:20 to 11:00 A.m. breakout to
new highs. For abrief period, afew of my breakout systems were top-ranked among the S& P day
trade systems monitored by Futures Truth, 2 an independent tester of commercid trading systems. |
gtill occasionaly get phone cdlsfrom satisfied customers, telling me how well they are doing with my
breskout systems. However, they obvioudy have made modificationsto my origina parameters. From
my observations, my mechanica breakout sysems have lost much if not dl of their effectivenessin the
late 1990s because of increased market volatility. My origina price patterns continue to work for me,
but only because | filter my trades with the action of the tape.

Strategy Changes

Over the past severd years I've made changesin how | day trade stock futures. I've completely
eliminated the tick index and rarely look at the McCldlan Oscillator. At least for me, these formerly
reliable indicators have lost much of their past reliability. My primary tape indicators now
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are the Dow, the Nasdag Composite, and the cash S& P. These are followed by the Utilities, thetrin,
and the Trangports. | till monitor the intraday volume of the index options (OEX and S& P 500) at the
CBOE, but this, too, haslost much of its relevance for me as an intraday trading tool.

| used to have very dtrict rules about never making trades during the first 50 minutes of trading before
9:20A.M., aswell as not trading after 11:00 A.M. Now |I'm gpt to place trades 35 minutes after the
opening and | frequently will put on trades during the Death Zone between 12:30 and 1:30 P.M. The
S& Pfutures are forever changing their stripes, and you have to change with them.

In recent years there has been atrend toward releasing mgjor economic reportsat 9:00A.M. CST. As
areaction to these reports, it's not uncommon to see big movesin the futures commence shortly
thereafter. So it's likewise not uncommon for me to place trades beginning at 9:05, if necessary.

In my first book | made reference to the Death Zone as between 1:00 and 1:40 .M. CST and as being
atime frame during which there is often a scary countertrend move. This countertrend move is most
pronounced when the market has been trending strongly up or down earlier in the trading day. With
the increased voldtility in the markets since 1995, the Death Zone price wiggle has become more of a
quake. Thetime frame has also shifted to 12:30 to 1:30 P.M.

| can't think of any time period during the day in which the stock market is more prone to trend
reversals than the Death Zone. I'm surprised the dream merchants haven't promoted any Death Zone
gystems, since thisisavery exploitable time-of-the-day pattern. Intraday downtrend reversals are
more reliable than intraday uptrend reversals during the Death Zone. Thisis because of the extreme
upward biasin stocksin recent years. | know one trader who has done well over the years buying
between 12:15 and 12:30 p.M. whenever the futures are down more than 0.75 percent on the day. Of
course, he has some additiond filtersfor this method, to which I'm not privy. His concept isvdidin
that market reversals on big down days most often occur between 12:30 and 1:30 p.m.

Shorting Stock Index Futures

| previoudy discussed my aversion to shorting the stock market. Being dmost exclusively along-side
trader hasn't hurt my performance, even
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during the bearish phases of the market. | will, however, occasiondly short stock index futures. It
wasn't until the end of 1994 that | finaly stumbled upon ashort pattern with which | felt comfortablein
trading. But then we began one of the wildest bullish cyclesthe stock market has ever seen. Asa
result, this shorting pattern has appeared infrequently since 1995.

In my shorting pattern | want to see the futures setting new intraday lows sometime between 9:00 and
9:45 A.M. Then | want to see them just hang around their lows with barely any bounce upward
whatsoever. Next, | [ook for even more new lows and, again, hardly any bounce off the new lows.
Thekey to this pattern isthat the trin index must be rising during this period of gradudly declining
pricesand it must be at least .95 or higher. Trin readings below .90 negate this pattern from shorting
consideration.

Figure 16.4, showing December 8, 1994, is an example of my favorite type of pattern to short. On this
day, the futures began making new lows around 9:20 A.M. Note that there was hardly any upward
reaction after making new lows. Instead, prices stayed right around the lows and then went on to
make even lower lows. On this particular day | went short because the trin was above 1.00. Had the
trin been below .90, | never would have shorted.

Current Trading Techniques

I'm continualy refining and smplifying my stock index futures day trading Strategy. Part of my
motivation for the smplification part came from comments Dondd Sliter makesin The Outer Game
of Trading. 2 This 1995 book by Howard Abell and Robert Koppel describes the methods used by
some of today's top traders. Since 1986, Sliter has been afloor trader specidizing in day trading the
S& P futures at the Chicago Mercantile Exchange. Heis quoted as saying an average trading day for
him was a couple thousand contracts.

When Sliter was asked about histrading strategy, he replied that it was amatter of understanding
strength and weakness. Asked to elaborate, he said, "I scalp to the short sideif we are trading weak
to the Dow. | scalp to thelong side if we're trading strong to the Dow." The authors were a bit
incredulous that one of the biggest tradersin the S& P pit used such asmple strategy.

In some respects, my method of reading the various tape indicators to judge the strength or weakness
of the market is not awholelot
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different from Sliter's method of smply watching how the Dow istrading in relation to the S& P futures.
Admittedly, Sliter isa scaper and goes for quick and smdll trading profits throughout the day. I'm
looking for one good trade | can hold until the close or carry over to the next day'strading.

| began implementing averson of Donad Sliter's strategy afew years ago and I'm pleased with the
results. Initidly, | looked for trading opportunities on days when there were mgor divergences
between the cash S& P and the Dow. My rule of thumb isthat an eight-point movein the Dow should
equate to aone-point movein the S& P cash. Whenever | seethat ratio way out of aignment and | get
confirmation from some of my other tape indicators, | make my move.

To better understand how | use divergences between the Dow and the cash S& P to trade futures, let's
look a my trading on January 6, 1997, as shown in Figure 16.5. Here was aday on which my
breakout-to-new-highs method kicked in around 9:45 A .M. Inthe old days | might have gonelong with
this pattern, since the market was strong, with the Dow up more than 44 points. But | saw awarning
sign. The cash S& P was up only 3.43 points. It should have been up closer to 6 points to confirm the
strength in the Dow. This negative divergence was enough to prevent me from taking along trade, but
not quite enough to get me to press the short side.

Around 11:00 A.m., the Dow hit its high for the day, up 74 points. But the cash S& Pwas up only 5
points and the negative divergence was becoming more pronounced. What redly caught my eye,
though, was that the trin suddenly begin ticking up and was at .96 on itsway to above 1.00. That'sal |
needed to tell me that the negative divergence between the Dow and the cash S& P would be resolved
to the downside.

| went short aNew Y ork Composite contract and, as you can see from Figure 16.5, the S& P futures
collapsed and closed at their lows. | carried over my trade into the next morning, where | exited with a
profit of over $2,300. | redlize thisisadifferent version of the way Donadd Sliter judges the strength or
weakness in the market. Whereas he looks at the relationship between the Dow and S& P futures, |
have found that, as an off-the-floor trader, the cash S& P works better for me.

Although this new trading method was profitable for me over the next year, | ill felt something was
missing. That missing ingredient turned out to be the Nasdag Composite Index. Theintraday direction
of the S& P futures became much more decipherable once | began com-
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paring the Dow with the cash S& P and the Nasdag Composite. CNBC facilitated this methodology
when they began pogting (in the bottom right of the screen) the Dow, S& P cash, and Nasdag
Composite indexes. The strength and weakness in the market redlly jumps out a you when you watch
the interplay among these three indexes.

Let'slook at the interplay among the Dow, the cash S& P, and the Nasdag Composite on March 18,
1999. Thiswas a screaming divergence day. As you can see from Figure 16.6, the futures gapped
down 570 points to open a 1306.50. They immediately reversed and tore out to the upside. That
action alonewould have told an experienced day trader that the lows were dready in for the day.
Notice how the futures got locked in atight trading range between 1315 and 1319. Many traders
figured they already missed abig move, so they called it aday.

Cdling it aday early on the March 18 was amistake. At 10:05 A.M. the Dow was up only 3 points.

Y et the cash S& P was up 5.13 points, while the Nasdag Composite was up more than 7 points. At
that time, a4-point move in the Dow equated to a 1-point move in the Nasdagq Composite. The
extreme divergence of the cash S& P and the Nasdag over the Dow indicated higher prices ahead.
The Trangports being up 47 points and the Utilities up astrong 2.61 points only added more fuel to the
fire. AsFigure 16.6 shows, the futures soared throughout the day and closed at their highs.

A few cavests about this divergence method: Wait until at least 10:00 A.M. before attaching significance
to any developing divergences. Also, | find that divergences between the Dow, the S& P cash, and the
Nasdag are best used for identifying strength or weskness over the coming hour or two in the futures
and not necessarily an indication of how the entire day will unfold.

The rule of thumb with this methodology is that when the S& P cash and Nasdag Composite indexes
aretrading week in relation to the Dow, the direction of the market and S& P futures will be down
over the next one to two hours. Conversely, when the cash S& P and Nasdag Composite indexes are
trading strong relative to the Dow, the direction of the market and S& P futureswill be up.

Aswith anything in trading, these rules are not set in sone. Thistrading strategy istill awork in
progress on my part. I've seen daysin which the market has unexpectedly soared and the Dow was
stronger than the S& P cash and Nasdag. Traders must be highly attuned to changesin the market that
can impact their trading strategies. One of those changes occurred in April 1999. Asdiscussed on
page 142, the
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(Sourcechart by ensign software)

Dow suddenly took over leadership in the market. However, this control was short-lived, asthe
Nasdag 100 regained control in late June.

Trading Nasdag 100 Futures

My preferred futures contract is the Nasdaq 100 (see page 113). The stock market has been led by
technology throughout the past severd years—primarily Microsoft, Dell, Cisco, and Intdl. These
stocks and M Cl WorldCom account for much of the daily movement in the Nasdag 100.

My fondness for trading the Nasdag 100 futures dates back to 1985 when they were first introduced.
Unfortunately, because of liquidity problems, the original Nasdaq 100 futures contract had a short life.
The Nasdag 100 was reintroduced in April 1996 and volume has been increasing steadily over the
past several years.
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The CME recently introduced an electronic mini-version of the Nasdag 100 contract. Each point
move in the futures equas $20, as opposed to $100 for the full-size contract. At today's price levels,
the new mini-contract is valued at around $40,000. I'm very excited about this new contract and hope
liquidity isn't aproblem. It would make for agreet trading and investing dternative to the full-size
contract. With the recent voltility in the market, the full-size Nasdag 100 contract has had intraday
swings of $7,000 and more. That's much greater on a percentage basis than the full-size S& P
contract.

Besidesits heavy weighting in tech, I've dways preferred the Nasdag 100 because its trendiness, both
intraday and weekly, seems more pure and persistent than that of the S& P. Strong intraday trendsin
the Nasdag 100 are less prone to reversals—and on the days when the Nasdag 100 doesreverse a
powerful intraday trend, you can usudly bet the reversd isfor red and the trend in that new direction
will likewise be strong and persistent.

When trading the Nasdaq 100 futures contract | pay close attention to the two other technology
indexes on the CNBC tape—the Semiconductor Sector Index (SOX) and Morgan Stanley High Tech
Index (MSH.). The SOX isan index of 16 semiconductor stocks, and the MSH consists of 35 stocks
from nine technol ogy-based sectors. If | am going to buy the Nasdag 100, | don't want to see any
divergent weaknessin either of these two other technology indexes. Oftentimes, watching the SOX
and M SH indexes gives cluesto the eventud direction of the Nasdag 100 Index.

It's amazing to me that system vendors haven't wised up to the trendiness of the Nasdag 100. Part of
the reason for this might be that few traders have historica intraday tick data on that contract. The last
time| checked, not even Futures Truth had an intraday data bank on the Nasdag 100. | would wager
that the mechanical systemsthat have worked well over the years with the S& P would perform even
better in the Nasdaq 100. Because it trends so well, | can only imagine how well opening range
breakout methods would work with the Nasdag 100.

Nonrepeater Patterns

These patterns are offered only as concepts in understanding the intraday movements of the S& P
futures and, for that matter, the stock mar-
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ket. The S& P futures and stock market usualy do not trace out the same patterns, especialy to the
downside, from one day to the next. For instance, let's say that on a Tuesday the futures have abig
down gap opening of several hundred points and then proceed to trend lower throughout the day. The
opening on Tuesday was therefore near the highs of the day, since prices went lower from that point. It
would be uncommon, then, on Wednesday for thisidentical pattern to occur. So if the futures wereto
again gap down on the opening, expect pricesto reverse and trend higher on the day.

These nonrepeater patterns work especialy well during the Deeth Zone and the last hour of trading.
For ingtance, a sharp reversal during the Death Zone on a Wednesday shouldn't be followed by
another sharp reversal in the same direction during the Death Zone on the next trading day, Thursday.
Similarly, asharp last-hour sdll-off in the market on one trading day shouldn't be followed by another
sharp last-hour sdll-off the next day.

Sometraders| know play these nonrepeater patterns, but only after two smilar trading daysin arow.
Their logicis, if two consecutive trading days rarely repesat the same pattern, then three daysin arow
are even rarer, hence, more exploitable. Because of the extreme upward biasin the market during the
past severa years, it has paid to concentrate more on downside patterns not repeating than upside
patterns. It should be noted that these nonrepeater patterns do not apply from aFriday to a
Monday—only during consecutive trading days during the week.

Monitoring Globex Prices

Nearly dl of thetrading volumein the S& P futures takes place between 8:30 A.m. and 3:15P.M. CST
inthe S& P pit at the Chicago Mercantile Exchange. Thirty minutes after trading closesin the S& P pit,
it reopens on an eectronic exchange caled Globex and runs until 8:15 the following morning. Because
of alack of volume on Globex, | don't advise trading in this after-hours market. However, | do
regularly monitor trading there to get an indication of how the overal market will open the next day.

An understanding of the spread between the cash S& P and the futures will tell you if there are any
distortionsin that spread with itsfair value, which will lead to buy and sell programstaking place & the
open of trading. Figuring the fair vaue of the cash to futures spread is
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rather complex and involves such factors as short-term interest rates, dividends, and days remaining
until the futures expire.

Fair valueis displayed on the bottom ticker tape on the CNBC business station. Every few minutes on
the tape you will see pricesfor variousindexes and indicators. After the net change for the cash S& P
500 Index is shown, you will see"Prem” followed by anumber. Next you will see"FV" and another
number. Here's an example of an intraday reading from April 6, 1999, taken from the CNBC tape:

S&P500 132325 +2.13Prem 1055 FV 990

At the time of these intraday prices, the cash S& P was trading up +2.13 points from its previous
close. The"Prem” isthe premium of the nearest S& P futures contract to the cash S& P. Inthis
example, the premium was 10.55 points. This means the futures were trading 1333.80 (1323.25
+10.55). "FV" isthefair-value price for the cash to futures spread. Fair vaue for the futures would be
9.90 points or 1333.15. Figuring how much over or under the futures are trading in relation to their fair
vaueis merely the difference between the premium and the fair value, or +.65 points.

Continuing with thisexample, let's say that at the end of trading at 3:15 P.M. on the Chicago Mercantile
Exchange, the S& P futures closed at 1338. The cash S& P closed out the trading day onthe NY SE at
1323. 10. Thisgives you an amost 15-point premium of futures above cash. With fair vaue at 9.90,
the futures closed 5 points above their fair-vaue level of 1333.00. So when trading in the cash market
opensat 8:30 A.mM. onthe NY SE, buy programswill enter the market, with arbitrageurs buying stocks
in New Y ork and sdlling futuresin Chicago.

Buy programs should push up the S& P Cash Index by the amount of the difference over fair vdue, or,
inthis case, five points. Likewise, one can expect the Dow to be up around 40 after the open, since
each one-point move in the S& P Cash Index equates to an eight-point move in the Dow.

It'simportant for me to watch Globex, sincel like to have some ideawhat will happen on the open of
the NY SE. Many times, news or activity in world markets can impact the S& P futures, causing them
to go to big premiums or discountsto their fair vaue. Just remember, it's not how much up or down
the futures are in Globex trading, but how
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much above or below their fair value that will impact the following day's open.

Mechanical Trading Systems

It'sno secret that | think thereisagreat ded of scamming going on in the futures promotion business
(and maybe the stock systems promotion business as well). Many trading system devel opers spend dl
their waking hourstrying to curvefit the past into amarketable Holy Grail system. The price tagsfor
these optimized, computer-generated creations are frequently between $995 and $2,995, with some
even higher.

If developers know athing or two about the art of promotion, they can expect to sell between 50 and
75 copies and earn upward of $100,000 for a system that works on paper but is short on real money
profits. If the vendor engagesin an aggressve direct-mail campaign, then the stakes become much
higher. One promoter | know sold over 200 copies of a$3,000 trading system that | think was
questionable.

It can become anever ending cycle for some professiona system devel opers turned promoters. Once
is not enough. They areforever coming out with their latest and greatest. It'srare that any of these
dream merchants trade their own systems. They may be greedy, but they aren't dumb. They know
better than to trade a system with real money that was concocted in their optimization laboratory.

A few system vendors claim to trade their own systems and have severd years of trading statementsto
vaidate such claims. These would be the types of systems | would seek out if | wereinto purchasing
systems.

FuturesTruth

Futures Truth, of Hendersonville, North Carolina, publishes a bimonthly magazine that reports on the
performance of over 100 commercidly sold trading systems. Futures Truth offers additiona services
such as private opinion letters about vendors and their systems, including equity curves and a brief
performance summary. Futures Truth will test trading systems submitted to them by individua traders
and offer suggestions on enhancing performance results.

Futures Truth's bimonthly magazine is must reading for anyone into mechanical trading systems. This
magazine contains articles
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about systems design and development, book reviews, editorial comments, and even interviews with
some of the rainbow merchants themselves. Thered guts of the magazine isthe Master Performance
Table, which contains the performance results of the trading systems since their release date to the
public, including the month-by-month performance over the past year. Theré'sadew of other satistics
on each trading system, such as percentage winning trades, average win and loss, and most
consecutive losses.

The red eye-opener in Futures Truth's Master Performance Table isthe maximum drawdown
datistics, both since release date and for the past 12 months. Maximum drawdown tells you the most
money you would have risked if you had begun trading the system during its worst period. From my
perspective, nearly dl of the commercialy sold systems are untradeabl e due to excessive maximum
drawdowns.

Because, by nature, all systems are optimized, thereis atendency for most systems to degrade over
time from their release date. Thisis quite evident from athorough review of the Master Performance
Table. There aso seemsto be arandomness among systems, in that a top-ten-ranked system in one
year can often be found scraping the bottom of the rankings in another period.

I'm not as hardened as | once was against trading systems. Some commerciad system developersare
honest and ethical, and some systems do work. One only needsto ook at the results of the
commodity trading advisors (CTAS) and commodity funds. Some 80 percent of these advisorsusea
mechanica approach to trading and many have been consistently profitable over the years. Of course,
most of these systems aren't commercialy sold systems, but are devel oped in-house by the advisor.

Nevertheless, as I've stated before, | could never trade a mechanical system. The best trading systems
have drawdownsthat | couldn't begin to psychologicaly handle. Another problem with some of the
top-ranked systems by Futures Truth isthe occasiona losing or flat year. For instance, one system that
has been consistently ranked at the top of the list sinceits release date lost over $4,000 in 1998. This
isagood system sold by avery ethical vendor. But for someone like mysdlf who tradesfor aliving, a
losing year is completely unacceptable. A losing month isjarring enough. Buit thet's life when you trade
systems. Y ou have to prepare for the occasional losing year. No thanks!

Asl've admitted, | went through a phase where | devel oped mechanica day trade systemsfor the
S&P. Mot of these were included
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in my trading materials. But | did market a system once for $250. | restricted salesto 50 copies. That
was areal learning experience and one | hope never to repeat. Much to my dismay, it seemed asiif, for
every copy | sold, 10 other traders got their hands on it free. That caused headaches with trading fills,
aslarge orders were bunched at the same price levels. As aresult, dippage was horrendous.

I've been tempted to write a book about the shenanigans that take place in the systems promotion
business—maybe with atitle such as Crooks, Con Men, and Charlatans. | recall one promoter who
needed an addition to his house. Being short on cash, he dapped together some worthless system and
priced it at $25,000—and, bdieveit or not, he sold afew copies.

A Dynamite S& P Day Trade System

| say the foregoing with tongue partly in cheek. This system has made more money over the past three
years (1996-1998) than any of the S& P day trade systems monitored by Futures Truth during the
sametime period. Many of the S& P day trade systems followed by Futures Truth come with aprice
tag in the $3,000 range. Y ou could easily add some bells and whistles to the basic system I'm offering
here and become arainbow merchant yourself. If you know how to master the art of manipulation,
you might even rake in a couple hundred thousand dollarsfor your efforts.

Nearly dl commercid S& P day trade systems are built upon two components. momentum off the
open and retracements. The momentum-off-the-open component is aso known as opening range
breakouts and is based on the concept that, once the S& P surges a predetermined number of points
away from the open, that trend should then continue to the close. The retracement aspect of S& P
systemsis based on the theory that, once the S& P has hit a predetermined level and then reverses by
acertain percentage, anew trend isin effect.

The system offered here is an opening range breakout system and doesn't have a retracement
component.

System #1—
Monday/Tuesday Opening Range Breakout

With this system you trade only on Mondays and Tuesdays. Y ou go long (buy) at the opening price
plus 30 percent of the average true range of the past 10 trading daysin the S& P. Y ou sdll short at the
opening price minus 60 percent of the average true range of the past 10 trad-
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ing days. Y ou use a 300-point stop and exit your position market on close if not stopped out. Thisisnt a
retracement system, but it isareversal system, where occasionaly you might make two trades daily. Thiswould
occur on days when the market breaks out of the opening range to the upside, only to reverse and break out of
the opening range to the downside.

When computing true range, ignore Globex prices. | don't want to confuse newer traders here, but because of
gap openings, aday'strue rangeis different from aday's actua range. Here's an example of aday'strue range
compared to its actud range:

Previous Close Open High Low Close

1302.50 1305.50 1321.80 1304.60 1320.60

The actud range on thistrading day is 17.20, which issimply the high minusthe low. Thetruerangeis 19.30. The
true range is sometimes greater than the actua range because of gap openings. In this example, there was agap
opening and the low of the day was above the previous day's close. True range then is defined as the lower of the
previous close or today's low subtracted from the higher of the previous close or today's high.

Here are the highlights of the summary resultsfor System #1, astested by Futures Truth for the three-year period
from 1996 to 1998. A deduction of $100 was taken from each trade for dippage and commission. Persondly, |
think $200 to $250 per trade for dippage and commission is more reflective of redity in trading the S& P.

Total net profits $96,820
1996 results $10,943
1997 results $37,625
1998 results $48,253
Long trades $67,530
Short trades $29,290
Average win $1,765
Maximum drawdown $8,860
Total trades 264
Percent winners 43.2%
Most consecutive losses 9
Average trade $367
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The most impressive statistic of System #1 as compared to the S& P day trade systems monitored by
Futures Truth isits low maximum drawdown. If you played around with System #1, such as optimizing
the stop or adding atrend component whereby you take short trades only if the market isin sometype
of defined downtrend, you would find yourself area marketable system.

Whilel was vigting Futures Truth prior to publication of this book, George Pruitt gave me an S& P
day trade system that made even more money than System #1. Pruitt isthe director of research at
Futures Truth, and it took him dl of five minutesto come up with this system.

Pruitt's system is an opening range breakout using the parameters of System #1 combined with a
retracement component. Unlike my system, which takes trades only on Mondays and Tuesdays,
Pruitt's system trades throughout the week.

The retracement component in this system has atrigger point that is 75 percent of the previous day's
true range plus (for short trades) or minus (for long trades) that previous day's pivot price. Once your
trigger point is hit, you then ook to short on aretracement that takes you back to 25 percent of the
previous day's true range plus the pivot price. To go long, you are looking for aretracement that takes
you back to 25 percent of the previous day's true range minus the pivot price. Pivot priceis defined as
aday'shigh + low + close, divided by three.

If this sounds confusing, don't fed bad. It was confusing to me, too. | mention Pruitt's system because
its concepts are milar to those behind many of the S& P systems that are marketed for thousands of
dollars.

Scalpingthe S& P for aLiving

At the beginning of thisbook, | related the story of a desperate trader who was in search of the keys
to successful trading. In his quest for success, he responded to an advertisement in the back of a
trading publication on how to day trade the S& P for aliving. Big mistake. After taking the course, he
rapidly lost much of histrading capital. No surprise, though, since the vendor who taught him to trade
was later permanently prohibited by the Commaodities Futures Trading Commission (CFTC) from
engaging in any activity in the futuresindustry. Thiswas aresult of aseven-count civil injunctive action
whereby thisindividud
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was charged with cheating and defrauding customers and potentia customersin commodity trading
poals.

Teaching the public how to day trade the S& Pis a big business. Some vendors clear $100,000 or
more annualy and their classes are often booked up months in advance. For fees ranging from $895
to over $15,000, you are purportedly taught how to scap the S& P futures by trading in and out as
many asfour to Sx timesdaily. Y ou usudly target smal profits and use ultratight trading stops.

I've been on a soapbox for years against the peddlers of these S& P day trade courses. | have begged,
pleaded, and cgjoled any teacher or former student of these courses to provide documentation that
what istaught isaviable trading strategy off the exchange floor. All I've asked for were 18 months of
recent trading statements. Y ou would think at least one trader would have come forward to shut me
up since | began my crusadein 1992.

Instead, | have received cdlls from over ahundred former students of these expensive day trading
courses, telling me they wished they had heeded my advice and not wasted their time and money.
Some of these traders had even |eft their chosen careers as doctors, lawyers, and engineersto master
the art of scalping the S& P for aliving. Sadly, with the exception of onetrader, they dl failed in their
attempts. But their failuresweren't the result of lack of dedication or commitment. Many had spent
what seemed like 18 hours aday, seven days aweek, trying to perfect this apparently futile task.

Over the years |'ve become acquainted with many futures brokers. Oneis even the president at one of
thelarger trading firms. And you know what? | hear the same story from them about the futility of
scalping the S& P for aliving. None of their clients are succeeding over any sustained period of time at
scaping the S& Pintraday.

Most of the vendors who teach the S& P day trading courses seem to have been spawned from the
same gene pool. And judging by their rhetoric, they atended the same University of Hype. They tend
to make outrageous clams.

Many of these promoters aso claim to be home-based S& P scalpersthemsealves. Y et if you ask them
for so much as 18 months of statementsto vaidate their claims, you are met with 1,001 excusesfor
why that isn't possble. In the place of trading statements, you get alist of testimoniasto vaidate the
vendor's day trade course. But seeing is believing. Y ou want statements before you plunk down any
money.
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One common tactic used by those who peddie S& P day trade coursesisto invite you to watch them
trade. Sitting in front of their computer screens, they dazzle you with near perfect buy and sell Signals.
Yet dl thewhile, they never pick up the phoneto call in any orders. Trandating price action on the
screen into red-money trades with red fillsis an entirely different ballgame.

This has been the most difficult section in the book for meto write. | don't want to come across as
some cynical, narrow-minded old codger on the subject of scalping the S& P intraday. Before | wrote
thisdiatribe, | even posted to afutures newsgroup seeking successful S& P scalpers who were willing
to show me sometype of proof (asin trading statements) of their alleged prowess. These guysare
forever bragging about their trading skillsin scaping the S& P but when asked to substantiate their
clams, they clam up redl quick.

| don't doubt for asecond there might be some traders out there who do successfully scalp the S& P
for aliving. After dl, Marty Schwartz, the author of Pit Bull, 4 isthe redl deal; he has a proven record
of scaping the S& P—and for more than just afew years. But just asthereisonly one Mark
McGwire, | sometimeswonder if thereis only one Marty Schwartz.

If | seem rather vociferous against these rainbow merchantswho are ever so willing to sell ustheir
magic trading pills, it's because | hate to see traders so easily duped by the deception and
misrepresentation that isrampant in Vendorville. Anyonewho thinksthisisal in my imagination merely
need read Bill Alpert'sarticle, "Hard Knocks," in the July 31, 1995, edition of Barron's.2

Alpert's story is about a Florida-based software systems vendor that promised traders they would
profit on 80 percent of their currency trades. The price of the software, which included aweek's
training a the company's headquarters, was a steep $75,000. But the students could buy in for a
$15,000 up-front fee, with the remainder coming out of their monthly trading profits. This must have
sounded like the dedl of the century, because 125 eager traders signed on for training.

Alas, the software vendor was eventudly shut down by the CFTC and the Florida attorney generd's
officefor fraud. Of the 123 students using the software forecasting system, 89 percent were
unprofitable. In the aggregate, the accounts lost $548,992, while showing profits of $12,956. But it
gets even better. Just afew months before the firm began running their ads for their guaranteed trading
system, one of thefirm's
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principas had |eft federd prison after serving 21 monthsfor money laundering. He got that money
from running illegd pyramid schemes.

Y ou have to wonder how 125 traders could have been so gullible. Didn't they ask for any type of
references? Of course, they did. But it was later discovered that the references consisted of two
fellowswho were partnersin afirm that, through the Florida-based software firm, sold the students
computers.

Perhaps no one would have bought into this scam if they had demanded 18 months of real-money
trading statements from the software vendor. Some tried, but they were given the excuse that the firm's
lawvyerswarned it might be considered unlawful enticement to provide trading statements. When the
firm was shut down, the CFTC obtained the trading accounts of one of the principals and he showed
trading losses of over $55,000.

The point of dl thisisthat you must be very careful in giving your money to anyone who makes
unsubstantiated trading claims that cannot be backed up with ayear or two of trading statements—and
that's real-money trading statements, not hypothetica or smulated.

Asfor scaping the S& P, | don't want to rain on anyone's parade. If that isyour dream, then, by dl
means, go for it. If | had listened to al the naysayers who said | would never be ableto trade
successtully for aliving, | would have given up long ago.

Beyond Intraday Trading

| redlize that intraday trading, beit stocks or futures, is the rage nowadays. But had | not gone beyond
intraday trading to alonger time frame, | would be hundreds of thousands of dollars poorer. | can't
emphasi ze this enough. Day trading in the kind of bull market we've had in the 1990s has been inferior
to holding for one day, one week, one month, and beyond, regardless of whether you are trading
futures, stocks, options, or mutual funds. Look at how many days the S& P has gapped up 5to0 10
points or more, and then risen from there intraday. Those who are long going into such days benefit
from the gap openings. The day traders, on the other hand, are hurt by such gap openings, since they
have asmdler range with which to work intraday.

Thereason | prefer trading based on end-of-day pricing, such aswith mutual funds, isthe emotional
factor. | cannot begin to count the number of timesin the past severd yearsthat, had | the opportunity
to
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exit my fundsintraday, | would have jumped at the chance. Those were the many days the market
looked liked it was about to fal off adliff. Y et in most of those sell-offs that [ooked so convincing
intraday, the market managed to bounce back, and sometimes the bounce was more like a pole vaullt.
| would have shot mysdlf in the foot exiting intraday .

I've made alot of money over the years by either putting on new positions or adding to existing
positions on Fridays and then carrying over the weekend. A lot of intraday traders can't trade thisway
because they bdievethat carrying positions over aweekend istoo risky. But that'swhat successful
trading isall about: accepting and handling risk.

People chdlenge me all thetime on thisissue of intraday versus end-of-day trading. The common
argument isthat day traderstake lessrisk than end-of-day traders. | don't agree—and not just
because of my track record. Look at the trading accounts of 100 day traders and those of 100 end-
of-day tradersto tell you wheretherisks are. That isintraday trading.

There are a couple of tradersin the Internet newsgroups who boast about their S& P day trading
prowess. They claim to make between $100,000 and $125,000 annually by scalping the S& P
intraday, trading two contracts each time. Naturaly, they have never been able to back up their talk.
Let'sassume, for the sake of argument, that these S& P scalpers are legitimate and compare their
intraday trading to my end-of-day trading in mutual funds.

These scalpers are firmly glued to their trading screens each and every day. They have to make
lightning-quick trading decisions throughout the trading session. They usetight sopswith atrading
objective of smal but consistent daily profits. Each day these scalpers are playing with the equivaent
of $650,000 in the S& P. That's based on trading two contracts per trade with the S& P at 1300.

| don't haveto St glued to atrading screen. Asyou read in the Prologue, it's primarily between 3:00
and 4:00 p.m. EST that | redlly have to pay attention to the market. During 1997 and 1998, | would
estimate that my average daily exposure to mutua funds and junk bond funds was approximately
$175,000. Of course, sometimes it was much more, while a other timesit was zero. Over that period
my trading profits averaged in excess of $154,000 annudly. My analysis of thisisthat | had much less
at risk on adaily bassthan did the S& P scalpers, and | made more money, but more importart, |
avoided the congtant daily stressinvolved in intraday trading.
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As| haveindicated throughout this book, trading isdl about finding the time frame and trading
weapon that you are most comfortable with. If you are successful at trading intraday, then by dl
means, stick with it. However, if you aren't successful at intraday trading, don't you think it's about
time you broaden your horizon and investigate end-of-day trading and alonger-term time frame?

Curtailing My Futures Trading Efforts

The bull market of the late 1990sis one of the reasons | have curtailed my futurestrading efforts.
Except during market downdrafts, | usualy have some type of position in mutua fundsto capitaize on
the short-term momentum trends. Under those circumstances, it makes no sense for meto trade stock
futuresfrom thelong side. | call it double jeopardy.

| know I'm making money in my mutual funds on al the powerful up daysin the stock market, so why
jeopardize those profits by making an intraday |ong trade in the futures? There have been timeswhen
those big intraday surgesreverse later in the day. In those cases, | would belosing not only on my
mutual fund position but aso my long futurestrade. As my capita has compounded over theyears, |
smply have outgrown my need to trade the futures. Of course, | still maintain afutures account and |
gtill occasondly trade futures.

Another reason | curtailed my futurestrading was displeasure with al the discount trading firms. Prior
t0 1997, | traded at the same Chicago-based discounter for 14 years. | left that company in
November 1996 when they changed clearing firms and my account was transferred to another
company. | then spent ayear trading at one firm after another. | never could find the level of servicel
had been accustomed to with my previous broker. What was redly annoying was my inability tofind a
reputable trading firm that would give meflash fillsin the Nasdaq 100.

I've known alot of quality futures brokersin my time. Both Bob Miller at Foremost Futuresin
Chicago and Jonathan Matte of Defender Capital Management, Portland, Oregon, who helped me
secure the chartsfor this book, are certainly in that group. Overadl, though, thelevel of service at
futuresfirmsisacut below that at the mutua fund companies. Part of this might be attributable to the
high turnover in the futures business. Whatever the reasons, | find mysdlf drifting farther and farther
away from those in the futuresindustry.
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Realizing a Realistic Return

Thefailure rate among futures tradersis very high. Victor Niederhoffer's The Education of a
Soeculator has someinsightful comments on thistopic. In Chapter 8, "Gambling the Vig," the author
saysit'samost impossible for the average public speculator to stay in the game because of thevig and
the leverage of futures. (Vig is defined as the bid-ask spread plus commissions plus bad execution.)

There are adl sorts of classical reasons why so many futures traders lose—lack of adequate trading
capital, overtrading, and not cutting lossestop thelist. These are dl part and parcel of the red reason
traderslose: lack of experience that teaches what works and what doesn't work.

Another reason, which you seldom read about, for why so many tradersloseisthat they have
unredlitic return expectations. Many newcomers are lured into futures trading because of some
brochure or television ad touting 200 percent and 300 percent trading returnsin amatter of weeks or
months. Easly disillusioned when such returns aren't achieved, these traders eventualy walk away
from trading futures—and in most cases, with nothing left of their trading accounts. On the other hand,
some traders return again and again to the trading game after becoming intoxicated by the dreams of
unredigtic trading returns.

So what isaredigtic trading return? During the 1990s, the average commodity fund returned less than
10 percent annudly. The people running these funds are not novices. They have at their disposal al the
computer firegpower and trading systemsimaginable. What about the track record of the commodity
trading advisors? A recent Wall Street Journal article stated that from January 1990 through August
1998, the average CTA returnswere 11.1 percent. & These returns are actualy mideading and
overdated, since funds and CTAs that underperform or go out of business aren't required to report
their returns.

We often hear about the outsized returns of the turtles trained by the legendary Richard Dennis. The
June 1998 Futures magazine had an article about their returnsin the 1990s.2 A hypothetical $1,000
investment in December 1991 was made in the programs of the eight turtles who were still managing
money. That combined $8,000 investment grew to $19,157 by February 1998, which works out to a
compounded annual return of 15.27 percent. Interestingly enough, that same $8,000, when invested
equally ($4,000 each) in the trading programs of
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Richard Dennis and Bill Eckhardt, grew to $35,577, or an impressive annuadized return of 27.38
percent. (Eckhardt isthe fellow who bet Richard Dennis that traders couldn't be trained to be
successful.)

What about the wild and woolly world of hedge fund managers and their big-time returns? A Forbes
magazine article by columnist David Dreman & presented a performance index courtesy of Van Hedge
Fund Advisors, of Nashville, Tennessee, of 2,600 hedge funds (1,500 domestic; 1,100 international).
After deducting for fees charged by the hedge funds, their average annudized return from January
1993 through October 1998 was 13.4 percent. That trailed the 19.9 percent return of the S& P 500.

| read an article years ago in the Wall Street Journal about the returns of the greatest traders and
investors of al time, including Warren Buffett, Peter Lynch, George Soros, and John Neff 2 Their
long-term average annuaized returns ranged from 27 percent to 35 percent.

Inview of the returns of the commodity funds, CTAS, hedge funds, and legendary traders and
investors, it seemsabit foolhardy that average traders would think they are going to double and triple
their money each year. Perhapsif traders lowered their sghts a bit and traded accordingly, their
bottom line would improve. It sureworked for mein 1985 when | gave up my dream of getting filthy
rich from trading and decided just to concentrate on churning out a profit each month, regardless of
how small.

To play my own devil's advocate, | think it is possible to garner returns of 50 percent and more
annually, but only if you are trading a smdler account. Look at what | did over a 122-month period of
trading stock index futures: an 86 percent annualized return. But | purposely kept asmall balancein
my trading account as | continualy withdrew my trading profitsto plow into mutua funds.

Many prospective traders don't understand that you can't trade a $10,000 account the same way you
would trade a $100,000 account, whether it be stocks, options, futures, or funds. Let's say you open
an account with $10,000 and go for broke, leveraging yourself to the maximum in options or futures.
The trade goes your way and you suddenly have $100,000. Would you then do the same thing with
your $100,000 account? Maybe if you are agambler, but not if you are a serious trader. Then again,
serious traders would never leverage themsalvesto the hilt in the first place.

It'smuch easier to be aggressive with asmall account, since that
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money can be replaced over time through income generated from your regular employment or by other
means. But replacing a $100,000 trading account for the average trader could teke alifetime. The
natural ingtinct should be to trade more conservatively as your account grows. Capita preservation
becomes more important than capital appreciation.
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Epilogue
Strictly Personal

My dream of trading for aliving was merely to have enough money so | could do my own thing. Ever
since | wasayoungster | knew as aleft-hander | marched to the beat of a different drummer and that
a9-to-5job and abossweren't for me. | was fortunate that, unlike many other dreamers of easy
money, | knew exactly where | would make my money—the stock market. Otherwise, | easily could
have drifted through life, bouncing from one get-rich-quick schemeto another.

| could care |less about managing other people€'s money or becoming abig-time vendor by training
other tradersin how to trade. Both of these pursuits could bring me an even greater income. But | am
not amateriaistic person. During my years as a break-even trader | perfected the art of living below
my means. Once | became a successful trader, | fill maintained my frugd lifestyle. Money, for me,
isn't what it can buy in material possessons, but it meansintangibles such as freedom and peace of
mind.

In another two to three years, my trading account should zoom past the one-million-dollar mark. |
sometimes wonder when enough is enough and | can cut back my trading and live more on the
dividends from my junk bond funds. Although I will trade until | drop from old age, do | want to
continue to make trading the end-al and be-al of my exis-
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tence, as| have since my teenage years? It would be niceto find other dreams, goals, and pursuits and
to enjoy the smpler pleasures of everyday living. Returning to the west and spending my time hikingin
the mountains and wilderness areas sounds redl appealing.

As| conclude thisbook, | look forward to the feedback from readers about why 1'm a successful
trader, especidly in view of the nearly two decades | spent spinning my whedls. I'm sure there will be
varying opinions on the matter. If | do possess any specid trading abilities, they are merely aby-
product of the experience | have gained throughout my 33-year trading career.

I'm hopeful that many of the ideas and strategies presented in this book will enable you to bypassthe
number of yearsit took meto reach my trading goal. | thank you for reading my book, and | wish you
asuccessful journey toward trading for aliving.
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Recommended Resour ces
Reading and Resear ching Your Way to Success

Back in 1978, afriend of mine came over to my placefor avisit. He was aware of my dreams of
someday trading for aliving, aswell asmy faluresto date in achieving that god. My friend aso had
big dreams, but hiswereto just get rich with whatever opportunity presented itself. We differed in that
| knew precisely where | would someday strike it rich—the stock market—and had set out to make
my dream aredlity. He, on the other hand, had no clue about where he would make his mark.

Looking at my massive collection of trading books, my friend commented about al the money and
time | had wasted accumulating this stash of books since, obvioudy, they had done me no good. Fast-
forward 21 years, and my friend is <till searching for his opportunity to get rich, while my trading
account is closing in on $700,000. At 54 years of age, he has recently moved back with his parents as
he triesto regroup from his latest get-rich-quick scheme. He isworking part-time as a night manager
at aloca restaurant and he has no health or retirement benefits.

Inthelong run, reading al those trading books my friend thought had been awaste of my time were
ingrumenta in attaining my dream of trading for aliving. | believe reading as much as you can about
trad-
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ing and the stock market is part of the process of becoming a successful trader yourself. But, aswith
everything related to trading, it's a cumulative process. Don't expect to read a couple of books on
trading and ingtantly become a market wizard.

That desperate |etter writer mentioned in Chapter 1 said there wasn't atrader around who worked as
hard as he did in trying to master the game. He mentioned the hundreds of hours he had spent poring
over chartsand his nights of endless research. He also said he had read eight trading books, asif that
was alot. Reading eight trading booksisn't going to cut it. I've read hundreds and hundreds of trading
books. | learned alittle bit about trading from each and every one of those books.

Use my recommended list of books to absorb as much as possible about trading. 1t's not important
that you comprehend or agree with everything in the books. Over time, these books will begin shaping
your time frames, goal's, needs, and emotions as atrader. Then you can set about devising your own
unique trading strategy.

What | often do while reading trading books is underline key passages. After | finish the book, | go
back and type those passages on paper with their corresponding page number and | placethemina
folder marked "Trading Ingghts.”

Books 1 through 7 in the following list are my favorite books of dl time and appear in their order of
importance to me. | have not included the previoudy recommended books on mutua funds.

1. How | Made $2,000,000 in the Stock Market, by Nicholas Darvas (New Y ork: Lyle Stuart,
1986). No surprise here, as I've mentioned this book throughout How | Trade for a Living. Thisis
my favorite trading book for primarily sentimental reasons. | wouldn't expect othersto fed as much of
animpact as| did when | read an earlier edition in 1961. Traders are dways asking me specific
mechanical questions about the Darvas methodology. | tell them that the Darvas book, as with any of
the books | recommend, should be read for its concepts and not for black-and-white trading rules.

2. Reminiscences of a Stock Operator, by Edwin Lefevre (New Y ork: John Wiley & Sons, 1994).
Thisismy kind of book—all text and not achart in sight. Thisisthe kind of book that should be read
annualy. Livermore'singghts on trading are just as valuable today as they were nearly 100 years ago.
This
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goesto show you that successful trading issmply amatter of following the principles of cutting losses
and adding to your winners asyou let your profits run.

3. Dow 1000, by Benton Davis (Larchmont, NY : American Research Council, 1964). Thisisanother
one of those booksthat | like more for sentimenta reasons than for actual content. Davis, like
Nicholas Darvas and Jesse Livermore, stresses | etting the market tell you what to do and not your
opinions. Dow 1000 contains my favorite piece of trading advice: "THE STOCK MARKET IS
ALWAYSRIGHT AND ALWAYSTELLSITSOWN STORY BEST." The capita lettersare just
asthey appeared in Davis's book.

4. The Education of a Speculator, by Victor Niederhoffer (New Y ork: John Wiley & Sons, 1997).
While the books by Darvas, Lefevre, and Davis may be my three favorite books of al time,
Niederhoffer's book is the best I've read about trading. Admittedly, Niederhoffer's book readslike a
doctora thess, but it iswell worth the effort. Thisisthe only trading book | reread immediately after
my initia reading—it wasthat good.

5. Why the Best-Laid Investment Plans Usually Go Wrong, by Harry Browne (New Y ork: William
Morrow and Company, 1987). Part One, which encompasses the first 235 pages of the book, isa
must-read. Ignore Part Two completely, sinceit's about an outdated investment strategy. | underlined
more passages in Harry Browne's book than in any other. Hisfirst paragraph tdllsit dl: "The best-kept
secret in the investment world isthis: Almost nothing turns out as expected. Forecasts rarely come
true, trading systems never produce the results advertised for them, investment advisors with records
of phenomend successfall to ddliver when your money ison the line, the best investment andysisis
contradicted by redity."

6. Mind over Markets, by James F. Ddton, Eric T. Jones, and Robert B. Dalton (Chicago: Probus,
1993). Thisbook is about atrading methodology caled Market Profile. Although this methodology is
much like mine, I've never completely grasped Market Profile. | recommend Mind over Markets not
for the method it preaches, but for its presentation of what it takes to become a successful trader.
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7. The Tao Jones Averages, by Bennett Goodspeed (New Y ork: E.P. Dutton, 1983). If you area
struggling analytical-type trader, then it is probably because you tend to resist change by making fixity
out of flux. Or as Goodspeed likesto say, "trying to understand running water by catchingitina
bucket."

8. Rogues to Riches, by Murray Teigh Bloom (New Y ork: G. P. Putnam's Sons, 1971). This author
went in search of investors and traders who had conquered the market because of some specia insight
or trading method.

9. If They're So Smart, How Come You're Not Rich?, by John L. Springer (Chicago: Henry Regney
Company, 1971). Read this book and you will understand how at such ayoung age | cameto mistrust
anyone labeled as a market expert.

10. Why Most Investors Are Mostly Wrong Most of the Time, by William X. Scheinman (New
Y ork: Weybright and Taley, 1970). Y et another book that takes an unconventiona approach to
trading. Scheinman presents a methodology for measuring investor sentiment.

11. Wiped Out, by Anonymous Investor (New Y ork: Simon & Schuster, 1966). How atypical
investor lost dl his money because he thought there were experts who knew better.

12. A Fool and His Money, by John Rothchild (New Y ork: Penguin Books, 1988). The odyssey of
an average investor as he searches far and wide for that one expert or guru who has dl the answers.

The next five books are recommended for their research, indicators, and investing techniques.

13. Socks for the Long Run, by Jeremy J. Siegel (New Y ork: McGraw-Hill, 1998). | often use
Siege'sbook as areference when debating the perennia prophets of pessmismin the various
Newsgroups.

14. Sock Market Logic, by Norman Fosback (Chicago: Dearborn Financial Publishing, 1995). If
ever updated, thisinvestment classic would become an investment bible.

15. Winning on Wall Street, by Martin Zweig (New Y ork: Warner Books, 1997). Zweig has
ingrained traders with the credo that
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you never fight the tape and never fight the Fed. After reading his book, you will understand why.

16. Sock Trader's Almanac, by Yde Hirsch (Old Tappan, NJ: The Hirsch Organization). This
reference book is updated annualy and is the best source on historical seasond trading patterns.

17. 101 Years on Wall Street, by John Dennis Brown (Englewood Cliffs, NJ: Prentice Hall, 1991).
Thisismy favorite reference book on the market. It covers 101 years (1890 to 1990) of market
history. It's complete with charts and statistical information, and compares |l the bull and bear
markets.

18. Market Wizards (New Y ork: Harper & Row, 1990) and The New Market Wizards (New

Y ork: Harper Business, 1992), by Jack Schwager. There have been many books about trading
masters and mavens and what makes them tick, but Jack's interviews with the market wizards are by
far the best. Beware, though: Some of these market wizards have lost their touch and have become
promotiond wizards, peddling systems, seminars, and fax services.

19. The Trader's Edge, by Grant Noble (Chicago: Probus, 1995). How can | not like abook in
which the author gives me three paragraphs of exposure? Y et another book that takes an
unconventiona view of thetrading game.

20. Winner Take All, by William R. Gallacher (Chicago: Probus, 1994). Ditto #19 about being an
unconventiona trading book.

21. Trading for a Living, by Alexander Elder (New Y ork: John Wiley & Sons, 1993). Asarule, |
didike trading books that present a hodgepodge of trading methods. I much prefer books about one
trading method and how the author made it work for him or her. But Elder's book is the exception to
my rule. Thefirst 68 pages, about the psychology of trading, are what set this book apart. Thisbook is
especidly recommended for futurestraders.

22. Pit Bull, by Martin Schwartz (New Y ork: HarperBusiness, 1998). | have athing about trading
books by red traders—and Marty Schwartz is definitely ared trader. You'll seethat heisadso abig
believer in synthesizing indicators.
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| would beremissif | didn't mention the old newdetters of Dr. Bruce Gould. Bruce wrote abiweekly
commodity newdetter during the mid-1970s through the mid-1980s. Mogt of these newd etters have
been bound together in soft-cover book form and are available as Volume 1, Part 1, through VVolume
6, Part 2 (Bruce Gould on Commodities, Bruce Gould Publications, Box 16, Sedttle, WA 98111).

Asafledgling trader in the 1970s, | aways found Gould's advice to beinvauable. It wasn't so much
what he had to say about the various markets, but hisingghts on trading in general and wealth
accumulation. Volumes 1 through 4 are especialy recommended.

Although the subject matter of my reading rarely goes beyond the stock market and trading books,
there are two books outside of thisrealm that | would advise reading. Oneis Rick Pitino's uccess Is
a Choice (New Y ork: Broadway, 1997). Normdly I'm not much of abeliever inlistening to
motivationa speakers or reading salf-help and pull-yourse f-up-by-the-bootstraps types of books. But
Pitino's strategies for succeeding in business are gpplicable to aspiring traders. | only wish this book
had been available when | was embarking on my trading career.

The other nontrading book | liked was The Millionaire Next Door, by Thomas J. Stanley and
William D. Danko (Atlanta: Longstreet Press, 1996). Many traders| run across, especialy commodity
traders, are abit on the flamboyant and extravagant side—traits that are poison for anyone hoping to
build and then sustain their trading capita at respectable levels. If you fall into the category of big
spender and high liver, The Millionaire Next Door may give you pausefor reflection.

Recommended Books on Stock I ndex Futures

West of Wall Street, by Barry Haigh and George Angell (Chicago: Longman Financid Services,
1988). In the 1980s, Haigh was one of the most active tradersin the S& P pit. | knew thiswas my
kind of book when Barry said, "The secret does not lie in crunching numbers or purchasing software.
The computer doesn't exist that can ferret out the nuance of trading.” Even though this book was
published in 1988, it's ill the best you can find on trading the S& P. I've dways been partia to trading
books written by the redl thing.

How to Triple Your Money Each Year with Stock Index Futures, by George Angdll (Brightwaters,
NY: Windsor Books, 1984). Chapter Five, on the psychology of the floor, and Chapters 7

228



and 8, on the three-day cycle, are what make this a great book. These chapters were instrumentd in
the formulation of my stock index futures trading methodology in 1985. Beware of taking the three-
day cycletheory too literaly, however. | know too many traders who have tapped out trying to devise
amechanica strategy based on the three-day cycle method. Nevertheless, the concept isvalid. | have
profusely praised Angell's booksin the past, but | have dso madeit known that | don't recommend his
systems, seminars, and videos.

Trading S& P Futures and Options: A Survival Manual and Study Guide, by Dr. Humphrey E.D.
Lloyd (Greenville, SC: Trader's Press, 1997). The author isafriend of mine and agenuinely nice
person. Everything you ever wanted to know about the S& P futuresis covered in this book—selecting
abroker, placing your orders, pivot numbers, gaps, and more.

The Definitive Guide to Futures Trading, Volumes 1 and 2, by Larry Williams (Brightwaters, NY :
Windsor Books, 1988). | rarely hear much about these two books by master researcher and trader
Larry Williams, but | recommend them for the author'singghtsinto pattern anadysis. Williamsis
controversial because of his high profile as apromoter, but hisresearch is second to none, and the few
winning futures traders | have encountered over the years attribute much of their successto concepts
learned from him.

Day Trading with Short Term Price Patterns and Opening Range Breakout, by Toby Crabel
(Greenville, SC: Trader's Press, 1990). Crabd offers numerous origina studies describing price action
and price patternsin reference to the opening for various markets, including the S& P. The premise of
this book isthat the opening is the most important price of the day and that price action after the
opening tells you more about what the market is doing and going to do than any other combination of
market indicators. | don't recommend this book for beginners.

Live the Dream by Profitably Day Trading Stock Futures, by Gary Smith (Sacramento: Advanced
Trading Seminarsinc., 1995), available through Redlity Based Trading, Sacramento, Cdifornia As
much as| liked and admired my publisher, Bruce
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Babcock, | was appalled by both the title and the price he chose for my book. So, effective in January
1999, | gave up dl future roydties on this book in exchange for areduction of itsretail price. | say this
S0 NO one accuses me of praising my book to increase my royalty income.

The mechanica sysemsin Live the Dream have become antiquated since publication by the more
than doubling in the price of the S& P and itsincreased volatility, but | recommend my old book
because the conceptsit presents are il valid. There are numerous entries from my trading diary,
which providesingghtsinto how | read the tape intraday.

Other Informational Sources

| have never found computers, five-minute bar charts, and live quotesto be necessitiesfor trading for a
living. But | am avoracious reader when it comes to anything related to the stock market. Thisis not
confined solely to books. Knowledge of trading is very important to me and | subscribe to numerous
magazines, newspapers, and a couple of newdetters. Listed as follows are my reading resources:

Newspapers

1. The Wall Street Journal

2. Barron's

3. Investor's Business Daily

Magazines

1. Money

2. Worth

3. Bloomberg Personal Finance

4. Mutual Funds

5. Forbes (I especidly enjoy the columnists such as Laszlo Birinyi and Kenneth Fisher)
6. Smart Money

7. Business Week

8. AAIl Journal

9. Technical Analysis of Stocks & Commodities

230



Newsletters

1. Market Logic

2. Investor's Digest

3. The Chartist

4. Commodity Traders Consumer Reports
5. Hulbert Financial Digest

6. MoniResearch

| subscribe to the last two newdl etters to keep abreast of the dismal track records of the newd etter
writers and market timers. | will aso periodicaly purchase the magazine from Futures Truth to check
on the performance of various commercial commodity trading systems.

Television Programs
Wall Street Week
| nternet-Based | nformational Sources

| am not red fond of navigating the Net in search of businessinformation. If you aren't careful, you can
eadly get information overload from the Internet. By far, the best Ste on the Net for market-related
information is CBS MarketWatch at www.marketwatch.com. Another one of my favoritesis
www.dailystocks.com. | use this site to monitor intraday prices on various industry groups and
indexes.

My preferred sitefor intraday monitoring for stocks and mutua fund portfoliosis www.guicken.com. |
have the top 10 holdings and more of several INVESCO and Strong funds set up at Quicken.com.
Most of my time during the trading day is spent here.

After trading hours | will occasiondly check in for late-breaking business news a www.yahoo.com. |
aso follow the Asan and European markets a the Y ahoo sitein red time.

| get my closing fund prices each day at the www.moneynet.com site. I've found that this Site seemsto
post closing prices before the other Sites.

| follow the S& P futuresin red time on the Globex through the Chicago Mercantile Ste at
www.cme.com. There presently are no feesfor this service.

A recommended site for keeping abreast of the market's pulse is TheStreet.com—qgreat commentary,
both during and after the trading day.
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The best ste for mutua funds on the Net isRob and MarlaBrill's www.brill.com. Barron's ranked
Brill'sMutua Funds Interactive as one of the top-20 investment sites. It gets atop-5 ranking from me.

I nternet Chat Rooms and Discussion Groups

Internet discussion groups seem to bring out the worst in me. | don't react very well to the self-
proclaimed experts in these discussion groups who endlesdy pontificate about the intricacies of trading
and investing. I'm reminded of Victor Niederhoffer'sline that offering advice without expertiseis
aggressive ignorance. | aso don't have much tolerance for the doom and gloomers who are forever
forecasting an imminent stock market crash.

Some Internet discussion Sites are moderated, while othersarentt. | find it strange that | have more
problemsin the moderated groups than in the unmoderated. In the unmoderated groups, anything
goes. Personality conflicts are often resolved in ano-holds-barred manner. With the moderated
groups, because you can never redly speak your mind for fear of being censored by the moderator,
personality conflicts seem to fester forever.

Participating in various newsgroups keeps mein fighting shape for the trading game. | esat, deep, and
drink the stock market. Contributing to newsgroupsis smply part of that process. It keeps me
connected and focused.

Fundvision.com isthe preferred discussion site on the Internet for mutua fund timers. | usedto bea
regular participant there, but, oddly enough, found I didn't fit in very wel with timers. Asl've sad
before, there's abig difference between atrader like myself and atimer. There was another Gary
Smith who posted on the Fundvision board and his posts were sometimes confused with mine.
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