The 10 Principles
of Trading Any Market

" What You Need
to Know to
Trade Stocks,
Options, and
Futures Markets

THOMAS A. MCCAFFERTY
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make a decision. Here s another job for your mentor. Follow his or her
lead in the development of your initial watch list.
i shtick, he does not use filters or scans. He has

to distract you.
Each morning, Brian pulls out his watch ljst and reviews each stock
on the list. He does this by pulling up a 45-day chart. He is looking for
him, a setup is a chart formation that

ne in which the stock (or commodity) has
moved lower (phase 1) for a few days. It has reached an area of support
and has traded sideways (phas 2). Trading volume has increased and the

g on how strong the
volume increase is, and wait to enter the trade on Monday. He only looks
for day trades on Fridays because he wants to be flat over weekends.
Holding short-term positions over weekends is not for stock market sur-

i oiding all unnecessary risks,
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FIGURE 6-1. Phases of the Market
Markets move up, down, and sideways. Traders must know what phase the over-

all market, the sector of the entity being traded, and the entity itself are in. If
any of these are out of sync, the risk of a reversal in trend increases.
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overnight, as you do with swing trading, 1S as risky as you want your

short-term trading (o get.

When Brian sees the breakout setup on the 45-d
at other views of the potential trade. For example, viewing a daily chart
of the last 5 months shows him where the most reliable areas of support
and resistance are located. He’ll note or memorize them. Remember from
our earlier discussion of technical analysis, support holds prices from
going lower and resistance restricts prices from going higher. He also
determines from the 5-month charts which phase the stock is in long term
(i.e., base building, bullish, topping, Of bearish—see Chapter 4) and what
the long-term trend is (up, down, sideways), and this view provides a
reading on average daily volume and volatility. Naturally, Brian will plot

ay chart, he will look
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#e 10- and 20-day moving average 1o get a feel for what long-term
imvestors may be thinking so he can get a fix on the supply-demand
Gtuation. He is always in touch with the direction of the Nasdag 100
futures and the strength or weakness of the sector the target stock is in.
All this analysis only takes a minute or two for an experienced chartist
gsing a trading platform like RealTick®.

Once satisfied that there are no potential problems on the long-term
charts, Brian switches back to the short-term charts. He must orient him-
self to whichever short-term phase is in play. He is considering a long
position, and this stock is in the bullish phase, which is perfect. The chart
preference for the day or swing trader is the 60-minute-interval chart.
Each bar represents 1 hour of trading. You need to be able to generate a
chart that provides at least 45 days. A chart with 65 days is even more
preferable because it represents 7 weeks of trading on the major ex-
changes. (This is a function of the software platform being used.) The
major exchanges are open 6Y2 hours 2 day, 5 days a week, or 65 hours
over 2 weeks. As was discussed in Chapter 3, the moving averages tell
you the trend and alert you 1o changes in the trend.

On the 60-minute chart, Brian plots the 65- and 130-minute moving
averages. These will be the moving averages that indicate the longer-term
trend in this example. When trading short term, just as you would when
investing for the long haul, you must keep the trend at your back. Brian
plots the g- and 17-minute moving averages 0 monitor the short-term
wrends, and he uses them for entry and exit signals. When you first begin
trading this way, it helps to mark the areas of support and resistance on
the chart on your trading software platform. You can easily do this with
most trading platforms. In time, recognizing them becomes second nature
o you.

Also keep in mind that all technical analysts do not use the same
moving averages. Some will use longer Of shorter-term averages, such as

, and 200-period moving averages. Brian developed his
own (the 8, 17, 65, and 130) to more closely match the fact that the
trading day is 6"~ hours 1n duration. Halting trading on the half hour
means that over a normal trading gession there are 390 minutes (62 %
60 minutes). Therefore it is impossible t0 divide the trading session into
even increments, and that is why he uses moving averages of 8, 17, 65,
and 130 for the hourly charts. As you develop as @ trader, you will learn
what works best for your style and experience level.

The next step would be to compare the 60-minute chart with the daily
chart, noting at what points the trends and support-resistance are in sync.




98 THE MARKET Is ALWAYS RIGHT

This gives you a better perspective. As you become more adept in tech-
nical analysis, you discover that the more directional indicators that are
aligned, the stronger and more reliable the signal. Brian also checks 10-
minute—10-day, 5-minute-5-day, and 2-minute—2-day charts using 10-,
20-, 50-, and 100-minute, 20-, 40-, 100-, and 200-minute, and 10-, 20-,
50-. and 100-minute moving averages, respectively.

Prices rarely move up or down smoothly. They usually move in stair-
stepping patterns up and down in a jerky, sometimes erratic, motion. Price
momentum swings from overbought to oversold and from bullish to bear-
ish. Rarely does any stock or futures contract have supply and demand
in balance for any period of time. If the price is above one of the long-
term moving averages, it is considered bullish. If below. bearish. Natu-
rally if the signal is bullish, you prepare to open a long position or buy.
If bearish, you look to short.

The short-term moving averages arc the most sensitive to price
changes. The 10-interval moving average turns direction first, followed
by the 20, 40, 50, 60, 100, and 200. Or using Brian's moving averages,
the 8, 17, 65, and 130. (Commodity traders may find the 4-, 9-, and 18-
day moving averages more common.) For a signal to enter a stock on the
long side, look at your support levels. Is the stock in one or approaching
one, either on a downtrend or a pullback during an existing bullish move?
Does the support hold? If support holds and the shortest moving average
begins to turn up, load your weapon. You do this by moving to the order
entry window on your computerized trading platform; entering the stock
symbol, number of shares, type of order (I recommend you almost always
use limit orders), preferred routing, and marking the buy box.

Before squeezing off a round, calculate the risk-to-reward ratio of the
proposed trade. This is a two-step process. Step one is determining where
the stop-loss order should be placed. It should be in the neighborhood of
the next support level for a long trade. You also take recent volatility into
consideration when picking a stop-loss price. If it is a long distance to
the next support level, let’s say a few dollars south and the daily trading
range is approximately $1, consider placing a stop at $1.05 or just below
the daily trading range. Some traders have a fixed percentage, usually 5
percent or less, that they use. Your stop limit order becomes a market
order when hit, and you will be out of the stock with not much more
than a dollar loss under normal conditions. Commodity traders must also
consider limit trading days when evaluating volatility and setting stops.
On a 1000-share-lot stock trade, the loss is $1000, or 3/ percent of the
equity in a $30,000 account. A worse case, the stock gaps to the next
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support level, $2 down, and you take a $2 hit. This, or even worse, can
Bappen if the stock, the sector, Or the entire market is extremely volatile.
1 the trend of the sector and the market as a whole is up, the risk of a
ldownside gap diminishes geometrically. This is the rationale for con-
lstantly tracking these factors.

Now determine the upside or reward potential. If you expect a 1:2
sisk-to-reward ratio, you must see that there are no price resistance areas
preventing the stock from moving $2 higher. If there is no resistance for
83 or $4, it is all the better. For some a 1:2 ratio may sound minuscule,
but we are discussing day trading or very short-term trades. The expec-
sation is to execute multiple trades over single trading sessions. Tiny drops
of water can fill a large bucket over a trading session.

As you do these calculations, also estimate the amount of time you
will be in the trade. The longer you expect the trade to last, the greater
she risk and the more that can go Wrong. You must always be rewarded
for accepting risk or at least have the potential of an adequate reward.
Therefore, if you think the trade will take 4 days for the stock to increase
$2. or a risk-reward ratio of 1:2, you might want to pass. Estimating the
sime for a move to materialize is speculation at best. With experience,
you can look at average daily moves of the last 30 days, volatility, and
volume trends and make a good estimate.

At this point, you should have a pretty good idea of how the trade is
expected to unfold. One of the keys to survival is visualization. You run
the trade though your mind’s eye. If the trade does not begin to unfold
2s you imagined, you bail out. For example, you get in the trade and the
wtock futures indexes make an about-face, heading south. The uptrend of
e stock being traded stalls, and volume evaporates. Run for the exit
marked survival or discipline.

I would like to spend a moment on volume because it is usually one
of the key factors, at least for me. If volatility is the speed of the market,
volume is its power. It is your signpost alerting you to how strong or
weak the change of direction will be. Spend some time just studying price
charts. Begin by looking for points where the trend of any stock or com-
modity made a substantial change in direction. Use long-term monthly
charts at first. Then check out the volume bars at the bottom of the charts.
Notice how volume changed. It could have increased or decreased, but it
did change compared with the previous few trading sessions.

Think back to our discussion of supply and demand. It just stands to
season that if there are a lot of buyers clamoring to get a hold of a stock
or futures contract, they will increase volume. This, of course, results in
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an uptrend. The opposite is equally true. If everyone in the pits decides
to sell, volume goes up and prices go down. Prices also fall when volume
dries up and there are no buyers left in the market. The market is said to
“fall of its own weight.” Pay close attention to places where prices have
gapped higher or lower or made limit moves. The beauty of paying close
attention to volume is that you will often notice a change in volume before
the change in direction occurs. This is because not everyone with a strong
enough opinion about a stock or futures contract gets the word (news) at
the same time. It is for this reason the Securities and Exchange Commis-
sion is so sensitive about insider trading. A classic example is Enron. Key
executives were selling, knowing things were not as they seemed to out-
siders (including employees), while telling the public everything was co-
pacetic. Trading volume increased while per-share price stalled and then
began a free fall.

Once you get a good feel for the big moves on long-term charts.
move to weekly, daily, and eventually hourly and minute charts. Volume
and trend changes tend to be more noticeable on the longer-term charts
at first. Next start looking for subtle changes on volume, which are har-
bingers of '4-, 1-, or 2-point moves. At the same time, pick the spots you
would put your stop. Mark up these charts and discuss them with your
mentor.

Traders of real commodities, such as the grains, metals, softs, meats.
etc., that have commercial hedges supporting their markets should com-
bine their analysis of volume with open interest and the Commitment of
Traders Report (COT). Commercial hedgers are somewhat equivalent o
the institutional buyers in the stock market. Open interest quantifies the
number of futures contracts outstanding long or short at the end of every
trading day. These are contracts held overnight. The volume of open in-
terest shows the bullish or bearish conviction of a large segment of each
market. The COT, made available by the Commodity Futures Trading
Commission (www.cftc.gov) every Friday at 3:30 p.m. EST, contains &
breakdown of the previous Tuesday’s open interest for all futures markets
with 20 or more traders holding reportable positions. A second COT Re-
port that includes options is also worth following. It is released every
Monday at 3:30 p.m. EST. You are looking for two things: Who is holé
ing what, and is the open interest increasing or decreasing? It’s importass
to know who is holding the commodity, because if it is a commercial
hedger that will take physical delivery to use the commodity in its mas=
ufacturing, say copper in electrical equipment or corn and beans in &
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feeding operation, you then know that a bottom in prices may be immi-
nent or at least an area of support.

GOOD TRADERS ARE LIKE SNOWFLAKES!

Although most traders are very similar to one another, the top performers
seem to have something unique about their approach to the market—some
call it an edge on the market. Our friend Brian, for example, uses the
short interest indicator as a way of predicting or anticipating trend
changes and runaway markets. He likes to keep tabs on the shorts for two
easons. First, the professional short trader often has stronger opinions
than the average trader. More importantly, Brian knows from experience
that many big moves occur because of a favorite Wall Street play, i.e.,
the short squeeze.

Short players take naked short positions when they are convinced a
particular stock is headed lower. The objective is to buy it back at a lower
price and keep the difference. But what if they are wrong and the stock
moves to go higher? How long do they hold on? When do they cry uncle
and buy back the stock at a higher price and take a loss? Tough questions.
When the shorts try to offset losing short positions, the market makers
and specialists become like sharks that catch the scent of blood in the
* water. They buy, buy, buy, driving prices even higher and squeezing all
e shorts out of the water, often missing important limbs.

Brian makes a point of knowing the price and size of the short po-
sitions in the stocks he shepherds. This gives him some early warning
shout when a short squeeze might take place. Naturally, he wants to be
in position to take advantage of the opportunity, and he does it by mon-
itoring web sites that track short selling. This approach is not unlike the
commodity trading tracking done by the Commitment of Traders Report.

As you do your analysis and study the charts, think of your trading
plan. What are you going to be looking for in a trade? Is your plan to
make 5. 10, or more half-point trades each trading session for a net profit
sfter commissions and losers of $500, $1000, or more? Or do you want
© be a swing trader and take large per-point profits utilizing a weekly
sime frame? Hone your chart reading skills to the time and profit frame
you anticipate. Do not begin trading without committing your plan to
writing. Your plan should never be vague. You must write explicit ob-
jectives you expect to reach on a daily, weekly, quarterly, and annual
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basis. It is the only way to know if you are on track and when you n
make adjustments.

Please do not think the above discussion is anywhere near a definii
discussion of volume, volatility, trading strategies, or anything else. |
Just a few books—but libraries—are full of information on each of th

subjects. The purpose of this chapter is just to point you in the ri
direction.
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