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Introduction

Why Swing Trading
Makes Sense Today

wing trading is not a new idea. It has only recently become a viable

strategy for the average investor. Before the Internet opened up

markets to virtually everyone, only the select few with access to an
exchange trading floor could make short-term trades in and out of posi-
tions on a daily basis.

In that pre-Internet era, real-time quotes or online charting services
simply did not exist. To get a quote on a stock, you would have to tele-
phone a stockbroker, leave a message, and hope your call was returned
before the market closed. It was impossible to track stock prices through-
out the day because, again, you needed the stockbroker who had exclu-
sive access to price information. So swing trading—movement in and out
of positions to take advantage of short-term price movements—was just
not possible.

In the 1980s stockbrokers began relying on a primitive version of
automated access to exchange floors. An old system, Quotron, provided
brokers with desktop PCs to get quotes in much faster time than ever be-
fore. This was revolutionary. Those brokers with Quotron machines had
a distinct advantage over those brokers who depended on delayed quotes
and telephone or ticker-based quotes on exchange floors.

Even the revolution of providing stockbrokers with their own direct
access, pales in comparison to today’s environment. Stockbrokers are, es-
sentially, obsolete. Any trader who knows enough about investing and
who knows how to execute a trade is likely to use an online discount bro-

vii



viii INTRODUCTION

kerage service, which is so incredibly easy that traditional brokerage ser-
vices are of questionable value. The traditional firms have emphasized
the need for professional advice from their “analysts,” but the track
record is dismal. Not only have analysts recommendations under-
performed the market; in some cases, investors would have done better
to do the exact opposite of the suggestions offered to them.

Today, the old-style stockbroker has quietly faded away to be re-
placed with the combination of analysts and subscription services. The
claim that these services provide some kind of valuable information is
dubious. In fact, investors now get superior free information from online
brokerage services and do not need to pay for help. For example, the
most successful discount brokerage firm, Charles Schwab, provides its
traders with free access to Standard & Poor’s Stock Reports, Reuters Re-
search Ratings, and Schwab’s own Equity Rating service all for thousands
of publicly listed companies.

Informed investors—those most likely to be attracted to short-term
strategies such as swing trading—are the least likely to depend on advice
from others. Historically, advice from stockbrokers, financial advisors
and analysts has been very poor, and today’s individual investor is more
likely than ever before to want to proceed without help or advice from a
commission-based or subscription-based person or company.

This book is addressed to the investor who recognizes the limita-
tions of depending on others for investment advice; who is willing to
learn the essential steps needed to invest on his or her own; and who
wants to master proven strategies.

No one can show you how to get rich quick and with no risk. Those
kinds of promises are vacant and unfounded. But it is possible to increase
your rate of successes by utilizing strategies that give you an edge and
help to anticipate the next price direction. There is no “sure-fire” method
to achieving 100 percent profits. But swing trading can improve your
rate of success, your timing, and your overall profitability.

This book also answers the question of what products to use in
swing trading. Most people simply assume that you must use stocks to
take long or short positions in stocks as part of a swing trading strategy.
This topic is covered in depth. Realistically, however, buying and selling
shares of stocks is a limited strategy because you are restricted to invest-
ing by a limited pool of capital. Later in this book, you will discover ways
to expand your swing trading potential with less money and lower risk.
You will also see how to take up positions when you expect stock to trend
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downward but without having to sell stock short. This high-risk strategy
is not the only way, or even the best or most affordable way, to play a
bear market.

So while you learn about swing trading, you will also expand your
understanding of market risk, gaining insight into alternative ways to in-
vest, and improving your knowledge base in the market. Swing trading is
a short-term technical strategy. That does not mean it has to be high-risk
or appropriate only for the most experienced or wealthiest investors. It is
a strategy that can be useful to anyone as long as the basic realities of risk,
timing, and methods of investing are mastered and observed.






Chapten

The Big Picture
How Swing Trading Works

veryone knows that big institutional investors such as mutual funds

have a tremendous advantage over the individual investor—more

money, better research, broad diversification. In some respects,
however, you have an advantage over the big institutions. They cannot
make decisions quickly in the market; pay attention to the subtle, short-
term price gyrations that characterize market cycles; or watch only a few
key stocks. The big institutions have to take a shotgun approach to in-
vesting, just because of their size.

You probably don’t have millions of dollars in -
your portfolio and you don't have to answer to any- (SR
one else. This flexibility and mobility is your ad- | swing trading
vantage; and this is where you can benefit from |a strategy that
swing tma"z'ng strategies‘. With syving trading, you ;?\)’:_3’:; ;1";?"(;?
operate within a very limited window, two to five | cycles and identi-

days worth of activity in most cases. fies high and low
points in short-
) term cycles; and
the short term tends to react (or more specifically, | flags key points

to overreact) to each and every market event. This | for moving in and
out of stock posi-

range of events includes trading volume, broader | tions based on
market activity, and all financial, economic and po- | specific chart

.. . . . attern signals.
litical news. Later in this chapter, this tendency of [P g

You will observe that stock price movement in




efficient
market
hypothesis

the theory that
pricing of stocks
reflects all infor-
mation currently
known by
investors at any

ing in the conclu-
sion that all stock
prices are fair
and reasonable.

given time, result-

random walk
theory

a belief that all
pricing of stocks
is random, and
that at any time
there is a 50/50
chance that a
stock’s price will
either rise or fall.
This theory dis-
counts the value
of fundamental
analysis and as-
sumes that stock
pricing is a battle
between buyers
and sellers for
purely technical
reasons.

THE BIG PICTURE

stock prices is explained in the context of the three
dominant emotions that literally rule the market:
greed, fear and uncertainty.

Short-term price movement can be defined
and anticipated in terms of these three emotions,
and this is where you gain your swing trading ad-
vantage. Rather than making decisions based of
greed, fear and uncertainty, swing trading is a tech-
nique based on logic and analysis rather than on
emotion. An old adage about the market states
that “bull and bears can make profits, but pigs and
chickens cannot.” This is entirely true. You can
make profits in all types of markets, but only if you
are able to see past the emotional reactions that
govern the thinking of the majority.

In fact, those emotions largely determine and
cause those short-term price changes in the market.
The fact that short-term pricing is chaotic dis-
proves the efficient market hypothesis, the belief that
all pricing of stocks reflects everything that is pub-
licly known at any given time. The reality proves
that this is untrue.

The efficient market might exist on a different
level. For example, the long-term averages of price
movement may occur on some level of efficiency,
but the two- to five-day movement of price is virtu-
ally caused completely by those three troubling
emotions and their domination of market thinking.

So it is reasonable to believe that the efficient
market hypothesis might be a valid theory over the
long-term, but not in the short-term. The opposite

is true of another market concept, the random walk theory. This is a more
fatalistic view of the market. The random walk is a belief that at any
given time, there is a 50/50 chance that a stock’s price will rise or fall.
The whole pricing of stocks is believed to be completely random.

The random walk accurately describes the two- to five-day tendency
of stocks. Short-term pricing is obviously responsive to emotional over-
reaction and illogic. However, over the long term, an analysis of stock pricing
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Key Point

Swing traders observe how emotions affect price, and act when
those emotions exaggerate a trend to present a profit opportunity.

demonstrates a clear connection between strong fundamentals and strong
price growth (or, on the other hand, weak fundamentals leading to price
deterioration). So the two major theories can be quite instructive in under-
standing both short-term and long-term stock pricing:

1. The efficient market hypothesis makes sense but only over the
long term. For the short-term pricing of stocks, there is no appar-
ent efficiency involved; stock pricing changes due to emotional
effects.

2. The random walk theory makes perfect sense in the two- to five-
day window and perfectly describes the way that stocks behave.
However, it is not so much a random event, but the outcome of a
struggle between the greed and fear of investors (with uncertainty
representing a stalemate between the two). However, over the
long term, the random walk theory falls apart.

An Overview: The Basic Definitions

Any approach you take in the market will determine your success, of
course. But there is a tendency among investors to believe that some sys-
tems are effective in ensuring consistent profits, and this is simply not
true. Timing is the key to profits. While picking fundamentally strong
stocks is essential, of course, it is timing more than anything else that de-
termines whether your decisions create profits or losses.

Most people who buy shares of stock automatically assume that the
price they pay is a “starting point” or the “zero base” of their investment.
From that zero base price the stock is supposed to rise. But as everyone
who has put money into stocks already knows, the stock’s price some-
times falls.
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Key Point

Everyone tends to believe that their purchase price is the start-
ing point in a stock’s price. Realistically, though, it might be
midway through a trend or at the trend’s very peak.

fundamental
analysis

the valuation of
stocks based on a
company’s finan-
cial strength,
earnings, and
trends, including
assessment of
working capital,
equity and debt
capitalization,
and operating
results.

technical
analysis

the study of stock
price and volume
trends, charts,
and trading pat-
terns, for the
purpose of antici-
pating short-term
price movement
to time trades.

The system you employ to pick stocks may
serve as your real starting point; the strategy you
employ controls the timing for putting your strat-
egy into place. This is the primary difference. It
does not matter whether you are a believer in fun-
damental analysis or technical analysis. The rule re-
mains the same: the method is used to isolate those
stocks you want to trade, and the strategy controls
the timing of your decision. Swing trading provides
you with one effective strategy.

Swing traders use the timing of short-term
trading patterns to take advantage of the tendencies
of stock prices. These tendencies are to trade in
brief waves (thus, the importance of the two- to
five-day time span) in which stock prices rise and
fall. After specific patterns and signals occur, a re-
versal often takes place and this is where swing
trading becomes a powerful timing strategy.

The swing trader recognizes these patterns.
After a stocK’s price has risen in a specific pattern
(in the movement of the price, the price distance in
a day’s trading range, and the volume), the swing
trader recognizes a sell signal. After the price falls in
a specific pattern, the swing trader moves in and
buys. This timing goes in opposition to the most

recent price pattern, and is aimed at anticipating a reversal. The natural
tendency for pricing is to operate in these short-term back-and-forth cy-

cles. Because swing trading involves timing a trade in anticipation that
prices are going to go the opposite, way, swing trading is a short-term
form of contrarian investing.
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Key Point

When investors respond to greed and fear, they tend to buy high
and sell how. Swing traders are able to respond unemotionally,

and achieve the opposite: Buy low and sell high.

Typically, traders tend to be reactive rather
than contrarian. So when people see a stock mov-
ing up, they want to buy; and when they see it
moving down, they want to sell. Swing traders, in
comparison, are faithful to the best-known market
advice: Buy low and sell high. The unfortunate truth
is that the majority of investors do exactly the op-
posite. They buy when prices have moved higher
out of greed, and they sell when prices fall, out of
fear. Swing trading is a strategy for short-term trad-
ing that puts the concept of “buy low and sell high”
into effect.

%

contrarian
investing

an approach to
investing based
on the assump-
tion that the ma-
jority is more
often wrong than
right in its buy
and sell decisions,
and that timing
will be improved
by taking actions
opposite the mar-

ket as a whole.

Contrarian investing in practice is far more

complex than the timing of trades. The contrarian

interprets both fundamental and technical signals

in ways dissimilar to the common thinking seen in the market. Timing is
only one aspect to the contrarian point of view; but for swing traders it is
a critical point.

The struggle between “crowd mentality” of the market and the con-
trarian view extends as well to philosophies about which kind of data to
employ for decisions. The fundamental view (adherence to recent histor-
ical financial results as the basis for making trades) and the technical view
(based on price movement and patterns to anticipate the next move or
series of moves) are not always at odds. Although swing trading is a
purely technical strategy, it can be employed in a manner that combines
both fundamental and technical indicators. The distinction should be
kept clear: picking specific stocks is not the same as timing buy and sell
decisions. With that in mind, you may consider using the fundamentals
to pick a range of stocks you want to trade; and then use swing trading
and other technical tools to actually time your decisions.
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Too often, investors are asked to choose between fundamental and
technical schools of thought. It makes more sense to use both. Both ap-
proaches may limit your view of what is occurring in the market; and
both sides contain flows. Fundamentals are strictly historical and may be
outdated by the time you need to make a decision. Technical indicators
are invariably short-term in nature and short-term indicators are histori-
cally unreliable for long-term investing.

The lesson to learn from this is that both fundamental and techni-
cal sides are going to contain flaws, but both contain useful aspects. Ei-
ther theory should be dependent on a study of trends, both short-term
and long-term. The trend is the key to picking stocks and to timing buy
and sell decisions.

Swing Trading, Day Trading, and Long-Term
Hold Strategies

There are many ways to invest in the market. The
most conservative investors want low volatility and
slow but steady growth; speculators welcome
volatile stocks and the unsure future because such
stocks exhibit broader price swings. A speculator
welcomes higher risk in recognition of the in-
escapable relationship between risk and profit.
With few exceptions, risk and profit are two sides
of the same market coin.

The most conservative position within the
market is selection of a company perceived to be
safe. This normally means that capitalization is
high; the company has been in business for many
decades; and the company dominates its sector.

speculators

individuals willing
to take greater
than average risks
in exchange for
the opportunity
for higher than
average profits.

long-term
hold

description of a
strategy for port-

folio manage-
ment, involving
selection of
stocks with the
intention of hold-
ing shares for
many years in
order to build a
secure base for

long-term growth.

Such companies have grown over the long term but
only slowly and steadily. The conservative /long-
term hold is far from exciting, but it does create a
solid, safe base for your portfolio.

On the opposite side of the risk spectrum is the
highly speculative approach. People in this part of the
market buy penny stocks, IPOs, and highly-volatile
issues; trade options to achieve leverage; and may even
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Key Point

Conservative investing is safer than high-risk; but it also offers
far lower opportunities for profit. The elements of risk and
profit are directly related and cannot be separated.

combine high-risk stock trades with index investments, commodities trad-
ing, and stock futures. These are very exotic forms of risk, and only those
who thoroughly understand the market and the risks themselves should be

involved. To a degree, swing traders may want to em-
ploy options as part of their strategy (this is explored
in later chapters). But options can be employed in rel-
atively safe ways to leverage money without exposing
yourself to the possibility of huge losses. That is the
distinction between a swing trader’s use of instru-
ments like options, versus pure speculation. A specula-
tor intentionally exposes capital to the risk of loss, but
a swing trader uses options to limit losses and to lever-
age capital.

Somewhere in between these extremes is the
day trader. This is a trader who intentionally moves
capital in and out of stock positions in the extreme
short-term, usually within a single trading day. Day
traders are also usually high-volume traders, execut-
ing numerous daily trades in more than one stock; or
many trades in the same stock. If an individual buys
and sells the same stock on very high volume (four
times or more within five consecutive days), they are
classified as a pattern day trader by the Securities and
Exchange Commission (SEC) and are subject to spe-
cial rules for cash held in a trading account.

The swing trader is likely to belong closer to
the side of the speculator than that of the conserva-
tive investor. This does not mean that swing trad-
ing is necessarily high-risk in comparison to other
strategies. You can limit your capital exposure to

day trader

an individual who
executes trades
within a single
day or over the
shortest possible
time, often mov-
ing in and out of
positions within a
matter of hours
and employing a
high volume of
trading activity.

pattern day
trader

as defined by the
SEC, any trader
who buys or sells
a single stock
four or more
times within five
days; a pattern
day trader must
maintain no less
than $25,000
account equity
before a high
volume of trading
is permitted.
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swing trading, your volume of trades, and the number of stocks you
swing trade—all to reduce overall risk or to limit your exposure. But in
the spectrum of investing, everyone should be able to identify where a
specific strategy belongs.

Any strategy may also be used in combination with other strategies
with dissimilar risk characteristics. Diversifying by risk is a wise and ef-
fective way to manage your portfolio. For example, you may have the
majority of your capital invested in your own home, certificates of de-
posit, and Blue Chip stocks; and use a relatively small portion of your
capital for swing trading and other strategies.

The Swing Trade Approach: The Strategy
in a Nutshell

The precise method of swing trading is going to vary among individuals.
Everyone has their favorite variation on any strategy. If you have ob-
served how people behave in the market, you also know that investors are
at times ingenious, at other times irrational, emotional, or unrealistically
hopeful. The “what if” factor is always present.

Swing trading is a process of fixing a series of “rules” that trigger a
trade decision. It is based on the study of stock price patterns over a short
period of time, the two- to five-day window. Because swing traders rec-
ognize that short-term price swings reflect investor emotions, they trade
in a unique manner. Rather than trading the stock, swing traders time
their decisions to trade the emotions that dominate the market. This
does not mean that the stock’s fundamentals are unimportant. In fact, a
starting point should be to narrow a list of stocks you will swing trade,
based on both fundamental and technical analysis. These may be at con-
flict to a degree. The purpose of using the fundamentals is not to find the
safest stocks because these will not be good candidates for swing trading.

Key Point

The market is characterized by prevailing myths. The beliefs of
many investors and traders are provably irrational in many
cases, but continue to be widely believed. For example, there
really is no “system” for creating 100% profits.
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Key Point

It makes sense to be flexible. You might start out swing trading
only to realize that a stock is a solid long-term hold. In that
case, buying the stock makes sense ... and does not prevent you
from continuing to swing trade in the stock as well.

The “ideal” stock is one with strong fundamentals (excellent manage-
ment, long-term growth history, etc.) but with short-term volatile tech-
nical signals. This means, of course, that the trading range (the distance
between typical high and low prices) is broader than the average stocks.

So swing traders need well managed companies whose stocks are
somewhat volatile. This is a middle ground; many well managed compa-
nies experience short-term volatility because they are in the news; earn-
ings are uncertain; or product news may cause the stock to rise or fall, or
to do both in turn. So if you must define the ideal stock for swing trad-
ing, it would be one with strong long-term fundamentals and very
volatile short-term technical signals.

The majority of investors are not well informed; and this is where
you have the advantage as a swing trader. In the environment where
greed and fear dominate decision-making, you are matched up against
people who will be willing to buy stock from you at too high a price; or
who will sell stock to you at a bargain price. You recognize these tenden-
cies by tracking the daily chart patterns and identifying the turning
points and reacting to the reversal signals you find through swing trad-
ing. As a swing trader, you benefit from the way that most people make
decisions—impulsively, emotionally, and at the wrong time.

Most people buy when they should sell and sell when they should
buy. Swing trading may be thought of a technique for trading emotions
(or even trading people and their tendency to react with the emotions of
greed and fear). In some respects, this means that it doesn’t really matter
which stocks you trade, because the technique applies to all stocks and to
all short-term price trends. But because stocks are different, it remains a
wise idea to identify a range of stocks by attribute that are best suited for
(a) short-term swing trading based on an appropriate volatility level and
(b) long-term safety based on strong fundamentals. This is sound advice
because some swing traders decide to hold onto their stocks even when
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the original plan was to swing trade. If you are going to end up keeping
some of the stock you buy, it should be high-quality stock from a long-
term perspective.

Using the swing trading technique, you identify some very specific
short-term trends. While day traders watch price movement moment to
moment, swing traders normally base their timing decisions on end-of-
day chart patterns. The two-to five-day window is based on the theory
that a day’s trends are revealing. This means that the opening and closing
price, the trading range and the breadth of that range (distance from top
to bottom price) are all important in executing a swing trade. For exam-
ple, one day might have an opening and closing price close to the day’s
highest and lowest price levels; and another day might have very little
gap between opening and closing price, but demonstrate a lot of action
in between, with prices moving far above and below the actual open and
close price levels.

A “swing” is a change in direction. So a stock
that has been trending upward will swing to the
downward, and vice versa. A swing trader uses the
charting techniques involving open, close, and
trading range to recognize when such swings are

uptrend

a movementin a
stock’s price to
the upside; for

swing traders, an
uptrend is defined
as three or more
consecutive days
in which the clos-
ing price was
higher than the
opening price.

‘
downtrend

a movement in a
stock’s price to
the downside; for
swing traders, a
downtrend is
defined as three
or more consecu-
tive days in which
the closing price
was lower than
the opening price.

most likely to occur. Daily volume is also signifi-
cant in the mix of signals that you will come to de-
pend on in developing your swing trading strategy.

Within this short-term daily trend watching,
the direction of each day’s price movement is also
important. By definition, a swing is most likely to
occur when the open and close of the stock has
been occurring in the same direction. This means
that in an existing uptrend, the day’s close should
be higher than the open for at least three consecu-
tive days before the trend can be relied upon to put
a trade into action. And when the price trend is
downward, by definition, a downtrend requires that
for at least three days in a row, the closing price was
lower than the opening price. So the overall price
range of a day’s history is not enough; the direction
of price movement must confirm the apparent
trend as well.
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Key Point

There is a distinct difference between traditional market pri-
mary and secondary trends on the one hand, and very short-
tern price trends on the other. Swing traders limit their analysis
to a two- to five-day window.

The uptrend and downtrend used by swing )
traders are not the same as the more universally rec-
ognized market trends. Technicians track trends in | PFice range
stocks as well as various indices and these are well the overall range

. . of a stock’s price
known. They also use moving averages of various within a single
configurations to signal or anticipate major uptrends | day. from highest

d d ds. The sh ds d bed price attained
and downtrends. The short-term trends describe downito lowest

above and used in swing trading are entirely different. price, and distinct
from opening and

This explains as well why swing traders usu- . !
closing prices.

ally stick to the complete trend of a single trading
day. When you first consider this guideline, it does
not appear to make sense. A valid question may be, “Shouldn’t the deci-
sion be made when trading patterns are met rather than at the end of a
trading day?” The answer, of course, is that any strategy should be as flex-
ible as you need it to be. There is no hard-and-fast requirement that trad-
ing occur only when a day’s trading has been completed. However, swing
traders have discovered that while their timing of trades may be flexible,
the complete day is most revealing. Patterns emerge during a trading day
based on the time of day and overall direction of the market. Many tech-
nicians, for example, give great importance to trends established in the
first hour, or the first two hours. A specific stock’s final hours of trading
may be largely influenced by overall market trends on the day.

In order to establish the trend for purposes of swing trading, the full
day is considered the template and also makes comparisons uniform.
This is always useful in any type of price analysis. In addition, another
important type of signal may be found between the close of one day and
the open of the next day. Swing traders, like many other technicians, are
likely to assign importance when price changes between the two days
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show large gaps, or when a low-volume day is followed by a high-volume
day. These are examples of the kind of changes occurring between days
that will be viewed as important to swing traders, and it further supports
the belief that to establish the two- to five-day window to identify a
swing trading opportunity, you need to have the complete day and not
just hour-to-hour change. A day trader is inclined toward recognizing
and grabbing profitable opportunities as they occur, but day trading is a
far less sophisticated market strategy than swing trading. So while some
traders may prefer the excitement of continually watching a stock’s price
during the day, swing traders employ a more methodical system.

Chapters 3 and 4 provide you with a far more detailed explanation
of the exact signals and methods of finding them. The purpose here is to
provide you with an overview of how swing trading works and how you
can use short-term trends to zero in on profit opportunities.

The basic swing trading rule is to act after three or more consistent
signals occur. When the price has been moving to the upside, the signal
is to sell; and when price has been moving to the downside, the signal is
to buy. Remember, the swing is the key. The theory of swing trading is
based on the belief that short-term price change occurs in predictable
rthythms and cycles. Upward movement is followed by downward move-
ment in these short-term trends, and vice versa.

There are several attributes required in order for these “rules” of
swing trading to go into effect. These are:

1. Recognize an uptrend. A true two-to five-day trend consists of a
specific pattern in opening and closing prices. In an uptrend,
each day should exhibit a series of higher highs, offset by a series
of higher lows. So each day’s price passes the previous day’s peak
on the upside; and each drop is less than the previous day. Figure
1.1 illustrates this principle on a simplified line graph; note that
the trend lines for both high and low price levels conforms to the
uptrend rule.

2. Recognize a downtrend. The downtrend also develops over a two-
to five-day period. But it is characterized by a series of lower highs
and lower lows. So each day’s high will be lower than the previous
day; and each day’s low is lower than the previous day. The swing
trading downtrend is shown in Figure 1.2. This figure shows the
swing trading downtrend; the high prices are progressively lower
each day, and the offsetting low prices are lower as well.
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The Swing Trade Approach: The Strategy in a Nutshell
Key Point

Swing trading is so called because of the tendency for price to
swing back and forth in a two- to five-day window. This occurs
because day-to-day trading is dominated by emotion.
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setup

a signal to act in a
swing trade pat-
tern; the setup at
the top of an
uptrend is a sell
signal, the setup
at the bottom of a
downtrend is a
buy signal.

\a%

narrow range
day

a day in which the
high-to-low price
of a day is much
smaller than the
typical day, and
when it occurs
after three or more
established trend
day patterns.

High/

Close—

Low/

Typical

Trading Days
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3. Identify a setup. The setup is a signal that it is

time to take action. The setup at the top of the
two-to five-day uptrend is a sell signal. And the
setup at the end of a two- to five-day downtrend
is a buy signal. In other words, the swing trade
is premised on the idea that these specific sig-
nals can be used to time decisions and to profit
from the cyclical swings in price.

. Look for the narrow range day. All signals are

stronger when they are confirmed. The narrow
range day is a day in which the distance from
high to low price is much smaller than preced-
ing “typical trading ranges. For example, if a
stock has been trading in a range of two to three
points and the two- to five-day trend is estab-
lished, a narrow range day at the end of the es-
tablished trend is a strong confirming signal.

Remember that the narrow range day pattern is
important only after a substantial price move. A
typical narrow range day at the end of a down-
trend is a strong buy signal. This is illustrated in
Figure 1.3.

L

Narrow
Range Day

FIGURE 1.3 Typical Trading Days and Narrow Range Day
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Key Point

No single indicator should be used alone for timing trades. The
principle of confirmation makes sense and is a valuable way to
combine different types of information to time your trades.

5. Keep an eye on changes in volume. Stocks tend to trade with “typi-
cal” daily volume, but when that level changes it often signals a
change in the interaction between buyers and sellers. For swing
trading, an exceptionally high-volume day accompanied by a nar-
row range day is a strong signal to act. So when the breadth of
trading narrows and volume increases substantially, that signals
that the established trend is probably on the verge of reversing.

These signals should be used in conjunction
with one another. When a two-to five-day uptrend :
has been established, look for the setup. Confirma- confirmation
tion is a very important concept in swing trading:  |asignal that
when you are able to confirm the trend with a Egﬁl\gl(:li?’lsd?factl:;)n
setup, you have an exceptionally strong buy or sell | to another signal,
signal. The confirming indicators are a narrow | thatreinforces the
range day and increased trading volume. When you :)nfd;cat:/dotru S
see both of these together, you have exceptionally | move.
strong confirmation that it is time to act (to sell af-

ter the uptrend or to buy after the downtrend).

The Theory of Chart-Watching

There are two general schools of thought about how to pick stocks and
time buy and sell decisions. The fundamental school relies on financial
reports and trends and the technical school of thought bases these deci-
sions on price.
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Key Point

There is no reason to shun one type of analysis and favor the
other. You can gain valuable insight from both fundamental and
technical analysis.

OHLC chart

a type of stock
chart summariz-
ing the open,
high, low, and
close for a day
using a single
vertical line and
two horizontal
tabs. The top of
the vertical line is
the line and the
bottom is the low;
the left tab is the
day’s opening
price and the right
tab is the day’s
closing price.

point-and-

figure chart

a stock chart
reflecting rising
prices with
columns of Xs
extending from
high to low price;
and columns of
stack’s Xs. This
chart does not
distinguish trad-
ing days, only
trends.

While both points of view have merit, it
makes sense to use not one or the other, but both in
tandem. Swing trading is a technical strategy, but
the stocks you pick to use for swing trading may be
selected based on fundamental strength. To the ex-
tent that you are going to rely on technical signals,
you will use charts as a primary timing tool. In-
vestors use many different kinds of charts, the most
popular being the OHLC chart. This consists of a
vertical line extending from the high to low price
for a day; and two horizontal tabs. The one appear-
ing to the left is the day’s opening price, and the one
to the right is the day’s closing price. This type of
charting tool is illustrated in Figure 1-4.

The OHLC chart is popular because using
only three lines, it conveys the essential informa-
tion about activity over a period of time. This is ef-
ficient. A more obscure chart is the point- and-figure
chart. This consists of stacks of Xs and Os without
any regard for the time involved. The Xs are shown
when the price rose, and the Os when the price fell.
This chart gives technicians a quick view of trading
range trends, but for most investors it is not as easy
to use as the OHLC chart.

Time is usually important to traders in order
to make sound judgments for their stock decisions;
for this reason, the point and figure chart provides
a particular kind of information for some purposes,
but is not as valuable as the OHLC. Today’s chart-

ing services invariably include a moving average as
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FIGURE 1.4 The OHLC Chart

well as daily changes in the stock’s price. In addi-
tion to showing the important open, high, low and
close price points, charts also include one or more
moving average lines. The most popular are 200-
day and 50-day moving averages. These do away
with the distractions of short-term volatility and
show how a stock’s price has evolved over time.

A final type of chart, and one used in coming
chapters in this book, is the candlestick chart. This
descriptive term is given because each day’s trading
has a body that is either white or black, with verti-
cal lines extending above and below the main body.
This type of chart was developed in 18" Century
Japan to track rice prices. In the 20" Century, U.S.
technical analysts and chartists began to recognize
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moving average
a statistical
method of show-
ing a trend that is
representative of
changes without
short-term volatil-
ity. The average is
computed by
adding up the
fields in the pe-
riod, and then
dividing by the
number of trading
days.

the value of candlesticks for tracking the OHLC but also to get an imme-
diate picture of whether a trend is moving upward or downward. Chap-

ter three explains candlesticks in detail.
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Key Point

Charts display the short-term tendency of prices to swing back
and forth. These trends are not erratic or random; they reflect vi-
sually the dominate market forces of greed, fear and uncertainty.

Charts all summarize the flow and pattern to a stock’s price cycles,
both short-term and long-term. There is a natural rhythm to price trends
that reflects the interaction between buyers and sellers and the domi-
nance of one of the three market emotions: greed, fear and uncertainty.

Technicians may consider themselves to be chartists, people who
rely on specific price patterns to predict the next direction of a stock’s
price. Chapter two explores the many popular charting signals and ex-
plains how to recognize them. The chartist tends to believe that funda-
mental analysis has limited value because it is
historical and does not affect the forces of supply

- and demand that determine price movement.
chartists .

. Some chartists acknowledge that long-term trends
technical analysts )
who rely primarily |  are dominated by fundamental strength or weak-

on re_?_ogni_tion of ness of a company, but rely on chart price patterns
specific price

L T e for the short term.

short-term trends There are both pro and con arguments con-
to predict and cerning taking the chartist’s approach. On the posi-
anticipate the ) ) !

next price direc- tive side, the pattern of price movement does
tion in a stock’s contain a specific predictability. This is not the

price.

same as a guarantee, but there is a tendency for
price to move in a pattern. Swing trading is a typi-
cal charting strategy because it is designed to observe and predict price
movement. When prices move in one direction and in specific ways for
three or more trading days, the tendency is for price to then reverse and
go in the opposite direction. Because you cannot know how many peri-
ods a trend involves, swing traders look for reversal signals in order to
time their decisions.
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Key Point

No investment decisions should be made in isolation. Fundamen-
tal information is not merely historical; it also indicates whether a
company is financially sound—or even solvent—today.

Chartists believe that buyers and sellers continually interact. When
a stock’s price rises far enough, current owners want to sell to take profits;
and that causes the price to fall. When price falls far enough, the stock
becomes a bargain so new buyers place orders. The outcome of this
never-ending interaction is the two- to five-day wave action of stocks.

On the negative side, charting is focused only on price and volume
and those who track price movement may ignore fundamental news.
This is a mistake. For example, in spite of how a stock’s price patterns
evolve, when a company misses a deadline for filing a financial report
that is a danger signal. For example, in October 2005 Krispy Kreme (the
doughnut chain) stock fell below $6 per share and the stock chart may
have looked to some chartists like a buying opportunity. But something
more profound was going on. The company had missed its filing dead-
line with the SEC and it was disclosed that improper accounting prac-
tices had been in place for several years. The company’s stock recovered
somewhat by late 2006 but continued to report quarterly losses. In this
situation—where profound fundamental problems were evident—relying
strictly on chart patterns would have been a mistake.

Chartists do better when they combine fundamental and technical
signals. You may use charts as a primary timing mechanism for short-
term swing trading; but selection of stocks for this play should be made
based on at least a preliminary review of fundamental issues:

* Is the company solvent?
* Has a profit been reported (recently or, more significantly, ever)?
* How much debt is the company carrying?

* Does the company compete well within its industry sector?
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Even without looking at a financial statement, you can learn a lot just
by reading the recent headlines. Online brokerage services provide news
for each company. For example, if you research Krispy Kreme (KKD)
on Charles Schwab & Company’s brokerage service—hrzps://investing.
schwab.com—ryou find the stock price, reports of rating services, compara-
tive price performance data, and recent news headlines. Obviously, using
both fundamental and technical information provides fast and reliable in-
formation, and vastly improves a chartist’s information base.

The Primary Emotions: Fear, Greed
and Uncertainty

Chartists employing a variety of strategies will usually agree on one
premise: Short-term price movement is predictable most of the time.
Some chartists depend entirely on some specific patterns and tests within
a price pattern. Others, like swing traders, believe that the cornerstone of
the strategy is the three-part emotional trend that rules how most of the
market works. So greed, fear and uncertainty determine price patterns
and make it easier to time and predict price movement.

Some swing traders describe the strategy as one that trades emo-
tions, not stocks. But this is not entirely true. A wise trader will always be
aware that stock selection is key to a smart program, so a starting point
should be to pick stocks that are going to act and react to the normal
market forces. If you pick a distressed stock (such as that Krispy Kreme
in 2005) or a stock that has risen in value beyond any fundamental ex-
planation (like Amazon.com or eBay in the recent past), you cannot rely
on the normal cyclical patterns of short-term charting; so those situa-
tions may not provide reliable signals either. Later in this book, you will
find guidelines for picking stocks for swing trading,.

Once you have limited your range of potential swing trading stocks,
the timing of trades can be based on the three emotions that rule the
market. Market observers and the financial news
media like to give names to these emotional trends
other than the raw emotional names. When greed
is in control, it is called a 7ally. When fear domi-
nates and prices begin to fall, it is called a correc-

rally

a period when
prices are rising,

also known as a tion. And when a period of uncertainty is
condition where dominant, that is referred to as a period of consoli-
greed dominates . ..

the market. dation. The three market conditions are summa-

rized in Figure 1.5.
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FIGURE 1.5 Emotions and the Market

The consolidation period—when uncertainty
rules—is sometimes described by analysts as a time
of “agreement.” In other words, under this inter-
pretation, the current price range is agreeable to
both sellers and buyers. This is inaccurate. It is not
a time of agreement at all, but rather a time when
neither buyers nor sellers dominate the market.
During periods of uncertainty, the buying and sell-
ing activity tends to be well matched, so that no
changes in supply or demand are evident. There is
no agreement at all; both sides have no idea where
the stock’s price is going to go next.

In all three market conditions—characterized
by the emotions of greed, fear and uncertainty—
one fact remains constant: most traders do not
learn from their past mistakes. Logically, everyone
knows that no direction remains forever. When a
stock’s price begins to rise, there is going to be a
limit but greed ignores this. When the price is

correction

the description of
a market in which
prices are falling,
when the emotion
of fear dominates
the market.

consolidation

a time when price
is not moving
upward or down-
ward, but remain-
ing within a
narrow trading
range; a market
dominated by

uncertainty.
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Key Point

The market likes to give exciting names to upward-trending
prices, and to soften downward-trending prices. Thus you hear
about a rally (up market) versus profit-taking (down market); or
enthusiasm (up market) versus caution (down market).

falling, it cannot fall forever and at some point shares drop to a bargain
price level, but fear ignores that fact. And when uncertainty rules the
market (even if for only a few days) traders tend to become impatient.
They either lose interest in the stock or make an uninformed decision
which is likely to be wrong at least 50 percent of the time. So holders will
sell right before prices rise at the end of the uncertainty, or they buy right
before prices fall. These actions occur because traders act impulsively and
emotionally. So with this in mind, you may add a fourth emotion: impa-
tience. The impatient investor acts too quickly and makes a lot of timing
mistakes.

Swing traders manage their emotions and simply observe the inter-
action between the emotions of other traders and market prices. This
contrarian approach is more sophisticated than the common definition.
A swing trading contrarian does not simply buy when most people are
selling and vice verse; the more advanced version involves making deci-
sions contrary to the dominant emotion of the moment. When prices
peak in a frenzy of greed, the swing trader looks for the sell signal. When
prices fall rapidly in the ravages of fear, the swing trader remains calm
and looks for the signal that the price has bottomed out. When uncer-
tainty is the dominant emotion, swing traders resist the temptation to
“do something” and remain patient until a signal emerges.

Before delving into more about specific swing trading examples,
you need to review the basic rules of technical analysis and chart inter-
pretation. The next chapter goes through these basics as a building block
to turning swing trading into a powerful market tool.



Chapter

The Basic Technical Rules

he tools used in technical analysis are price-related for the most

part. They are visual in nature. Trading and price patterns are given

great weight by technicians. In comparison, fundamental analysis
is a numerical study using financial results to establish recent trends and
to predict future value—and thus price growth.

While fundamental analysis is backward-looking, technical analysis
is intended to anticipate future price trends. Investors may use both of
these approaches effectively to improve identification of risk, stock selec-
tion, and the timing of decisions:

1. Identification of risk. When people hear | market risk
about risk, they tend to think of only one |the risk that a
kind of risk—losing money versus making | stock’s value will

. . fall rather than
money. This is market risk and every stock

. I ; rise (or rise after
investor faces this risk continually. The |an investor sells).

identification of this risk is elusive, how- Market risk can be
compared and

ever, because so many aspects of the com- | judged based on
pany and the stock have to be considered.  |fundamental
Chapter 6 1 th i fh trends and techni-

apter 6 explores the question of how | o/ brice history.
to pick stocks based on financial condition
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volatility

the degree of
movement in a
stock’s price, and
the number of
points of move-
ment from day to
day. The greater
the price swing,
the higher a
stock’s volatility.
Most investors
define market risk
in terms of price
volatility.

trading range

the normal trad-
ing area extend-
ing from the
highest to the
lowest typical
price. Stocks tend
to trade within a
specific range.
The broader the
range, the greater
the volatility and
thus the greater
the market risk.

THE BASIC TECHNIGAL RULES

and capitalization; and those questions are
the starting point for identifying market risk.

Technical analysis includes comparisons of
price and volatility, which is another aspect to mar-
ket risk. The ideal swing trade stock is one with a
degree of volatility. The price swings are required to
achieve the variation needed in swing trading, so a
very low-volatility stock will not work. On the
other end of the spectrum, highly volatile stocks are
unpredictable and not suitable for most swing trad-
ing. The most suitable stocks, based on market risk,
are those that tend to be moderately volatile, and
that trade within more than just a few points’ #ad-
ing range.

2. Stock selection. Picking stocks is, of course,
the determining step in whether you achieve
profits or suffer losses. There is a tendency
among investors to use methods for stock se-
lection based on rudimentary technical signs,
but these are often wrong. For example,
some people buy stock because the price has
been climbing recently, or they sell shares
that they already own because the price has
fallen. A rational method for stock selection
may include fundamental analysis and a
thorough study of some key financial ratios
and trends; and technical analysis for the
timing of trades, among which swing trading
is one of the most effective.

Key Point

Swing trading requires a moderate degree of volatility. Too little
swing in prices involves no trading opportunity; and too much
removes the predictability of price trends.



Support and Resistance 25

3. Timing of decisions. Fundamental analysis is based on recent histor-
ical financial results—and this is a problem. The market is contin-
ually changing, moment to moment. Technicians correctly point
out that fundamental analysis cannot be used for timing of trades.
While the fundamentals can and should be used to pick stocks,
you need to rely on technical signals for proper timing of buy and
sell decisions. Swing trading is a valuable tool for this purpose.

Support and Resistance

The trading range of a stock is the price area in which that stock is being
bought and sold. This range establishes what is “normal” so that when
the stock’s price moves above or below that range—or even when the
price tests the edges of the range—those events are significant. In a nut-
shell, this is how technical analysis works. It is all about setting up and
understanding a few rules, and then deciding what it means when the
stock’s price breaks those rules.

Trading range can take several different shapes. The most basic one is
based on price, so that the trading range remains stationary. The top and
bottom price do not change. A second type is the evolving trading range,
in which the spread of the range remains approximately the same but the

price edges upward or downward. These three types
of trading ranges are illustrated in Figure 2.1.
When a trading range is evolving, technicians

spread
call this pattern parallel price channels, and are usu- | the point differ-
: : : ence between
ally interpreted as foreshadowing a change in the high and low

trading range in the near future. The level and | prices within a
speed of an evolving trading range, a phenomenon | trading range; the
called momentum, is also considered key in identi- | 1ar9er the spread,
. ’ " }’ ) the greater the
fying how and when the trading range is going to | price volatility.

adjust in the future.

Key Point

The trading range establishes the borders of what technicians
consider normal for a stock. Any trading above or below that
range offer a signal that important changes are about to occur.
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parallel price

channels

the top and bot-
tom edges of a
trading range
when price levels
are evolving to
the upside or
downside, as
opposed to a
range in which
prices remain
stable within the
range.

momentum

in technical analy-
sis, the rate and
speed of changes
in price and trad-
ing range, be-
lieved to be a
determining fac-
tor in how soon a
trading pattern is
likely to adjust.

The trading range is also defined by the all-
important to and bottom price levels. As long as a
stock remains within a defined trading range, these
lines remain intact. But when price exceeds these
price lines, that means that big changes are occurring
and a new trading range is going to be established.

The top line of the trading range is called the
resistance level. This is the highest price that traders
are currently willing to pay for the stock. At the
bottom is the support level, which is the lowest
price that sellers will accept to relinquish stock. In
the never-ending interaction between buyers and
sellers, the support and resistance lines provide a
definitive, price-based summary of the stock’s cur-
rent supply and demand levels.

Resistance and support are the foundations of
technical analysis. They provide the standard by
which a stock’s performance is measured, in several
respects. These standards include:

1. The spread and thus the volatility of the stock.
The greater the swing in price from high to
low within the trading range—the spread—
the greater the volatility. High volatility is the
most commonly used measure of market
risk, so the technician will judge stock safety
based on the spread itself.
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Key Point

27

Once the current trading change is violated and a new trend is set,
a new trading range will be established for trading in the stock.

2.

The trend itself—flat, up or down. The trend
may be flat or evolving and this also helps
to define the stock. Swing traders depend
on a degree of volatility or the strategy sim-
ply will not work; most short-term traders
will agree that they need some price swings
in order to put their trading strategies in
place. This is a short-term concern. A
stock’s price performance over the long
term depends on the strength of the funda-
mentals for the company; short-term price
performance is dominated by market emo-
tions, and this is where moderate volatility
is advantageous.

The degree to which the trading range limits
are tested and what those tests imply. Techni-
cians find themselves describing price
movement as though the price itself were
conscious. So they describe a price trend as
“indecisive” or “aggressive.” When the price
approaches either resistance or support lev-
els, technicians say that the price is “testing”
those limits. A test that does not succeed is
usually taken as a sign that price is about to
make a move in the opposite direction;
when the price does break through, that is
taken as a significant development that
throws the existing trading range into com-
plete disarray and often leads to establish-
ment of a new trading range. Many
technicians like military analogies; so a

%

resistance

the highest price
within a trading
range, represent-
ing the top price
that buyers are
willing to pay for
the stock under
current conditions.

\as

support

the lowest price
within a trading
range, represent-
ing the lowest
price at which
sellers will release
their stock under
current conditions.

supply and
demand

the forces deter-
mining whether
prices rise or fall.
Increases in de-
mand create up-
ward price
pressure, and
increases in supply
create downward
price pressure;
supply and de-
mand are the
causes of all stock
price changes.
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price breakthrough is described in the same way as a military
breakthrough. It creates confusion and chaos and may lead to a
disaster (or in the case of trading range, establishing a new “front
line” for resistance or support).

4. Actual changes in the trading range when price moves above or be-

low established borders. Once a breakthrough occurs, a period of
volatility often follows, after which a new trading range is set.
This is inevitable. Stock prices cannot be expected to remain
within a narrow trading range indefinitely, so emerging changes
in trading range and even in levels of volatility are part of a
stocK’s life cycle. From the technicians’ point of view, the changes
are interpreted based on how the price settles down. The new
trading range may be more volatile than the previous one, or less
volatile. The previously stationary range may be replaced with an
evolving one. The differences in price trend from one period to
another are the interesting features of technical analysis. The un-
predictability of price trends can be overcome, from a technical
point of view, by accurately interpreting the signals.

The implications when a stock is so volatile that a trading range can-
not be established. In some cases, a stock’s price is behaving so er-
ratically that no actual trading range can be established for the
short term. The price is entirely unpredictable. This creates a
problem for everyone because no technical interpretation is pos-
sible. The volatility is caused by some important uncertainty
within the market, but instead of the price settling down to a flat
short-term pattern, it becomes wildly unpredictable. This pattern
is invariably short-term and caused by a passing problem or per-
ception. An astute technical analyst knows that at such times, an
examination of the underlying causes can help to estimate how
long the high volatility is likely to last.

Key Point

Resistance and support are the defining attributes of a stock’s
price behavior. For swing traders, short-term trading is more im-
portant but the concepts of resistance and support provide im-
portant signals.
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The study of resistance and support and the way that price acts
within the trading range is important to swing traders because it helps
you to anticipate likely price behavior in the next three to five days.
While you are likely to depend on chart patterns and signals described in
the next three chapters, always be aware of the trading range as well. It
represents the price-based premise of a stocK’s risk level, price behavior,
and future trends that have not yet developed fully.

The Advantage of Short-Term Chaos

Trading ranges bring a degree to order to an otherwise chaotic situation.
No one knows what a stocK’s price is going to do next, just as no one can

accurately predict the broader market. The auction
marketplace in which stocks trade is unpredictable
because there are so many competing forces and in-
terests involved. An economic model discusses sup-
ply and demand as though buyers and sellers
operated with single interests and motives. In prac-
tice, supply and demand is much different.

Because supply and demand are complex
forces that interact on many different levels, prices
never move in one direction indefinitely. When a
stocK’s price rises, some owners will take profits and
sell. The more shares that are sold, the more prices
move downward. This interchange is continual. It
also makes a difference when large institutional in-
vestors (such as mutual funds, insurance companies,
and pension plan managers) buy or sell blocks of
stock in a single move.

The individual investor, also known as the 7e-
tail investor, accounts for only a small portion of to-
tal trading volume. This does not mean that
individuals have no control in the market. Institu-
tional investors tend to make the same errors as in-
dividuals; to trade on short-term emotion rather
than logic; and to misread market signals. This is
how you can use swing trading to your advantage.
Institutions are too complex and have too many
stocks in their portfolios to make fast decisions; as

institutional
investors

large investors
such as mutual
funds, insurance
companies or
pension plans,
holding diversi-
fied portfolios of
stock and trading
in blocks rather
than only a few
hundred shares.
Institutional in-
vestors account
for most of the
market’s treading
volume.

\BR!

blocks

large trades of
stock executed by
institutional in-
vestors in most
cases, usually
defined as 10,000
or more shares or
stock with current
value of $200,000
or more.
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an individual, you can ride the waves of short-term
price change and move in and out of positions

retail

. rapidly.
investor pIcy. ) . ,

o . Short-term chaos is the retail investor’s advan-
an individual, in )
comparison to an tage. Because your concern is for a small number of
institutional in- stocks and a very brief time window, you can make
vestor. The retail .. . .. .
investor tradition- | fast decisions and still pay minimal trading costs;
ally paid higher and maximize your advantage as a swing trader. Be-
xﬁischoet;:(lj;hs cause the short-term trend is always chaotic and
the name. Today, dominated by greed, fear and uncertainty, you can
any individual— expect one thing consistently: price is going to over-
even one payin : )
e react to any and all news. So if a stock’s earnings are
discount broker- a few cents below analysts' expectations, the stock

age—is defined as

> may fall far more than the news justifies (only to ad-
a retail investor.

just itself to a more reasonable level within a few
days). This is a swing trading opportunity, of course.

You will also notice that the “chaos window”—the period of time
when overreaction in either direction remains a controlling factor—lasts
three to five days. This is why swing trading works well on that same
schedule. It takes three to five days for buyers and sellers to recognize the
overreaction in price and for the adjustment to get sorted out. In fact, the
time institutional investors need just to correct their positions in a stock
(represented by large blocks) makes it impossible for them to act any
more rapidly. The disadvantage to institutional investors becomes the
greatest advantage to individual swing traders.

In this respect, you can predict how prices will change in the short
term. A distinction has to be made here between short-term price
“trends” and longer-term market trends. The primary technical system in
play in the market operates under the observations of the Dow Theory,
developed by Dow Jones cofounder Charles Dow. Over a century ago,

Key Point

Investors desire predictability, but for swing traders, chaos cre-
ates opportunities. Chaos fuels greed, fear and uncertainly, and
this fact is the swing trader’s great advantage.



Breakouts from Trading Ranges

Dow realized that trends were the key to estimating
future price movement. As his theories were fine-
tuned over the years, the Dow Theory evolved into
a series of rules and observations which are usually
applied to the market as a whole and represented
by the Dow Jones Industrials and other indexes.
The Dow Theory observes that a number of
trends can be observed within the broader market.
A long-term trend, once established by an index
and then confirmed by another, establishes a mar-
ket direction. However, short-term trends are dis-

Dow Theory

a major technical
school of thought,
a belief that
overall market
movement is
predictable based
on primary and
secondary trends
and confirming
signals. The Dow
Theory states that

short-term trends
are not reliable
for predicting
long-term price
changes.

counted under the Dow Theory as unreliable.

This is true. If you are concerned with long-
term trends for the entire market, you cannot rely
on a two- to five-day price movement. More time is
needed, and a longer-term primary or secondary
trend has to be established. But swing traders are not concerned with
these kinds of trends. The “trend” a swing trader follows is the short-term
trend itself, which can be defined as the market’s overreaction to virtually
all news and all changes within the company and the individual stock. In
this respect, swing traders observe the movements created by greed, fear
and uncertainty, and make their decisions based on those momentary
factors. You may pick stocks based on long-term growth and fundamen-
tal strength, but you trade on emotions, not fundamentals. This is where
short-term chaos can be used to maximize your advantage.

Breakouts from Trading Ranges

The short-term price movements within a trading range might be called
insignificant. From a long-term point of view, this makes sense given the
facts. Short-term trends cannot be relied upon to estimate long-term
growth. Fundamental analysts will agree with this universally. Even techni-
cal analysts agree; but for swing trading, short-term price cycles are domi-
nated by greed and by fear, and that is the key to swing trading success.
When prices shift in response to emotions, they are invariably exag-
gerated. So a greed-driven price increase will exceed any rational or justi-
fied growth in a stock’s price; and fear-driven price declines will fall
beyond a rational or justified level as well. In this regard, swing traders
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Key Point

Greed and fear create over-reaction, thus exaggerated swings in
both directions. By recognizing this tendency, swing traders
profit from the tendencies of most investors. Remaining cool
and collected leads to profits.

base their trades on emotions and not spend time analyzing the underly-
ing causes for price movement. Those causes do not matter because price
cycles are not reacting to any underlying cause; they are being driven by

those emotions.

This is a very short-term shift in price. Swing traders may also be
fundamental analysts and as long as you do not mix up the two different
schools of thought, you can perform in both roles. But the time comes
when price moves above resistance or below support. This can occur
when the emotions of greed or fear are so exaggerated that a frenzy takes

\BR!

breakout

a pattern in which
price moves
above resistance
or below support
and establishes a
new trend and,
eventually, a new
trading range.

gap
a price pattern in
which one day’s
opening price is
higher than the
previous day’s
highest price or
lower than the
previous day’s
lowest price.

over, in which case it is likely that the price will
eventually return to the established trading range.
This is the exception; it is more likely that a break-
out occurs because the stock price is on the way to
establishing a new trading range.

A breakout occurs in many different varia-
tions, and following some specific charting pat-
terns. Chartists rely on some of these patterns to
predict a breakout. At times it is difficult to prop-
erly interpret a current chart pattern, but easier to
identify in hindsight. Two breakout examples are
provided in Figure 2.2.

A breakout can be more dramatic than the ex-
amples shown, with price levels moving far above or
below established levels. A relatively low-volatility
stock can become highly volatile for a period of
time, only to settle down into a newly established
trading range at a different level than previously.
When you look at a long-range stock chart, you
can spot the overall trends over many months or
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Breakout Above Resistance

Resistance
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Breakout Below Support
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FIGURE 2.2 Breakout Above Resistance; Breakout Below Support

years, and this is where moving averages are valu-
able in identifying specific trends. But short-term
changes in stock price levels can be very volatile, if

common gap

only for a brief period of breakout and establish- another term for
ment of a new trading range. the gap, which
. . X distinguishes it

Another significant trading pattern is the gap. | from other forms

As a general rule, stocks tend to open a new day | of exceptional gap
within the high-low boundaries established on the chart patterns.
previous day. The gap, also called the common gap,

is not unusual. When a stock’s price opens above the high point of the
previous day or below its low point, a gap has occurred; and depending




breakaway
gap

a gap involving
price movement
into new territory
beyond the estab-
lished trading
range.

exhaustion
gap

a type of gap in
the direction of an
extended price
movement, sig-
naling that the
current trend is
about to end and
prices will level
out or begin mov-
ing in the oppo-
site direction.

B %t

runaway gap

a gap appearing
as part of a strong
and sustained
price trend, rein-
forcing the price
direction, and
possibly showing
up as a series of
gaps one after
another.
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on the ensuing price activity, a gap may come in
several different forms.

The breakaway gap involves price moving into a
range where it has not been in the recent past, this is
a “breakaway” from the previously established trad-
ing range. In comparison, the common gap takes
place within an established trading range.

Two additional kinds of gaps are important to
technicians. First is the exhaustion gap, which ap-
pears after an extended period of price movement
upward or downward. While the exhaustion gap
continues in the same direction, it signals that the
price move may be coming to an end and the price
trend will reverse. A runaway gap appears when a
price movement is gaining in strength; this kind of
gap reinforces the price direction, and a series of
runaway gaps may even appear one after the other.

The major types of gaps are summarized in
Figure 2.3.

Gaps are important to swing traders because
of what they often signal. Gaps accompany major
changes in directions occurring at the beginning of
new price movements and also at the end of the
same trends. If you watch charts and see patterns
indicating the timing is right to make a trend, and
form of confirmation strengthens your decision
and improves your timing. Gaps serve as one of the
best forms of confirmation to enter or exit a trade.

Key Point

Gaps are very important chart patterns because they invariably
signal and reinforce important strength in existing trends, or
foretell movement about to occur.
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Common Gap Breakout Gap
Resistance ‘ ‘ MH‘ ||‘|‘|HI‘HH
‘HHH |HH‘| \‘|H| H/H ‘ Resistance ‘ |
Support Support
Exhaustion Gap Runaway Gap

I |
iy NP MIHMH
|
I T, | ”'“

FIGURE 2.3 Common Gap, Breakout Gap, Exhaustion Gap, and Runaway
Gap

Important Chart Patterns

As a swing trader you do not have to become an expert in all aspects of
technical analysis—and some of it is quite complex. However, you do
need to master the basic charting principles and these are relatively easy.

There are two general tiers to technical analysis. The largest and
most complex is often overly theoretical and intensely mathematical.
This level tends to be taught to students, and is more academic than
practical. By the time you complete your analysis on this level, the stock
has moved onto its next phase and the information is out of date. On a
more immediate and accessible level are a few important basics. This is
where you can quickly gain the knowledge you need to improve your
timing and your profits with swing trading.

The best-known signals are patterns called double rop and double
bottom and these are fairly simple indicators to spot and to interpret. A
double top involves two tests of resistance, with a decline in price in be-
tween. Because it is a double test, the double top is considered a bullish
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signal, and the stock price is expected to retreat.
The concept here is that there was not enough en-
thusiasm among investors to push the price higher,
so price retreats. The double bottom is the oppo-

double top

a price pattern in
which resistance

is tested twice site, a test of support. Because support is strong
with a pullback in enough to hold up under this two-part test, the
between. As long . .
as resistance price subsequently rises.
holds up, price is The double top and double bottom are illus-
expected to de- trated in Figure 2.4.
cline after the
double top.
Double Top
Resistance

/,/¥‘ ‘ —
AL ‘ ‘HH‘ M
S ‘

! L,
Support "‘ ‘
1Y,
Double Bottom
TN
Resistance d
|

Price

Support

FIGURE 2.4 Double Top; Double Bottom



Important Chart Patterns

The head-and-shoulders pattern is an ex-
tended variation of the double top or bottom pat-
tern. This is characterized by three price peaks or
declines, with the middle one extending further
than the first and third (in a letter M shape). A
head-and-shoulders top occurs at or near resistance;
the interim trading areas between the peaks is
called the pattern’s neckline. Volume often is strong
at the first “shoulder,” and relatively weak by the
last phase of the pattern. The head-and-shoulders
top is a test of resistance and because it does not
break through, it anticipates a price decline.

The head-and-shoulders bottom tests support
in the same way as the top tests resistance, but in
the opposite pattern, in a letter W shape. Volume
of the last of three head-and-shoulders extensions is
likely to be lower than for the first shoulders and
the inverse head, indicating a lack of enthusiasm
among investors for a price decline. The head-and-
shoulders bottom anticipates a rise in the stock’s
price.

The two head-and-shoulders patterns each an-
ticipate price movement in the direction opposite of
the tests; and may also anticipate breakouts from the
established trading range (below support after the
top pattern, or above resistance after the bottom
pattern). Both of these are illustrated in Figure 2.5.

Key Point

37

ouble botto

a price pattern
testing support
with a price in-
crease in between.
Because support
holds up against
this two-part test,
the double bottom
anticipates a sub-
sequent increase
in the price level.

%

head-and-
shoulders top

a price pattern
with three peaks,
the middle one
higher than the
first and third.
This letter M
shape pattern
tests resistance
and anticipates a
price decline to
follow.

neckline

the price area
in between the
price extremes
of the head-and-
shoulders pattern.

The head and shoulders anticipates a reversal in price because it
includes three separate tests of the limits, accompanied by
weakening volume. The reduction in enthusiasm of investors is

the real signal.
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FIGURE 2.5 Head-and-shoulders Patterns Top and Bottom

head-and-
shoulders
bottom

the inverse of a
top, consisting of
a head testing
support with two
shorter shoulders
before and after,
creating a letter W
shape. The pat-
tern anticipates a
price increase.

While the double top or bottom and head-
and-shoulders patterns provide visual signals antici-
pating specific price trends, another important
charting feature is the broadening formation. There
is a tendency for price ranges to expand over time,
often with accompanying expansion of daily vol-
ume. Several specific types of broadening forma-
tions are useful to swing traders to recognize
patterns and to anticipate or confirm buy and sell
signals.



Important Chart Patterns

The broadening formation is illustrated in
Figure 2-6.

A related pattern is the triangle. This is the op-
posite of a broadening formation in which a trad-
ing range becomes narrower than the preceding
pattern. This pattern implies uncertainty and what
market watchers like to term “consolidation.” But
while it precedes some future price movement, it is
difficult to determine with any consistency the di-
rection that price movement is going to take.

The triangle is illustrated in Figure 2.7.

The triangle has been given other names such
as “flags,” “pennants,” and “wedges,” but the over-
all observation is the same: Any change to an exist-
ing trading range anticipates a future price
direction. A broadening formation reveals the like-
lihood of stronger volatility in the future, and tri-
angles imply momentary uncertainty.

No pattern can be reliably used to guarantee
price movement. Even with the strongest of signals,
short-term uncertainty dominates every stock’s
price. But these patterns, when incorporated into

broadening
formations

chart patterns
showing widening
trading range for
a stock, develop-
ing over time and
providing specific
signals for swing
traders.

triangle

a price pattern in
which the trading
range narrows, a
sign of uncer-
tainty about the
stock’s price
movement and a
precursor of a
coming upward or
downward trend.

—

FIGURE 2.6 Broadening Formation
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Key Point

The triangle pattern can be equated with uncertainty that often
is found between periods dominated by greed and fear. For
swing traders, this pattern can imply holding off any subse-
quent swing trade opening trades until that uncertainty gives
way once more.

FIGURE 2.7 Triangle

the more specific daily price analysis used by swing traders, can serve as
powerful confirmation tools. When these are used along with the addi-
tional information provided by candlestick charting analysis (discussed
in Chapter 3), your arsenal of swing trading tools is vastly improved.

Spotting the Patterns to Trade Effectively

This brief explanation of charting patterns and signals is by no means ex-
haustive. Chart patterns are general indicators that may confirm other
signals, and that is all. As you develop your swing trading strategy based
on a day-to-day analysis of price trends, you will find the broader chart-
ing tools useful to time decisions. The purpose is to improve the timing
and not to ensure 100 percent success. No system can do that.



Spotting the Patterns to Trade Effectively a1

It is always useful to keep market theories in mind. The random
walk theory tells you that all short-term price movement is arbitrary. On
the other extreme, the efficient market hypothesis claims that all current
prices are fair because they reflect all known information about a stock.
Neither of these theories is entirely reliable. They do, however, provide
guidance to the market and promote an understanding of how and why
prices move.

All theories aside, short-term price movement is always guided by
greed, fear, and uncertainty. As a period of uncertainty becomes ex-
tended, a fourth emotion—impatience—is equally destructive as the
other three. As long as you recognize that this range of emotions rules
short-term price movement, you can employ swing trading to take ad-
vantage of the cyclical changes in a narrow window.

Some specific guidelines for using chart patterns within your swing
trading strategy:

1. Recognize the limitations of pattern analysis as well as the benefits.
Chart patterns are by no means the last word in timing of trades.
Chart patterns may be thought of as the raw material of a more
extensive timing strategy. As you will see in the next chapter, the
day-to-day price trends contain their own specific formations
and patterns that are not actually part of the broader chartist’s
realm. A chartist looks for longer-term patterns with double tops
or bottoms, head and shoulders, and other visual patterns over an
extended period of time; and gaps provide an indication of more
rapid changes in the moment. But these trends are limited in
value for swing trading. Because you will be observing trends
from one day to the next, your concern is focused on the actual
two- to five-day swings within a few points and based on price
structure itself—and not so much on how the pattern fits into
the larger chart pattern.

2. Remember, price is not a conscious force. There is a tendency
among chartists to begin thinking about price and price move-
ment as conscious forces. The names given to some patterns and
the trends themselves are given descriptive names as well.
Chartists refer to “testing support” or a price “trying to break
through” resistance, as though it were a conscious effort. This
may help in describing or understanding what is going on; but it
is also important to recognize this as a trap. If you come to think
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of price as having some type of free will, that facilitates the more
deadly trap of acting on emotion and reacting to all price trends
emotionally. Greed, fear and uncertainty rule most decision-
making, but as a swing trader you will out-perform the market
by remaining coldly detached and observing the short-term
trends for the emotionally-driven cycles that they are.

Don’t depend on any one indicator; use many to confirm one an-
other. Every investor has a favorite indicator, either for stock se-
lection of for timing of decisions. A lot of formulas are in use,
and a lot of strategies that work once or twice might not work at
all in the future. Cycles are notoriously unreliable and uncertain.
For this reason, swing traders can and should use charting indica-
tors and trends to confirm what they observe through a more de-
tailed daily price cycle, and not as a stand-alone indicator. The
more confirmation you have for what appears to be occurring in
a stock’s very short-term cycle, the better your timing is going to
be. The value of chart analysis is that it is instantaneous and
widely available free of charge. So you can either base your swing
trading on candlestick charts and look to other kinds of charts
for confirmation; or overlay the traditional chart patterns on the
candlestick chart. In either form of analysis, your timing will im-
prove when you base decisions on analysis and confirmation, and
not on impulse.

Learn how to recognize both patterns and false starss. Perhaps the
greatest challenge in charting is to know when a pattern is emerg-
ing and when a momentary change is only a false start. Looking
back to last week’s chart, you can easily identify the signals and
see what you should have done at exactly the right moment. But if
you look at the same chart today, what will happen next? The
skill of chart reading relies not only on identification of a specific
pattern, but also on being able to distinguish a genuine impor-
tant signal from a false start. One fact is certain: Among all of the
real signals are numerous false starts. Swing traders can use vari-
ous chart patterns to minimize acting on false starts, but no one
can eliminate them completely.
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Charting is a key element to swing trading. In fact, the strategy de-
pends on price patterns to work. But the traditional technical analysis
and charting of a stock’s price are only one form of analysis. The study of
candlestick charts makes swing trading more effective than the tradi-
tional charting tools, and improves your timing immensely. The next
chapter explores candlesticks in depth.






Chapter

Candlestick Charting
for Swing Trading

ence not only in timing of trades, but also in how you recognize
opportunities. The traditional charting method showing the trad-
ing range and opening and closing prices is a valuable preliminary tool.

The method you select to track stock prices can make a big differ-

For swing trading, however, you may want to ex-
pand your charting to include the candlestick.

The candlestick was originally developed hun-
dreds of years ago in Japan to track rice futures, and
in the late 20th century it became popular in the
United States. One inhibiting factor before modern-
day trading has been the problem of constructing a
chart quickly. With the Internet, it is easy today to
find free and instant charts for thousands of stocks.
In the past, any service offering charting (of any
kind) was invariably delayed and normally offered
only for a fee. So with the Internet, candlestick
charting has become a popular venue for stock
price tracking, especially when used in conjunction
with other methods (including moving averages
and volume analysis).

45

candlestick

a chart formation
showing each
day’s trading
range; high and
low price; open-
ing and closing
price; and the
direction the price
moved for the
day. A white (or
clear) candlestick
reveals that the
price closed
higher than its
open; and a black
candlestick re-
flects a lower
close for the day.




46 GANDLESTICK GHARTING FOR SWING TRADING

What the Candlestick Reveals

As with all types of analysis, a single candlestick

\B viewed by itself is of no value. You need to study
real body the significance of a particular formation as part of

in a candlestick a series; the tracking of candlesticks over several
chart, the rectan- davs i I; iallv in th hat f
e ety ays is very revealing, especially in the way that for-
A white real body mations appear—including not only the overall di-
S S ST rection, but in whether the stocks daily prices
moved up from .
opening to clos- move higher or lower, and for how long.
ing price. A black A candlestick consists of several parts; the two

real body shows
the stock moved
down from open- Figure 3.1.
ing to closing
price.

types of candlestick formations are summarized in
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Shadow
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Open Close

| Lower
‘ ' Shadow '
< Low >

FIGURE 3.1 White and Black Candlesticks

Key Point

No system—candlesticks included—summarizing stock prices
give you a sure-fire guarantee about the next move. But some
indicators are more reliable than others.



What the Candlestick Reveals

The difference between these two candlesticks
is in the real bodly itself. A white or clear real body—
known as a white candlestick—reveals that the day’s
close was higher than the open—it was an up day. A
black real body—a black candlestick—reveals the op-
posite: the close was lower than the open for the day.

The extensions above and below the real body
are called shadows. The upper shadow is the trading
range for the day between the real body and the
high of the day. The lower shadow is the trading
range between the real body and the low of the day.

The candlestick provides a wealth of informa-
tion about a stock’s trading for each day. The full
extension from top to bottom is the day’s entire
trading range. The real body shows the distance be-
tween opening and closing price and also reveals
whether the stock moved upward or downward on
the day. These combinations of visual summaries
become very important when candlesticks are stud-
ied as part of a trend on a stock chart.

Four variations on the usual candlestick for-
mation—a real body with a shadow above and be-
low—are important because they reveal important
shifts or reversal points within trends. These four
variations on the candlestick pattern are summa-
rized in Figure 3.2.

Key Point

white
candlestick

a candlestick with
a white or clear
real body indicat-
ing that the stock
moved up on the
day.

candlestick

a candlestick with
a black real body

showing that the

stock moved

down on the day.

shadow

in a candlestick,
the area above
and below the
real body; the
trading range
above and below
the opening and
closing prices.

The candlestick’s main advantage is that it reports everything
about a day’s price movement, in a simple graphic form.
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upper
shadow
in a candlestick,
the trading range
between the day’s
high price and the
top of the real
body (opening or
closing price).

lower
shadow

in a candlestick,
the trading range
between the day’s
low price and the
bottom of the real
body (opening or
closing price).

shaven head

a candlestick with
no upper shadow
and a white real
body. This ap-
pears on a day
when the stock
rise and closed at
its high of the day.

Shaven
Head

Shaven
Bottom

The shaven head is a candlestick with no up-
per shadow and a white real body. This formation
has significance because it shows that the stock did
not trade above its high for the day. The white real
body shows that the stock rose in trading. As with
all candlesticks, a particular outcome is important
only to the degree that it fits into a trend and pat-
tern; so it is not prudent to assign a particular
meaning to this candlestick by itself.

The opposite of the shaven head is the shaven
bottom. This shows up when a stock closes at its
low for the day. It has no lower shadow and the real
body is black.

The shaven candlesticks are illustrated in Fig-
ure 3.2.

A spinning top is a descriptive name given to
candlesticks with small real bodies and the combi-
nation of a large upper shadow and a small lower
shadow, indicating a broad trading range but mi-
nor gaps between opening and closing prices.
These can occur in up as well as down markets. Ex-
amples are shown in Figure 3.3.

FIGURE 3.2 Shaven Candlesticks
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Key Point
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The imaginative names of candlesticks are useful in helping you
to visualize not only the formation, but also its significance in a

swing trading strategy.

Up Day Down Day

FIGURE 3.3 Spinning Tops

The doji is a candlestick with little or no real
body. It is shaped like a cross, indicating that the
space between opening and closing prices is very
small, even though trading took place above and
below. When this appears in a trend, it often signals
that reversals are about to occur; so the doji is very
important as part of a candlestick-based trend
analysis. Swing traders may close attention to these
narrow range days. Also called the common doji, it
is distinguished from three other types.

Three other doji variations may be seen in can-
dlestick charts. The first is the long-legged doji,
which is unusual. When you see a very narrow space
between opening and closing prices accompanied
by a larger than normal trading range, it often indi-
cates that the current trend is coming to an end.

The gravestone doji is a bullish formation.
With little or no space between opening and clos-
ing prices, traders attempted to trade above those

B!

shaven
bottom

a candlestick with
no lower shadow
and a black real
body; this ap-
pears on a day
when the stock
fell and closed at
its low of the day.

%

spinning top

a candlestick with
a large upper
shadow and a
small lower
shadow and with
a small real body
that is either
white or black.
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doji
a candlestick with
little or no real
body, shaped like
a cross. This
demonstrates
very little change
between opening
and closing
prices, with trad-
ing occurring
above and below
those levels.

Common

_~_

Long-legged

4'7

Gravestone

}i

Dragonfly

4|

levels but were not successful. This often precedes a
price retreat.

A final type of doji is the dragonfly doji, which
is an opposite formation from the gravestone. With
the dragonfly, there is little or no distance between
opening and closing prices, but trading taking
place on the day below that level. When this for-
mation appears, it often precedes a price rise in the
follow sessions.

These four types of doji formations are sum-
marized in Figure 3.4.

FIGURE 3.4 Doji Candlesticks



Patterns and Comhinations

The individual formations of candlestick trad-
ing are interesting and have descriptive names. How-
ever, for swing trading the two- to five-day trading
patterns are far more revealing and important.

Patterns and Combinations

Candlesticks—as with all forms of trend analysis—
have to be studied and interpreted as part of a
trend. For this reason, swing traders need at least
three consecutive days in order to decide which
way a stock is heading, what is likely to come next,
and when (and if) to take action.

Patterns are useful not only in what they tell
you, but in what the lack of a specific pattern re-
veals. Impatience is a costly emotion in the market,
but swing traders know that they have to wait for a
clear signal before acting. While an active swing
trading pattern normally extends from three to five
days, there may be periods in which no clear pat-
terns emerge at all. This is equally valuable to the
clearest of signals. The lack of a signal tells you that
it is not yet time to act.

Patterns consist of three or more emerging
trends and, because swing trading is very short-term,
you do not need to include long-term trends. The
three or more days are enough to provide a signal.

In traditional chart analysis, traders look for
double tops and bottoms, head and shoulders for-
mations, and other reversal signals. Swing traders
not only seek the same types of anticipation in
their patterns; they need reversal signals to know
when the short-term trend is likely to stop and be-
gin moving in the opposite direction.

The candlestick reversal signals include many
different formations, some very strong and others

common doji

another name for
the doji, distin-
guished from
other doji
variations.

%

long-legged
doji

a candlestick with
little or no dis-
tance between
opening and clos-
ing prices but
exceptionally
broad trading
range above

and below.

\B
gravestone
doji
a candlestick with
little or no space
between opening
and closing price,
but a trading
range above those
levels for the day.

%

dragonfly

doji

a candlestick with
little or no dis-
tance between
opening and clos-
ing prices, but a
trading range
below that level
for the day.
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Key Point

No single day’s candlestick is revealing by itself. You need to
study patterns and trends to effectively time your swing trades.

Key Point

In addition to what a trading pattern reveals, a series of trades
are also important at times for what they do not reveal. When no
specific signal is evident, it is best to take no action.

s
reversal

signal

any chart pattern
or trend implying
that the current
price direction is
about to stop and
begin moving in
the opposite
direction.

\B%

hammer

a candlestick
pattern occurring
at the end of a
downtrend. It
consists of a long
lower shadow
and a small real
body, and signals
a reversal and
the start of an
uptrend.

more subtle. The most basic among these are the
hammer and the hangman. These are candlestick
formations representing narrow range days. Both of
these appear frequently at the top and the bottom
of two- to five-day trends and are quite distinctive.
The hammer has a long lower shadow combined
with a small real body, which may be either white or
black. The hammer shows up at the bottom of a
downtrend and often signals that a new reversal—
an uptrend—is about to begin. The hangman is the
opposite; it appears at the top of an uptrend and
may signal the beginning of a reversal and a down-
trend. Like the hammer, the hangman also has a
long lower shadow and may be white or black.

Figure 3.5 shows both of these formations as
they occur at the end of existing trends.

Note that in this example both hammer and
hangman were shown with black real bodies. In
both of these formations, either a white or black
real body will be found. An actual example of re-
curring hammer and hangman formations is
shown in Figure 3.6 for Citicorp.
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Key Point

The hangman and hammer are candlestick versions of the all-
important narrow range day that swing traders rely upon to
time their decisions. These are crucial signals to identify likely
trend reversals.

Hammer

Hangman

FIGURE 3.5 Reversal Patterns

This chart reveals trading in June in a narrow range with several
short-term trends. The notation A shows a hammer at the end of a brief,
three-day price decline. The price rises over the following three days,
ending at notation B, which is a hangman. The price does fall immedi-
ately after this day. Another brief uptrend occurs over three days ending
with notation C, a second hangman, after which the price drops dramat-
ically for four consecutive days.
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FIGURE 3.6 Hammer and Hangman Formations: Citigroup, Inc.

%
hangman

a candlestick
pattern occurring
at the end of an
uptrend. It con-
sists of a long

a small real body
and signals a
reversal and

the start of a
downtrend.

lower shadow and

The hangman and hammer will not always ap-
pear at the end of an uptrend or downtrend, but
when it does the indicator can be quite strong. The
typical swing trade strategy involves a multi-part se-
ries, and not just any one formation. The first is a
series of three or more movements in one direction
(with each day’s closing higher than the opening in
an uptrend, or lower than the opening in a down-
trend). Second is the narrow range day which in-
volves a very small real body. Typical of these
formations are the hangman and the hammer.
Third, and perhaps most important, is an initial

trading day moving in the opposite direction. So, at the end of a down-
trend, the formations are evident but followed by a move upward; and at
the end of an uptrend, the narrow range day is followed by a move down-
ward. Finally, the strongest possible signal is when the narrow range day is
accompanied by exceptionally high volume. This is not essential to the
timing of a swing trade, but it is certainly a strong form of confirmation
that the trend is ending and about to move in the opposite direction.
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These indicators are not consistent and this is
what makes all analysis interesting. You need to de-
velop the experience to interpret these patterns
with and without confirmation, and to become
well versed in formation reading.

Not every trend is going to look identical, ei-
ther. There are times when trends change course
without a hangman or hammer, or even a narrow
range day. For example, one common pattern is the
engulfing line. This occurs when the latest day’s can-
dlestick main body extends both above and below
the previous day’s, thus engulfing it. A bullish en-
gulfing line has a white main body and a bearish en-
gulfing line has a black main body.

Figure 3.7 provides examples of both bullish
and bearish engulfing lines. The bullish engulfing
line anticipates a rising trend in coming trading
days, and the bearish engulfing line is the opposite;
it anticipates falling prices in the stock.

To see the bullish engulfing line in an actual
stock price history, refer to Figure 3.8. This is the
candlestick chart for Microsoft. The arrow points to
the bullish engulfing line, and over the course of the
following four days, the stock rises. The fact that no
engulfing line appears at the top of this uptrend
makes an important point: The engulfing line for-
mation is very revealing, but it does not always ap-
pear. In this case, a hanging man on the fourth day
anticipates an extended downtrend in the stock.

Key Point

engulfing line
a candlestick
pattern in which
the main body of
a trading day
extends higher
and lower than
the main body of
the previous trad-
ing day.

B8

bullish
engulfing line
a candlestick
engulfing line—
one extending
above and below
the previous trad-
ing day’s main
body—with a
white main body.

!

e
bearish

engulfing line
a candlestick
engulfing line—
one extending
above and below
the previous trad-
ing day’s main
body—with a
black main body.

Engulfing lines occur often and may act as reliable signals of
changing trend directions. While quite different than narrow
range days—the opposite, in fact—the signals they provide can

be given as much importance.
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Bullish

Bearish

FIGURE 3.7 Bullish and Bearish Engulfing Lines

Candlestickchart.com

©-2006-The Redi

Network

23.90

23.70
23.50

ﬁ* .

23.30
23.10
22.90 l

22.70

,ﬁ

22.50 L

22.30
22.10

21.90

21.70
21.50

150 M

125 M

100 M
75M
50 M
25 M

FIGURE 3.8 Candlestick Chart with Bullish Engulfing Line: Microsoft
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A bearish engulfing line is shown for Ford Motor Company in Fig-
ure 3.9. Note that two bearish engulfing lines are shown with arrows.
Both anticipate a downtrend. The first one is followed by four days mov-
ing swiftly downward. The second one is followed by four days of uncer-
tainty and then one significant downward-moving day. Note that on the
fourth day after the bearish engulfing line, a narrow range day precedes a
large price drop. This may be thought of as a confirming signal. How-
ever, that day’s trading closes higher rather than lower; so it is a mixed
signal. You would expect the confirmation to point in the direction of
the coming trend and in this case it does not. So with hindsight you may
decide that more weight should be given to the bearish engulfing line
than to the narrow range day; but without seeing the following day, these
signals could also be confusing.

The confusing and contradictory pattern—a bearish engulfing line
followed by a narrow range day that is white instead of black—is typical
in periods of uncertainty. Buyers and sellers simply do not know which
direction the price is going to move. Note that there are seven trading
days of uncertainty in this example, preceded and followed by price de-
clines. So the uncertainty merely interrupted the downtrend. This is the
problem with periods of uncertainty. It is difficult to read, and swing

Candlestickchart.com
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FIGURE 3.9 Candlestick Chart with Bearish Engulfing Lines: Ford Motor
Company
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Key Point

Signals may be followed by several days of uncertainty. This is
why swing traders need not only the reversal signals, but a sec-
ond signal indicating the new trend has begun.

traders often have to wait out the uncertainty before they can fully trust
the charts. For example, once the uncertainty in this example ended, the
stock declined dramatically, and then signaled a turn with a common
doji and began an uptrend the following day.

The engulfing patterns demonstrate that the signals are very de-
pendable, even when a brief period of uncertainty ensues. They do not
always appear to provide a consistent signal, however, so the uncertainty
itself is a type of signal telling you to wait. But when engulfing patterns
do appear, the indication is very strong that a direction of specific move-
ment (bullish or bearish) will soon follow.

Dozens of additional candlestick patterns can provide very good in-
sights into stock movement. Combined with more traditional studies of
trading range, support and resistance, and well-known reversal signals,
the candlestick pattern is a valuable tool for every swing trader.

Valuable Resource

To find out more about candlestick patterns, check http://
www.candlestickchart.com and link to both “bullish” and “bearish”
patterns. This site provides visual descriptions as well as links for
further explanation for more than 60 candlestick patterns. The site
also provides cost-free candlestick charting services for thousands
of stocks.
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Similarities Between Opposite Candlestick

Patterns

Any study of trading patterns is going to require ex-
perience. Many patterns look similar to one an-
other but can be interpreted in different ways.
Candlestick patterns are no exception.

For example, some bullish patterns might ap-
pear nearly the same as a bearish pattern, with en-
tirely different outcomes. A bullish pattern called
concealing baby swallow involves a series of black
real bodies declining over several days. The first two
days have no upper or lower shadow, a condition
called marubozu in candlestick lingo. This pattern
indicates that after reaching a new low, the trend
will turn upward.

But a bearish pattern is nearly identical to
concealing baby swallow. The three black crows pat-
tern also consists of a series of black real bodies on
the decline. A subtle difference is that in this pat-
tern the three or more black real body days do have
upper and lower shadows. The pattern implies that
the market has been trading too high and is moving
downward. But lacking a reversal pattern (such as a
hammer) the three black crows is viewed as a bear-
ish signal.

Key Point

concealing

baby swallow

a bullish candle-
stick pattern
consisting of a
series of four
black real bodies
in a declining
trend, anticipating
areversal in
coming trades.

marubozu

a candlestick with
a real body but no
upper or lower
shadow; a day
whose trading
range is confined
within opening
and closing
prices.

Not every signal is obvious. Even with candlesticks, a pattern
can have a bullish or a bearish interpretation. You need confir-
mation before making decisions based on only one aspect of

price movement.



60 GANDLESTICK GHARTING FOR SWING TRADING

These two patterns are illustrated in Figure
3.10.

L The similarities of formation in these patterns
Crows

. make the point: While candlesticks are visually ef-
a bearish candle- .. ) . o ..
stick pattern fective in chart interpretation, the similarities be-
consisting of tween some bullish and bearish patterns can lead to
three or more e e . . di h .
black real body errors in timing or even in misreading the coming
days in a down- trend direction. With this in mind, it is important
e to combine candlestick analysis with traditional

technical signals, and to seek the confirmation pat-

terns indicating that reversals are about to occur. These include not only
the apparent pattern as it develops, but also the narrow range day or en-
gulfing line, and increased trading volume.

Concealing Baby Swallow (bullish)

lILI

Three Black Crows (bearish)

FIGURE 3.10 Bullish and bearish candlesticks: Concealing Baby swallow
and Three Black Crows
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Key Point

61

It is a mistake to use any one form of analysis exclusively. Com-
bining different forms—Iike traditional and candlestick charting—
improves the overall quality of information and provides more

confirmation.

Similarities can be found between many can-
dlestick patterns, not just the one above. For exam-
ple, the three white soldiers is a bullish pattern
involving three long white days, each with a higher
close than the previous; when this occurs within a
broader downtrend, it indicates a change and rever-
sal. Another pattern called deliberation is bearish,
although it looks very much like three white sol-
diers. In deliberation, a gap occurs between the two
latest days and this pattern occurs at the end of an
uptrend, signaling the end and a coming reversal.
So, even when patterns are very similar, their signif-
icance depends on what kind of trend is underway
before the formation; and on often subtle differ-
ences in the actual formation.

These two candlestick patterns are summa-
rized in Figure 3.11.

The obvious similarities between many candle-
stick patterns only reinforce the importance of
multi-level analysis and confirmation. It is too easy
for traders to misread signals, only to recognize their
error in hindsight. This problem is not limited to
swing traders; all technicians and chartists suffer
from the same tendency to misread a signal.

three white
soldiers

a bullish candle-
stick occurring at
the end of a
downtrend, con-
sisting of three or
more consecutive
white real bodies
closing higher on
each day.

deliberation

a bearish candle-
stick appearing
within an uptrend,
involving three
consecutive white
real bodies clos-
ing higher than
the previous day,
with the final day
opening with a
gap above the
previous close.
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Bullish and Bearish Candlesticks

Three White Soldiers (bullish)

Deliberation (bearish)

FIGURE 3.11 Bullish and Bearish Candlesticks: Three White Soldiers and
Deliberation

You can never achieve 100 percent accuracy in the interpretation of
trends or in the timing of trades; but using confirmation and a variety of
technical analytical tools you can improve your odds. A good rule of
thumb is that whenever a pattern is uncertain, it makes sense to 7ot enter
into a transaction. The lack of a clear indicator should act as a warning
sign. Even when you are confident that you are reading signals accu-
rately, there are no guarantees. But the many tools available through tra-
ditional technical analysis and the use of candlestick charting can

improve the percentages in your favor.
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Key Point

If you find yourself misreading signals, you’re not alone. Every-
one, even the most experienced chartists, never have foresight
as good as their hindsight.

Sources of Cost-Free Charts

Many websites offer cost-free charting services. Normally, these services
include the combination of OHLC pricing with 200-day moving aver-
ages or volume. You can find free charts on most sites by entering a
stock’s symbol and seeking a quote; the chart accompanies the quote. For
example, the following services all provide free quotes and charts:

Bloomberg www.bloomberg.com
CNN money.cnn.com

Yahoo Finance finance.yahoo.com
MSN Money moneycentral.msn.com
Forbes www.forbes.com

All online brokerage services also provide free charting to their
clients. The most popular discount brokerage services include:

Charles Schwab www.schwab.com
e*trade www.etrade.com

Scott Trade www.scottrade.com
TD Ameritrade www.tdameritrade.com

For free candlestick charting with moving averages and volume,
check the website hezp:/istockcharts.com/index.html. This site is useful be-
cause of the combined information it provides.
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For a thorough explanation of charting, free charts, and visual
summaries of all chart patterns, the best free site is hup://www.
candlestickchart.com. The site’s free services include candlestick charting
with volume for any stock as well as descriptions of bullish and bearish
candlestick patterns. Subscribers get advanced charting service and sup-
port. The highly visual, cost-free charting and tutorials make this a valu-
able tool for swing traders.

The whole key to swing trading is recognition of the patterns as
they emerge. The candlestick chart is one of the best ways to study short-
term trends in price. Recognizing when price movement occurs as part of
a reaction cycle is equally important. This is the topic of the next chapter.



Chapten

Reaction Swings
and the Reaction Cycle

ven though short-term price trends appear random, there are

methods for identifying turning points. That means finding those

price moments where the short-term cycle is likely to begin swing-
ing in the opposite direction.

The two- to five-day price trends swing traders use are part of a
highly chaotic system. Buyers and sellers trade off control over price—
and only for those few days of cyclical change.
When buyers are in control, prices rise. However,
once the price becomes high enough—often only | reaction
by points or fractions of points—selling pressure | swings
increases and the sellers take over. These fast-moving | short-term

. . . . changes in price
and frequent turns are reaction swings, the times in | frand resulting
short-term price change when direction is reversed. | from the reaction

of buyers to sell-
ers and vice versa.

These changes occur due to the immediate and
short-term exchange of control between buyers and
sellers.

Newton’s Third Law observes that each action has an equal and oppo-
site reaction, and market pricing follows the same rule. When buying pres-
sure forces prices upward, that results in selling pressure that takes over and
pushes prices down. This continues in the swing trader’s two- to five-day
cycle. Buyers and sellers operate in this situation as “action/reaction force
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Key Point

Just as physics dictates how objects interact, the natural cycles
of price dictate action and reaction.

pairs,” which in physics describes what occurs when objects meet. For ex-
ample, when a hammer strikes a nail, the nail goes into the wood, but
some offsetting bounce moves back into the hammer. This force pair is eas-
ily noticed by direct action. The interaction of buyers and sellers is more
subtle—and the more you study price charts, the more you actually begin
to see the reaction cycle in action.

The engulfing line and narrow range day patterns you see in candle-
sticks are symptoms of the interaction between buyer and seller. They
represent the price equivalent of a nail moving through wood, the noise
the hammer makes on the nail, and the offsetting reverberation. In the
candlestick chart, the narrow range day indicates that the current trend is
reaching its exhaustion point and that, once the price direction moves
away from that trend, the price cycle is about to move in the opposite di-
rection—the force pair at work. An opposite version of the same idea is
the engulfing line, which involves an expanded trading range—but with
open or close in the opposite direction. In this reaction swing, the ex-
haustion is hidden within the two days’ candlesticks (the last day of the
existing trend and the day of the engulfing line); and the reversal of pat-
terns is quickly established. So a downtrend (characterized by a series of
black real-body days) ends with an engulfing line pattern and a white real
body, the beginning of an upward reversal swing; and an uptrend (char-
acterized by a series of white real bodies) ends when an engulfing line
pattern follows with a black real body.

Both of these reversal patterns tell you the reaction swing is likely to
be underway. An important point to make here concerns the direction of
price movement. The swing trader does not care whether prices move up
or down. You know that the two- to five-day window is an opportunity
to trade a stock and to make a short-term profit. Swing trading works in
both directions.
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Stock investors tend to be overly optimistic and are focused on up-
swings only. So the tendency is to look for the end of downswings, with the
idea of buying at the low and then selling at the end of the upswing. This,
however, is only one of two methods for getting in and out of the market.
By emphasizing only the upswing, you would miss half of the swing trading
opportunities. Remember, reaction swings happen in both directions with
consistency. By recognizing that both up and down price movements are
opportunities, you double your chances for swing trading profits.

Studying Action and Reaction of Stocks

As a swing trader, you look for and identify specific patterns indicating
change in direction. This swing occurs predictably, but it is not the same
as momentum. A reaction swing is just that: a reaction by sellers to buy-
ers’ recent action, and on the other end of the swing, a reaction by buyers
to sellers’ recent action. This is not the same as momentum, and recog-
nizing the differences in the patterns help you to avoid making your
move at the wrong time.

Patterns emerge for both swings and momentum and they are not
the same. In a swing pattern, a few specific signs occur. These include
three primary signals:

1. The swing trading cycle. This involves three or more days in which
specific repetitive patterns emerge. In an uptrend, you expect to
see a series of higher highs, offset by a responsive series of higher
lows. In a downtrend, you expect to see a series of lower lows off-
set by lower highs. The uptrend and downtrend patterns are il-
lustrated in Figure 4.1 and Figure 4.2 respectively.

Key Point

Swing in price is not the same a spice momentum. While swing
moves back and forth, momentum is a strong move in one
direction.
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FIGURE 4.1 Uptrend: Johnson and Johnson
Source: Candlestickchart.com.
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Key Point

Remember the specific swing trading definition of an uptrend: a
series of higher highs, offset by a series of higher lows.

Key Point

Swing traders define a downtrend in a very specific manner: It
consists of a series of lower lows offset by a series of lower
highs.

The uptrend on Figure 4.1 for Johnson and Johnson appears in two
places. The beginning of these trends are marked 1 and 2. In both cases,
there are a series of higher highs offset by a series of higher lows.

The downtrend on Figure 4.2 for Pepsi Cola has six periods, an ex-
ceptionally long and sustained series of lower lows offset by lower highs;
but this meets the criteria. Note that the series ends with a narrow range
day and the immediate beginning of an uptrend.

2. The narrow range day or engulfing line. The end of the uptrend or
downtrend is signaled in one of two ways. The narrow range day
has two components. First is the narrow range itself, and second
is a movement in the opposite direction. On Figure 4.2, the
strong downtrend in Pepsi Cola stock extends over six days and
ends with a narrow range day with the stock moving higher in-
stead of lower. This is a strong signal and subsequent trading
showed that the signal was correct.

Key Point

The narrow range day by itself is a strong cautionary signal that
a trend may be ending; but it requires confirmation in the form
of subsequent price movement in the opposite direction.
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Key Point

The engulfing line is an alternative signal that a trend may be re-
versing, especially when accompanied with high volume. But if
volume is not high, the engulfing line may provide a false signal.

The engulfing line is equally as strong but often difficult to read. At
times you will get a false signal by depending on the engulfing line alone,
so it makes sense to wait for one additional trading day before making
your move. For example, Figure 4.1 shows a large price gap and decline
following a bullish engulfing line. Two important points should be made
about this false signal. First, it appears at the conclusion of five days of
uncertainty, so you really have no way to know how the stock is going to
move next. Second, the engulfing line is accompanied by exceptionally
low volume. In order to proceed with confidence at the end of a trend,
you expect to see higher than average volume.

3. High volume on a narrow range day. The narrow range day by it-
self is a promising indicator that the end is over. But when vol-
ume is also high, that is a very strong signal confirming the end
of the trend. The combination of a narrow range day with high
volume is illustrated in Figure 4.3.

In this example, Blockbuster demonstrated two end-of-trend com-
binations of a narrow range day and higher than average volume. These
points are indicated as 1 and 2 on the figure. The first shows steam run-
ning out of an uptrend and is a large spinning top (large trading range
with narrow real body); and it is followed by a downtrend. Volume for
the narrow range day was also exceptionally high.

Key Point

When you see both a narrow range day and exceptionally high
volume, that is the strongest sign of all that the current trend is
about to turn. If, on the next trading day, the stock moves in the
opposite direction, it is almost always enough confirmation.
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FIGURE 4.3 Narrow Range Day with High Volume: Blockbuster
Source: Candlestickchart.com.

In the second example, the narrow range day was also accompanied
by high volume, but the other signals were not clear; the end of the down-
trend actually came two days later, and was followed by a strong and sus-
tained uptrend. In both examples, the high-volume days were key turning
points even though the reversals were delayed by two trading periods.

In comparison to the swing trading buy and sell signals, momen-
tum is far different. It is characterized by sustained periods of movement
in a single direction, lacking any patterns indicating the end of the trend.
An example of a stock demonstrating first a downward momentum and
then upward momentum, is shown in Figure 4.4.

In this example, Microsoft Corporation’s stock experienced down-
ward momentum over 12 sessions followed immediately by upward mo-
mentum for seven sessions. The lack of any reversal signals during these
periods demonstrates the difference between swing trading and momen-
tum trading. The only reversal in this two-part pattern of momentum
occurred at the end of the downturn, where the classic three-day pattern
occurred (three days of lower lows, offset with lower highs). Yet no con-
firming patterns (narrow range days or engulfing lines) occurred—an-
other sign that these were periods of momentum and not swings.
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Key Point

When you see continued trends without reversal signals, or
weak reversal signs lacking confirmation, it probably means you
are seeing momentum and not swing.

Candlestickchart.com

© 2006 The RediNews Network

il AL

23.90

23.70

23.50

23.30

23.10

L
(]

22.90

22.70

22.50

22.30

22.10

21.90

21.70

21.50

150 M
125 M
100 M
75M
50M
25M

FIGURE 4.4 Downward Momentum and Upward Momentum: Microsoft
Corporation
Source: Candlestickchart.com.

The typical swing trade involves repetitive and easily identified pat-
terns. Momentum trading disrupts this pattern and swing traders cannot
accurately judge the duration or extent of momentum. They can only
wait out the momentum period and look for a return to the more typical
swing trading cycles.

Experience provides you with the ability to combine technical
charting analysis with swing trading to (1) distinguish between swings
and momentum; (2) use both in combination to recognize developing
patterns; and (3) avoid making mistakes resulting from nonrecognition
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of emerging longer-term trends. The direction and
size of the trading range are key technical indica-
tors. Swing traders are interested in the short-term
changes in price, of course, but should also be
aware of the longer-term trend within the trading
channel of a stock.

A channel may be flat, meaning that price does
not move upward or downward over a period of
time, except for small swings within a confined trad-
ing range. In some respects, a flat channel can repre-
sent the best swing trading opportunity because
short-term price change occurs without a longer-
term trend of more dynamic change. An ascending
channel shows that, even given short-term price
swings, the longer-term trend of the stock is clearly
upward. An example is provided in Figure 4.5

The example of the Charles Schwab Corpora-
tion shows that the channel moved upward for

o
channel

the overall direc-
tion of a stock’s
price movement;
the trend, which
may be flat, up-
ward, or down-
ward over many
months.

flat channel

a channel whose
trading range
remains the same
over time, with
neither rising or
falling price trend
exhibited for a
period of months.
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Source: Candlestickchart.com.
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Key Point

The direction of the channel gives you a good idea of the longer-
term trend. You will still experience swings within the overall
channel direction.

ascending
channel

a channel with a
rising trading
range over time.
Short-term swings
in price occur, but
the longer-term
price trend is
upward.

about one-third of the 120-day period shown in
this chart. This was followed by approximately
equal-length uncertainty and then a downtrending
channel.

A descending channel is the opposite, a trading
range with swings occurring within trading range
but longer-term trend toward downward price
movement. An example is provided in Figure 4.6.
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FIGURE 4.6 Descending Channel: Altria Corporation
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Price and Volume Spikes

The example of Altria Corporation’s 120-day
chart showed a downtrend in the first portion.
Here the swings occurred within a declining trad-
ing range. The swing trader who is aware of the
longer-term direction of the price channel will be
better equipped to select stocks for swing trading
and to recognize when channel trading trends are
coming to a close. The channel pattern is revealing
because, when it ends, a period of long-term uncer-

75

o™

descending
channel

a trading range
moving down-
ward in price over
a period of
months.

tainty is likely to follow. For the swing trader, this new period requires
caution while also presenting new swing trading opportunities.

Price and Volume Spikes

In the course of studying charts, you will notice that
price movement is rarely consistent or steady, even
in the middle of strong trends. At times you will
also see aberrations in price movement. These spikes
moving above or below the established pattern may
occur at any time and, lacking confirming indica-
tors of big change, may not be important. However,
when a spike is accompanied by exceptionally high
volume, preceding price gaps, or external influences
(such as pending mergers, earnings surprises, or
change in management, for example), it may not be
an exception but a power spike.

When spikes occur for no apparent reason
and the trading range is immediately reestablished,
it can be ignored—assuming that nothing else in
the price pattern occurs—because it may not hold
exceptional importance. When viewed as part of a
longer-term trend, the spike may have no charting
importance. For the swing trader, a spike of this
type can be ignored. Remember, swing traders are

L L)

]

spike

an unusual price
movement, above
or below estab-
lished trading
range, and often
followed by a
return to that
range.

o

power spike

a price spike
above or below
trading range
accompanied by
unusually high
volume or other
price patterns and
signaling a
change in the
chart pattern.

involved with two- to five-day periods and not with longer-term trends.
Of course, if those longer-term trends are going to affect the channel di-

rection of the stock, then the spike cannot be ignored.

An example of a stock with two spikes is shown in Figure 4.7.
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Key Point

A spike occurring by itself, followed by a return to the estab-
lished trading range, may be ignored as having no permanent
significance for swing trading.

In this 120-day chart, Hormel Foods had two spikes. The first,
marked 1, was accompanied with exceptionally heavy volume. Note that
the spike in this case was a shadow and not part of the real body of the
candlestick; the day’s price movement was downward. This is a classic ex-
ample of an attempt on the part of buyers to take the price higher, but
that attempt failed. This power spike resulted in a three-week bearish
trend, ending with the second of the two spikes, marked on the chart as 2.
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Source: Candlestickchart.com.
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Key Point

When a spike is accompanied with heavy volume on the same
day, it is probably a power spike. This anticipates price move-
ment and trading range adjustments.

In the second spike, you can see several notable differences. First,
the volume level is not different than surrounding days. Second, the
downward spike is part of a real body. Third, the day’s price closed up.
This spike appears to hold no special characteristics like the first one did.
The most compelling evidence of this is that price levels returned to the
established range, which is marked and extends over four months.

Candlestick chartists look for a relationship between price spikes
and breakouts. This more typical power spike may signal a significant
change in trading range and for swing traders the signal also provides a
strong signal to make a move. Some such moves may be quite dramatic.
When you study the power spike in the context of a traditional swing
trading setup (three or more days in a trend, for example), the signal with
the power spike may be very strong, either on the side of entering or leav-
ing the position.

An example of a power spike is shown in Figure 4.8.

In this chart, the price for Alberto-Culver spiked dramatically with
a long upper shadow. This day also say extremely high volume. To the
swing trader, the problem with such an unusual formation is that it does
not give a clear signal. However, the high volume and the downward-
moving day offer a hint. The following three sessions do establish the tra-
ditional three-day downtrend pattern. This ends with a bullish engulfing
line, which is followed by a sustained and very strong uptrend. In this ex-
ample, the upper shadow spike is the first hint of a coming downtrend.
Buyers were not successful in forcing the price higher on the spike day;
and a following three-day downtrend ends up with a clear buy signal for
the swing trader.
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FIGURE 4.8 Power Spike: Alberto-Culver
Source: Candlestickchart.com.

Power spikes may precede such movements and, in this instance, a
brief downtrend was followed by a strong uptrend. The pattern involves
two distinct signals working together. The spike itself was a power spike
in the sense that volume was quite heavy. The fact that the spike occurred
in the shadow only and not within the day’s opening and closing prices is
not as compelling as one with a real body, but it is a power spike
nonetheless. The following sessions are a response to the unsuccessful at-
tempt to push prices higher, but once that three-day downtrend ended, a
strong uptrend followed. The end of the downtrend was the second of
the two swing trade signals.

Managing the Reaction Swing

The typical swing occurs as part of the normal trading cycle, the interac-
tion between buyers and sellers. It reflects the never-ending greed/fear
emotional mindset that dominates short-term trading, and is a continual
adjustment of price perception on both sides. Swing trading occurs natu-
rally as part of this never-ending swing pattern.
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Key Point

Swings are a natural occurrence, reflecting an interaction be-
tween buyers and sellers. Recognizing the action/reaction that
occurs in all stocks is how swing traders earn profits.

This action/reaction (the reaction swing) occurs as a series of price
corrections within a larger, longer-term trend. The various patterns tech-
nical analysts use in chart study—such as triangles, wedges, flags, and
pennants—all are part of this correction trending. They help you to pre-
dict how and when direction of price is going to change. The trick is in
the timing,.

Swing trading and the prediction process must involve the count of
trading cycles. This is why emphasis is placed on the typical two- to five-
day period. This is where swing trades usually occur. In a continuation of
a strong trend, you can go along for the ride of a trend when the maxi-
mum five days are exceeded. Figure 4.8 provides an example of such an
opportunity. Following a two-part signal (upper shadow spike with high
volume, and classic three-day downtrend ending with an engulfing line)
the buy signal could not have been stronger. At the low point, the swing
trader knew it was time to buy. Yet instead of a two-to five-day cycle, the
ensuing uptrend extended at least eight days and possibly more. The in-
teresting point in this pattern was that, lacking any reversal signal (in
price, volume spikes, or bearish price gaps), the swing trader would be
likely to hold on through the entire upswing, no matter how long it
would last.

Key Point

Some swing trading cycles extend beyond the five-day window
and, without a reaction change signal it is easy for swing
traders to move too quickly. This leads to missed opportunities
and, possibly, to losses.
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The series of three periods occurs so frequently that swing traders
can find themselves making decisions on false signals prematurely. Figure
4.8 contains a good example of this. If you look at the strong uptrend
following the spike and downtrend, after three uptrend days, the stock
showed one black real body. It was not an engulfing line, a narrow range
day, or a high-volume day. Even so, it did follow three uptrend days, so
some swing traders would take profits at that point and sell. The prob-
lem with this is that there is not a sell signal. If a swing trader is going to
react to a three-day trend, then there are plenty of pitfalls along the day.
It leads to poor timing. This is why the reaction swing requires a signal of
the price moving in the opposite direction. So either the narrow range
day or an engulfing line is essential to the timing of swing trades. With-
out one of these, you really cannot know whether the short-term trend is
over or will continue.

The problem swing traders face is distinguishing between the two-to
five-day trend and actual momentum. With momentum, you need to
wait out the exhaustion of the trend, even though it may move beyond
the two-to five-day window. Figure 4.8 demonstrates this in the strong
uptrend at the conclusion of the chart. To its very end there exists no sig-
nal that momentum is over. In fact, the two price gaps in the trading peri-
ods four and five days prior to the chart’s end give strong evidence that the
trend will continue. This runaway gap moves the stock above the estab-
lished trading range (not counting the spike) and continues the uptrend.

Swing traders cannot rely on repetitive and consistent patterns, as
this example demonstrates. In fact, the power spike may precede mo-
mentum, even when that momentum runs in an opposite direction. The
uncertainty of how price moves after a power spike serves as a warning as
well as an opportunity. For example, given the failure of Alberto-Culver
buyers to move the stock into higher territory on the day of the spike, it
would be reasonable to conclude that the stock would move downward.
It did, but only for three days. If momentum were to occur after the
spike, it stands to reason that, failing the attempt to move price higher,
that momentum would be downward. The typical swing trade pattern of
three down days ending with a bullish engulfing line contradicted this,
however, and the momentum move was up. In this case, the spike was
only a first attempt; ultimately, buyers did prevail and the price did move
up beyond established trading range.
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Key Point

A power spike can be interpreted in more than one way. A cau-
tious trader may want to wait and see which direction prices
will move before entering a post-spike trade.

In managing the reaction swing, you may seek further types of sig-
naling events. The obvious ones are clear: three or more days of specific
trends are always necessary (higher highs and higher lows indicating an
uptrend, and lower lows with lower highs indicating a downtrend). In
addition, you need to identify strongly confirming signals, of which
there are three common types. These are the narrow range day, higher
than average volume, or the engulfing line. When higher than average
volume accompanies either the narrow range day or the engulfing line, it
is the strongest possible type of confirmation.

There are additional confirming signals. On
the upside, when a stock reaches a new high, for ex-

new high

ample, that may confirm the end of a recent up-  [the highest price

trend as part of a swing trade timing strategy. A | stock has
hioh i v defined hieh price for th reached during

new high is usually defined as a high price for the  |{pe past 52

past 52 weeks and, while such an occurrence is un- weeks.

likely to show up frequently, it may be used as con-

firmation that a current swing trade is about to be

exhausted.

A new low is the equivalent confirming signal | "% low .
the lowest price a

at the end of a swing trading downtrend. Once sell- | ¢iock has reached
ers have driven prices down to a record one-year | during the past
level, it is more likely than ever that a reaction |22 Weeks.
swing will occur.

However, because swing traders are less interested in long-term
trends and more intent on short-term price changes, confirmation does
not need to take the form of a 52-week record. When a stock has been
trading in a narrowly defined trading range, and breakout above or be-
low that level will establish immediate record high or low levels based on




82 REAGTION SWINGS AND THE REACTION CYCLE
Key Point

The analysis of new high and new low prices does not have to
be based on 52 weeks. It may make more sense to study price
changes based on the existing trading range rather than on a
time constraint.

the established range. In fact, the breakout new high or new low may pro-
vide stronger immediate confirmation than a one-year record. If, for ex-
ample, a stock has been hovering within a three-point range for nine
months, and inches slightly above or below that narrow range, how signif-
icant is the change? For swing trading purposes, it may be more important
to observe a stock cycling within three points for a month, and suddenly
jumping above or below that shorter-term trading range—not for long-
term investing purposes, for solely for swing trading confirmation.

The End of the Reaction Swing

A lot of focus is placed on finding the beginning of the reaction swing,
but the ending is equally important. Successful timing of your entry is
only half the equation; you also need to know when to get out.

The end of a reaction swing is often the beginning of a new one. So
many swing traders will follow the closing of a transaction with an oppo-
site buy (buy-sell followed by sell-buy; or the reverse sequence, sell-buy
followed with a buy-sell).

There is often a one- to two-day pause between swings, which may
be a brief period of uncertainty (or even a longer one), or the time you
need to verify and confirm the signal. The narrow range day with high
volume may be enough to prompt you to close out an existing swing
trade position. But you may not want to open a new one until you see a
following day occurring in the opposite direction.

You may also begin to recognize repetitive signals within your swing
trading cycles. Uptrends may end with a similar signal over and over

and downtrends end with a different but recurring signal as shown in
Figure 4.9.
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FIGURE 4.9 Repetitive Signals: Federal Express
Source: Candlestickchart.com.

This is a 90-day chart for Federal Express. There are six points em-
phasized. Points 1, 3 and 5 are all bearish engulfing lines that signal the
end of uptrends. Points 2, 4 and 6 are all narrow range days signaling the
end of swing trading downtrends.

You may also note a consistency in the duration of these uptrends
and downtrends, which is by no means assured. However, for as long as
the duration remains consistent, swing trading can be more accurately
timed. Be aware, however, that no pattern or series of patterns lasts for-
ever. All stock pricing trends alternate between periods of high action

Key Point

Some recurring patterns can provide strong confirmation for
swing trading. But remember, these are never permanent. Cy-
cles are continually evolving and changing.
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and relative quiet. Swing traders emphasize the action/reaction with an
awareness of the role played by greed, fear and uncertainty; and time de-
cisions based on a study of the signals within the price pattern itself.

The consistency in trading like that for Federal Express shown in
Figure 4.9 lasted about two months. However, followed that trend, the
stock broke from its cyclical pattern and began an uptrend for the subse-
quent two months. This is not at all unusual. A period of predictable up-
swing and downswing patterns complete with signals (bearish engulfing
lines at the top and narrow range days at the bottom) led to an extended
period of upward price momentum. Here again, you will note the com-
plete absence of a swing trading sell signal with confirmation after point
6. This makes the point that nothing remains unchanged forever and
also that a period of predictable cycles may be followed by either a time
of flat price and uncertainty, or by a period of strong momentum in ei-
ther direction.

Because every reaction swing is likely to end differently, you need to
set rules for yourself concerning the entry and exit of a trade. Three rules
are recommended for every swing trader:

1. Enter trades only when the signals appear and are confirmed. Impa-
tience may be called the fourth emotion of the market, and is
worth resisting. You need confirmation to enter the trade. After a
three-day or more period of specific trend, you should wait for
the narrow range day or the engulfing line.

2. Exit trades based on a predetermined criterion. Your timing of exit
is not quite as critical as timing for the entry. For example, you
may exit without confirmation as long as you want to take profits
and then go to the sidelines to await the next entry signal with
confirmation. However, you may also apply the same rule on exit
as you use for entry, requiring confirmation of an exit signal.
This assures that an extended trend may be ridden for many peri-
ods beyond the two- to five-day “normal” swing trading period.
You may experience some losses because you didnt take profits
when you could have; but the decision should be based on your
experiences and observations.



The End of the Reaction Swing 85

3. Use trailing stops to protect long position prof-
is. If you want to lock in incremental profits
while continuing to ride trends, use the
trailing stop. This is a type of order which es- | trading order

. that sets a per-
tablishes a percentage level below market | centage below

trailing stop

price, which is adjusted as the price changes. Cuarenrt] pric;. If
. . . and when the
This type of order automatically triggers a | ¢,ock falls to that

sale if the stock’s price begins to fall. price or below, a
sale is generated
automatically.

For short positions or to trigger an entry,
swing traders can also use a buy stop order. This
order generates an automatic buy when the stock

moves up to a specified target price. This can either buy stop

open a transaction or cut losses when your position | a type of order

is short that generates an

) . . automate buy if
Any swing trader knows that no pattern is go- | and when the

ing to repeat itself consistently. Even when repeti- | stock moves to or
. . above a specified

tive cycles continue for several weeks or even prroud

months, the timing of the reaction cycle is never
certain. Even those who try to depend on timing
assumptions discover that the swing trade setup is the only dependable
indicator to use. The two- to five-day period is common for most short-
term trades. Swing traders rely on a multiple-day trend, confirmed by a
narrow range day or an engulfing line. And for very strong confirmation,
exceptionally high volume is also an excellent indicator that the reaction
cycle is about to move in the opposite direction.

The next chapter explains a further restriction on swing trading: the
brokerage rules and requirements and regulations about high-activity
trading.






Chapter

Brokerage Rules
and the Pattern
Day Trader

rules are dictated by federal law and overseen by the Securities and

Exchange Commission (SEC) as well as by the industry’s self-
regulatory body, the National Association of Securities Dealers (NASD)
and the Federal Reserve Board.

The rules governing actions of listed corporations, their executives
and boards, auditing firms, analysts, brokers and investors are complex.
For swing traders, a handful of specific rules and the details of how or-
ders get placed are of great importance. In fact, there may be a built-in
conflict between any form of automatic order placement and the ideal
timing of swing trades. An automatic order results in execution when
specific circumstances are met (usually a specified price level). But it is
possible for price levels to be met without the swing trade setup or execu-

Every online brokerage service imposes its own set of rules. These

tion pattern.

Specialized orders are useful to limit losses or to take profits at a pre-
determined level. When orders are placed using programmed limits or
closing criteria, you modify the swing trading system to cut losses, take
profits, or to close out the swing trade when predetermined events unfold.

87
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Valuable Resource

To find out more about the regulatory agencies for the securities
business, go to the SEC website at http://www.sec.gov, the NASD
home page at http://www.nasd.com, and the Federal Reserve
Board website at http://www.federalreserve.gov.

Key Point

Automatically generated contingent orders are appealing for
many reasons; but they may contradict the swing trading strat-

egy as well.

Order Types for Swing Trading

market order

an order to buy or
sell as quickly as
possible and at
the best available
price. Execution is
guaranteed, but
price is not.

limit order

a type of order
specifying execu-
tion of a buy at or
below a specified
price, or of a sell
order at or above
a specified price.

The market order is the most common order
placed. With this order, you ask your broker to
complete a buy or sell transaction as soon as possi-
ble and at the best available price. With a market
order, you are guaranteed that the order will be ex-
ecuted, but the price depends on prevailing condi-
tions, and on how quickly a stock’s price is trading.
For swing traders, market orders are appropriate
when you want to get a position traded as soon as
possible. When the setup is complete to make your
swing trade, for example, the market order is the
fastest way to complete it.

If you want a specific price rather than mere
guarantee of execution, you may also place a limit
order. With this order, you get your price or better.
For example, if you are buying, a limit order would
get you a specified price or lower; and if you are sell-
ing, a limit order would get you a specified price or
higher. You can also place time restrictions on the
limit order, such as requiring the order be completed
within one day or not at all. Opposite the market
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Key Point

Limit orders are appealing because they lead to execution only
if and when a specified price is met or passed. While swing
traders do not always apply such price-based rules, limit orders

provide an alternative.

order, a limit order’s price or better is assured, but
execution is not, since your requirement might not
be met. For swing trading, a limit order is a useful
tool. Some setup features require movement in the
stock. For example, if the price has been falling and
today appears to be a narrow range day, the buy
signal would take place if and when the price ticks
upward. So a limit order can be useful to automati-
cally get your position opened as early as possible in
the reversal.

A popular form of time restriction to an order
is the day order. This type specifies that if the or-
der’s conditions are not met by the end of the trad-
ing day, it expires without completion. For swing
trading, this type of order can be used to limit
losses or to augment potential profits when you
plan to cut short the trade. If you have made a
good profit, for example, and you are concerned
that the price trend will reverse suddenly, you can
place a day order with price limits to close out a
position if and when conditions are met within the
day’s trend.

Another variation of the day order requires
immediate action or, failing that, it will expire. The
fill or kill (FOK) order is a term attached to a limit
order telling your broker that the entire order must
be executed right away or, if that is not possible, it
is to be canceled. The instruction immediate or can-
cel allows the brokerage firm to fill part of your or-
der under the same conditions. For swing trading,
these are valuable tools to close out positions at the
end of a two- to five-day trend 7fthe end does end;

or better

in a limit order, the
terms for comple-
tion of a transac-
tion. In a buy
order, execution is
to occur when a
specified price or
lower has been
reached; and with
a sell order, execu-
tion is to occur
when a specified
price or higher has
been reached.

day order

a type of order
placed with a
broker specifying
that if it is not
executed by the
end of the trading
day, it automati-
cally expires.

fill or kill
(FOK)

a condition at-
tached to a limit
order instructing
your broker to
complete the order
immediately or, if
that is not possi-
ble, to cancel the
order right away.
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immediate or
cancel

a condition allow-
ing a broker to fill
part of an order if
the entire order
cannot be com-
pleted; and on the
stipulation that
this be done right
away and any
remaining por-
tions canceled.

stop orders

types of orders
that generate
execution once a
stop price has
been met or
passed (below for
buy orders and
above for sell
orders). Once the
stop price has
been met or
passed, the trade
is executed.

do not
reduce (DNR)

instructions at-
tached to an order
to keep a limit
price even when
cash dividends
occur. Without the
DNR, the limit
price is automati-
cally reduced for
dividends earned.

or to continue riding profits if the timing is not
right for the trend to stop. Some trends go beyond
the indicated time window, so the fill or kill can
be used in swing trading to maximize potential
profits.

In the last chapter, the trailing stop and buy
stop were described in the context of how swing
traders can take profits if and when a trend re-
verses. Both of these types of stop orders, which are
market orders with a conditional requirement: the
stock must trade at or below a specified price (for
buy orders) or at or above (for sell orders). This
stop price is predetermined, but there is no assur-
ance that execution will occur under those condi-
tions. The stop generates the trade, even though
the price may continue to move or reverse direc-
tions after the generating event has occurred.

Other kinds of instructions can also be at-
tached to orders. For example, do not reduce (DNR)
tells your broker to execute your trade at the speci-
fied limit price, and to not reduce that price when
ex-dividend date occurs. Without a DNR, the limit
price is automatically taken down to match the ef-
fect of a declared dividend.

Time limits can be placed on orders, although
some brokerage firms limit how long an unfilled
order can be left open. A good %l canceled (GTC)
instruction means just that: the order is to remain
open until it can be executed on the terms you
specify. Most brokerage firms will set a limit, after
which GTC orders will expire.

The many special conditions, limits and con-
tingencies attached to buy and sell orders may be-
come an important aspect of a swing trading
strategy. In picking an online brokerage service, the
flexibility and range of conditional orders offered
may be used as one of several criteria for selecting
one company over another.



Coordinating Orders with Swing Trading Strategies

Key Point
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A stop order is useful for assuring that paper profits are not

lost, or for limiting exposure to risk.

Key Point

You can coordinate contingency ordering as part of a swing
trading strategy, but don’t allow the orders to offset the advan-

tages of the setup and execution pattern.

Coordinating Orders with
Swing Trading Strategies

Under the guidelines for swing trading, you seek a
trend’s setup and, when it appears, you go into ac-
tion. So the combination of events creates the deci-
sion. These events include three trend days; a
narrow range day or an engulfing line; and higher
than average volume. However, when you use spe-
cial orders, you modify the swing trading strategy.
Instead of acting when the setup occurs, you pro-
gram in a specific trade based on a trigger event.
This works on both sides of the transaction.
You can place a contingent order to open a transac-
tion as well as one to close. For example, you may

Key Point

ex-dividend

the date of owner-
ship for the pur-
pose of paying
dividends. The
owner of shares
on the specified
date is entitled to
the dividend, even
if shares are sold
after that date but
before dividend
payment date
(when shares are
said to be trading
ex-dividend). The
ex-date is the
dividing point.

Use the setup of the swing trade as your primary tool for identi-
fying a decision point. The contingent order should be the ex-

ception rather than the rule.
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good ’til
canceled (GTC)
a condition at-
tached to an order
to leave it open
indefinitely until it
can be filled on
the terms the
investor requires;
brokerage firms
will let such or-
ders expire after a
specified time
period.

contingent
order

any order to buy
or sell based on
specific price
levels being
reached or
passed. This type
of order is used to
protect existing
profits or to avoid
large losses in the
event of sudden
price movement.

long position

ownership of
stock and other
securities, en-
tered by execu-
tion or trades in
the sequence buy-
hold-sell.

BROKERAGE RULES AND THE PATTERN DAY TRADER

decide you want to enter a swing trade on a stock
with a long position, but only if and when the
stocK’s price falls to a specific price or below. You
may also enter a short position in the same way,
short selling the stock if and when the price meets
or exceeds a predetermined level.

On the sell side, the contingent order can also
be used to modify your swing trading strategy. This
is a more popular use of contingent orders; you are
more likely to place a stop limit order, for example,
to protect paper profits or to avoid the risk of large
losses.

Before modifying your swing trading strategy,
you need to decide how much use to make of this
alternative trading method. Swing trading, by defi-
nition, is a “hands-on” strategy requiring daily
monitoring of stock charts and price trends. In
fact, swing traders tend to be trading enthusiasts
who want to spend time each day tracking stock
prices and moving money in and out of positions.
For this type of person, programmed trading and
contingent order strategies are not appealing. Even
the concept of using such orders to protect existing
profits may not be an obvious choice.

A proposed modification of swing trading
strategies protects your position and reduces risk
while continuing to allow you to monitor prices
and make decisions directly. Some guidelines:

1. Use contingent orders for only two reasons: pro-
tect profits and avoid large losses. The most ap-
propriate use of contingent orders within a
swing trading strategy is to take profits if and
when price moves suddenly, or to minimize
your losses. So long positions may develop
paper profits, presenting swing traders with a
dilemma: Do you sell now and take your
profits or, if the setup has not developed, do
you continue to hold the position until the
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Key Point

One of the most attractive features of swing trading is the direct
control and timing of decisions. The contingent order is a useful
device, but most swing traders will prefer to time their deci-
sions on chart patterns.

trend has run its course? The trailing stop is
a valuable tool to protect profits if and
when the stock’s price begins to fall without
the swing trading signal in place. Short po-
sitions become profitable when the stock
price falls; but the risk is that the price may
rise. In this situation, contingent orders
place a ceiling on potential losses, in the
event that the swing trade setup fails and
you do not close the position in time to
avoid a loss.

Do not place contingent orders that might
contradict the basic swing trading strategy.
One big problem in overusing contingent
orders is that they may contradict the basic
swing trading ideal. Trading with contin-
gent orders is not always the same as swing
trading. Contingent orders may, in fact,
prevent you from maximizing profits

B

short position

the sale of stock
and other securi-
ties that is eventu-
ally closed with a
purchase transac-
tion. In a short
position, the se-
quence of events
is sell-hold-buy.

o

paper profits
the profits in
existing stock
positions, which
become realized
profits only if and
when those posi-
tions are closed.

within the swing trade. You may want to depend on setup pat-
terns and signals rather than on the use of contingent orders; or

Key Point

Contingent orders are great for protecting paper profits or pre-
venting large losses. Beyond that, they contradict your reasons
for using swing trading to time your decisions.
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Key Point

Remember, a contingent order could be detrimental to an effec-
tive swing trading strategy, if not properly controlled.

Key Point

At times, the normal cyclical swings give way to momentum
trading. This is where swing traders can ride profits for an ex-
tended period of time. But this could be prevented by unwise
use of contingent orders.

you may be more cautious and take profits as they develop. The
decision should be based on how much risk you are willing to

take.

3. Recognize both the advantages and limitations to contingent orders.
All strategies involve risk, and all protective measures—including

o™

risk tolerance

the level of risk an
individual is able
and willing to
assume. Risk and
potential profit are
directly related
and cannot be
accepted, so those
seeking better
than average
profits also need
to expand their
risk tolerance.

contingent orders—provide benefits as well as
problems. The benefits appear when contingent or-
ders are used strictly to protect existing paper prof-
its or to avoid losses in exposed short positions.
The primary disadvantage is that these orders may
be executed even when the swing trade patters are
not complete. The two- to five-day window is only
a guideline; in fact, some trends can continue far
longer. At those times, swing traders may profit
from riding the momentum, and recognize that the
swing trade predictability is suspended for the mo-
ment. But using contingent orders, you may lose
the opportunity to earn more profits by leaving
transactions too soon.

4. Base your use of specialized orders on your own risk tolerance. The
concept of 7isk tolerance is always supposed to be a first test of any
strategy. There is no justification for swing trading if the risks are
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Key Point

No strategy works unless it is a good match for your personal
risk tolerance. This includes swing trading. Some types of swing
trade activity (like going short, for example) may be too risky,

unless contingent orders are used as well.

too great—and do not depend on contingent orders to reduce or
eliminate that risk. The risks are real and have to be accepted as

part of the specific strategy.

Brokerage Rules for Swing Trading

Every brokerage firm offers its clients a variety of ways to trade. Swing
traders may limit their activities to their cash assets or use margin to ex-

pand their trading activity. Margin trading involves
borrowing money from your brokerage firm to in-
vest, using stock as collateral for the loan. This is a
form of /leverage, which also means that using mar-
gin involves much higher risks than simply limiting
your activity to available cash.

Before you will be allowed to open a margin
account, you will also be required to set up the
minimum margin. This requirement is spelled out
in NASD Rule 2520 and in the New York Stock
Exchange Rule 431. You are required to deposit at
least $2,000 or 100 percent of the purchase price
(whichever is less) in your brokerage account.
Some traders—whose activity is higher than aver-
age—are required to deposit far more. (This is ex-
plained later in this chapter.)

The advantage of investing in a margin ac-
count is that it exposes you to much greater profit

R

margin

investing using
funds borrowed
from a brokerage
firm, with securi-
ties in an account
used as collateral.

leverage

an investing strat-
egy using bor-
rowed funds to
broaden a portfo-
lio beyond avail-
able cash
resources.

opportunities. However, if a portfolio loses, you still have to repay the
borrowed funds. If it takes longer than you expected to generate profits,
you also have to pay the brokerage firm interest on the money borrowed.
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Margin trading provides investors with flexibility ...

Key Point

and with

risk. The more you borrow, the greater the risk of loss and the
greater your interest expense.

minimum
margin

the deposit re-
quirement to set
up a margin ac-
count, which is
the lesser of
$2,000 or 100
percent of the
security’s pur-
chase price.

Before deciding to swing trade on margin,

recognize four specific risks:

1.

2.

You can suffer losses beyond the level of your
cash investment.

You can be required to deposit additional
funds into your account to cover market
losses, potentially with little advance notice.

You could need to sell some stocks to cover
falling prices in a margin account.

Your brokerage firm has the right to sell
stock from your portfolio to repay itself,
without notifying you of the decision or
which stocks they will sell.

To open a margin account and trade on margin, your brokerage
firm will require you to sign a margin agreement in advance. Read the
document in full. Also become familiar with the margin regulations of the
Securities and Exchange Commission (SEC), the National Association of
Securities Dealers (NASD), and the Federal Reserve Board. The Fed gov-

erns and limits margin activity through its initial margin rule. This is a

Key Point

If you don’t keep your margin account at the required level—includ-
ing loss of market value in your portfolio—your brokerage firm can
sell your stocks to repay itself. This can occur without advance no-
tice, and without your decision about which stocks to sell.
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limit of 50 percent that you can borrow on margin,
and the complete terms of the Fed’s margin rules
are found in Regulation T.

You are required to maintain a specific
amount of cash and equity in your account when
using margin to invest. This is equal to the current
market value of your securities minus the amount
you owe on margin. You can never maintain an ac-
count below 25 percent of current market value of
securities, a level known as maintenance require-
ment under margin rules. Some brokerage firms
impose maintenance above 25 percent, often as
high as 40 percent or more depending on the kinds
of stocks in your portfolio. The specific amount re-
quired by your brokerage firm is called the house re-
quirement.

The maintenance requirement imposed by
your brokerage firm can make a big difference in
the amount of cash you need in your account. For
example, if you buy $16,000 in securities with
$8,000 cash and $8,000 on margin, you are re-
quired to keep a maintenance level of no less than
25 percent. So if the value of your stock falls to
$12,000, your equity would fall to $4,000
($12,000 minus $8,000 loss). At a maintenance re-
quirement of 25 percent, you are required to have
at least $3,000 in equity (25 percent of $12,000).
Because your equity is $4,000, your maintenance
requirement is met. However, if your firm required
you to maintain 40 percent, your equity would not
be sufficient. You would need 40 percent of the
$12,000 current market value, or $4,800. The firm
would issue a margin call demanding that you de-
posit an additional $800.

A brokerage firm may also increase its mainte-
nance requirement at any time and without ad-

initial margin
a limit on the
level of borrowing
investors are
allowed by the
Federal Reserve
Board’s Regulation
T. It specifies that
you can only
borrow up to 50
percent of a secu-
rity’s purchase
price.

R

Regulation T

a Federal Reserve
Board rule estab-
lishing and gov-
erning rules for
margin borrowing
in brokerage
accounts.

o

maintenance
requirement

the percentage of
current market
value of securities
that must be kept
in a portfolio at all
times. Minimum
federal require-
ment is 25 per-
cent, but some
brokerage firms
require higher
maintenance
levels.

vance notice. So if the firm believes that it is overly exposed to the risk of
margin loss, you could be required to deposit additional funds to meet
the new rules. Of course, all of the margin activity involves the payment
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Key Point

Be sure you know how much cash you have to keep on deposit
based on maintenance levels. This may vary from one brokerage
firm to another, so you need to check in advance.

o
house

requirement

the maintenance
requirement set
by brokerage
firms, which is
equal to or
greater than the
minimum 25
percent required
under NASD and
NYSE rules.

margin call

a demand from a
brokerage firm for
additional de-
posits by
investors whose
maintenance
requirement has
not been met due
to portfolio
losses. If the
margin call is not
met, the broker-
age firm will sell
securities from
the account.

of interest to the brokerage firm, so the longer it
takes for you to generate profits, the higher the
cost. Most firms base their margin interest rate on
the broker call rate published in the Wall Street
Journal under the Money Rates section. Brokerage
firms also publish their current margin rates on
their websites.

Margin rules are going to vary by brokerage
firm. If you plan to execute swing trades using a
margin account, be aware of your firm’s specific
rules and requirements, and also determine
whether or not you will be considered a pattern day
trader (see the next section), for which require-
ments will be even stricter.

To check online brokerage rules for margin
trading and other rules, check brokerage firm
websites:

Accutrade www.accutrade.com
American Express Wwww.americanexpress
.com/direct
Bank One Onelnvest www.oneinvest.com
BrownCo www.brownco.com
Charles Schwab www.schwab.com
Cititrade www.cititrade.com
E-Trade Financial www.etrade.com
Fidelity www.fidelity.com
Firstrade www.firstrade.com

Harrisdirect www.harrisdirect.com
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Scottrade www.scottrade.com %ﬁs
T. Rowe Price Www.troweprice.com \
. . broker call rate
TD Ameritrade www.tdamericatrade.com | he rate -
TD Waterhouse www.tdwaterhouse.com brokers charge
clients for bor-
Vanguard www.vanguard.com rowing funds on
margin; the rate a
WallStreet*E Inc.  www.wallstreete.com firm charges is
normally found
on the brokerage
Pattern Day Trader Rules website.

In February 2001, the Securities and Exchange Commission (SEC) ap-
proved a new rule proposed by the New York Stock Exchange and Na-
tional Association of Securities Dealers. Under Regulation T margin
requirements, all calculations are performed only at the end of a trading
day. Thus, a day trader can execute a high volume of trades within a trad-
ing cycle using the margin account, and avoid the margin restrictions of
Regulation T. So in the event that large losses are suffered by a day trader,
it is possible that brokerage firms end up absorbing those losses.

The pattern day trader is anyone who buys or sells a single security
within the same trading day (a day trade) four or more times in any con-
secutive five trading periods. In addition, to qualify as a pattern day
trader, the high-volume activity has to make up 6 percent or more of to-
tal trades. (If, for example, you have a large volume of trades but less than
6 percent of the total meets the four-or-more rule, you won't be classified
as a pattern day trader.)

This rule, also known as NASD Rule 2520, comes with a very high
margin requirement. Pattern day traders have to deposit and keep mini-
mum equity of $25,000 in their accounts; and these funds must be

Key Point

The pattern day trader rule was established to solve the prob-
lem created when day traders opened and closed transactions in
a single day. Margin requirements are computed only at the
trading day’s conclusion.
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deposited before the high volume trading can go forward. If an investor
does not meet this deposit rule, the brokerage firm can impose trading
restrictions. For example, your firm can restrict your trading for 90 days

to a cash-only basis, thus suspending all margin trading.

day trade call

a requirement that
investors deposit
funds to satisfy
pattern day trad-
ing deposit re-
quirements based
on the volume of
trades (four or
more trades in the
same security
within five trading

If your account violates the pattern day trad-
ing requirement, you have five days to satisfy the
margin call. This provision, also called the day
trade call, may also be subject to a holding period
before it can be used for subsequent trading.

Swing trading is an ideal device for avoiding
the restrictive pattern day trading rule, assuming
that you adhere to the normal timing curve. Setup
for transactions normally involves at least three
trading days to develop. The swing trading uptrend
(made up of three or more days of higher closings

days).

and with a series of higher highs offset by higher
lows) or downtrend (three consecutive days of
lower closings and a series of lower lows offset by lower highs) are the
opening side of a swing trade. But because the usual closing setup also re-
quires three or more periods in most cases, you have a programmed six-
day minimum for a complete buy-and-sell or sell-and-buy transaction.

Because pattern day trading is defined as involving the same secu-
rity, in theory a swing trader will never be classified as a pattern day
trader. Of course, if you do execute trades more often than the typical
swing trade pattern dictates, it is easy to fall into a pattern where you
would be classified under this rule. If you have $25,000 in cash and eq-
uity in your account, this is not a problem. But if your portfolio value is
lower than $25,000, you need to avoid falling into this definition. Lack-
ing funds to continue high-volume trading, your activity—including
swing trades—would be restricted by your brokerage firm.

Key Point

Day trading, with its two- to five-day window, is the perfect
strategy for avoiding the pattern day trading rule. By definition,
the completion of a trade on both sides requires at least six
trading days.
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Key Point

A day trade includes not only trades during the hours the mar-
ket is open, but also premarket and post-market transactions on
the same day.

Under the rule, a “day trade” is defined as a buy and sell of the same
security on the same day. This includes pre-market trading, transactions
during market hours, and aftermarket trades. If you open a position to-
day and close it tomorrow, that is not a day trade and activity in this pat-
tern can be executed without risking being classified as a pattern day
trader. The scope of the rule includes all U.S. brokers who are also mem-
bers of the NASD, and covers both stock and option trades. No pattern
day trading rules apply to futures trading. The rule is especially applica-
ble to options traders who may execute a large volume of trades within a
single day on the same security.

While many investors consider being classi-
fied as a pattern day trader as a penalty, there is a 0
positive side as well. The day trade buying power is - -

: uying power
calculated by the brokerage firm as a multiple ofan |-/ margin al-
account’s equity, and this may be greater than the  |[lowance a broker-

allowance for the typical non-pattern day trader’s |age firm provides
to a pattern day

) > . > ) trader, which is a
four times a day’s closing equity. So if your equity | multiple of avail-

in a trading account is $25,000 and you are a pat- 2:5?2?&: :Es
tern day trader, your buying power would be portfolio.
$100,000 (assuming your broker applies the four-
times formula).

The pattern day trading rule was designed to prevent investors from
avoiding margin requirements based on Regulation T. Before the rule
went into effect, buying power for day traders was virtually unlimited. As
long as margin-based transactions were closed by the end of the day, no
margin calls were generated. So day traders were able to use extreme
leverage to control large positions in securities. The risk was shifted to
brokerage firms because if prices moved suddenly (as they have done in
single days periodically in the past) there was no way for brokerage firms
to enforce margin calls. With $25,000 on deposit, the brokerage firms

account. For example, some brokers allow up to
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Key Point

Check the rules imposed by brokerage firms for pattern day
trading and margin requirements. If you expect to execute a
large volume of transactions, this could be an important deci-
sion point.

have some security and many would-be day traders with little or no real
equity were eliminated from this kind of trading activity.

Knowing how the trading rules work is useful in picking a broker
and in identifying levels of risk. However, swing traders also need to de-
termine how they will select stocks for swing trading use. This applies
whether you apply the traditional long position (buying stock and hold-
ing it, to eventually close the position through a sale) or a riskier short
position (selling stock, holding it, and then closing the position with a
purchase). The next chapter provides suggestions for picking stocks ap-
propriate for your swing trading strategy.



Chapter

Picking Stocks
for Swing Trading

which to swing trade. So how do you decide on one stock over another?
With thousands of stocks to choose from, you need to identify the selec-
tion attributes to help pick a set of stocks to use. This set needs to be finite,
and the actual number of stocks should depend on several factors, including:

I nvestors and traders face a problem in deciding what stocks or indexes on

1. Available capital for trading. Any program is going to be limited by
the capital available to trade. Your trading capital may be separate
from a long-term portfolio. Some investors put aside a small por-
tion of available capital for short-term trading, while the majority
is left to accumulate in long-term investment stocks, mutual funds,
real estate and the money market.

2. Risk tolerance level in effect. Your personal risk tolerance level also
restricts and defines the kinds of stocks you will use for swing trad-
ing. Companies with decades of experience, billions in capital, and
domination in their field are relatively safe investments—yet may
not be appropriate for swing trading. Relatively young companies
are more likely to produce the kinds of price volatility desirable for
swing trading. They can, however, be excessively risky. Most people
will define their risk tolerance in such a way that their stock selec-
tions will fall in between these extremes.

103
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Key Point

Any trading strategy—including swing trading—is limited by the
capital you have available to trade. This means it is also neces-
sary to figure out a way to limit the number of stocks you will
use for trading.

Key Point

Picking appropriate stocks is a function of defining your risk tol-
erance level. Once you decide how much risk is appropriate, the
list of potential stocks is naturally reduced as well.

3. Degree of price swing and current trend. Swing trading works in a
middle zone of price volatility. If a stock’s trading range is narrow
and not at all volatile, swing trading opportunities will be limited.
If a stock is on the other end of the spectrum—with wildly swing-
ing prices and no established trading range, you face a different
problem: The price may not conform to the usual “rules” of swing
trading setup, candlestick chart formations, and other technical
tools for predicting price movement. Highly volatile stocks do not
always conform, so the predictability simply is not there.

4. Personal preferences. Everyone has their favorite stocks. You may
decide to swing trade in stocks you own, or in stocks you have
tracked over a period of time. You may also decide to specialize in
a limited number of industries, and move between sectors based
on cyclical patterns. It is important to recognize the limiting

Key Point

Stocks whose price is so volatile that no trading range can be
easily established, are too high risk for most people—and also
less viable for swing trading.
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Key Point

Personal preference is part of your selection process along with
other price and financially based criteria.

Key Point

Fundamental and technical analysis help you not only to pick
stocks matching your risk profile, but also to eliminate compa-
nies that do not represent a good fit.

factors in following personal preferences rather than technical
signals. You might tend to ignore important signals because you
prefer a stock or, equally problematical, ignore a broad range of
possible stocks because your personal preferences are limited.

5. Technical and fundamental tests. Finally, you select either funda-
mental or technical tests to (1) select or (2) eliminate stocks from
the list of swing trading candidates. Using only one selection cri-
terion is a mistake; you can combine numerous fundamental and
technical tests to narrow your list, identify appropriate risk levels
and stocks fitting those levels, and coordinate price-related trends
with sound fundamental principles.

Rules of Thumb for Stock Selection

To pick stocks for swing trading, it makes sense to start by finding a
range of potential companies meeting fundamental criteria. Even traders
focused on the purely technical indicators of price and volume will rec-
ognize the fundamentals as an important test of (1) stock price risk, (2)
capital strength or weakness, and (3) long-term price growth potential.
The fundamentals are backward-looking in the sense that actual financial
reporting is historical; but fundamental trends and tests of capital
strength also reveal a lot about future potential on a technical level.
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Key Point

It is inherently impossible to judge a company based on funda-
mental principles if the company has never reported a profit.
The lack of success in the market may be even more profound,
however; why would you buy stock in a company that has lost
money every year?

Some very basic questions you will want to ask about companies be-

fore including them in a list of swing trade possibilities include issues be-
yond the details of revenue and earnings or current capitalization. Ask
these questions as a method for narrowing your swing trading list:

1.

Has the company ever reported a net profit? At a minimum require-
ment, a listed company should report profitable operations. Some
corporations have loss years, and that may be part of a normal cy-
cle in operations. Some companies have never reported a profit.
This means that current value is all based on potential for future
growth, and this is where a lot of trouble may come into the price
equation. The dot.com years make this lesson well; a company
should have reported profits at some point in the recent past be-
fore it should be seriously considered for swing trading.

Has corporate management been scandal-free? Recent history has
shown that many prestigious corporations may be led poorly. It
makes no sense to trade in the stock of a company with question-
able accounting or whose management is under investigation.
Such problems distort price and may also distort the normal
cyclical trends, making it impossible to time and predict how
price is going to behave in the short term.

Key Point

Corporate scandals are not only in the past. Any evasiveness or
questionable activity should be a red flag for anyone thinking
about investing in a company.
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Key Point

107

A well-managed company should be able to manage its rate of
growth; this means that revenue and earnings should be consis-

tent and not highly volatile from year to year.

3. Have earnings been fairly consistent, or irreg-
ular? A sound test of a company’s stability
is consistency. Have revenues and earnings
been steady and regular? Or are annual
results erratic and inconsistent? A lot of
emphasis is placed on price volatility but
fundamental volatility is also an important
test. Erratic reported earnings are a sign of
poor management, questionable account-
ing change, or turmoil within the company.
Any of these may affect the dependability of

price trends as well.

Also check core earnings to determine a corpora-
tion’s reporting consistency. These earnings, calculated
by Standard & Poor’, are reported as part of the S&P
stock report summaries offered free of charge on some
discount brokerage websites, such as Charles Schwab
& Company (buap://www.schwab.com). The consis-
tency in core earnings is equally as important as fully-
reported earnings.

L L)

fundamental '
volatility

the degree of
consistency or
change in reported
revenues and
earnings from one
year to the next.

!

SR

core earnings

the earnings as
reported by a
company, ad-
justed to remove
all reported earn-
ings that are not
part of a corpora-
tion’s “core” busi-
ness, including
nonrecurring
revenues and net

earnings.

4. Is the company a leader in its industry? Does it offer a product that is
not becoming obsolete? Competition often defines profitability. So
a corporation that leads its industry has many attributes that
manifest in the stock price. As the industry leader’s price rises or
falls, the rest of the competitors in the same industry tend to fol-
low suit. A company does not have to be number one in the in-
dustry to justify swing trading; but the leader often sets the tone

of trading for many other companies.
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Key Point

It makes sense to concentrate on sector leaders for swing trad-
ing. There is a tendency for nonleaders in the sector to follow
and track the leading company’s stock.

Over time, some products suffer from obsolescence. This is un-
avoidable. However, if a company is not able to change with the
times, its entire product line is at risk. For example, a few years
ago Polaroid filed bankruptcy. It had created a revolution with
the instant photo industry but did not keep pace with the emerg-
ing digital technology. And Kodak, historically dominant in the
film sales business, has in recent years also fallen behind as many
competitors have passed the company in development of digital
technology—meaning that to some degree, Kodak was so depen-
dent on its film lines that it failed to recognize how significantly
the whole business was changing. These types of emerging
changes in technology provide a glimpse of how corporations
evolve over time or, in some cases, fall behind their more aggres-
sive competitors. This affects value in the long time as well as
price trends in the short term. Even though swing trading is a
short-term trading strategy, it makes sense to limit this activity to
corporations that are competitive and well managed, and that are
most likely to have stock price behavior in line with “typical” or
“average” short-term trends.

Is the company diversified? Is it vulnerable to cyclical problems?
There are many forms of diversification. Most people think about
placing capital in several different products as the most obvious
form of diversification. But this may also refer to investing in dis-
similar markets or products; avoiding stocks vulnerable to the
same cycles; or allocating money to entirely different markets.
Within the corporation itself, diversification refers to dissimilar
product or service lines of business. For example, Altria Corpora-
tion (MO) is best-known for its Phillip Morris line of business,
but it also owns Kraft Foods, which diversifies its overall holdings
into an entirely dissimilar market. So, in terms of how you pick
stocks, the question of internal diversification is as important as
the portfolio-related forms most investors understand well.
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Diversification comes in many forms. From the corporate per-
spective, diversification by product lines is a good way to offset
cyclical change and to expand outside of a primary industry.

A company not well diversified is vulnera-
ble to cyclical changes. For example, a retail
corporation is going to suffer when con-
sumer buying trends are in a down cycle, so
one way to offset this cyclical problem is
through diversification into lines other
than the primary retail line.

What current problems does the company face?
Other than the current and historical finan-
cial reports, what else do you need to know
when picking companies? Is there any on-
going legal problem or potential labor union
disputes? Companies dependent on large
unionized labor forces are vulnerable to
strikes, for example. And extensive litigation
also adversely affects profitability. Merck
(MRK) had thousands of outstanding law-
suits as of 2006 due to the widely advertised
ill effects of its drug Vioxx. And the tobacco
industry has faced thousands of lawsuits over
many years. These issues may adversely affect
a company’s value or, if the company prevails
or suffers less than expected in judgments of
these lawsuits, stock prices could also rise. So
the existence of thousands of lawsuits is not,
by itself, reason to avoid a company or an
industry. However, it is one of the extra-
financial factors to be considered. Besides
lawsuits, any other form of contingent liabil-
ity may affect value and perceived value of a
company, and should be reviewed as part of
your judgment to buy or not.

diversification

one of several
methods of
spreading risk,
involving expo-
sure to different
products, markets,
or stocks. For
corporations,
diversification also
refers to invest-
ment in dissimilar
lines of business.

%

internal
diversification

a form of corpo-
rate diversifica-
tion of capital into
dissimilar product
or service lines of
business.

\B%
contingent
liability
a liability that
might or might not
materialize, and
whose dollar value
may not be known.
Typically, outstand-
ing lawsuits that
have not been
settled or decided
are the best-known
form of such
contingencies.
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Key Point

Look beyond the numbers. Read the footnotes in the annual re-
port and track financial news to discover any special circum-
stances that could affect a company’s stock price.

Key Point

There is much to be said for a track record. For swing trading,
the ability to view a company’s price history may be an impor-
tant determining factor in picking one stock over another.

7. Has the company been in business long enough to have a track record?
In selecting one stock over another, it is impossible to make a
sound judgment without a track record. How long has the com-
pany been in business? Can you tell whether there has been
growth in net worth, or a reduction? What is the reputation of
management? Does the company pay dividends, and what is the
current dividend yield? Have dividend payments been consistent,
or have some been missed? These questions define corporations
and provide you with a means for comparison and selection.

Fundamental and Technical Indicators

A combination of some basic fundamental and technical indicators can
be useful in narrowing down the list of swing trading stocks. If your se-
lection criteria are too broad, there will be too many stocks to choose
from. Ideally, a group of between 10 and 25 stocks meeting all of your
criteria is a fair range, especially if they represent a diversified cross-section
of market sectors.

If you are able to check a stock’s fundamental strength using only
four or five indicators, it is a sound number. Too many indicators can
make it difficult to pick stocks, if only because you will have to spend too
much time running and monitoring your tests. Suggested fundamental
indicators include:
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Key Point

m

Limit the number of indicators you use for picking stocks. If you
pick too many, your analytical task will be more daunting and
exclusionary.

1.

Revenue and earnings. A sound, basic start-
ing point is revenue and earnings, or the
top and bottom lines of the operating state-
ment. This is a financial statement summa-
rizing of all activity for a specific period of
time (year, quarter, or month). If you check
revenue and earnings over a period of time,
you can identify whether a company is
growing consistently; reporting erratic re-
sults; or flatlining in its results.

For example, revenue and earnings for Lucent
Technologies (LU) was erratic for the five years be-
tween 2001 and 2005, as shown in Figure 6.1.

Note the wide swings from year to year in
both revenue and earnings. Lucent’s five-
year history has been quite volatile, not
only with drastic reductions in reported
revenue, but also with large changes in net
losses and profits.

In comparison, Wal-Mart (WMT) has re-
ported revenue and earnings with remarkable
consistency, as shown in Figure 6.2. In this
example, both revenue and earnings have in-
creased steadily over a period of years, mak-

operating
statement

a financial state-
ment summarizing
all activity—rev-
enue, costs and
expenses, and
profits—for a
specified period of
time, most often a
full year or a fiscal
quarter.

financial
statement

a report published
by a corporation
reporting activity
over a period of
time, such as a full
year (the operat-
ing statement) or
balances of asset,
liability and net
worth accounts at
the end of a pe-
riod (the balance
sheet).

ing Wal-Mart’s financial results far more predictable than Lucent’s.

2. Dividend yield. The overall profit you earn from, buying stocks is
not limited to the capital gains from buying and selling shares of
stock. If you hold stock for any length of time, you also need to
compare dividend yield on the stock. This form of profit, also
called current yield, can represent a major portion of overall yield.
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FIGURE 6.1 Erratic Revenue and Earnings: Lucent Technologies
Source: Standard & Poor’s Stock Reports.

The dividend is normally paid quarterly to stockholders of record
on the declaration date. A dividend may vary from zero up to a
significant percentage. One method for selecting stocks is to seek
higher than average yields. This is one method for finding com-
panies with healthy cash flow and profits. A corporation cannot
pay out dividends unless it has funds available; so high-yielding
dividends among companies that meet other fundamental tests is
an effective method for narrowing down your list.
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FIGURE 6.2 Consistent Revenue and Earnings: Wal-Mart Stores (WMT)

Source: Standard & Poor’s Stock Reports.

Valuable Resource

To find high-yielding stocks to invest in for periods longer than the
usual swing-trading term, check Mergent Corporation’s Dividend
Achiever’s publications at http://www.dividendachievers.com or
Dogs of the Dow at http://www.dogsofthedow.com.



dividend
yield
the profit earned
from dividends
paid by corpora-
tions, expressed
as a percentage of
the current price.
For calculation
purposes, the
percentage should
always be based
on stock purchase
price rather than
current price.

\a %t

current yield

the percentage
paid in dividends,
calculating by
dividing declared
dividends by
current price of
the stock.

cash flow

the cash available
from operations
to pay current and
long-term ex-
penses and liabili-
ties; fund
business expan-
sion; and pay
dividends.

3.
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P/E ratio. The price-to-earnings ratio, or the
P/E ratio, is a popular test of a company’s
current price. It is a comparison of a techni-
cal factor (the current stock price) to a fun-
damental factor (earnings per share). The
multiple (the result of dividing price by earn-
ings) is an expression of the market’s expec-
tation for future growth. That is, the higher
the multiple, the greater the long-term risk.
One selection method for stocks is to limit
the range of the P/E multiple. For example,
you may decide to limit your stocks for
swing trading to those with multiples be-
tween 11 and 25.

Debt ratio. One of the most critical tests of
corporate health is a study of the trend in-
volving types of capitalization. A company
may fund its operations through equity capi-
tal (selling stock) or debt capital (issuing
bonds or taking out long-term loans). All
debt capital has to be repaid with interest, so
the higher the percentage of debt, the greater
the strain on future cash. If debt capital is
too high, future expansion will be hampered,
and as more profits have to be paid in inter-
est there will be less remaining for dividends.
So the debt ratio is one of the most impor-
tant fundamental tests you can perform.
To compute, divide the balance of long-term
liabilities by total capitalization (long-term

Key Point

The P/E ratio should be viewed over a period of years and quar-
ters to establish a trend. It compares current price to the latest
reported earnings, so its interim reliability is questionable. Use
yearend P/E to identify the actual trend and relationship be-
tween price and earnings.
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debts plus shareholders’ equity), expressing
the result as a percentage. If this percentage
is rising over time, thatis a negative sign.

Limiting the fundamentals is important be-
cause, with too much information, you cannot
make important distinctions between companies.
A few solid, important tests that cover the ques-
tions of profitability and capital strength are ade-
quate to pick stocks. The same argument applies to
technical indicators. In this realm, your goal is
quite different, however. With the fundamentals,
you seek signs of strength and consistent profits.
On the technical side, you want stocks that are not
wildly volatile, but are also not flat. The selection
of worthwhile technical indicators includes:

1. Trading range. The most basic of price indi-
cators is the trading range. A very narrow
trading range, indicating low volatility, de-
fines a stock as low risk; and a broad trad-
ing range, indicating high volatility, defines
a stock as high risk. A stock that is so
volatile that no specific trading range can
be found is extremely high risk.

For swing trading, you want to find stocks
with moderate levels of volatility. If you
equate volatility with interest in a stock,
you can appreciate why moderate volatility
makes sense. When both buyers and sellers
are interested in the stock, a never-ending
struggle to control the price is expressed
through the two- to five-day cycles. Buyers
want the price to move up after they buy,
and sellers want to see price fall only after
they sell. It is important to also recognize

P/E ratio

a test comparing
technical and
fundamental infor-
mation. The price
per share is di-
vided by earnings
per share to arrive
at the multiple.
The P/E is an
effective way to
compare stocks
and to limit stock
selection. The
result of dividing
price per share by
earnings per share
is expressed as a
single numerical
value, known as
the multiple.

multiple

the P/E of a stock,
arrived at by divid-
ing price per share
by earnings per
share. The multi-
ple is expressed as
a single numerical
value.

capitalization

the total funding
of an operation,
include equity
(stock) and debt
(bonds and long-
term loans).

that buyers become sellers, and vice versa, when price movement
suits an investor’s interests. If volatility is too low, this tells you
there is little interest in the stock; and if volatility is too high, it is
most difficult to decide the direction of the short-term price
cycles.



116

PICKING STOCKS FOR SWING TRADING

Key Point

There is no need to exclude technical indicators just because
you look to the fundamentals. The most effective analysis uses
both sides to improve perspective on value, volatility and risk.

o
debt ratio

the portion of
capitalization
represented by
debt; to compute,
divide long-term
liabilities by total
capitalization,
expressing the
resultas a
percentage.

o
long-term

liabilities

all liabilities due
and payable be-
yond the next 12
months (the cur-
rent portion),
including notes,
contracts and
bonds.

2.

4.

Direction of the channel. A price channel is
the parallel movement of the trading range.
If you are going to open swing trades with
long positions, you will be most interested in
stocks whose channels are moving upward.
If the channel is flat but trades can be made
within that trading range, it does not matter
whether you open positions on long or short
sides; you can begin with either, or use both
depending on the formation and setup pat-
terns that emerge.

Recent history of short-term swing prices. The
historical volatility provides no guarantees of
future price direction. But it does provide
you with some sense of how the price acts
and moves—the timing of up and down
movements, degree of change, and the im-
portance of changes in daily volume along
with dramatic price movement.

Recent patterns, including breakouts and price
gaps. Technical patterns are interesting not
only because they provide buy or sell signals,

but also because they allow you to anticipate the next move with
some assurance. Breakouts and price gaps are among the most
important technical indicators because they often are seen at the
start of a new trend. Even a minor price gap may signal a big
change in direction, and price breakouts above resistance or be-
low support are invariably significant. The stronger the breakout
pattern, the stronger the trend is likely to be. When breakout is
accompanied with one or more price gaps, it represents a very
strong short-term change in the price level. This is when swing
trading can be most profitable.



Short-Term Versus Long-Term Indicators 117

Short-Term Versus Long-Term Indicators

There is a distinction every trader needs to make. This comes from coor-
dinating the long-term fundamental and technical indicators with short-
term setup signals for swing trading. The two are so entirely different
that the criteria cannot be ignored.

You begin by determining which stocks to include in the realm of
swing trading possibilities. It may be that you will want to acquire and
hold some of these stocks as well. This long-term determination must be
limited because most people cannot afford to own thousands of stocks or
even hundreds. Acquiring shares of a few stocks must suffice, so you need
to identify the criteria you are going to use as a starting point.

The setup signals for swing trading can be found on hundreds of
stocks, indexes and exchange traded funds. This does not mean you will
want to try and make trades in a random and undisciplined manner.
One dilemma for swing traders is deciding how to limit their range of ac-
tivity. By first deciding how to pick stocks, you can achieve the necessary
limitations. Five guidelines to keep in mind:

1. Apply basic fundamental and technical criteria. Earlier in this chap-
ter, a handful of key indicators were provided with the purpose of
demonstrating how you can /imir the range of analysis in picking
stocks—Dboth for long-term investing and swing trading. You may
discover that the criteria for both are the same. Even if your inten-
tion is to swing trade and not to hold any stocks in your portfolio,
your risk profile should always dominate the way you pick stocks,
even if you intend to move in and out of positions in the typical
two- to five-day window. The criteria set limits on the range of
stocks you will use for swing trading. If you end up with approxi-
mately 15 to 20 stocks that you follow regularly and monitor
for swing trading opportunities—and all meet your analytical
criteria—you will have your hands full. It is unlikely that you will
ever face a situation where no swing trading setups occur.

Key Point

The goals you use for picking long-term investments are not the
same as that for picking stocks to swing trade. The same criteria,
however, may be used to pick stocks that work for both purposes.
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Make value judgments about sectors of stocks. Every investor experi-
ences a bias concerning groups of stocks. You might be fearful of
investing in sectors such as retail, oil and gas, or computers, for
example. These biases may be based on past experience or on a
sense of greater than average risk. Some sectors are clearly higher
risk than others in certain economic times. Whether your biases
are rational or not, you should avoid sectors that:

a. You are uncomfortable with.
b. You believe are high risk.
c. Whose attributes you do not understand well.

Focus on sector leaders. Within a particular sector, it makes sense
to swing trade in the issues considered to be the leaders. There is
a sound reason for this: The nonleading stocks in a sector tend to
follow the general direction of the leading stocks. For the pur-
poses of swing trading, it makes sense to focus on those leaders to
get clear setup signals. Some swing traders focus on sector indices
and funds, but this is less effective. When you trade an ETF for
one sector, for example, you are trading a mix of all the stocks,
both strong and weak; so the net result includes offsetting trends.
It is more effective to trade in single stocks to make the most of
swing trading.

Distinguish between speculation and swing trading activity. Then
pure speculative play is often a coin toss. Even speculators who
use various forms of analysis tend to favor undiscovered opportu-
nities in smaller, emerging issues. Many of these companies have
never reported a profit and usually do not have a track record.
They may also lack a clear trading range history. For that reason,
important tests such as volatility, “typical” daily volume, and in-
stitutional holdings cannot be compared and tested. Swing trad-
ing is entirely different. The tendency in price patterns is more
easily recognized among well established stocks, whose trading
range is easily observed, and whose holdings include both insti-
tutional and retail investors. This does not mean you shouldnt
swing trade on speculative stocks. However, doing so simply in-
volves more speculative risk, and that is an important distinction.

Use appropriate trading modes. The majority of investors think in
terms of the traditional long position. The sequence of events
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is buy-hold-sell. But the short position—with the sequence
sell-hold-buy—is equally important in short selling. In fact, one
half of all short selling opportunities occur at the top of the two-
to five-day cycle, when a sell setup occurs. So one choice is to en-
ter positions only on the long side; another is to employ strate-
gies that also enable you to swing trade by opening positions
when stocks are expected to decline in price. There are two ways
to achieve this:

a. Short selling. First is by short selling the stock, which is a con-
siderably higher-risk strategy than buying stock. Short selling
is explained in the next chapter.

b. Options. The second way is by using put options. When you
buy a put, you profit if and when the stock’s price declines.
Options can provide a valuable alternative to buying and sell-
ing shares of stock, and can vastly expand your potential prof-
its from swing trading. Chapters 8 and 9 explain how options
can be used in your swing trading program.

Price Volatility and the “Perfect” Swing
Trade Stock

In seeking the right stocks for swing trading, you face two goals, which
may be contradictory. You need enough volatility to create the setups you
need to make those short-term moves in and out of the stock; in other
words, you need to be able to trade on the emotions of other traders and
to have those emotions. You also need to have some considerable market
interest. At the same time, you do not want to take up positions in stocks
that are higher risk than you want to assume.

Key Point

Picking the most appropriate volatility level for swing trading
depends on both the trading range and degree of change. Trad-
ing range is the more important of these two.
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The “perfect” swing trade stock should contain a degree of volatility
adequate for those short-term price variations, but without the high
volatility you see with higher-risk stocks. Compare the one-year charts
for two stocks, General Motors (GM) and Coca-Cola (KO). The first,
General Motors, is shown in Figure 6.3

In a one-year period, GM experienced nearly 100 percent volatility
in its stock price. (This is computed by dividing the difference between
high and low prices, by the low price; in GM’s case, the 18 point spread
is divided by 18.5, the low, for volatility of 97 percent.) This price his-
tory is considered high risk by most technicians. Note also the three
long-term price channels, which during the year were all extreme in their
direction. There were virtually no periods in which prices settled down.
The trading range was continually about eight points wide.

In comparison, Coca-Cola’s chart is far calmer. The one-year sum-
mary for the same period is shown in Figure 6.4.

The price range in this case is only about five points, between 39
and 44. Volatility is approximately 14 percent, far lower than the previ-
ous GM example. The price variation for Coca-Cola was adequate for
swing trading, even though some other stocks’ volatility may have been
more suitable for a high-volume swing trader.
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FIGURE 6.4 Calm Volatility: Coca-Cola
Source: Candlestickchart.com.

A comparison between these two stocks makes the point that
volatility in price defines appropriate stocks for swing trading. While you
may conclude that General Motors is higher risk than Coca-Cola, it does
not always mean that swing trading is appropriate for one and not for the
other. It is a matter of where your personal risk profile fits. If you are too
conservative, you will not be able to find any stocks for which swing
trading works; and if you seck aggressive price volatility, then you also
need to accept greater market risk.

Key Point

The stocks you pick for swing trading depend largely on your
perception of risk (especially when defined in degrees of volatil-
ity). What is appropriate depends on how much risk you are will-
ing to take.
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For each person entering into a swing trading strategy, the defini-
tion of the “perfect” stock should rest with a study of price volatility and
trading range. For some, the five-point range for Coca-Cola would not
be great enough in terms of volatility. For others, the 18-point General
Motors trading range would be too high with 97 percent volatility. An
analysis of many stocks will lead you to “medium-range” volatility stocks.
This means averages of 20 to 40 percent volatility in a 12-month period
by some definitions. Given the extreme examples of General Motors and
Coca-Cola, this assumed mid-range volatility is realistic.

You will find volatility levels all over the place. A check of four
stocks covering the same year as General Motors and Coca-Cola revealed
the following trading ranges and volatility levels:

Altria (MO) 62-80 29%
Citigroup (C) 43-51 19%
Merck (MRK) 26—40 54%
Pfizer (PFE) 20-29 45%

Note that volatility levels and price ranges differ. An eight-point
range for Citigroup in the 40s price level creates a 19 percent outcome;
but virtually the same point spread, nine points for Pfizer in the 20s price
range, represents a 45 percent volatility. This brings up an important
point of distinction between trading range and volatility. The actual
volatility cannot and should not be limited to the percentage computed
on 12-month price spread. You also need to consider the point value in
the trading range. The General Motors 18-point trading range was quite
high compared with the Coca-Cola five-point range, for example. This
would be true regardless of volatility percentages.

Key Point

The percentage of volatility is deceptive because its level de-
pends on the price trading range. The breadth and point spread
of the trading range is a more reliable risk indicator.
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This observation works by making more volatile stocks appear less
so as well. Altria, for example, traded between 62 and 80 but reported
volatility of only 29 percent. But its price range was 18 points, the same
as General Motors. In comparison, Pfizer’s nine-point range produced a
45 percent volatility rate. These disparities are caused by the base price
levels of each stock.

In comparing price volatility between stocks, the formula for devel-
oping volatility percentages may be useful in some regards, but it can also
be misleading. It makes more sense to compare volatility between stocks
in terms of the actual trading range and the extremes of price channels.

The next chapter takes the discussion into an analysis of short sell-
ing within a swing trading strategy. This is followed by two chapters ex-
plaining how you can use options to expand your strategy and bring
flexibility into the program.






Chaptenr

Selling Short

Entering a Swing Trade

with a Short Order

wing trading transactions can be entered with

one of two timing beliefs: (1) the price is

about to rise or (2) the price is about to fall.
If you think the price will rise, you go long, mean-
ing buying the stock. If your timing is correct, the
price will rise and you can close the position at a
profit. If you think the price is going to fall, then
you need to go short, meaning opening the transac-
tion with a sell order.

In the series of transaction possibilities, the
long position involves two well-known sides. When
your order is defined as buy to open it means the
first side of the transaction is long. And this posi-
tion is ended with an offsetting se// to close order.

On the short side, the orders occur in the op-
posite sequence. So the first transaction is called
sell to open, which simply means going short on the
security. This is closed with an offsetting buy ro
close order.

go short

a transaction
beginning with
a sell order, to
later close with
an offsetting
buy order.

buy to open

the first order in
a long position,
which instructs
the broker to
purchase the
indicated security
and number

of shares or
contracts.

For many people not familiar with the concept of going short, this is
a confusing idea. The question often is raised, “How can I sell something
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Key Point

Short selling is simply the opposite of going long. The sequence
of short selling events is: sell-hold-buy.

sell to close

an order that
closes a long
investment, which
involves selling
the security and
number of shares
to cancel out the
open position.

sell to open

the first order in a
short position,
which instructs
the broker to sell
the indicated
security and num-
ber of shares or
contracts.

buy to close

an order that
closes a short
investment, which
involves buying
the security and
number of shares
to cancel out the
open position.

I don’t own?” The answer is that when you go short,
it obligates you to one of several future actions.
These include (1) closing the position with a buy
order to cancel the short; or (2) in the case of op-
tions, accepting exercise by a buyer on the other
side. (There is more on this in the next chapter.)

The Reverse Sequence

Imagine going into the real estate market and find-
ing a house for sale; finding a buyer and entering
into a contract; selling that house to the buyer; and
only then buying the house from its current owner.

Such action is difficult to comprehend and, in
fact, might even be illegal. In this example, you
have no legal right to sell the property or accept
money for it because you do not own it. But in the
stock market, you can do just that, and as a swing
trader one half of the potential transactions you
will enter are going to be on the short side.

This occurs because you are trading on the
uptrend and downtrend of a stock, and depending
on the fear and greed of other investors. If you use
only the buy setup, you will capitalize on only one
half of your opportunities, so going short is just as
important to swing trading as going long. In the
next chapter, you will see why shorting the stock
may not always be necessary; however, to make that
decision for yourself, you need to first review how
short selling works, identify the risks that are in-
volved, and determine whether short selling is
appropriate for you.
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Key Point

Selling something you don’t own is not allowed in most circum-
stances. The stock market is one exception; it is simply a matter
of the sequence of events being different.

Here is how the procedure works. To sell a stock short, you first
need to borrow the stock. So if you want to short 100 shares, your bro-
kerage firm buys those shares in your behalf. You sell the borrowed shares
on the market. If the swing trade is well timed, the stock’s value will fall
and you can close out the position at a profit. If your timing is off and
the stock price rises, you need to either sell at a loss or wait out the tim-
ing of the price trend. This could lead to problems if your read of the
chart was wrong, which will certainly happen sometimes.

For example, in Figure 7.1, a six-month chart for Walgreen Com-
pany is shown. There were numerous points in this period when the
setup appeared indicating the stock was likely to fall; and yet momentum
continued to carry the stock upward.

Candlestickchart.com
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Key Point

Regardless of how you enter a swing trade, it ideally takes only
five days at most to close up. Beyond that, it might be wise to
cut losses and leave the transaction.

In this case, selling short could have resulted in a loss. From the be-
ginning of the period to its end, the stock rose eight points. The setup
signals are not always clear and you cannot expect a 100 percent success
rate from swing trading. While the false signal may occur only a small
portion of the time, this illustration makes the point that short selling
does involve risk.

Some traders will accept the risk of short selling, recognizing that
using confirmation indicators, it is possible to avoid losses most of the
time, or minimize them by curtailing the activity. Remembering that
swing trading is designed to complete opening and closing transaction
within five days or less, it makes sense to cut losses when they do occur.

The other procedural aspect to short selling involves borrowing the
stock in order to sell it. This involves a cost. Your brokerage firm charges
interest based on the value of the borrowed stock, the holding period,
and its current interest rate. Based on the minimal rule in effect for mar-
gin borrowing, you are required to deposit at least 50 percent of the
stock’s value. If the value rises, your brokerage firm will require addi-

~ tional sums to be left on deposit to cover this mar-
L) gin requirement. The outstanding borrowed stock
remains subject to interest payments and margin
requirements until the short position is covered,

uptick rule

a Securities and
Exchange Com-

mission (SEC) rule
limiting short
selling activity to
prevent price
manipulation;
stock can be
sold short only
when the latest
trade was higher
than the trade
preceding it.

meaning shares are bought to close the position.

In addition to the margin requirement, short
selling is also somewhat restricted by federal rules.
The wuptick rule was introduced as part of the Secu-
rities Exchange Act of 1934 and is known as Rule
10a-1. It states that you can only sell stock short on
an uptick or a zero-plus tick. In other words, you
can only enter a short sell if the last traded price
was higher than the one preceding it. The purpose
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of this rule was to prevent short sellers from placing -
downward price pressure on the stock simply by an
selling short, which would create greater profits zero-plus tick

price movement

. of a stock when
ter a short sale order, you know that the order will | price rises at least

be filled only if and when an uptick occurs in the | inits minimum
stock increment in the

latest trade.

with higher levels of short selling. So when you en-

Risks of Short Selling

Short selling, also called “shorting” a stock, is designed to create profits
when your timing is correct and the stocK’s price falls. Most people are
more familiar with the concept of going long or buying a stock in the
hope that its market value will rise. While short selling may be just as
profitable as buying shares of stock, the transaction is far more complex
and involves considerably greater risks than long positions.

With these risks in mind, some swing traders prefer to avoid short
selling and focus only on looking for the buy setup. This is a more con-
servative approach than using both long and short opening positions. In
either event, the margin requirement states that at least 50 percent of the
stock’s value must be deposited with your brokerage firm. However, risk
on the short side is in theory unlimited (the stock could conceivably rise
in value indefinitely) whereas long-side risk is limited. The ultimate loss
would be held to the amount of money invested, assuming the stock’s
market value could fall to zero. A more realistic point of view, however,
would curtail potential long-side risk even more, to tangible book value.

For example, a stock sells today at $55 per share. A short sale has
unknown risks because that stock’s price per share could rise indefinitely.
The maximum long-side risk is $55 per share; but tangible book value is
$20, so a realistic maximum risk is $35 per share.

Key Point

Looked at in the isolation of short selling, going short on stock
is equal with going long. But in practice, risks are far higher.
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Risk comparisons are difficult to make for swing trading. In theory,
at least, the swing trading market risk is identical on both the uptrend
and downtrend. As long as setup strength is identical on either side, you
do not care whether the stock price is a reaction to fear or greed; the tim-
ing strategy remains the same. However, once you begin Working within
the position itself—going long or short in the stock—the risk picture
changes dramatically. Short selling stock involves far greater risks than
buying shares.

Short selling is not accurately viewed as being “equal” to long posi-
tions as part of a swing trading strategy, given these differences in risk
levels. Short selling is often used by investors as part of a broader strategy

or hedge, one of many strategies in which a position

0 is taken to offset risk in a different position. For ex-
-l hedge a@gle, if you own s.tock and the price moves up
2 position taken significantly, you might s_ell stock sl}ort to prgﬁt
in a security to from a short-term correction, but without having

offset or eliminate to sell shares you are holding long. Short selling of
risks in another

SESIE, R stock 1is aIS(? used to offset positions by options
example, going traders and is used for numerous reasons by hedge
short may be funds

used as a way to : . .

protect paper The risk is each side to the strategy also has to
profits in long be viewed by swing traders regarding dividend in-
positions.

come. A short seller never receives a dividend; al-
though that represents a potentially important
portion of overall gain. In comparison, when you are in a long position,
you do earn dividends as long as you own the stock on or before ex-
dividend date. One variation on swing trading may involve the trading
of shares with this ex-date in mind, given the adjustment made to stock
price value once dividends are accounted for. For a view of risks involv-
ing short selling, however, the disadvantage that short sellers do not re-
ceive or earn dividends may be considerable.

Key Point

Short sellers do not earn dividends, a point that becomes impor-
tant if you end up owning the stock for more than a few days.
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cover

a short seller’s
action in buying
to close, in which
the exposed short
position is cov-
ered through
cancellation.

The market risk for short sellers is similarly
not limited to the swing trade itself. Even when
you time your transactions based on setup signals
on charts, outside influences often distort stock
prices. For example, if a large number of short sell-
ers cover their positions at the same time—meaning
buying shares to close the short—this may create
an artificial demand, driving up share prices and
nullifying the swing trade’s timing.

The sudden cover of many short positions
may be caused by normal supply and demand forces within the market
for those shares; or it may be deliberately brought on by institutional in-
vestors, notably by hedge funds. For example, fund management may
track what is called shorz interest—the volume of short sales in a particu-
lar stock—and may observe a rise in short positions on a particular stock
and, in response, buys many shares. This drives up the share price and
panic by short sellers, resulting in high volume of cover. The hedge fund
then profits from the higher price of the stock. This represents a variation
on market risk for swing traders in short positions. One market theory,

called the “short interest theory,” is based on the

belief that a rapid growth in short interest foretells
a rise in price. . —
. . . short interest
A distinction is worth remembering regarding "

. . a market indica-
short selling risk. Many short sellers are merely  |or reporting the
speculating on the market and attempting to profit | number of shares

of a specific stock

from a general decline in the stocK’s price. In com-
parison, swing traders would go short only if and
when an appropriate setup appears. So, although
these two traders have dissimilar attributes and
methods for making decisions, they are subject to

Key Point

that are sold short
and open, and
often used by
investors to time
market decisions.

Swing traders act on the premise that specific setup signals lead
to timing decisions. But when you sell stock short, the price could
be manipulated by other investors, distorting the swing trade.
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the same market forces. The actions among speculators in short positions
may affect swing traders negatively, even when they respond to the clear-
est of setups.

Short Selling Variations

If you own shares of a stock, this makes it easier to trade on the short
side. Swing trading is normally associated with fast in-and-out positions,
but some swing trading also takes place among investors who also own
shares.

There are often sound reasons for this. For example, if you own
shares of stock that you want to hold for the long-term, you may swing
trade to offset momentary price declines on the downside, and to take
profits on the upside without needing to sell shares. Swing trading is, in
fact, an appropriate and acceptable strategy when you do want to take
profits but you don’t want to sell the stock.

In this situation, you can sell short against the
0 box. Because you already own the shares, you don’t

< ) need to borrow them in order to sell short. The
against the

box

a strategy for
going short when
the trader owns
shares. The short
sale is made
against the shares
in the portfolio
rather than bor-
rowed from an-
other investor.

term derives from the past when share certificates
were issued and kept in a safe deposit box. The
against the box strategy allows you to go short
without (1) borrowing shares and paying interest
to your brokerage firm; and (2) selling shares youd
rather keep in your portfolio.

One problem with any form of short selling is
that it easily invites manipulation of stock prices.
The previous example—when large investors buy
shares upon observing increase in short interest—

Key Point

Swing trading is usually perceived as a strategy not including
ownership of stock. But for those who do own shares, swing
trading can be used to protect or to even take paper profits.
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Key Point
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Long investors have to look out for the “pump and dump.” And
short sellers have to be on guard against the short equivalent,

the “short and distort.”

may have the effect of driving prices up as short
sellers panic and cover their positions. Many in-
vestors are familiar with the pump and dump—
techniques for artificially inflating the price of a
stock after buying shares in order to drive up
prices—when speculators take long positions. The
offsetting strategy on the short side, often called the
short and distort—involves going short and then
taking actions to scare other investors, with the in-
tent of driving down the stock price. Anyone going
short should be aware of the potential for at-
tempted price manipulation on the part of unethi-
cal traders.

Both the SEC and NASD have drafted regu-
lations to curtail manipulation of stock prices
through pump and dump and through short and
distort types of practices. But with investment chat
lines widely available online, it is difficult to cap-
ture all of the abuses. Swing traders are wise to re-
sponds to setup chart signals and to ignore rumors
passed around on the Internet.

The next two chapters propose an alternative
to short selling, involving the use of options in
place of both long and short stock positions. With
options, a limited amount of capital can be used to
vastly expand your swing trading portfolio, but

pump and
dump

a strategy to buy
shares and then
spread rumors
intended to drive
up prices, after
which shares are

sold at a profit.

short and
distort

a short position
variation of the
pump and dump
strategy; specula-
tors open short
positions and
then spread ru-
mors intended to
frighten investors
into selling their
stock to drive
prices down. After
the price falls,
short positions
are covered at a
profit.

with much less risk. While options are not appropriate for everyone,
their wise but limited use involves lower risks than both long and short
stock positions—and they can produce the same level of profits.







Chapten

Options for Swing
Trading

The Basics

any people have only heard about the negative side of op-

tions—as high-risk, exotic instruments that are only for the

most experienced speculators. This is an inaccurate description

of the options market. In fact, swing traders find that using options
makes perfect sense for several reasons.

An option is an intangible contract that grants

its owner specific rights to either buy or sell stock.

Every option is tied to 100 shares of a specific stock

option

and cannot be transferred. The option’s life is lim- an intangible

ited and it ceases to exist at a known date in the fu- contract granting
its owner specific

ture. After that date, the option becomes worthless. rights to either

Swing traders face a triple dilemma in using ~|Puy orsell 100

. . . shares of a spe-
stocks directly for swing trading: cific stock, on or
before a specific
1. The high risk of short selling. First, half of all date, for a specific

] . o ) price per share.

your swing trading opportunities begin as

selling setups, meaning you need to go

short. And short selling is a high-risk move in the market, so

many swing traders limit themselves to only acting on buy set-

ups, which cuts out half of the entire market.
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Key Point

When you use stocks for swing trading, you are naturally limited
in how much trading you can do, and in how much risk you can
afford.

2. Capital is limited. The second problem is that with limited capi-

tal, you can only enter a small number of swing trades at any one
time; this means that robust market movement cannot be fully
exploited. If you buy 100 shares in any one trade, you cannot ex-
ceed your cash and margin capabilities while pursuing swing
trades.

. You may suffer losses. When you buy 100 shares of stock as part of

a swing trade, you respond to setup signals and, if all goes well,
the price rises and you sell at a profit. But there are times when
the signals will not work, and you will lose money. When this
happens, you have to sell and accept the loss, or hold on to those
shares hoping that the price will rebound.

All of these problems and limitations can be solved using options.

A Few Definitions

Buying stock is the best-known form of equity investment. Each share of
stock is a very small piece of ownership in a much larger whole, the cor-

equity

poration. A swing trader is less concerned with the
long-term ramifications of equity investment, in-
cluding the earning of dividends and voting rights.

investment His or her concern is far more immediate. Owner-
a form of owner- ship is taken up in the hopes of a fast short-term
ship in a corpora- .

tion, the best- profit. The. swing trader does not buy stf)ck because
known form of of an admiration for the company or its product;
which is stock. stock is merely the vehicle for creating those two-

to five-day opportunities.
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So stock ownership is usually associated with
taking an equity stake in the company, and the nor-
mal trading increment is 100 shares. This round lot is
efficient because trading costs are tied to that num- | the usual trading
ber; buying fewer than 100 shares usually involves a ncrement for

’ stocks, which is
higher cost-per-share to complete the transaction. 100 shares.

A swing trader usually deals in rounds lots be-
cause of the trading cost of odd-lot trading. But
were it possible to trade for the same costs, there is no doubt that swing
traders would prefer a set amount over a fixed number of shares. That
would allow the swing trader to quantify risk, spread capital more effi-
ciently, and calculate potential profits. Many swing traders end up work-
ing only in stocks with relatively low price per share because capital is
limited. This means that bigger point movement often seen in higher-
priced stocks is another form of missed opportunity. You can actually set
limits on each trade by finding appropriately priced options for one or
more of a stable of stocks you track.

When you buy options instead of stock, capital limitations are not
as much of an issue. As a general guideline, you can find and buy options
at about 10 percent or less of the stock’s current value. For example, you
can find and buy options on a $60 stock for $600 or less. That $600
gives you complete control over the 100 shares of stock; fixes the price of
the stock; and costs far less than outright purchase of 100 shares. This is
the great advantage for swing traders.

With the use of stocks, you have to go either long or short; and
short selling is where you run into risk issues and potentially unaccept-
able levels of loss. With options, you are either buy or sell into a position,
make the swing trade, and act on both the buy and sell setup—all with
limited risk and using long positions.

round lot

Key Point

When using options instead of round lots of stock for swing
trading, you can have greater control over the dollar amount of
each transaction—because your investment is based on option
cost and not on share price.
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call

an option grant-
ing its owner the
right (but not the
requirement) to
buy 100 shares of
a specific stock at
a fixed price per
share.

put

an option grant-
ing its owner the
right (but not the
requirement) to
sell 100 shares of
a specific stock at
a fixed price per
share.

!

expiration
the deadline for
an option and the
date on which it
loses all of its
value.

underlying
stock
the stock on
which options are
written and
bought or sold.

strike price

the fixed buy or
sell price of stock
specified in the
option contract.

OPTIONS FOR SWING TRADING: THE BASICS

This is possible because there are two kinds of
options, the call and the puz. A call grants you the
right (but not the requirement) to buy 100 shares
of a specific stock at a fixed price per share; a put is
the opposite, granting you the right to se// 100
shares of a specific stock at a fixed price per share.
This arrangement remains in effect until expiration
of the option.

However, it is crucial to remember that an op-
tion does not need to be used to buy or sell stock.
Based on stock price changes, options gain or lose
value; thus, options can themselves be bought and
sold to create swing trading profits.

The option itself increases or decreases in
value based on movement of the underlying stock,
and this is where swing trading can use options to
great advantage. The fixed price of the option is
also called the strike price and it gives you the right
to buy or sell 100 shares at that exact price, no mat-
ter how the market price of the stock changes. The
farther the stock moves away from the strike price,
the more the option value changes.

The value of the option, also called its pre-
mium, changes as the stock price moves, since the
strike price is fixed. For example, if you purchase a
35 call, it means your strike price is $35 per share.
So before expiration, if the stock were to rise to $42
per share, or seven points above the strike price,
that call would have $700 of increased value above
strike price. For the swing trader, this is the same as
a seven-point rise in the stock—yet at a fraction of
the cost and risk.

The situation works in reverse for the put. As
a stocK’s value falls below the strike price of the put,
the put’s premium value grows. If you purchase a
$35 put, for example, and the stock falls to $29 per
share before expiration, the put’s value grows six
points, representing the price difference between

$35 and $29 per share. The fact that calls and puts
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Options are specifically identified with individual stocks and with
the price you can buy or sell shares of that stock. But option prof-
its are not derived solely from buying or selling stock; because
options gain or lose value—they can be traded on their own.

Key Point

When the stock moves in the desired direction (up when you
own a call, or down when you own a put) the value of the option
increases as well. So the option can be traded in place of stock.

This is an incredible opportunity for swing traders.

grow in value based on stock price movement
demonstrates the value of options to swing traders.
You can trade in a much greater number of differ-
ent stocks for less capital at risk.

The Status of Options

The option premium does not necessarily track the
changes in stock value dollar for dollar. Actual
movement of option premium value depends on
the distance between current value and strike price,
and on whether the strike price is higher or lower
than market value. When an option is az the money,
it means that the strike price of the option and
market value of the stock are identical.

Options also have descriptive terms explain-
ing where the strike price is in relation to current
market value:

R
premium

the value or cost
of an option,
which varies
according to the
distance between
strike price and
current market
value; and the
time remaining
until expiration.

at the money

a situation where
an option’s strike
price is identical
to the stock’s
current market
value.
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* When the call’s strike price is below current market value of the
stock, the call is in the money.

* When a put’s strike price is above current market value of the
stock, the put is in the money.

* When the call’s strike price is above current market value of the
stock, the call is out of the money.

\un

condition of an
option when the
strike price of a
call is lower than
current stock

strike price of a
put is higher than
the current stock
price.

in the money

price, or when the

o
out of the

money

condition of an
option when the
strike price of a
call is higher than
the current stock

strike price of a
put is lower than
the current stock
price.

price, or when the

B!

the premium

ber of points it is
in the money
(current market
value higher than

or lower than a
put’s strike price).

intrinsic value

value of an option
equal to the num-

a call’s strike price

* When the put’s strike price is below current mar-
ket value of the stock, the put is out of the
money.

A comparison of these situations is provided
in Figure 8.1

The degree to which an option is in the
money (strike price of the call is /ower than current
market value of the stock, or strike price of a put is
higher than current market value of the stock) is
where swing traders will find the most interesting
attribute of options. The number of points in the
money is referred to as intrinsic value. For example,
if your call’s strike price is 45 and the current mar-
ket value of the stock is $48 per share, there are
three points of intrinsic value in this option. The
same works in the opposite direction for puts. If
your put’s strike price is 50 and the current market
value of the stock is $46 per share, there are four
points of intrinsic value in that put.

So if you have an in-the-money option, some
portion of the premium represents intrinsic value.
Any additional premium above and beyond intrin-
sic value is called #ime value. For example, if your
call’s strike price is 45 and the current market value
of the stock is $48, but your call is current worth 5
($500), that is made up of three points in intrinsic
value and two points in time value. When an op-
tion is at the money or out of the money, the entire
premium is made up of time value. The time value
is going to be highest when a long time remains be-
tween today and expiration of the option.
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Call

In the
Money

Strike Price

At the

Money

Out of the
Money
Put
Out of the
Money

At the
Money

Strike Price

FIGURE 8.1 Call and Put: In and Out of the Money

Key Point

The in-the-money status is opposite for calls and for puts based
on proximity to strike price. When strike price of the call is
lower than market value, or when strike price of the put is
higher, the option is in the money.
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Key Point

The option consists of intrinsic value (equal to the number of
points it is in the money) and time value. The time value is any
value other than intrinsic value. When the option is at or out of
the money, its premium is all time value.

Why is it important to know all of these
terms? As a swing trader, you can capitalize on the
. cost of options, which is far lower than the under-
the portion of an lying stocKk’s price. It will be cheaper to buy options
option’s premium
excluding any than it would be to buy shares of stock. Because
i lslie vell e, each option gives you control over 100 shares, the
lower cost of the option gives you considerable
leverage, lower risk, and potentially greater return on your money. In or-
der to effectively use options for swing trading, you will need to formu-
late an effective strategy with these important distinctions in mind
(intrinsic and time value, in and out of the money, and expiration).
You have three primary advantages in swing trading with options.
The attributes most important to remember include the following:

time value

1. The option premium consists of both intrinsic value and time
value. The intrinsic value equals the in-the-money point value,
and time value decreases as expiration approaches.

2. In-the-money options change dollar for dollar with changes in
the stock’s value. When a call is in the money, the call’s intrinsic
value increases one point for each point the stock increases.
When a put is in the money, the put’s intrinsic value increases
one point for each point the stock decreases.

3. Because time value declines as expiration approaches, options get
cheaper toward the end of their terms.
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A Realistic View of Time Value Premium

Just a profitability of buying and selling stock is often a matter of timing,
option premium value also evolves and changes over time. The interest-
ing aspect of options is that valuation of options is a combination of two
factors: stock price movement and time.

The option premium consists of time value and intrinsic value. The
intrinsic portion is easy to understand. It consists of the point value dif-
ference between strike price and current market value. When current
market value is higher than a call’s strike price, or lower than a put’s strike
price, the difference is intrinsic value. If the current market value of stock
is lower than the call strike price or higher than the put strike price, there
can be no intrinsic value. And the intrinsic value moves dollar for dollar
with the stock price.

As far as intrinsic value is concerned, this is the key piece of infor-
mation for swing traders. Knowing that in-the-money options move dol-
lar for dollar with the stock, you can easily find the best options to use
for swing trading.

With time value attributes brought into the equation, the selection
of the best possible options might at first seem to become more difficult
but in fact, it is easier. Most people who speculate in options face the ever-
present problem of declining time value. When an option has a long time
to go until expiration, its time value will be maximized. When expiration is
going to arrive within a matter of a few weeks, time value declines rapidly.
When expiration is only a few days away, time value falls to near zero.

Key Point

Swing traders are going to be most interested in tracking intrin-
sic value, which moves with the stock. This is where your prof-
its will be found.
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Key Point

You will notice that when option strike price is close to the cur-
rent market value of the stock, they tend to be more responsive
to price changes; and when farther away, increasingly less
responsive.

To observe how time value acts and interacts with the stock price, it
makes sense to watch options whose strike price is close to current mar-
ket value. The farther away from market value, the less time value will re-
spond to short-term price changes. Time value is more likely to
relentlessly depreciate over time; and the closer expiration is, the more
rapid the loss in time value. So, as many option speculators have discov-
ered, buying options with too much time value can be a losing proposi-
tion, even if the stock price moves in the desired direction.

Let’s say a stock sells today at $38 per share and you are thinking
about buying a 40 call that expires in four months. The premium is 4
($400). You believe strongly that this stock is going to see increased price
value over the next four months, so buying the call seems like a wise idea.
But because market value is lower than the call’s strike price, there is no
intrinsic value in this call; it is all time value.

You know that the time value will evaporate within the next four
months, and will be at zero on the day of expiration. In order for this
purchase to become profitable, you will need the stock to make a consid-
erable move. If on the day of expiration, the stock’s price were to rise to
$44 per share, you would only break even (actually you would lose be-
cause this example does not consider trading costs for buying and for
selling the call). This breakeven occurs because your original $400 cost
(all time value) will have disappeared, and the intrinsic value (the differ-
ence between $44 per share market value and strike price of 40) would
only replace that amount. So the call would still be worth only $400.
This demonstrates why about three-fourths of all options expire worth-
less. Buying time value options is a difficult way to make money consis-
tently. You have to fight not only the chance that the stock’s price might
move in the wrong direction, but time as well.
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This is where options become too risky for most people. Buying
options with a large portion of time value (or, as in the example, with no
intrinsic value) is quite difficult. If the stock does not accumulate intrinsic
value quickly, the purchase is not going to be profitable. This is true even
if the stock were to move upward very quickly when still four months
away from expiration. For example, what if you bought the 40 call when
the stock was at $38 per share and, the very next day, the stock jumped to
$40 per share? Would you expect the option to also jump two points?

Remember, intrinsic value tracks the stock dollar for dollar, so any
growth above strike price level would create intrinsic value; and that is
good news. However, the time value (100 percent of the premium at or
below the 40 strike level) is time value and it will not react on a point-
for-point level. Because the two-point move places the stock right at the
money, the option premium might grow to a degree, but it probably will
not increase by two points. You need to see the stock move into the in-
the-money range before a point-for-point change will begin to occur.

This brings up another aspect of time value premium: It is not
strictly related to time. The major effect of time value premium is time,
of course. But this premium is also affected by two additional elements:
investor interest, and proximity. Investor interest is seen in volume in-
creasing, in the stock’s price rising, and in exceptionally high volatility.
So the more volatile the stock becomes, the greater the likelihood that
time value will increase above other stocks with lower volatility. Second,
as the current market value of a stock approaches the strike price, time
value premium is more likely to be responsive. Therefore when a stock is
within one or two points of strike price, the option premium may antici-
pate the possibility of its moving into the intrinsic range, and this may
create more responsiveness in the time value premium. This means (1)
for calls the stock price would be within close range just below strike
price and (2) for puts the stock price would be just above strike price.

Key Point

Time value is not strictly related to time. It is also affected by in-
vestor interest and by proximity between strike price and cur-
rent market value of the stock.
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extrinsic
value

the value of an
option not count-
ing any intrinsic
value; the time
value premium,
given this alter-
nate name to
consider the non-
time elements of
volatility within
the stock, and of
proximity between
stock’s current
market value and
the option’s strike
price.

Thus the market interest and proximity to
strike price make “time value” more complex than a
predictable time measurement. Time value pre-
mium varies from one stock to another and, be-
cause time is not the only factor influencing the
option premium, time value is more accurately de-
scribed as extrinsic value.

A Strategic Approach to Swing
Trading

The problem for swing traders in the selection and
use of options is based entirely on the time value
premium and how it behaves. If you attempt to
swing trade with options containing a large portion
of time value, you will spend less for the options,

but you face a more serious problem: Option premium will not change

or move in the same way that the stock’s price changes and moves.

With this in mind, swing traders need to develop some standards
for the use of options. The standards should consider two goals: optimiz-
ing intrinsic value. These standards should include:

1. Use only those options that are in the money. Swing traders need the
point-for-point interaction between option premium and stock
price. In-the-money options have intrinsic value, and that por-
tion of the option premium will rise or fall point for point in
tracking the stock. So when you see the buy or sell setup, you can
respond using long position options. Rather than going long or
short in the stock, you can buy calls for buy setups and buy puts
for short setups.

Key Point

Swing traders using options have to contend with the cost of
time value versus the actual amount of time to expiration.
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Key Point

In-the-money options are the only practical ones for swing
traders to use. You need the responsiveness of intrinsic value to
make the strategy work.

This gives you numerous advantages over going long or short in
stock. The cost of buying options is significantly less than that
for buying stock. On the short side, the cost factor affects you as
well, since margin requirement demands that you place at least
50 percent of the stock’s value on margin when you sell stock
short. With options, the cost will average 10 percent of the stock
price. This 10 percent is not a hard-and-fast rule, but an analysis
of actual option premium values on various stocks reveals that
the cost may even be far less.

N

Limit swing trading options to those as close as possible to strike
price. The biggest problem in buying options for swing trading
involves paying for time value. But fortunately, when expiration
date is quite near, time value is reduced to an absolute minimum.
This is especially true when the intrinsic value of options is quite
close to the strike price. If you are responding to a buy setup,
look for calls that are in the money but also within five to 10
points below current market value. That provides the least
amount of time value for the smallest cost.

Although time value may be a factor when the strike price is
close to current market value of the stock, it is minimal when

Key Point

Work with options that are in the money and as close as possi-
ble to current market value. This gives you the most responsive
price action for the least cost.
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expiration will occur within the near future. While most option
speculators consider pending expiration a problem, swing traders
do not because they intend to hold positions open only for the
short term. This raises an issue of risk as well. When you go long
on stock or sell short, you assume a market risk equal to the po-
tential change in a stock value. For example, if you buy shares at
$55 and the market value falls to $48 per share, you lose $7 per
share, or $700 on a 100-share trade. When you go short, you
have the same risk. If a stock’s price rises four points, your 100
short shares are worth $400 more, and you will have to pay that
to close the position. But with options, your maximum risk is al-
ways limited to the cost of the option. When you assume a long
position in either calls or puts, the most you can ever loose is the
premium amount you pay upon opening that position.

Swing traders do have losses, just as all traders and investors. So
swing trading is a timing strategy intended to improve your odds
and to increase profitability in trading. However, the market risk
cannot be ignored and losses are painful. For short sellers, the po-
tential losses are unknown so many swing traders simply avoid
the short side. Options solve the market risk problem by limiting
losses to the cost of the options. And using options for swing
trading also limits the possible losses from both long and short
positions in stock. Because options cost only a fraction of stock
purchases, you can also diversify your swing trades among many
more stocks than you could buying or going short on 100-share
increments.

3. Avoid long-term options and use only those that will expire within

the next month. While most option buyers have to struggle to off-
set option cost with time, as a swing trader you are not con-
cerned with time windows beyond the usual two- to five-day
window. This means that you can deal strictly with options that
will expire within the next month’s cycle. If you buy calls and
puts that expire within the next four weeks or less (close to strike
price and in the money) the risks are manageable. As long as the
majority of your swing trade setup signals are accurate, you will
be in and out of the position in less than one week. In those situ-
ations where you lose money, your loss will be limited to the cost
of the option.
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Key Point

Limit swing trading to only those options that expire within the
next month. Swing trading is short-term, so why pay for time
value?

That cost is held down by two important aspects. First, there is vir-
tually no time value to contend with because expiration is imminent and
the closer the time to expiration, the less time value will remain. Second,
because the option will be as close as possible to strike price, intrinsic
value will be very low. For example, if your call is three points below
strike price, intrinsic value will be only 3 ($300). And if your put is two
points above strike price, intrinsic value will be only 2 ($200).

Examples of Options for Swing Trading

Is it possible to locate low-cost calls or puts close to expiration and
within a few points of strike price? Yes. In fact, these selection criteria are
normally the most affordable options for swing trading. For speculative
purposes, out-of-the-money options are much cheaper; but as a swing
trader, you need and want the point-for-point price movement typical of
intrinsic value. Some examples:

Calls Puts
Stock and Market
Trading Symbol Value  Expiration Value Expiration Value
Sherwin- $50.31 Aug 45 $5.30  Aug55 $4.80
Williams
(SHW)
Procter & 56.56 Aug 50 6.70  Aug 60 3.60
Gamble (PG)
Johnson & 62.67 Aug60 295 Aug65 2.40

Johnson (JNJ)
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Key Point

Option notation involves a dollars-and-cents expression for a
single share of stock, but this has to be multiplied by 100, since
each option involves right for 100 shares. For example, an op-
tion worth 5 sells for $500.

To interpret these results accurately, the call and put values are per-
share values, so to calculate the contract cost, they must be multiplied by
100. The method by which option premium values are shown in listings
is using this method. So a call listed with a value of $5.30 will cost you
$530. As a swing trader, you may be able to recognize the value in using
options rather than shares of stock as soon as these values are compared.
The following is a summary of the call or put costs compared to the cost
of buying 100 shares in each case:

Market Cost of Cost per

Stock and Trading Symbol  Value 100 Shares  Option
Sherwin-Williams (SHW) $50.31 $5,031

Aug 45 call $5.30 $530
Aug 55 put $4.80 480
Procter & Gamble (PG) 56.56 $5,656

Aug 50 call $6.70 $670
Aug 60 put $3.60 360
Johnson & Johnson (JNJ) 62.67 $6,267

Aug 60 call $2.95 $295
Aug 65 put $2.40 240

These comparisons demonstrate the value of using options rather
than buying 100 shares (on the buy setup) or going short 100 shares (on
the sell setup). When you consider the return on your investment, the
difference is even more significant. For example, a three-point move on
the buy setup for each of these stocks looks like this (without including
transaction costs):



Examples of Options for Swing Trading 151

Sherwin-Williams (SHW)

100 shares of stock, $200 profit ($200 + $5,031) = 4.0%
1 August 45 call, $200 profit ($200 + $530) =  37.7

Procter & Gamble (PG)

100 shares of stock, $200 profit ($200 + $5,656) = 3.5%
1 August 45 call, $200 profit ($200 + $670) =  29.9

Johnson & Johnson (JNJ)

100 shares of stock, $200 profit ($200 + $6,267) = 3.0%
1 August 45 call, $200 profic($200 + $295) =  67.8

For a sell setup, using long puts instead of selling short 100 shares
of stock, and assuming a two-point move on the trade, the comparison

looks like this:

Sherwin-Williams (SHW)

100 shares of stock, $200 profit ($200 + $5,031) = 4.0%
1 August 55 call, $200 profit ($200 + $480) = 41.7

Procter & Gamble (PG)

100 shares of stock, $200 profit ($200 + $5,656) = 3.5%
1 August 60 call, $200 profit ($200 = $360) = 55.6

Johnson & Johnson (JNJ)

100 shares of stock, $200 profit ($200 + $6,267) = 3.0%
1 August 65 call, $200 profit ($200 + $240) = 83.3

A two-point move in the option therefore produces a double-digit
return in each of these examples. It works with calls in the buy setup and
it works with long puts in the sell setup. Assuming you select stocks with
adequate midrange volatility, swing trades will be practical. All three of
these stocks qualify as reasonable swing trading candidates.

Figure 8.2 shows a 30-day chart for Sherwin-Williams. Note that at
point 1 there is an apparent reversal signal. After four downtrend days, a
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Key Point

Clearly, you will only want to swing trade using options on
stocks which provide clear buy or sell setup signals. The differ-
ence is that instead of buying or selling stock, you either buy
calls (for buy setups) or buy puts (for sell setups).

narrow range day on the upside appears. This is confirmed two days later
with a strong engulfing line day. The stock then rose five points to the
end of the chart. The comparisons of stock prices to option values were
provided for the day on which this chart ended.

The case is strong but not as strong for Procter & Gamble. Figure
8.3 shows the 30-day period preceding the day on which stock and op-
tion values were shown. The large engulfing line at point # 1 foretold a
two-point rise in the stock’s market value. The smaller engulfing line day
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at point 2 preceded a one-point drop in value. (Recalling that the PG put
produced a 55.6 percent return on a two-point move, it is reasonable to
assume that a corresponding put move at this point would have easily
yielded 25 percent or more.)

Finally, Figure 8.4 summarizes the 30 days preceding the previous
example for Johnson & Johnson. Here a narrow range day at point 1 fol-
lowed three down days and accurately anticipated a three-point uptrend
in the stock, to the end of the chart. At that point, a narrow range day
provides a sell setup after an extended uptrend on the day the stock and
option values were shown.

The usual problem for option buyers is the double issue of declin-
ing time value and pending expiration. These two factors make it quite
difficult to simply buy and sell options as a speculative market play. Even
though the relatively low cost of options is attractive at first glance, it
may be quite deceptive as well. The majority of first-time option buyers
lose more than they earn in option outcomes.
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Swing traders make use of options as a device for achieving the

same outcome as they do using shares of stock. The significant differ-
ences, though, include two primary points:

1. Better return on the investment. The previous example makes the

point that options yield far better swing trading returns. In fact,
using options vastly changes the landscape for swing trading.
Most investors will have to view swing trading from the point of
view that capital is limited. Even using a 50 percent margin limi-
tation, you cannot take part in very many swing trades at the
same time. A portfolio of $10,000 will enable you to buy 100
shares each of Sherwin-Williams, Procter & Gamble and John-
son & Johnson, or go short on 100 shares of each (or a combina-
tion of each), using the 50 percent margin allowance the rules
allow. But that would be #// you could do with $10,000.

In comparison, you could buy or sell as many as 400 calls or
puts with the same $10,000 without using the margin account at
all. If you compare the use of 100-share increments of stock to
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Key Point

The double-digit returns possible on swing trading with options
are compelling reasons to prefer short-term options over shares
of stock.

1-contract options, it is clear that swing trading strategies can be
vastly expanded. For example, you could buy single options on
400 different stocks; or 40 groups of 10-option contracts on 25
different stocks. That raises your potential profits considerably.
With 10-option groups, your transaction costs will be lower on a
per-contract basis, while potential profits will be vastly improved.
Options give you not only a better return on your investment,
but much better diversification as well.

2. Much lower market risk in terms of dollars invested. The problem
in using shares of stock for swing trading is that it involves mar-
ket risks on both sides. Buying 100 shares of stock in groups of
$5,000 or more at a time is risky because if the stock’s price falls,
you lose money—possibly a large portion of your money. With a
call, however, your maximum loss is limited to the premium for
the call. In the three-stock example, the closest calls to strike
prices cost only a fraction of the stock value for each case.

On the short setup side, you will be required to go short on the
stock. If your timing is off or the sell setup was simply inaccurate and the
stock rises, you would need to buy out the position at a loss or continue
placing more and more money on margin to keep your ratio with the

Key Point

Risks are much lower using in-the-money options for two rea-
sons. First, you can never lose more than the option premium.
Second, you never have to sell short.
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brokerage firm. Short selling is complex and risky. In comparison, when
you buy a put you are going long to respond to the sell setup, an elegant
solution to the problem of short-side risk. The most you can lose is the
premium value of the put. In the three-stock example, put premium
ranged from $240 to $480, a small portion of the stocks whose price per
100 shares was between 10 and 26 times higher than using puts.

Swing Trading for Options Speculators

Another aspect of this to consider is that, from the option speculator’s
point of view, swing trading can be viewed as a method for timing long
options. The dilemma most novices face is deciding how much to pay
and how far out to go with options. The cost factor is ever present; op-
tion speculators naturally want to find the most attractive option bar-
gains with the greatest time to expiration. But the longer the time, the
higher the time value will be.

For example, consider the further-out options for the previous ex-
amples:

Sherwin-Williams

Aug 45 call $5.30 Aug 55 put $4.80
Sep 45 call 6.00 Sep 55 put 5.10
Dec 45 call 7.10 Dec 55 put 5.90
Jan 45 call 7.60 Jan 55 put 6.10
Procter & Gamble

Aug 50 call $6.70 Aug 60 put $3.60
Oct 50 call 7.20 Oct 60 put 4.00
Jan 50 call 7.90 Jan 50 put 5.50
Johnson & Johnson

Aug 60 call $2.95 Aug 65 put $2.40
Sep 60 call 3.10 Sep 65 put 2.80
Oct 60 call 3.70 Oct 65 put 3.00

Jan 60 call 4.70 Jan 65 put 3.50
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The longer out these options go until expiration, the higher the
time value. Those that expire the soonest (italicized) have very little time
value, which is what makes them most attractive for swing trading; those
going out five months have far more time value. So from the point of
view of the option speculator, this is a dilemma. Do you pay $100 to
$200 more for an option and buy time? Or do you buy options with al-
most no time value and hope for a strong price movement within a few
weeks?

An option speculator is continually seeking bargains and opportu-
nities and, most of the time, not being able to profit from long position
options. Based on the volume of option trades, it is also clear that traders
prefer calls over puts. This may be true because investors tend to be opti-
mists, and will think about options only in terms of stock prices rising,
rarely in terms of those prices falling. So like swing traders who do not
want to short stock, option traders who look only to calls miss half their
potential market.

Table 8.1 summarizes call and put activity for 20 stocks in a single
month, which makes this point. It seems to not matter that many of the
stocks whose call volume was a clear majority, actually fell in value. The
fact remains that most option traders prefer calls over puts.

Key Point

Options make a lot of sense for swing traders. And for the same
reasons, the clarity in setup signals for swing trading could
make it a valuable strategy for option speculators and traders.

Key Point

Most people prefer to think stocks are going to rise in the near
future. This explains why calls outsell puts. But as every swing
trader knows, stocks rise and fall in predictable patterns. Calls
and puts are equally valuable.
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TABLE 8.1 Put Activity for 20 Stocks in a Single Month

Call Total

Company Name Volume Volume Call
Altria 519,468 795,552 65%
Microsoft 428,122 706,904 61%
General Motors 203,291 651,568 31%
Sprint 114,490 588,158 19%
Apple Computer 357,361 572,880 23%
Google 313,144 563,112 56%
Intel 350,788 497,960 70%
Hewlett-Packard 215,526 365,752 59%
General Electric 200,276 294,440 68%
Chevron 182,352 276,798 66%
Exxon Mobil 165,992 275,678 60%
ConocoPhillips 191,329 252,635 76%
Newmont Mining 124,012 242,625 51%
Pfizer 136,031 236,711 57%
Goldman Sachs 145,626 229,432 63%
Yahoo 147,654 220,701 67%
Bank of America 95,123 215,326 44%
Wal-Mart 130,971 211,941 62%
JPMorgan Chase 115,831 201,297 58%
Citigroup 120,952 194,443 62%
Total 4,258,339 7,593,913
Average 56%

The next chapter expands on this discussion to demonstrate how
swing traders can employ some specific strategies using options—not
only to reduce losses, but also to improve on gains.



Chapter

Option Strategies
for Swing Trading

ployed as high-risk, very speculative, and leveraged plays; or they

can be used as an ultra-conservative method for building income in
a methodical manner. Swing traders at all risk levels can make good use
of options as a smart alternative to the expensive strategy of buying
shares of stock in round lots, or the high-risk strategy of shorting stock.

Swing trading as a strategic approach to short-term trading opens
up many possibilities—however, by using stocks, it also comes with se-
vere disadvantages. Specifically, these include limitations on how much
swing trading can be done because capital is limited; and the serious lev-
els of risk in using stock, especially selling short. So options solve these
problems—as long as you use only long strategies such as buying calls for
buy setups and buying puts for sell setups. However, many additional,
advanced strategies are also possible using options.

It is important to recognize exactly how calls and puts work as
swing trading devices. The call is a substitute for buying shares of stock,
and each call grants you the rights to 100 shares of stock. This means you
can buy 100 shares at a fixed price before expiration, or you can sell the
call at a profit (this is what swing traders are most likely to do). A put is
more confusing. When you buy a put, you are taking up a long position,
but it acts as a substitute for selling 100 shares of stock. The put grants

The potential uses of options are richly varied. They can be em-

159
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Key Point

Options can be used in a large array of different low-risk and
high-risk configurations. For swing traders, options can be the
ideal vehicle.

you the right to sell 100 shares at a fixed price before expiration. So once
you own the call, you could exercise it and sell 100 shares at a price
higher than current market value; or, as a swing trader, you can sell the
put at a profit following a downtrend.

With these basics in place, you can expand your use of options be-
yond their use as buy or sell setup responses. You can do more with op-
tions within your swing trading strategy.

Strategic Considerations and Risk

The use of options has to be studied in terms of risk, because—as with
all strategies—the ultimate success or failure depends on whether it is ap-
propriate for you. Every trader is willing to accept some risk, but how
much? For some, swing trading using any method is simply too risky, es-
pecially if your orientation is toward a buy-and-hold preference with
well-established, low-volatility companies. If this describes you as an in-
vestor, then swing trading will not be considered seriously as an alterna-
tive. Neither will options.

Some traders are willing to take higher risks and even highly specu-
lative risks. The idea is that if an exceptionally high profit is possible, it
justifies the equal possibility of a complete loss. Such a speculator may find
swing trading too methodical, too low-risk, and—even with options—not
profitable enough.

Somewhere in between these extremes are most traders. A starting
point for anyone considering using options as a swing trading device
needs to identify their appropriate risk level. Most people will be far
more comfortable staying on the long side of transactions than on the
short side, so options certainly double up your trading opportunities.
One possibility in devising your own swing trading strategy is to buy
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Key Point

While personal risk level should be the deciding point for using
options, the short-term nature of swing trading makes options a
good match for the strategy.

shares of stock for buy-in signals, but to use puts for sell setups. This
keeps you away from short selling of stock. However, it does require buy-
ing either round lots of shares, or paying higher trading fees for odd-lot
purchases of stock. It begs this question if you intend to keep swing trade
positions open for only a two- to five-day window: Why not use options
on both sides of the transaction?

One of the primary advantages in using options rather than stocks
is the leverage they provide. This is a feature swing traders have to put
high on their list. The comparison has been provided in the last chapter,
but it bears emphasizing again here. Option cost is a fraction of stock
cost, and yet each option contract produces the same profit as 100 shares
of stock. For example, if you are comparing a $50 stock to an option on
that stock at 10 percent of the stock’s price, and your swing trade pro-
duces a three-point profit:

Stock  Option

Initial investment $5,000 $500
Three-point move 300 300
Value excluding brokerage fees $5.300 $800
Return on investment 6% 60%

The rate of return is higher, and the capital at risk is lower. Now
consider what happens if you hold the stock for a period of time equal to
the time to go until option expiration, and the option expires worthless.
The most you lose on the option is $500. With a $5,000 investment in
stock, your potential loss is far greater. If the stock falls eight points, your
paper loss would be $800. If it fell 12 points, your loss would be $1,200.
So leverage, combined with the limitation on potential loss, makes a
great difference in the use of options for swing trading.
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The combined point of view should allow for the pro and con of
the option as an alternative to buying and selling shares. The leverage
factor should be the strongest of all considerations, even if the market
risk is discounted. Most traders object to options for several reasons, in-

cluding;

1.

Expiration factor. The fact that options expire at some point in
the future is troubling for many. This would be a key problem if
it were merely a matter of speculating on option values, but
swing traders expect (and want) a fast turnaround in their trans-
actions. That two- to five-day window makes options the perfect
alternative to buying and selling stock. The lack of time value in
extremely short-term contracts is an advantage, because the ma-
jority of intrinsic-value premium will track stock values exactly.

Exotic reputation. Options have always been thought of as high-
risk, very exotic instruments. Many serious traders with consider-
able market experience reject options out of hand based on only
a partial knowledge of how the options market works and on risk
level perceptions, which may also be false. In fact, options are ex-
otic in the sense that they are not tangible, have no specific eq-
uity, and are strange and foreign to traditional thinking; but they
are not high-risk. In fact, swing traders reduce their risks in the
use of options, while expanding their field of play.

Key Point

Expiration is a problem for most long option positions. For
swing trading, however, pending expiration is not a problem be-
cause it is preferable to buy options with little or not time value.

Key Point

Most people consider all options to be high-risk. When properly
used, however, options fill a wide range of needs—from specu-
lative to ultraconservative.
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Knowledge and experience. The fear factor dominates most trader
objections to options. The lack of specific knowledge, coupled
with the negative reputation that options have in the equity mar-
kets, explains why so many people want nothing to do with this
market. Some well-publicized abuses among speculators and
hedge funds have only bolstered the negative reputation of the
options market. But in fact, swing traders do not need to live
with those high-risk strategies associated with short-side option
plays, or with excessive long position uses involving long shots.
They can devise a strategy that is not only low-risk and even con-
servative in many instances; and avoid the high risk of the wilder,
more commonly held view of options.

Traditional preference for equity position. The intangible nature of
options is also troubling to anyone who has not actively traded in
the past. Traders, even with limitations of capital for swing trad-
ing, are likely to feel more comfortable owning shares than own-
ing options in their place. On the short side, it becomes a struggle
between risks. Short selling stock is risky and demands margin
levels be maintained; in comparison, long puts are fairly inexpen-
sive and risks are limited. However, overcoming the traditional
preference to the desire for stock ownership is a large obstacle.

Key Point

No strategy should be employed unless you thoroughly under-
stand the risks. This demands experience and knowledge as a
first step.

Key Point

A common bias against options is their intangible nature. In-
vestors like equity positions. But as a swing trader, it is worth
looking beyond this bias since, even when trading with stock,
the goal is not to accumulate equity but to produce income.
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Key Point

Some people view short selling as sophisticated and high-level
in terms of investor “smarts.” In fact, you reduce risks when you
use long puts instead of shorting stock, and it requires much
less capital.

5. Attraction to short selling. Even though short selling is quite risky
and thus problematical for most people, there is a certain attrac-
tion to it that cannot be ignored. The idea of selling short is asso-
ciated with sophisticated investors who somehow know more
than the average investor. This perception is quite real, but dan-
gerous. There is nothing especially sophisticated about short sell-
ing, especially when you compare its features to buying puts.
Although puts expire, the risks of remaining in a short position
for stock over an extended period of time are significant. Just as
people are attracted to sophisticated investing (including not
only short selling, but buying tax-free bonds, futures, and index
funds, for example), there may be a certain appeal. Yet those
choices are not always appropriate in terms of knowledge, experi-
ence, tax status, or investing goals. By the same argument, you
may avoid short selling if the risks are far too great for you. Using
put options as an alternative solves many problems.

Stock Selection versus Options

Swing trading is going to depend on the movement and change in stock
prices. Even if you end up trading options on a stock, you will continue
to rely on setup in the stock price to time your trades. This is true be-
cause option premium levels may change in ways separate from stock
prices. Time value itself—the portion not specifically restricted to time,
but including proximity and investor interest—can and does move in
ways not related to actual changes in the stock itself.

So, if your swing trading strategy involves the use of options, you
will do best when you track the stock and make decisions based on setup
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trends; and then make your trades using the related options. The guide-
lines continue to apply: The options you pick should be short-term, as
close as possible to strike price, and in the money.

The question of how to pick stocks for swing trading should de-
pend on the same criteria as you use when your strategy involves buying
or selling shares. Picking swing trade stocks based on the relative value of
options is a mistake. Option pricing reflects varying degrees of change in
time value premium or, to be more precise, extrinsic value of those op-
tions. Because this value has nothing to do with the relationship between
stock market value and option premium value, it is dangerous to pick
stocks based on option values. The extrinsic valuation of options relates
more to investor perceptions about companies than actual value.

If you go back to swing trading basics, you will recall that swing
trading is a method for capitalizing on the emotions that rule the market:
greed, fear and uncertainty. The cool-headed swing trader, recognizing
which emotion is ruling at the moment, times trades to profit from the
emotional over-reaction between buyers and sellers. So variations in an
option’s extrinsic value have to be viewed as yet another aspect of this
same phenomenon. The market is ruled by emotions, which are seen in
short-term stock price movement and in the distortion of option pre-
mium value.

This is a profound bit of market intelligence. The emotional actions
and reactions of the market are not limited to stock prices, but include
option premium value as well. Intrinsic value is an absolute, representing
one point for each point in the money. Time value or, more accurately,
extrinsic value is far more complex and troubling for you as a swing
trader. This is why it is so important to remember the guideline: Track
stock prices but trade options.

Key Point

Just as emotions rule the markets in short-term stock price move-
ment, they also affect extrinsic value of options. Knowing this
gives you a great advantage in using options for swing trading.
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Nothing changes as far as following trends and looking for buy and
sell setups. The only difference is the use of long calls in place of long
stock; and the use of long puts in place of short stock.

Option traders eventually learn that simply picking options to buy
or sell is an expensive approach to the market. They are better off picking
stocks based on sound analysis and comparison of risks. The same rule
applies to swing traders. The decision about which stocks to include or
exclude should be based on a traditional analysis of a range of stocks, and
development of a short list of criteria. These should include position of
the company within its stock sector; capital strength; and profitability.
You may pick specific ratios such as the P/E to further narrow your list,
or restrict your selection to those stocks paying higher than average divi-
dends. These are simply examples of methods you can use to narrow
your list of likely swing trading stocks from thousands, down to less than
20 stocks. If you go long or short in stocks, you are likely to be able to
swing trade in only a handful of stocks; with options, you can easily con-
sider a range of 20 stocks and perhaps even more.

You may also use technical considerations to pick appropriate
stocks. The criteria for swing trading are a good match for options crite-
ria. Technical analysis includes comparisons of the trading range and his-
torical volatility; you need and want stocks that are moderately volatile to
create strong setup signals for swing trading. Those same stocks also tend
to exhibit a healthy range of options and premium values.

However, one thing is sure about time value. When the option is
within two to four weeks of expiration, the time value premium rapidly
declines to zero. This occurs even when the extrinsic factors remain in
play. So investor interest and proximity between strike price and market
value may play a role right up to the week preceding expiration; but from
your swing trading point of view, expiration will ultimately mean that
the option premium is going to consist primarily of intrinsic value.

Key Point

You need to divide time value into two components: time itself
and other extrinsic factors. It is certain, however, that as expira-
tion nears all forms of non-intrinsic value will evaporate from
the option premium.
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To get an idea of how critical the timing of expiration is, review some
option listings that are about to expire. Even those with strike prices within
a few points of market value will have very little value right before expira-
tion, often only 0.05, which is five dollars. This is only a token value serv-
ing the purpose of giving some minimal value to the option because it
remains alive, if only for a few days. Few speculators will invest in such op-
tions because they are about to expire and they are out of the money. It is
certainly possible that the stock will surge in the last minute and the option
will move suddenly in the money, creating some last-minute profit. This is
the exception rather than the rule. From a swing trading perspective, even
in-the-money options on the verge of expiration have very little time value
remaining. This is your great advantage. By limiting your swing trading to
the appropriate placed options, you pay primarily for that intrinsic value,
and you are more likely to see the point-for-point movement in value that
makes options so desirable for swing trading.

Swing Trading with Multiple-Option
Contracts

The most obvious and immediate advantage to trading multiple option
contracts is the savings in brokerage fees. For example, Charles Schwab
& Company (http://www.schwab.com) charges $9.95 per trade plus 75
cents per contract for online options trades. So a single option costs
$10.70; two options cost $11.45; and 10 options traded at the same time
cost $17.45, or less than $1.75 per contract.

The savings are only the first and most obvious type of economy.
Multiple contracts also add great flexibility to your swing trading strat-
egy. Multiple contract strategies may include:

1. Partial profit-taking, partial hold. You can add great flexibility to
your swing trading strategy when you employ multiple contracts.
For example, you may respond to a buy setup by going long on
four calls for a stock. After an exceptionally strong uptrend, you
can close out the position at a profit. Or, as an alternative, if you
expect the momentum to carry the stock even higher, you can
close out two of the calls, covering your cost and producing a
profitable result; and hold onto the remaining two calls. For ex-
ample, the 60-day chart for Diebold (DBD) provides an example

of momentum in both directions, as shown in Figure 9.1
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Key Point

You can tie in profits with multiple options by closing some po-
sitions and keeping others open. When trend turns to momen-
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m, this creates much greater profits.
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FIGURE 9.1 60-Day Chart with Momentum in Both Directions: Diebold
Source: Candlestickchart.com.

The movement in this stock showed momentum in both direc-
tions, the first three in downtrends and the final in an uptrend.
In this situation, a swing trade using multiple contracts could
have produced additional profits due to the momentum trend.
You could, for example, have reacted to the sell setup at the very
beginning of the chart by buying four puts. The downtrend ap-
peared to end at note 1. However, the downtrend was quite
strong and in only five days produced a five-point fall in the
stocK’s price. If it were possible to cover your investment and pro-
duce a profit by selling two of the puts and continuing to hold
the remaining two, you could have gained an additional point of
profit by observing the sell setup at note 2, or the other at point
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3. You may have also noted the buy setup at the extremely nar-
row spinning top signaling the bottom of the downtrend. At that
point the remaining two puts could have been closed out and
even replaced with the purchase of four calls (in response to the
strong buy signal). While the sell signal occurred nine days later,
the uptrend was strong; so you could have sold two of the calls
and held the remaining calls to ride out the upward momentum
in the stock.

This example provides a clear view of how you can modify your
swing trading strategy with a multiple option approach. At those
times when the trend is especially strong (either upward or
downward), it makes sense first to cover your investment and
produce a small profit; and second to continue holding through
the momentum to produce additional profits.

Partial profit-taking, partial exercise. Some swing traders decide
that they want to buy and keep shares of a particular stock. One
form of diversification that makes a lot of sense is to identify hold
stocks and invest in them; and also swing trade on the short-term
price changes in the same stock. The traditional method for buy-
ing stocks is acceptable for this, of course. However, so many op-
portunities are lost because investors hesitate. Options can solve
this problem as part of a swing trading strategy.

For example, you may identify a limited number of stocks that
you believe would provide worthwhile long-term investments as
well as profitable swing trade candidates. On a buy signal, you
purchase four calls and the strong moves upward strongly. At this
point, many swing traders face a dilemma. If you swing trade us-
ing stocks, do you sell shares after the uptrend and take profits?

Key Point

For anyone combining swing trading with a long-term hold
strategy, options enable you to pursue both strategies in the
same trades. This gives you far greater flexibility than a com-
plete separation of strategies.



170

OPTION STRATEGIES FOR SWING TRADING

Or if the stock will continue to rise, should you just hold onto
those shares? In many respects, the goals of long-term investing
and swing trading contradict one another. However, using calls
you can accomplish the goals of both strategies: profiting from
short-term upswings and creating discount basis in stocks.

This is the result of selling two of the calls to take profits at the
top of the upswing; and exercising the remaining two calls to
purchase 200 shares below current market value. At this point, if
you also believe that a sell setup has occurred in the stock’s price,
you can also purchase puts as part of your on-going swing trad-
ing strategy. That creates two strategic advantages. First is the
swing trade setup; second is the downside protection it provides
for your long-term stock investment. Every loss in the stock will
be offset by gains in the puts. If you buy two puts and hold 200
shares, the offset is equal. If you buy four puts per 200 shares,
your swing trading profit on a downtrend will be double the loss
in the long stock.

A six-month chart for Anheuser-Busch (BUD) demonstrates
how this works out. The chart is shown in Figure 9.2.
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FIGURE 9.2 Swing Trading Profit on Downtrend: Anheuser-Busch
Source: Candlestickchart.com.
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At note 1, a buy setup occurs. At this point, you could purchase
four calls in the stock. By point 2, you may determine that the
swing trading upswing is exhausted; however, you also believe the
long-term prospects for this stock make it a worthwhile buy. So
you cover your investment by selling two calls and exercising the
remaining two, buying 200 shares. Because a sell signal has oc-
curred, you also buy four puts. The stock immediately falls nearly
two points. However, your swing traded four puts would have in-
creased by twice the amount of the loss in the 200 shares. The puts
could be closed out profitably at any time in the “uncertainty”
range of trading that dominates the middle section of the chart.

A similar pattern emerged at point 3. Here a clear buy setup oc-
curred, so you may have purchased four calls at about the 45
level. Note the price gap taking place three days later on a strong
uptrend. That uptrend continued through eight days in total. At
point 4, a sell setup appeared. The stock peaked at nearly $49 per
share. You could sell all of the calls and take a nice swing trading
profit; or you could sell two of the calls and cover your position,
and exercise the remaining two. Exercise would get you 200
shares at $45 per share at a point where the stock was trading be-
tween $48 and $49.

3. Incremental additions to momentum situations. Referring once
again to Figure 9.2, another swing trading strategy involves the
use of multiple contracts when a trend shows momentum. For
example, the price gap occurring right after note 3 shows a strong
upward trend. If you had picked up calls at the buy setup at note
3, you could buy additional calls at any time during the eight-
day uptrend, ultimately closing the position upon seeing the sell
setup at note 4.

Key Point

Buying long-position stock or increasing short-position stock is
expensive and high-risk. But with options, it is an affordable
and often viable strategy to increase open positions based on
price trends.
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This example demonstrates that swing trading does not have to
consist of a single opening position and a single closing position.
You can modify your positions at any time. Using stock on either
long or short side, this can become quite expensive; but option
brokerage fees are so low that you have much greater flexibility to
modify positions. Figure 9.2 shows a good example of how incre-
mental additions can be made to augment your swing trading
profits.

Covered Calls and Swing Trading

The use of multiple options in a swing trading strategy provides you with
great flexibility, while enabling you to invest far less capital. Because op-
tions cost only a fraction of stock, you can afford to use multiple con-
tracts, improving the potential for much greater profits as well. Because
swing trades often involve only a point or two of price movement, multi-
ple contracts make sense. If you open a swing trading position, for exam-
ple, with 100 shares of stock, a one-half point change in price barely
covers your transaction fees. Yet if you purchase four options instead, a
one-half point change in the right price direction is the same as a two-
point move for 100 shares of stock.

The potential for profits with reduced risks is even greater if you
swing trade on stocks you already own. The covered call is a way to go

E short using options, but without the significant

risks that involves when you don’t own 100 shares
eorereatea per option contract.
an option strategy A covered call is so named because you own
in which a callis 100 shares of stock for each call sold. So the market
sold, but the seller

also owns 100
shares of the
stock. In the event
the call is exer-
cised, the 100
shares are used to
satisfy the call.

risk is protected by the ownership of those shares.
For example, you buy 100 shares of stock and sell a
call. If the buyer on the other side exercises, you are
required to deliver 100 shares at the strike price.
The risk is eliminated entirely because you have the
shares. A covered call makes sense when the net in-
vestment in 100 shares of stock is lower than the

strike price. So if you buy stock at $52 per share and sell a 55 call, this
exercise would produce $55 per share, a profit of three dollars per share.
In addition, you keep the premium you are paid when you sell the call.
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Key Point

Properly placed, the covered call is one of the most conservative
strategies you can use in the market, whether as a swing trad-
ing strategy or simply as a method for increasing current in-
come and discounting your basis in stock.

The risk is virtually eliminated as long as you own shares. In com-
parison, an uncovered call is extremely risky. Also called a naked call, this
is a short position opened when you do not own 100 shares of stock. It is
possible that the stocK’s price could rise signifi-
cantly, creating a large loss. When an uncovered
call is exercised, the seller is required to deliver 100 | yncovered >
shares at the strike price. So if you sell an uncovered | call
call at 55 and the stock rises to $62 per share, the | an option position
call will be exercised; and you will lose $700 ($62 'cr;\l/loé\;"gag ZP\;/c:]r_t
per share minus strike price of $55 per share). If the | ership of stock to
stock were to rise to $72 per share, your loss would | offset the risk.
be $1,700.

The covered call is a very strong swing trading
strategy. Although it involves a short position in the
call, the risks are eliminated because you own 100 )
shares of stock. The covered call is a valuable alter- ?(I)trearl?]ajlr:/goczmz
native to buying puts at a sell setup, for three rea- |call.
sons. First, because you se// the call, you receive
payment of the premium when you open the cov-
ered call position. Second, when the stock’s price declines, the covered
call is closed with a purchase transaction, so that point drop in the stock
is offset by profit in the covered call. Third, when you go short on a call,
it does not matter if a lot of time value is involved. The higher the time
value, the greater the premium you receive and the higher the prospects
that you will make a profit. Remember, 75 percent of all options expire
worthless. This is a disadvantage for the buyer, but a significant advan-
tage for the seller. As a swing trader, you can also afford to leave a covered
call open as long as you wish, because time works to your advantage.

If you check Figure 9.2 once more, you can see that at notes 2 and
4, selling a covered call would produce the same profits you realize by

naked call
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Key Point

Don’t overlook the fact that when you sell an option, you keep
the premium, even if it is exercised. For that reason, covered
calls are not only conservative—they can also be profitable.

buying puts. You can sell one option for every 100 shares of stock that
you own. The only point to remember is that you need to ensure a profit
in the event the call is exercised. This means the strike price for the short
call should be higher than your basis in the stock.

Because you keep the call premium paid when you open the short
position, the actual net basis in stock is reduced. For example, if you sell
a 55 call and receive a premium of 3 ($300), that premium is yours to
keep if and when the call is exercised. So if you purchased stock at $54
per share, your profit upon exercise of the covered call would be $400 be-
fore brokerage fees:

Option premium for covered call $300
Profit on stock $100
Total profit $400

The larger the gap between your original purchase price of stock
and the strike price of the covered call, the greater the potential profit
upon exercise. In the preceding example, the capital gain on the stock
was only $100. But if the stock had been purchased at $44 per share, the
profit on a 55 call upon exercise would have been:

Option premium for covered call $300
Profit on stock $1,100
Total profit $1,400

The annualized return on these kinds of transactions can be in the
double digits. For example, a $1,400 profit on a covered call could be
quite significant on a percentage basis. If you consider the cost of $55 per
share, discounted by three points in the stock, the net basis in the trans-
action was $5,200. A $1,400 profit is 27 percent. However, if the entire
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Key Point

Double-digit returns with covered calls are not only possible,
but probable as well. As a device for the sell setup, they are
more profitable than buying puts and safer than shorting stock.

transaction took only three months, that would be an annualized 104
percent profit. There is absolutely no guarantee that you can consistently
make a 100 percent profit on swing trading and covered call writing.
However, this example is reasonable and such returns can and do occur
using covered calls.

As part of a swing trading strategy, covered calls are interesting be-
cause they are exceptionally conservative; they produce a cash inflow in-
stead of an outlay with long puts; and they also offset the basic swing
trading risks in responding to a sell setup.

Advanced Strategies: Short Options
for Swing Trading

The world of options provides a broad range of conservative and specula-
tive strategies. You can swing trade in various configurations on both the
long and the short side. While the primary emphasis here has been to re-
duce risks, you can also take much higher than average risks with options
if you want. The reduction of risk is achieved by using long puts in place
of shorting stock at sell setups. However, other risk considerations should
be kept in mind as well. These include:

1. Discounted stock basis with covered calls. The actual net cost of
stock is reduced when you write covered calls. Thus, as a swing
trading strategy, the covered call provides you with immediate in-
come and lower market risk in the stock itself.

2. Reduced capital exposure with long calls and puts. You can achieve
the same profit from point movement with options that you get
in buying stocks. But the amount of capital you put at risk is
much lower.
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Key Point

Diversification is one of the great advantages in using options
for swing trading, in four ways: expansion of stocks for swing
trading, the use of multiple option contracts, less capital at risk,
and the combined use of calls (long as well as short) and puts.

3.

(call versus put,
long versus short, L .
strike price, or piration dates. Both of these strategies can be en-

expiration date). tered on either the long or short side.

Reduced losses when false signals occur. While options expire and
become worthless upon expiration date, the typical swing trade
lasts from two to five days; so as long as you call the majority of
your setups correctly, you risk less capital. At those times when
you are wrong, losses are limited to the cost of the option.

Better diversification. You can expand your swing trading with the
use of options and put your available capital to better use. This is
achieved in several ways. First, you can use options to swing trade
on several different stocks, with each option giving you the same
profit potential as 100 shares of stock. Second, you can use mul-
tiple options to expand potential profits and provide yourself
with alternative strategies when trends turn into momentum
moves. Third, you lower your risk of loss by limiting yourself to
options rather than placing larger sums of capital into stock. And
fourth, you improve diversification with a combination of long
calls, long puts, and short covered calls.

Advanced option strategies include many ad-

combination ditional combinations of long and short positions in
any option strat- both calls and puts. These include the spread and
egy involving the the straddle. A spread is the purchase and sale of
use of two or . i diff 'k . ..
more options with options with different strike prices, expiration
dissimilar terms dates, or both. A straddle is the purchase and sale

of calls and puts with identical strike prices and ex-
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These advanced strategies are complex and in-
volve varying degrees of risk. They are appropriate
for experienced options traders who can afford
higher risk levels, and are beyond the scope of this
book. For swing trading, however, these concepts
offer new dimensions to the strategy and enable
you to take many different and new positions that
are not possible using the relatively simple purchase
or sale of shares of stock. Ultimately, even the basic
swing trading strategy is far less risky using long
options than any other approach—with better di-
versification, flexibility, and leverage. Contrary to
the reputation of options as high-risk instruments,
if properly used they can vastly expand the swing
trading universe with Jower risks and higher profits.

The next chapter expands on this concept
with a broad view of how swing trading fits within
your overall portfolio, your risk profile, and your
long-term investment program.

spread

the purchase and
sale of options
with different
strike prices,
expiration dates,
or both.

straddle

the purchase and
sale of calls and
puts with identi-
cal strike prices
and expiration
dates.







Chapter

Swing Trading in Your
Investment Portfolio

vesting and trading. The vast majority of investors cannot afford

indefinite losses. With limited capital available—and knowing that
you never achieve 100 percent success—the goal becomes one of trying
to move the odds, even slightly, in your favor.

Swing trading is a method designed to make this happen. Specific
setups for buy and sell action help you to pick and time short-term cycli-
cal changes in price. Selection of stocks appropriate for swing trading
limits the field and also helps you to define your program in terms of risk
and profit potential.

Even with the identification of strategies to out-perform the mar-
ket, is it enough to act as a contrarian? Swing trading is in many respects

Everyone struggles to identify the most appropriate methods for in-

the ultimate contrarian strategy because it calls for calm when the market
mood is one of panic; for moderation when others are responding to
greed; and for focus when the mood is uncertainty. Swing traders also
learn to look for the right signals, requiring patience in a market where
attention spans are short and fast, easy profits are often the goal.
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Swing Trading Guidelines

Swing traders can profit when price moves up or down, and this is an im-
portant point worth remembering. Some additional guidelines include
the following:

1.

It does not matter which direction price moves. Swing trading is not
geared toward the common attitude that prices must move up-
ward. Investors tend to be optimists, and upward trends are more
interesting when long positions are held. The vast majority of in-
dividual investors invest solely on the long side. This means that
half of all opportunities are being ignored. While long-term mar-
ket values may grow, there are numerous opportunities to profit
when the market is falling as well. Swing trading doubles your
profit-making opportunities. You are trading market emotions,
not stocks, and that is the entire key to swing trading.

Your entry point is part of a continuum, not a beginning. The prices
of stocks are continually on the move, and nothing goes in one
direction indefinitely. Momentum trends are limited even when
they are quite strong. A typical two- to five-day price swing is
normal in the short-term scheme of things. So you need to view
your trade entry point as a matter of stepping onto a moving ve-
hicle. The starting price is 7ot a starting point, merely the current
point in an ever-changing series of uptrends and downtrends. As
a swing trader, you use setups to time your entry on either long
or short side. Only one thing is certain: That price is going to
change.

Key Point

Swing traders do not try to pick stocks specifically; they identify
investor mood and short-term trends, and exploit the emotional
aspects of the market and of investor behavior.
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Key Point

So many investors view price in unrealistic terms, thinking of
their basis price as a starting point. If you view price as an un-
ending struggle between buyers and sellers, your perspective
will improve greatly.

3. You will never achieve 100 percent perfect timing. Even with the
best information, some of your swing trades are going to result in
losses. Whether you trade in shares of stock or options, swing
trading is not a perfect system. You can only hope to improve
your percentages and swing trading is effective for that purpose.
If you set a goal for yourself that every trade must be profitable,
you are going to be unhappy with the results. You should con-
sider your strategy a success if you improve the number of prof-
itably timed moves over your previous record.

4. A series of small profits are preferable to the risk of one big loss.
Swing trading produces better than average profits, even though
this may occur in small increments. But if you are able to earn
consistent profits through swing trading, rather than the hit-or-
miss approach so often practiced by speculators and other short-
term traders, your overall percentages are going to improve.
There is no need to increase the capital at risk in an effort to im-
prove the dollar amount of profits. Once you identify an appro-
priate investment dollar level per trade, you can create and

Key Point

No system can promise to deliver 100 percent profitable outcomes
or perfect timing. Swing trading is designed to improve your deci-
sions, not to give you absolute certainty about outcomes.
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maintain a steady flow of activity while managing risk levels as
well. Remember, there is no such thing as a 100 percent system,
so as a swing trader you are wise to limit each trade to a manage-
able level.

An open-minded attitude to the use of options broadens the potential
for swing trading profits. The entire options market has a singular
reputation of being too high-risk for the average investor. The
truth is, options can be extremely risky or very conservative.
They are the perfect vehicle for swing trading and, with a little
practice, you can master the terminology as well as the trading
rules. Simply using long calls in place of long stock, and long
puts in place of short stock, vastly expands your use of capital
with less risk than using stock; it allows you to diversify into
more stocks; and you have greater flexibility using multiple op-
tion contracts. A more sophisticated strategy, covered call writ-
ing, is even more profitable and conservative for those investors
with options trading experience.

Cutting losses is a wise way to trade. Every trader is going to expe-
rience losses due to poor timing or misread signals. Stock prices
may also contradict the implied setup direction at time. There is
a degree of random price change in the market, and setup signals
reduce the risk but can never eliminate it completely. You can cut
losses by closing positions as soon as you discover that prices are

Key Point

Swing traders create better-than-average small returns rather
than risking an all-or-nothing outcome. This makes sense and
over time produces better outcomes.

Key Point

When you study options in the context of swing trading, you
discover that they actually reduce risks and expand your swing
trading field of play.
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Key Point

Just as a wise chess player knows when to retreat, traders also
need to know when to cut their losses. If you manage risk by di-
versifying capital, you can better afford to cut losses; this is
where options are useful.

Key Point

A lot of emphasis is placed on eliminating or avoiding risk. But
on a practical level, risk cannot be avoided. However, it can be
managed well.

not moving in the desired direction; and by using trailing stop
orders to limit the amount of loss. Using long options instead of
long or short stock also limits your potential loss on any single
trade.

7. All risks can be managed. Risks can never be eliminated com-
pletely, but they can be managed. Swing trading presents a prac-
tical alternative to the traditional buy-and-hold concept of
investing. In today’s rapidly changing market, buy-and-hold is
not always a practical way to beat market averages. More and
more, traders seek methods such as swing trading to avoid long-
term value decline. The use of options in place of stock purchase
or sale enables you to manage risks effectively while expanding
profit potential.

Short-Term Trading and Long-Term
Investing

Every trader has to decide what market philosophy to adopt. Are you a
buy-and-hold investor seeking stocks you can hold over many years? Or
do you want to move in and out of positions in a matter of days? Some
people also want to diversify and do both.



184 SWING TRADING IN YOUR INVESTMENT PORTFOLIO
Key Point

As more investors trade in discount sites online and use the In-
ternet for research, a growing belief has emerged: that long-
term investing does not work as well as smart short-term
trading. In truth, a combination of both works well.

The traditional stockbroker was set up as an advisor to people who
wanted to build a permanent portfolio. By “permanent,” this means the
emphasis was invariably on buy-and-hold approaches to the market.
Within that definition, some stocks have always been considered safer
than others; so diversification among long-term hold stocks was the most
popular method of portfolio management. Today, some people continue
to subscribe to the buy-and-hold approach to investing. But a growing
number of investors and traders are beginning to question whether it is
possible or practical to hold onto the stock of one company for years, if
not for decades.

The markets change more rapidly today than ever before. Tradi-
tional reliance on stockbrokers and financial planners is rapidly becom-
ing obsolete. Today, those still in the business of earning commissions by
making recommendations to people are becoming a threatened species.
People have more information available today than ever before; this
means that you no longer need to pay for advice.

The combination of rapidly changing markets and the availability
of free market information has created a smarter, better informed class of
investors. The brokerage business was always set up so that investors
needed stockbrokers just to execute trades. Within a few years, the whole
concept of paying people to give advice and place trades will be gone en-
tirely. Why has this occurred?

The big change has been the Internet. Today you can go directly to
the home page of virtually every listed company, and stock exchanges all
link directly to their member pages. In addition, discount brokerage
firms offer trading for a very low cost. They also provide free research to
subscribers as well as low-cost or no-cost accounts.
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Valuable Resource

To find home pages or financial summaries for listed companies,
the easiest route is the exchanges themselves. Check the following
websites to find links to member companies:
= New York Stock Exchange at http://www.nyse.com. Click the link
labeled “Listed company directory.”
= NASDAQ at http://www.nasdaq.com. Click the link labeled
“Company financials.”

Many financial services have been vastly changed in the past two
decades. In the not so distant past, individuals with life insurance policies
used to visit local offices of insurance companies to pay monthly (and
even weekly) premiums in cash. Bond investors used to physically clip
coupons and remit them to issuers for interest payments. And of course,
until online investing and home computers revolutionized the entire
market, you could not place orders directly but had to rely on the tele-
phone to reach your stockbroker.

This revolution in technology has made all markets far more acces-
sible to individual investors than ever before. Many other changes are oc-
curring as well. The exchange-traded fund (ETF) is changing the way
that people invest in mutual funds. Under the old system, you had to
buy and sell shares directly with the fund’s management, taking time and
making the process cumbersome. You also had no control over the buy
and sell decisions of a fund’s management. The ETF identifies a basket of
stocks in advance and does not change it, meaning you know what you

Key Point

Stockbrokers no longer play an essential role for most traders.
With the Internet and online discount sites, it is not longer nec-
essary to pay someone to place trades for you.
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are getting in advance. This also means there is virtually no need to pay
managers because no decisions need to be made. Shares of ETFs can be
bought and sold like stocks on public exchanges, and many also offer op-
tions. This whole approach vastly changes mutual fund investing, which
has been a primary emphasis for investors for many years.

People also used to rely on stockbrokers for basic information like
annual reports or other analytical summaries. Today you can get free an-
nual reports directly from any listed company or through links from
most financial news sites or online brokers. These brokerage firms also
provide members with free research that would cost a lot if subscribed to
separately. For example, Schwab subscribers pay no fees but get free S&P
Stock Reports, Reuters, Goldman Sachs, Argus, and Schwab ratings and
analysis for listed companies. Other brokerage services offer a similar
range of free and low-cost research to their members.

Before the Internet, swing trading would have been impossible to do
efficiently. The time lag between investors and stockbrokers (as well as be-
tween stockbrokers and the floor of exchanges) was too great to efficiently
or economically execute trades with a thin margin of profit. The full-
commission cost was too great as well, and in the days before online dis-
count brokerage services, few people outside of the exchanges themselves
were able to execute any kind of short-term trading program effectively.

The more the Internet expands the possibilities for investors, the
more practical it becomes to perform many varieties of short-term trad-
ing strategies. The use of options is also a practical vehicle for many of
these strategies, if only because access to current prices and order execu-
tion is simple and the cost of trades is so low.

This broad availability of information has a negative side. With
trading made so easy for everyone, it is also possible to trade without
having a lot of experience and without being aware of the risks. One ser-
vice responsible stockbrokers used to provide was to guide novice in-
vestors into appropriate investing avenues. Today, anyone with a

Key Point

The Internet has speeded up trading, quotations, and access to
free information. It has also pointed out the value of short-term
strategies like swing trading.
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Valuable Resource

Free candlestick charts are available from several sites, including
http://www.candlestickchart.com.

computer can open and fund a trading account. So it is especially impor-
tant today for anyone, especially swing traders, to ensure that they know
exactly what they are doing and what risks are involved. Even the avail-
ability of candlestick charts, a great advantage to swing traders, can be a
problem. If you do not know how to read and interpret setup signals, it is
all too easy to make mistakes. However, free candlestick charting makes
swing trading a practical strategy today, whereas in the past traders had
no such tools without paying for them, often at the rate of hundreds of
dollars per year.

Assessing Risk and Opportunity

In the modern world of lightning-fast trading, easy access to research and
charting tools, and low-cost transaction fees, swing trading makes good
sense. It would not have been practical in the past, however. Today many
traders are beginning to realize that they do not have to structure an in-
vestment strategy around a stockbroker, the cost of trading, or difficulty
in locating research. For example, you can find an annual or quarterly re-
port this instant for any listed company. You do not have to ask your
stockbroker to request a copy and then wait for two weeks until the mail
arrives.

This ultra-convenience makes it easier than ever to broaden your
investment opportunities; it also expands the related risks that go with

Key Point

You can still send away for a hard copy annual report. But why
should you? These documents can be downloaded, studied and
printed online at a moment’s notice.
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any strategy. So it is just as important as ever to assess risk as part of your
exploration of a strategy. This includes swing trading and, of course, the
methods you employ and their risks. Some aspects of swing trading de-
manding risk evaluation include:

1.

The overall strategy. How much swing trading should you do?
How much capital should you place at risk and should you be
long or short on every stock at the same time? Even investors
who subscribe to the buy-and-hold approach know that they
need to diversify and the question should be raised for swing
trading as well. Even the true believer in swing trading may dis-
cover some wisdom in diversifying a portfolio by strategy, mean-
ing that some capital may belong in long-term stocks, mutual
funds, or non-stock investments.

Short-term long position costs and risks. The transaction cost of any
strategy is always an issue and there are costs involved in both
buying and selling. This cost has to be factored in to the strategy.
Using options if far cheaper than buying and selling round lots of
stock, and the use of multiple option contracts is extremely low
in comparison to stock trades. Depending on your percentage of
profitable trades, you should be aware of the transaction cost as
part of your overall evaluation.

Short selling stock. Most people will agree that selling short is a
high-risk approach to the market. Those investors not willing to
take this risk have to limit their swing trading to only the buy
setup, so that half of all opportunities are lost. This risk may be
acceptable to some people, especially if they place a lot of faith in
their setup pattern recognition. But this risk cannot be ignored.

Option risks. The options market is risky for several reasons. The
terminology is strange and complex; time is always an issue; and
the complexity of option valuation can deceive you. If you em-
phasize trading in short-term, in-the-money options with little or
no time value, you can minimize the risk. If you buy puts instead
of shorting stock, you eliminate the short sale risk. However, “ex-
perience risk” is also a factor with options. You need to under-
stand the market thoroughly before executing actual trades.
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Key Point

Profit opportunity and risk are two aspects to the same phenom-
enon. Recognizing this inseparable fact makes you a smart in-
vestor—and one less likely to lose money on unacceptable
levels of risk.

5. Diversification risks. All investors and traders need to understand
the many forms of diversification, and to identify the degree they
require in their own portfolio. For example, you can diversify in
the stocks you use for swing trading, the use of many different
sectors within the market, and even in combinations of buy set-
ups and sell setups. However, also be aware of the potential for
diversification between swing trading and other strategies, such as
long-term buy-and-hold, option speculation, covered call writing
against long stocks in your portfolio, and the use of exchange-

traded funds.

The comparison between opportunity and risk cannot be under-
taken separately. It is a common mistake. Some people like to focus on
the profit potential of a particular strategy but forget to also consider the
directly corresponding risk. The two cannot be looked at as different as-
pects of an investment decision; they are two aspects of the same at-
tribute. The profit potential and risk to any strategy are inseparable. This
is a fact worth remembering, because it is all too easy to focus only on
the optimistic side of things.

Risk may also be viewed as a means for checking yourself. On pa-
per, many strategies appear both exciting and profitable. It is easy to con-
vince yourself that you have a “sure thing.” In swing trading, you may
observe the consistency of past price behavior follow a narrow range day
or engulfing line and become convinced that these setups always work.
However, that is not the case. They work most of the time, but it remains
quite possible that stock price will defy the signals and move in the
“wrong” direction. This is defined as a direction that produces a loss in-
stead of a profit—a point to always keep in mind.
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Diversification by Risk Profile

Of the many varieties of diversification, one of the most important is
based on your personal risk profile. Any discussion of risk is based on a
broad assumption that each individual possesses a singular, specific risk
level and all investments in the portfolio have to conform to that profile.
In practice, this is rarely true. Most people are more complex than that
and cannot be defined so narrowly.

For example, you may assume a highly conservative stance regard-
ing your family’s home and savings accounts, but a higher risk stance for
your stock portfolio. Your home is insured and maintained, and you
might even resist the temptation to mortgage it excessively, being aware
of cash flow and equity versus debt levels. Your savings account may yield
relatively low rates but it is in an insured account. These are very conser-
vative forms of investment.

Your stock portfolio may be set up with a somewhat more aggressive
stance. You might be willing to take some degree of risk hoping to beat
market averages. You may buy some stocks for long-term hold, put some
funds into mutual funds, and use the remainder of your funds in options
or speculation in stocks. This is where swing trading comes into play; you
might divide your overall portfolio into many different segments and
identify varying levels of risk appropriate to each. Your “safety net” invest-
ments (home and savings) should be very conservative; your stock portfo-
lio may be somewhat risky; and some portion of your equity may be
devoted to swing trading, using either stock positions or long options.

As long as you define each of these segments, and control the levels
of funds placed into each, you will have diversified not only by the type
of investment (real estate, money market, and equity) but also by risk
profile. This strategy of managing your portfolio, called asser allocation,
is not always described in terms of personal risk. It is more commonly

Key Point

You do not have to accept a single definition of “appropriate”
risks and then invest only in products meeting that definition.
You are likely to find that you can involve yourself with many
different risk levels.
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discussed in terms of diversifying by markets. It is

also possible to diversify among markets while still

conforming to a narrowly defined risk level. The
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ation, the assumption is that every investor should react in the same way

asset allocatio

to changing economic conditions. It makes more sense, however, to view
asset allocation as a risk-based form of variation within a portfolio. It
might not be appropriate, for example, to devote all of your investment
assets to swing trading. For example, you may have diversified your port-
folio for college education, retirement, and current income. The ultimate
goals of each of these segments to your portfolio dictate the appropriate
levels of risk; with this in mind, swing trading may be appropriate but
should be determined by the conservatism of the investment goal itself.

No one individual can be accurately described as being a “conserva-
tive” investor or a “speculator” in all instances. The actual determination
of the products and risks you select is going to be based on many factors,
including:

1. Your understanding of a specific market. If you thoroughly under-
stand a market you are going to be more likely to take part in it.
Some markets frighten people away because they are complex;
options, for example, are not as high-risk as they are perceived by
many people. But the definitions and unique characteristics of

Key Point

Contrary to what the financial planning industry has claimed for
years, “risk” is not simply unique to a person or family. It should
vary based on the goals within the portfolio, and that often
means that you will have several different appropriate risk levels.
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options make them especially troubling to anyone not familiar
with how they work. The more you understand how a market
works, the better suited you are to identifying ways that you can
make use of the products.

Preferred risk levels and ability to place funds at risk. People do tend
to invest money in specific ways. Some are highly conservative
and, as a general rule, will be willing to accept lower than average
returns to avoid risk. Others are more likely to speculate, seeking
exceptionally high returns in exchange for much greater risks.
Most people find themselves somewhere between these extremes.

Current income and asset levels. Your risk profile changes as your
income increases and as your overall net worth grows or shrinks.
So a new career or job, divorce, or other significant economic
changes in your life are also going to directly affect your risk pro-
file. It is important to be aware of these changes and to be able to
change your portfolio to match your actual situation.

4. Apprehension level concerning the economic future. As perceptions

about economic and political conditions change, so will your risk
profile. Even if you are not affected by changing interest rates or
oil prices, the market as a whole reacts to these matters, and that
means your ability to profit in a specific market or strategy are af-
fected as well.

A Place for Swing Trading

Even in the most conservative portfolio, swing trading can play a role. For
example, every investor focusing on a buy-and-hold strategy needs to de-
cide how to deal with sudden price changes, both upward and downward.
Swing trading solves this dilemma without violating the long-term goal.

Key Point

Swing trading does not have to be used only as an alternative to
buy-and-hold. It can also provide better management of a per-
manent portfolio, in several ways.
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In the typical scenario, you buy stock with the idea that you are go-
ing to keep shares indefinitely. The plan includes purchasing more shares
if and when you can afford it, reinvesting dividends, and seeking stocks
with similar attributes to expand the portfolio. And then one of three
things occurs and the whole plan falls apart. These events are:

1.

The stock price rises. When the price rises, even the most conserv-
ative investor is tempted to take profits; and many do just that.
So now you have a different problem: You have gotten your prof-
its but you now need to reinvest funds, and chances are all of the
stocks you have been following are up at the same time.

The danger in profit-taking is damaging to your long-term goals
because it results in selling the strongest stocks. As a result, you
are likely to end up with a portfolio full of stocks that have not
risen in price or that have fallen in price. The goal of accumulat-
ing profits has not occurred.

The stock price falls. Another problem occurs when the price falls.
It is a common reaction to want to cut losses and sell the stock.
So again, the long-term plan falls apart and is replaced with an
immediate gut reaction. Investors who consider themselves ori-
ented toward long-term hold strategies should carefully pick
stocks and then keep them. But in the emotional turmoil of the
day-to-day market, that advice is not as easy to follow.

Bad news or rumor brings doubr into the equation. The market
thrives on rumors. They are continually going around and many
prove to not be true. Whether news is obtained from wire ser-
vices or chat rooms, a lot of information is of questionable value.
Even the reliable news leads to an over-reaction. For example, a
company whose profits exceed previous years may see its stock go
down because the outcome is one cent lower than analysts’ pre-
dictions. The unending swell of news, both true and false, and
the tendency for investors to rely so heavily on unreliable sources,
leads to great chaos.

The usual market reaction to these events is greed, fear and uncer-
tainty. These are the three emotions that drive the market and define the
opportunities swing traders are able to exploit. Because the price trends
are likely to evolve over a two- to five-day period, swing trading matches
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Key Point

Remember, the market is dominated by three emotions: greed,
fear and uncertainty. You can use swing trading to respond to
those emotions rather than falling into the common trap of
over-reacting.

these common cyclical price movements. The wise swing trader may also
be a long-term investor, but recognizing the role of price swings is impor-
tant, if only to remind long-term investors that they should not react too
emotionally to short-term changes. To do so contradicts the advantage to
swing trading.

Long-term investors are tempted to take profits when prices rise, or
to cut losses when prices fall. It makes more sense to stay with the long-
term plan and leave the stock in place; and to employ swing trading con-
trary to the usual tendencies based on emotion. When prices rise
unexpectedly, look for a sell setup and use long puts or covered calls to
provide downside protection (and, through swing trading, to take profits
without selling stock). When prices fall, remain calm and look for buy
setups, and then use long calls in anticipation of an offsetting uptrend.

The point to be made here is that the long-term approach involving
a buy-and-hold strategy does not necessarily contradict how swing trad-
ing works. In many respects, using swing trading to augment a long-term
investment strategy is both wise and profitable. It helps avoid the temp-
tation to take profits or to sell to cut losses. It protects positions and cre-
ates short-term income while leaving equity positions in place. When
you employ covered calls at sell setups, you create immediate income
from the sold option, which is a form of profit-taking—especially if the
stocK’s price does retreat. You will be able to close the call at a profit, oft-
setting a reduced stock price. This also protects your equity in the long
stock position.

You may also employ variations to swing trading. The day trader
has the goal of moving in and out of positions within a single trading
day, often in distrust of the gap between trading cycles and at times as a
way to get around margin requirements. However, day traders executing
high volume may be required to deposit $25,000 as pattern day traders,
so the system does not get around the margin rules effectively.
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Key Point

195

Swing traders are by definition focused on a two- to five-day
window. However, this can be varied depending on personal

preferences and circumstances.

Swing trading can also be modified to respond
to specific changes between one day’s closing price
and the next day’s opening. Price gaps and reversals
often signal a change in the established trend—and
they may signal swing traders to reexamine their
positions and, perhaps, execute a trade responding
to the price trend. So an intraday trader is an indi-
vidual who is acting as a day trader or swing trader
but paying extra attention to day-to-day price
changes, notably gaps.

Another variation on swing trading involves
an accelerated period. Instead of observing a two-
to five-day trend and tracking daily charts, the mi-
cro trader watches 5-minute and 15-minute charts
as well as 20-period and 200-period moving aver-
ages. A moving average is usually described in
terms of days, but micro traders involve periods of
time increments. So a 20-period moving average
consists of 20 sequential five-minute periods; and a
200-period moving average would involve 200 se-
quential five-minute periods.

intraday
trader

a swing trader or
day trader who
may modify posi-
tions based on
price gaps or
reversals occur-
ring from one
trading day to the
next.

micro trader

a trader who
looks for trading
setup patterns
within a single
day often involv-
ing the study of
five-minute and
15-minute price
periods.

The micro trader also pays attention to specific reversal signals oc-
curring at exact trading times during the day. These traders observe a ten-
dency for the typical day to exhibit a morning and afternoon trend in the
same direction, with a middle period relatively flat and with low volume.
These trends signal how and when to look for buy or sell setup signals in
greatly accelerated time. Rather than waiting up to five days, the micro
trader may make trades within five five-minute increments.

You may discover your own variations on swing trading as you
study and practice the many techniques available. The valuable free on-
line tools that make swing trading both practical and affordable can also
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Key Point

Everything has changed in the market over the past two or three
decades—including the reality that investors are either smarter
or should be smarter through access to so many market tools.

serve as educational tools as you master the candlestick chart, moving av-
erages, and other features. In the past, swing trading was not practical be-
cause the average investor had no direct access to the markets. Today,
your access is fast and much better than access for the stockbroker of the
past. Investor knowledge is also far more sophisticated today than ever
before.

The exceptional opportunities for swing trading have made the
markets not only accessible, but easier to interpret. Only a few short
decades ago, insiders held market facts close to the vest and promoted an
aura of mystery, and most people trusted in the system. Today, you—the
individual investor—are the system, and now you are able to create and
control your own profits.
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Regulation T a Federal Reserve Board rule establishing and governing rules for mar-

gin borrowing in brokerage accounts.

against the box  a strategy for going short when the trader owns shares. The short sale
is made against the shares in the portfolio rather than borrowed from another investor.

ascending channel a channel with a rising trading range over time. Short-term
swings in price occur, but the longer-term price trend is upward.

asset allocation a method of managing a portfolio by dividing funds among several
different markets; an advanced technique for diversifying a portfolio.

at the money a situation where an option’s strike price is identical to the stock’s cur-
rent market value.

bearish engulfing line a candlestick engulfing line—one extending above and below
the previous trading day’s main body—with a black main body.

black candlestick a candlestick with a black real body showing that the stock moved
down on the day.

blocks large trades of stock executed by institutional investors in most cases, usually
defined as 10,000 or more shares or stock with current value of $200,000 or more.

breakaway gap a gap involving price movement into new territory beyond the estab-
lished trading range.

breakout a pattern in which price moves above resistance or below support and estab-
lishes a new trend and, eventually, a new trading range.

broadening formations chart patterns showing widening trading range for a stock,
developing over time and providing specific signals for swing traders.

broker call rate  the rate many brokers charge clients for borrowing funds on margin;
the rate a firm charges is normally found on the brokerage website.

bullish engulfing line a candlestick engulfing line—one extending above and below
the previous trading day’s main body—with a white main body.

buy stop a type of order that generates an automate buy if and when the stock moves
to or above a specified price.

buy to close an order that closes a short investment, which involves buying the secu-
rity and number of shares to cancel out the open position.

197
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buy to open the first order in a long position, which instructs the broker to purchase
the indicated security and number of shares or contracts.

buying power the margin allowance a brokerage firm provides to a pattern day
trader, which is a multiple of available equity balance in the portfolio.

call an option granting its owner the right (but not the requirement) to buy 100
shares of a specific stock at a fixed price per share.

candlestick a chart formation showing each day’s trading range; high and low price;
opening and closing price; and the direction the price moved for the day. A white (or
clear) candlestick reveals that the price closed higher than its open; and a black candle-
stick reflects a lower close for the day.

capitalization the total funding of an operation, include equity (stock) and debt
(bonds and long-term loans).

cash flow the cash available from operations to pay current and long-term expenses
and liabilities; fund business expansion; and pay dividends.

channel the overall direction of a stock’s price movement; the trend, which may be
flat, upward, or downward over many months.

chartists technical analysts who rely primarily on recognition of specific price pat-
terns and short-term trends to predict and anticipate the next price direction in a stock’s
price.

combination any option strategy involving the use of two or more options with dis-
similar terms (call versus put, long versus short, strike price, or expiration date).

common doji another name for the doji, distinguished from other doji variations.

common gap another term for the gap, which distinguishes it from other forms of
exceptional gap chart patterns.

concealing baby swallow a bullish candlestick pattern consisting of a series of four
black real bodies in a declining trend, anticipating a reversal in coming trades.

confirmation a signals that provides additional indication to another signal, that re-
inforces the indicated timing of a buy or sell move.

consolidation a time when price is not moving upward or downward, but remaining
within a narrow trading range; a market dominated by uncertainty.

contingent liability a liability that might or might not materialize, and whose dollar
value may not be known. Typically, outstanding lawsuits that have not been settled or
decided are the best-known form of such contingencies.

contingent order any order to buy or sell based on specific price levels being reached
or passed. This type of order is used to protect existing profits or to avoid large losses in
the event of sudden price movement.

core earnings the earnings as reported by a company, adjusted to remove all reported
earnings that are not part of a corporation’s “core” business, including nonrecurring rev-
enues and net earnings.
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correction the description of a market in which prices are falling, when the emotion
of fear dominates the market.

cover a short seller’s action in buying to close, in which the exposed short position is
covered through cancellation.

covered call an option strategy in which a call is sold, but the seller also owns 100
shares of the stock. In the event the call is exercised, the 100 shares are used to satisfy

the call.

current yield the percentage paid in dividends, calculating by dividing declared divi-
dends by current price of the stock.

day order a type of order placed with a broker specifying that if it is not executed by
the end of the trading day, it automatically expires.

day trade call a requirement that investors deposit funds to satisfy pattern day trad-
ing deposit requirements based on the volume of trades (four or more trades in the
same security within five trading days).

day trader an individual who executes trades within a single day or over the shortest
y 2 y

possible time, often moving in and out of positions within a matter of hours and em-
ploying a high volume of trading activity.

debt ratio  the portion of capitalization represented by debt; to compute, divide long-
term liabilities by total capitalization, expressing the result as a percentage.

deliberation a bearish candlestick appearing within at uptrend, involving three con-
secutive white real bodies closing higher than the previous day, with the final day open-
ing with a gap above the previous close.

descending channel a trading range moving downward in price over a period of
months.

diversification one of several methods of spreading risk, involving exposure to differ-
ent products, markets, or stocks. For corporations, diversification also refers to invest-
ment in dissimilar lines of business.

dividend yield the profit earned from dividends paid by corporations, expressed as a
percentage of the current price. For calculation purposes, the percentage should always
be based on stock purchase price rather than current price.

do not reduce (DNR) instructions attached to an order to keep a limit price even
when cash dividends occur. Without the DNR, the limit price is automatically reduced
for dividends earned.

doji a candlestick with little or no real body, shaped like a cross. This demonstrates
very little change between opening and closing prices, with trading occurring above and
below those levels.

double bottom  a price pattern testing support with a price increase in between. Be-
cause support holds up against this two-part test, the double bottom anticipates a sub-
sequent increase in the price level.
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double top a price pattern in which resistance is tested twice with a pullback in be-
tween. As long as resistance holds up, price is expected to decline after the double top.

Dow Theory a major technical school of thought, a belief that overall market move-
ment is predictable based on primary and secondary trends and confirming signals. The
Dow Theory states that short-term trends are not reliable for predicting long-term price
changes.

downtrend a movement in a stocK’s price to the downside; for swing traders, a down-
trend is defined as three or more consecutive days in which the closing price was lower
than the opening price.

dragonfly doji a candlestick with little or no distance between opening and closing
prices, but a trading range below that level for the day.

efficient market hypothesis the theory that pricing of stocks reflects all information
currently known by investors at any given time, resulting in the conclusion that all
stock prices are fair and reasonable.

engulfing line a candlestick pattern in which the main body of a trading day extends
higher and lower than the main body of the previous trading day.

equity investment a form of ownership in a corporation, the best-known form of
which is stock.

ex-dividend the date of ownership for the purpose of paying dividends. The owner of
shares on the specified date is entitled to the dividend, even if shares are sold after that
date but before dividend payment date (when shares are said to be trading ex-dividend).
The ex-date is the dividing point.

exhaustion gap a type of gap in the direction of an extended price movement, signal-
ing that the current trend is about to end and prices will level out or begin moving in
the opposite direction.

expiration the deadline for an option and the date on which it loses all of its value.

extrinsic value the value of an option not counting any intrinsic value; the time value
premium, given this alternate name to consider the non-time elements of volatility
within the stock, and of proximity between stock’s current market value and the op-
tion’s strike price.

fill or kill (FOK) a condition attached to a limit order instructing your broker to
complete the order immediately or, if that is not possible, to cancel the order right away.

financial statement a report published by a corporation reporting activity over a pe-
riod of time, such as a full year (the operating statement) or balances of asset, liability
and net worth accounts at the end of a period (the balance sheet).

flat channel a channel whose trading range remains the same over time, with neither
rising or falling price trend exhibited for a period of months.

fundamental analysis the valuation of stocks based on a company’s financial
strength, earnings, and trends, including assessment of working capital, equity and debt
capitalization, and operating results.
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fundamental volatility the degree of consistency or change in reported revenues and
earnings from one year to the next.

gap a price pattern in which one day’s opening price is higher than the previous day’s
highest price or lower than the previous day’s lowest price.

go short  a transaction beginning with a sell order, later to close with an offsetting buy
order.

good ‘til canceled (GTC) a condition attached to an order to leave it open indefi-
nitely until it can be filled on the terms the investor requires; brokerage firms will let
such orders expire after a specified time period.

gravestone doji a candlestick with little or no space between opening and closing
price, but a trading range above those levels for the day.

hammer a candlestick pattern occurring at the end of a downtrend. It consists of a
long lower shadow and a small real body, and signals a reversal and the start of an
uptrend.

hangman a candlestick pattern occurring at the end of an uptrend. It consists of a
long lower shadow and a small real body and signals a reversal and the start of a down-
trend.

head-and-shoulders bottom  the inverse of a top, consisting of a head testing support
with two shorter shoulders before and after, creating a letter w shape. The pattern antic-
ipates a price increase.

head-and-shoulders bottom  the inverse of a top, consisting of a head testing support
with two shorter shoulders before and after, creating a letter W shape. The pattern an-
ticipates a price increase.

head-and-shoulders top a price pattern with three peaks, the middle one higher than
the first and third. This letter m shape pattern tests resistance and anticipates a price de-
cline to follow.

hedge a position taken in a security to offset or eliminate risks in another position.
For example, going short may be used as a way to protect paper profits in long
positions.

house requirement the maintenance requirement set by brokerage firms, which is
equal to or greater than the minimum 25 percent required under NASD and NYSE
rules.

immediate or cancel a condition allowing a broker to fill part of an order if the entire
order cannot be completed; and on the stipulation that this be done right away and any
remaining portions canceled.

in the money condition of an option when the strike price of a call is lower than cur-
rent stock price, or when the strike price of a put is higher than the current stock price.

initial margin a limit on the level of borrowing investors are allowed by the Federal
Reserve Board’s Regulation T. It specifies that you can only borrow up to 50 percent of
a security’s purchase price.
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institutional investors large investors such as mutual funds, insurance companies or
pension plans, holding diversified portfolios of stock and trading in blocks rather than
only a few hundred shares. Institutional investors account for most of the market’s
treading volume.

internal diversification a form of corporate diversification of capital into dissimilar
product or service lines of business.

intraday trader a swing trader or day trader who may modify positions based on
price gaps or reversals occurring from one trading day to the next.

intrinsic value the premium value of an option equal to the number of points it is in
the money (current market value higher than a call’s strike price or lower than a put’s
strike price).

leverage an investing strategy using borrowed funds to broaden a portfolio beyond
available cash resources.

limit order a type of order specifying execution of a buy at or below a specified price,
or of a sell order at or above a specified price.

long position ownership of stock and other securities, entered by execution or trades
in the sequence buy-hold-sell.

long-legged doji a candlestick with little or no distance between opening and closing
prices but exceptionally broad trading range above and below.

long-term hold description of a strategy for portfolio management, involving selec-
tion of stocks with the intention of holding shares for many years in order to build a se-
cure base for long-term growth.

long-term liabilities all liabilities due and payable beyond the next 12 months (the
current portion), including notes, contracts and bonds.

lower shadow in a candlestick, the trading range between the day’s low price and the
bottom of the real body (opening or closing price).

maintenance requirement the percentage of current market value of securities that
must be kept in a portfolio at all times. Minimum federal requirement is 25 percent,
but some brokerage firms require higher maintenance levels.

margin call a demand from a brokerage firm for additional deposits by investors
whose maintenance requirement has not been met due to portfolio losses. If the margin
call is not met, the brokerage firm will sell securities from the account.

margin investing using funds borrowed from a brokerage firm, with securities in an
account used as collateral.

market order an order to buy or sell as quickly as possible and at the best available
price. Execution is guaranteed, but price is not.

market risk the risk that a stock’s value will fall rather than rise (or rise after an in-
vestor sells). Market risk can be compared and judged based on fundamental trends and
technical price history.
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marubozu  a candlestick with a real body but no upper or lower shadow; a day whose
trading range is confined within opening and closing prices.

micro trader a trader who looks for trading setup patterns within a single day often
involving the study of five-minute and 15-minute price periods.

minimum margin the deposit requirement to set up a margin account, which is the
lesser of $2,000 or 100 percent of the security’s purchase price.

momentum in technical analysis, the rate and speed of changes in price and trading
range, believed to be a determining factor in how soon a trading pattern is likely to adjust.

moving average a statistical method of showing a trend that is representative of
changes without short-term volatility. The average is computed by adding up the fields
in the period, and then dividing by the number of trading days.

multiple the P/E of a stock, arrived at by dividing price per share by earnings per
share. The multiple is expressed as a single numerical value.

naked call alternative name for an uncovered call.

narrow range day a day in which the high-to-low price of a day is much smaller than
the typical day, and when it occurs after three or more established trend day patterns.

neckline the price area in between the price extremes of the head and shoulders pattern.
new high the highest price a stock has reached during the past 52 weeks.
new low the lowest price a stock has reached during the past 52 weeks.

OHLC chart a type of stock chart summarizing the open, high, low, and close for a
day using a single vertical line and two horizontal tabs The top of the vertical line is the
line and the bottom is the low; the left tab is the day’s opening price and the right tab is
the day’s closing price.

operating statement a financial statement summarizing all activity—revenue, costs
and expenses, and profits—for a specified period of time, most often a full year or a fis-
cal quarter.

option an intangible contract granting its owner specific rights to either buy or sell
100 shares of a specific stock, on or before a specific date, for a specific price per share.

or better in a limit order, the terms for completion of a transaction. In a buy order,
execution is to occur when a specified price or lower has been reached; and with a sell
order, execution is to occur when a specified price or higher has been reached.

out of the money condition of an option when the strike price of a call is higher than
the current stock price, or when the strike price of a put is lower than the current stock
price.

P/E ratio a test comparing technical and fundamental information. The price per
share is divided by earnings per share to arrive at the multiple. The P/E is an effective
way to compare stocks and to limit stock selection. The result of dividing price per share
by earnings per share is expressed as a single numerical value, known as the multiple.
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paper profits the profits in existing stock positions, which become realized profits
only if and when those positions are closed.

parallel price channels the top and bottom edges of a trading range when price levels
are evolving to the upside or downside, as opposed to a range in which prices remain
stable within the range.

pattern day trader as defined by the SEC, any trader who buys or sells a single stock
four or more times within five days; a pattern day trader must maintain no less than
$25,000 account equity before a high volume of trading is permitted.

point-and-figure chart a stock chart reflecting rising prices with columns of Xs ex-
tending from high to low price; and columns of stack’s Xs. This chart does not distin-
guish trading days, only trends.

power spike a price spike above or below trading range accompanied by unusually
high volume or other price patterns and signaling a change in the chart pattern.

premium the value or cost of an option, which varies according to the distance be-
tween strike price and current market value; and the time remaining until expiration.

price range the overall range of a stock’s price within a single day, from highest price
attained down to lowest price, and distinct from opening and closing prices.

pump and dump a strategy to buy shares and then spread rumors intended to drive
up prices, after which shares are sold at a profit.

put an option granting its owner the right (but not the requirement) to sell 100
shares of a specific stock at a fixed price per share.

rally a period when prices are rising, also known as a condition where greed domi-
nates the market.

random walk theory a belief that all pricing of stocks is random, and that at any
time there is a 50/50 chance that a stock’s price will either rise or fall. This theory dis-
counts the value of fundamental analysis and assumes that stock pricing is a battle be-
tween buyers and sellers for purely technical reasons.

reaction swings short-term changes in price trend resulting from the reaction of buy-
ers to sellers and vice versa.

real body in a candlestick chart, the rectangular central part. A white real body shows
the stock moved up from opening to closing price. A black real body shows the stock
moved down from opening to closing price.

resistance the highest price within a trading range, representing the top price that
buyers are willing to pay for the stock under current conditions.

retail investor  an individual, in comparison to an institutional investor. The retail in-
vestor traditionally paid higher fees to trade, which explains the name. Today, any indi-
vidual—even one paying low fees with a discount brokerage—is defined as a retail
investor.

reversal signal any chart pattern or trend implying that the current price direction is
about to stop and begin moving in the opposite direction.
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risk tolerance the level of risk an individual is able and willing to assume. Risk and
potential profit are directly related and cannot be accepted, so those secking better than
average profits also need to expand their risk tolerance.

round lot the usual trading increment for stocks, which is 100 shares.

runaway gap a gap appearing as part of a strong and sustained price trend, reinforc-
ing the price direction, and possibly showing up as a series of gaps one after another.

sell to close an order that closes a long investment, which involves selling the security
and number of shares to cancel out the open position.

sell to open the first order in a short position, which instructs the broker to sell the
indicated security and number of shares or contracts.

setup a signal to act in a swing trade pattern; the setup at the top of an uptrend is a
sell signal, the setup at the bottom of a downtrend is a buy signal.

shadow in a candlestick, the area above and below the real body; the trading range
above and below the opening and closing prices.

shaven bottom a candlestick with no lower shadow and a black real body; this ap-
pears on a day when the stock fell and closed at its low of the day.

shaven head a candlestick with no upper shadow and a white real body. This appears
on a day when the stock rise and closed at its high of the day.

short and distort a short position variation of the pump and dump strategy; specula-
tors open short positions and then spread rumors intended to frighten investors into
selling their stock to drive prices down. After the price falls, short positions are covered
at a profit.

short interest a market indicator, reporting the number of shares of a specific stock
that are sold short and open, and often used by investors to time market decisions.

short position the sale of stock and other securities that is eventually closed with a
purchase transaction. In a short position, the sequence of events is sell-hold-buy.

speculators individuals willing to take greater than average risks in exchange for the
opportunity for higher than average profits.

spike an unusual price movement, above or below established trading range, and of-
ten followed by a return to that range.

spinning top a candlestick with a large upper shadow and a small lower shadow and
with a small real body that is either white or black.

spread the point difference between high and low prices within a trading range; the
larger the spread, the greater the price volatility.

spread the purchase and sale of options with different strike prices, expiration dates,

or both.

stop orders types of orders that generate execution once a stop price has been met or
passed (below for buy orders and above for sell orders). Once the stop price has been
met or passed, the trade is executed.
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straddle the purchase and sale of calls and puts with identical strike prices and expira-
tion dates.

strike price the fixed buy or sell price of stock specified in the option contract.

supply and demand the forces determining whether prices rise or fall. Increases in
demand create upward price pressure, and increases in supply create downward price
pressure; supply and demand are the causes of all stock price changes.

support the lowest price within a trading range, representing the lowest price at
which sellers will release their stock under current conditions.

swing trading a strategy that involves two- to five-day market cycles and identifies
high and low points in short-term cycles; and flags key points for moving in and out of
stock positions based on specific chart pattern signals.

technical analysis the study of stock price and volume trends, charts, and trading
patterns, for the purpose of anticipating short-term price movement to time trades.

three black crows a bearish candlestick pattern consisting of three or more black real
body days in a downtrend.

three white soldiers a bullish candlestick occurring at the end of a downtrend, con-
sisting of three or more consecutive white real bodies closing higher on each day.

time value the portion of an option’s premium excluding any intrinsic value.

trading range the normal trading area extending from the highest to the lowest typi-
cal price. Stocks tend to trade within a specific range. The broader the range, the greater
the volatility and thus the greater the market risk.

trailing stop  a trading order that sets a percentage below current price. If and when
the stock falls to that price or below, a sale is generated automatically.

triangle a price pattern in which the trading range narrows, a sign of uncertainty
about the stock’s price movement and a precursor of a coming upward or downward
trend.

uncovered call an option position involving a short call and no ownership of stock to

offset the risk.
underlying stock the stock on which options are written and bought or sold.

upper shadow in a candlestick, the trading range between the day’s high price and
the top of the real body (opening or closing price).

uptick rule a Securities and Exchange Commission (SEC) rule limiting short selling
activity to prevent price manipulation; stock can be sold short only when the latest
trade was higher than the trade preceding it.

uptrend a movement in a stock’s price to the upside; for swing traders, an uptrend is
defined as three or more consecutive days in which the closing price was higher than the
opening price.
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volatility the degree of movement in a stock’s price, and the number of points of
movement from day to day. The greater the price swing, the higher a stock’s volatility.
Most investors define market risk in terms of price volatility.

white candlestick a candlestick with a white or clear real body indicating that the
stock moved up on the day.

zero-plus tick  price movement of a stock when price rises at least in its minimum in-
crement in the latest trade.
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shaven head and bottom, 48—49 three black crows, 59—60
Sherwin-Williams, three white soldiers, 61-62
149-152, 156 time value, 140, 142, 143-146
short and distort, 133 trading range, 24, 26, 28,
short interest, 131 31-34
short options, 175-177 trailing stop, 85
short position, 92-93
speculators, 6 U
spinning top, 49
spread, 25, 176177 uncovered call, 173
Spring, 158 underlying stock, 138
stock selection upper shadow, 48
capitalization, 115 uptick rule, 128

cash flow, 114 uptrend, 10-13
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A\ Wal-Mart, 111, 113, 158

Vanguard, 99 white candlestick, 47

volatility, 24, 104, 107, 119-123 Y

volume spikes, 75-78
Yahoo, 63, 158

w
Z
Walgreen, 127-128
Wall Street Journal, 98 zero-plus tick, 128-129

WallStreet Inc, 99
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