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Foreword

ERIVATIVES HAVE TAKEN ON an ever increasing importance in the
markets. The broad definition of derivatives includes options, fu-
tures, and many more exotic instruments that are conjured up by the
leading investment banks. For most traders, though, derivatives
means options—stock options, futures options, or index options.
The virtual explosion in trading volume of options of all types attests to their
importance. Moreover, there has been an increased interest in short-term trading—
even day trading. This work by the DeMarks addresses both issues with a degree of
professionalism reflective of their experience as traders and system designers.

This is not a get-rich-quick book. The setups, signals, and concepts described
herein will require some study by even the most astute trader in order to use them
successfully. But that is good news. So many books on day trading are published
that seem to tout the concept as an easy road to riches. Any serious day trader—and
I consider myself among them—knows that day trading is hard work, which is dif-
ficult on the psyche, and the concomitant rewards are available only to those who
are willing to “pay the toll,” so to speak. This book should appeal to both the aspir-
ing trader and the experienced trader as well, for it lays out nontrivial concepts that
can lead to excellent profits.

Most of the systems in this book are a continuation of the ones described in
DeMark’s earlier works—they deal with the timing of the purchase or sale of the
underlying security. Options can, of course, be used in place of the underlying in
any trading system—buying calls instead of taking a bullish signal on the underly-
ing stock, index or futures, or buying puts instead of shorting the same. However,
there is one very interesting new twist present here: the TD % F system. In this
instance, DeMark lays out an option trading system that depends only on the price
of the option itself! There is no consideration of what the underlying is doing—
although the movements of the underlying, of course, influence the price of the
option. I have often been a proponent of using options as a technical indicator to
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predict the movement of the underlying security—option volume spikes, sudden
increases in the expensiveness of options, and put-call ratios are all accepted ways
of doing this. Now, perhaps, another indicator has been introduced that may help in
determining prices reversals by the underlying security.

Options are very useful as sentiment indicators. Unfortunately, most of our fel-
low option traders are wrong in their market opinions most of the time. That’s why
the put-call ratios—which measure option volume—are important contrary senti-
ment market indicators. This book describes a new sentiment indicator. It uses the
dollar-weighted values of puts and calls during a trading day or at the close of trad-
ing. This indicator is similar to the put-call ratio that is commonly used for mea-
suring sentiment, but because it uses price as well as volume and open interest, it
may truly represent a new way of looking at sentiment. As always, though, the
astute contrarian will want to be in a position opposite to that of the majority of
traders.

TD % F is only one of many indicators presented in this book. It is important
to understand that these are indicators—not systems. A system has specific entry
and exit points and an exact track record can be constructed using them. However,
most systems are hard to use for individual traders because somewhere along the
line they conflict with the trader’s own penchant for trading. The DeMarks, on the
other hand, have given us indicators—rules for determining when a market is ready
to be bought or sold, but which stop short of the dictatorial rules of a system. The
good news is that this method gives the trader some room to use reason and logic
in the way he or she employs the indicator; the bad news is that inexperienced
traders might not be able to “reason” very well.

There is little mention in this book of terms you would find in a conventional
option book—such as implied volatility, delta, gamma, theta, or vega. But that’s
okay. This isn’t an option theory book—rather it is designed primarily as a trading
book and it recommends that you use options to do that trading. When I am trad-
ing options for a short-term trade, I prefer to use near-term, in-the-money options,
for they have little time value premium and most closely reflect the movements in
the underlying security. The DeMarks espouse the same philosophy. You want to be
able to capture quick price movements without having to worry a lot about time
decay or possibly a change in the volatility pricing structure of the options—that is,
how expensive the options are. Day traders of options don’t have to worry much
about either one—there is little time decay in the course of a single day, and
options don’t normally have a significant change in their pricing level in one day’s
time. Moreover, options limit your risk if something especially untoward should
happen, but they allow for almost unlimited rewards.

In addition, the beauty of the DeMarks’ approach is that these systems are
geared toward option buyers. Forget spreads, covered writes, strangles, and so
forth. If you can identify the likelihood of a swift movement by the underlying
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security—and that’s what this book is all about—then you can concentrate on buy-
ing options as your trading vehicle. There is no need for the hedged strategies. In
fact, it’s a myth that option writers make all of the money in option trading. Any-
one who has written covered or uncovered calls on the major stocks—especially
the technology stocks—during the ongoing bull market has suffered the conse-
quences. Even those who have employed bull spreads have found their profits
reduced because they limited their profit potential. So the DeMarks’ approach—
and it is a valid one—is to forsake the exotic and stick with the basic: buy calls if
the underlying is going to rise, and buy puts if it’s going to fall. Of course, deter-
mining what the underlying is going to do is a difficult endeavor, but the indicators
presented herein are very useful for that purpose.

While many setups and indicators are presented in this book, my favorite is the
TD Camouflage. It is simple, seems to have excellent results, and can be quickly
understood by even the most novice trader. If you come away with nothing else,
learn this one concept. It should improve your short-term trading results.

Another yery interesting concept that is stressed in this book is that of using
the current day’s opening price as the point from which to measure net change for
the day. Not a single pricing service approaches the markets in this way—from
newspapers to the most sophisticated and expensive real-time data services. Yet, as
the DeMarks stress throughout, the most important thing for a trader to know about
a stock, future, or index is how it is doing relative to today s opening price. I won’t
get into examples—the DeMarks do that—but suffice it to say that I agree with this
concept and perhaps this book’s greatest contribution to investment theory will be
the realization of that ideology.

Readers who are familiar with Tom DeMark’s previous works will find these
systems to be similar to ones you have previously discovered. New traders will be
intrigued by them as well, and should learn a lot. Again, I stress that this is not a
trivial, “make-a-million” (while you lie on the beach) book. It is a serious endeavor
and requires study and concentration. But from the myriad of examples and charts
that point out how these indicators work, you should be able to see that any serious
time spent studying these techniques should prove profitable to you in your trad-
ing.

If you want to keep track of these indicators yourself, you will need software
to do it. There are just too many calculations and too many markets to expect that
you can do it by hand. The DeMarks address this problem, though, by providing a
list of potential software solution providers in the appendix. This, of course, neces-
sitates having a computer and a pricing service so that you can monitor these
setups at all times. However, for the trader who is interested in only a market or
two—and these indicators appear to work well on the biggest market: S&P futures
(and OEX traders can be included as well)-—it would be possible to keep the infor-
mation updated by hand, at least on a daily basis.
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The summary chapter is extremely well done, for it ties together the concepts
laid out in the more detailed portions of the body of the work. In fact, it is so good
in describing what the book is about, that you might want to glance at the summary
chapter first and then delve into the detail of the book.

 Overall, I think you will find this book interesting and will also find that it

contributes to your profitability, whether you are a day trader using five-minute,
ten-minute, or hourly charts, or if you are a short-term trader using daily charts and
planning to hold for several days at a time.

Lawrence G. McMillan




Preface

ELL, I STAND CORRECTED. After the completion of each of my

first two books, I vowed never again to submit to such an ordeal.

Articles, yes; seminars, maybe; but books, no, never. So, now

that this work has been completed, I shall make the same state-

ment once more: “never again.” I promise—I think. I suppose I
knew all along that I would write just one more book. I always felt as if I had so
much to say and too little space and time in which to say it, which is probably not
a surprise to many of you who know me. But what is different about this book?
Why options and why now? You might say my son’s involvement in floor trading
and then in managing funds, as well as his keen interest in this area of the market
were certainly catalysts.

To some of you already familiar with our work, a few of the indicators in this
book may seem to be simply a rehash of our previous books and articles, only this
time applied to option trading. Believe us, this is not the case. We’ve developed
several option rules and indicators which we are sharing with you for the very first
time and have added several additional settings, qualifiers, and applications to our
existing library of indicators, all of which have enhanced their efficacy. The indi-
cators discussed in Chaps. 6, 7, 8, and 9 apply to the underlying asset as opposed
to the option itself. From these indicators, a trader can apply the results to option
trading to identify low risk call buying and put buying opportunities. To other read-
ers unfamiliar with our work or to beginning traders, this is a great place to start.
One of the biggest complaints regarding our previous written works has been the
perceived complexity of the techniques presented and discussed. We understand
this concern; after all, accepting new and unorthodox approaches to market analy-
sis is just plain difficult. Fortunately, this book is a departure from the highly
detailed technical writings of the past. Although the ideas discussed in this book
have been an ongoing collaborative effort between father and son, the organization
and writing skills that T.J. has provided have simplified the descriptions and the
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explanations of the material. Although unexpected, should you experience diffi-
culty with any aspect of this book, don’t be discouraged—just like learning to ride
a bicycle, once the skill is acquired, it becomes second nature.

We refer to the information in this book as market timing indicators, not
turnkey systems intentionally. The reason for this distinction is that our techniques
lack precise entry and exit levels and instead concentrate upon trading opportunity
zones. Our goal is simply to provide the components from which traders can select,
design, and build their own trading models with which there exists a level of com-
fort. Our contribution is the various trading concepts and the assortment of trading
methodologies from which to choose. We encourage your research and experimen-
tation with the various indicator settings, as well as indicator combinations. It is
only through experience and testing that you will acquire an aptitude with these
methods.

Now to answer the question many have posed throughout the years. Why does
TD preface each of our indicators? Believe us when we say it is neither our inten-
tions to promote our initials, nor is there some underhanded mercenary motivation
at work here. Our legal counsel advised us to trademark our indicators to ensure
proper control of their distribution and to limit our liability should others offer fac-
similes for sale and distribution and misrepresent their effectiveness or intended
application.

We do not profess to be experts in the intricacies of various option-writing pro-
grams and mathematical models. Since being introduced to option trading almost
three decades ago, we have been fascinated by these markets. The purchase of
options has served as a poor traders’ alternative to trading stocks and futures. Most
of the techniques we developed specifically for option trading were tested by
closely following both the intraday and the daily price activity reported by quote
services, as well as option charts we created ourselves. Not until we decided to
write this book did we realize that there existed a serious data deficiency within
this industry. There was a lack of uniform option data and some of the data which
was provided proved to be inconsistent and riddled with errors. Data reliability and
availability are two serious industrywide problems. Unfortunately, the data pro-
viders with whom we had success specialized in only equity or only futures infor-
mation, but not both. Fortunately, the occasional errors in data reporting even by
these services while conducting tests proved to be tolerable. Consequently, we rec-
ommend you observe and monitor closely, the integration of the various data and
the techniques before you commence trading.

While we have personally traded and used these indicators successfully over
the last 30 years, we feel it is important that you not assume they are infallible.
Extraneous factors, such as money management and discipline, also contribute to
one’s trading success. Each trader has his or her own trading pain threshold and as
a result, the location of one’s stop losses and profit levels may be different from
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other traders who may be more or less emotional. Therefore, we stress the impor-
tance of not only paper trading each indicator, but also the proper integration of
those you especially like into your trading regimen.

Since the majority of our indicators are designed to anticipate trend exhaustion
or trend reversals, they may appear unorthodox to some readers of conventional
technical analysis. 1 stress that we are not trend followers; to be one and, at the
same time, day trade options is incongruous. We prefer to buck the prevailing mar-
ket sentiment, intending to anticipate the inflection point where the trend reverses.
We believe that this is the only way to day trade options properly. We feel that, at
the very least, the market-timing techniques presented in this book will improve a
trader’s ability to identify ideal low-risk entry levels.

Individually, these indicators may appear intimidating and seem unsuitable for
your style of trading. However, given the variability and the diversity of this suite
of market-timing tools, inevitably at least a few should comfortably complement
various aspects of your trading style. We encourage you to apply them and to
experiment with variations of these tools and settings. We’ve never meant to imply
that we are blessed with the Holy Grail of trading indicators; however, we do
believe we are on the right track. Assuming your appetite for market-timing
research is as voracious as ours, our experience and ideas should enable you to
trade more profitably.




Introduction

EFORE A BABY CAN WALK, it must first learn to crawl. Before the walls
of any building can be erected, architectural plans must be prepared
and carefully followed to insure a sound foundation is in place. Like-
wise, before any discussion of techniques to day trade options can be
presented, it must be preceded by an explanation of what options are;
where and how they are traded; what filters or screens can be used to select option
trading candidates and then, once purchased, what techniques can be applied to
predict and monitor their price activity; what types of market orders can be placed
to execute option trades; what methods can be used to lock in profits and exit trad-
ing positions; and what contingencies exist to protect against the inevitable—trad-
ing losses. These factors, together with an acute awareness and appreciation for the
risks and the rewards associated with trading options, should prepare a prospective
trader for this exciting and financially rewarding form of trading.
Within the investment industry, there is a commonly held belief that more than
90 percent of option buyers lose money. The majority of books and courses
devoted to the subject of option trading have been written by authors who are con-
vinced that the only way to trade profitably is not to buy options, but rather to write
or to sell them based upon a series of complex, mathematical pricing models and
strategies. Unfortunately, most of these writers are theoreticians and not active
option traders. They fail not only to address the reasons why most option buyers
consistently lose money but also to provide methods which can improve a buyer’s
chances of trading success. Were these authors traders themselves, they would be
more inclined to develop option-trading methods that concentrate upon the timely
purchase of options with the potential of open-ended profits, rather than merely to
rely upon complicated formulas that are designed to control option-trading risk
but, at the same time, limit reward. Our experience indicates that these complex
approaches serve to intimidate and confuse most traders, discouraging their partic-
ipation and therefore preventing their chances for trading profits.
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Although some option-writing techniques may be profitable, the degree of
success traders enjoy is limited to the value of the option at the time the trade is ini-
tiated which is a function of market volatility, the underlying security price, and the
time remaining before an option’s expiration, among other considerations as well.
In actuality, trading defensively and adhering to option models and complicated
option-writing strategies contradicts the goal of most option traders, which is to
leverage their investments and make a significant amount of money within a short
period of time. They perceive, we believe incorrectly, that this selling methodol-
ogy is a safer and a more profitable means of trading than the outright purchase
of options. Similarly, we could present theoretical price valuation models that
describe option price behavior given various levels of price activity of the underly-
ing security along a specified time spectrum. After all, models are helpful since
they are designed to provide a trader with an option-pricing road map. On the other
hand, how often has real-time trading conformed to a market model? Not often and
especially not in those instances in which traders have relied heavily upon a spe-
cific game plan to trade their own accounts aggressively.

We’re certain there are a number of excellent books that discuss how to write
or sell options and lock in respectable returns. Unfortunately, the option-investing
public is often precluded from participating in these trading strategies because the
implementation of these techniques requires either a large capital commitment or
the possession of the underlying security. As a result, an undercapitalized trading
novice is forced to either buy options outright or forego participation in this poten-
tially rewarding trading opportunity. Fortunately, we believe that what may be per-
ceived by some as an inferior and riskier approach to option trading is in reality a
preferable form of trading, provided proper guidelines are followed. In other
words, we feel that buying options outright without the requirement of, or concern
for, complex formula-ridden and capital-intensive methods of writing or selling
options can be more rewarding, both financially and emotionally. If you are like we
are, you prefer limited risk and unlimited gains and that is precisely the focus of
our book.

Despite the multitude of formidable barriers to successful trading, there exist
numerous strategies which enable traders to buy and to sell options, even intraday,
profitably. These methods are a reasonable and a practical alternative to the sophis-
ticated, hypothetical trading techniques which require large account balances and
complex computer-driven market models. We believe all that is required is a basic
understanding of the operation of the options markets and a measure of trading dis-
cipline and money management skills. This book concentrates upon the presenta-
tion of simple, easily understood methods to identify option-trading opportunity
zones. Our methodology deemphasizes the commonly accepted practice of selling
an option in anticipation of the premium value’s decline to zero as time lapses into
option expiration. Rather we attempt to provide a disciplined option trader with an
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open-ended profit potential, since our basic approach merely requires buying and
then liquidating an option position at the appropriate time.

Although this book may occasionally describe or refer to various option-
writing strategies or trading models, they are incidental to the thrust of our discus-
sion which is to present a number of approaches to successfully buy and day trade
options. Certainly, there is nothing to prevent a trader from employing the day-
trading techniques presented in this book and then electing to extend the holding
period longer than the conclusion of the entry day’s trading. The important consid-
eration is to adhere to the application of a mechanical and disciplined approach to
both the selection of option-trading candidates and the timing of their purchase.

You’ve heard the expressions “you’re only as good as your last trade,” “trading
opportunities are like city buses—if you miss one, another will appear shortly,” and
the ever quoted market nemesis “coulda, woulda, shoulda.” (As in, “I coulda
bought it; if I had, I woulda made a lot of money; now that I know this, I shoulda
bought 1t.”) Each phrase emphasizes the importance of two critical factors often
neglected by most traders; namely, discipline and money management. Without
proper respect for these elements of successful trading, one is doomed to failure.
Obviously, not all trades will be profitable and unless contingencies exist to pre-
serve one’s capital against such unforeseen events, trading becomes gambling.
Having a systematic approach or a mechanized set of indicators to time entry
clearly provides a trader with a distinct advantage over discretionary and emotional
trading. This is the basis of our focus. Discipline is an extension of one’s psyche
and personality, and, although it can be acquired, we view it as more innate. Money
management, on the other hand, is a skill which can be taught, but its mastery usu-
ally comes with market maturity and experience. This book is not intended to con-
centrate upon the mechanics of money management or the psychology of a trader
but rather to impart a defined set of option-trading rules which should provide the
framework required to trade options successfully.

It appears to happen all the time to the uninitiated, inexperienced option trader.
Some lucky trader purchases an option anticipating a forthcoming news announce-
ment or development. The expected event occurs and while the underlying security
may double in price, the option’s value may increase many multiples of that
amount. Examples such as these, however, are the exceptions rather than the rule.
History confirms that it is much more likely that the value of an option will expire
worthless than produce lofty gains such as those described. Just as playing slot
machines is usually a losing proposition and the casino’s odds of winning are
greater than those of the gambler, so too the frequency of failure is much greater
than success for option buyers as opposed to option sellers or writers. Unless an
option buyer’s timing is precise and option-trading methodology is disciplined,
trading losses are a foregone conclusion. That is exactly why our emphasis is upon
introducing effective methods that will tip the scales in favor of the option buyer.
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It’s amazing how people will foolishly spend their hard-earned, after-tax dol-
lars on a whim or market rumor. Many traders part with their money without a
thorough understanding of how options behave. We believe most option buyers’
selection processes are random and driven primarily by emotion. To trade options
profitably, it’s important that a buyer have an edge over the writers or sellers of
options, as well as other option buyers. With the proper trading tools and mindset,
a trader should be equipped to establish just such a trading advantage. The tech-
niques we present are certainly not a panacea for all the ailments afflicting option
traders. Nevertheless, they should help eliminate the commonly held perception
that buying options is a nonreturnable or a nonrefundable form of securities trad-
ing. The indicators and option-trading techniques we describe will provide a new,
fresh perspective in which to view option trading, all of which should contribute to
your trading success. Best wishes for trading profits.



BACKGROUND

. CLASSMATE INTRODUCED ME to option trading quite by accident
over 30 years ago. As a diversion while in law school, our luncheon
discussions would inevitably revolve around the stock market. He
was a more active trader and was more well-versed in the nuances of
trading than 1. Usually I would defer to his trading decisions. In one
instance, however, I uncovered an attractive trading opportunity that I was confi-
dent would produce a sizable profit in a very short period of time. I alerted my
friend to its potential and I then placed an order to purchase 1000 shares of stock.
I leveraged the purchase of my stock on what 1 believed to be the best terms possi-
ble—entering the trade on margin by writing a check to the brokerage house for
approximately 60 percent of the purchase price and financing the balance directly
from the broker. Unbeknownst to me, my friend’s broker had convinced him to pur-
chase call options, believing that the anticipated news event would be announced
in a matter of days and that buying options would maximize his profit in the trade.
With approximately the same investment of funds as myself, he bought 100 call
options which enabled him to control 10,000 shares of stock. Within days, the
stock’s price soared 9 points and I realized a profit of $9000. Upon informing
my friend of the good news, he indicated that he likewise made a profit in the trade
but his return was in excess of $65,000! I was confused by his revelation. I
was under the impression that he had not bought the stock outright and he said that
my assumption was correct. He indicated that he had purchased call options. 1
quizzed him regarding the mechanics of trading the option market and his under-
standing proved to be somewhat vague and unclear. But what did it matter to him?
After all, he was able to make a lot of money in a short period of time—over seven
times the profit I had realized, having invested approximately the same amount of
money as . '




2 DEMARK ON DAY TRADING OPTIONS

That episode served as a catalyst, inspiring me to acquire as much information
about options as possible in order to enable me to participate in this mysterious and
profitable form of trading. The dearth of option information was alarming and the
little I did uncover was from a different perspective than I had sought. The books
in the local library described how to sell or write options on stocks already owned
in order to lock in incremental income, as well as for purposes of portfolio insur-
ance against unanticipated moves in stock prices, either upside or downside. How-
ever, this was not the trading approach I was seeking. I wanted to acquire methods
to evaluate and distinguish between an assortment of option opportunities and
then, once selected, to time their purchases. Since no information was available, I
was forced to conduct my own research.

The ensuing years of option trading were a period of on-the-job training with
the activity of my personal option-trading account playing an important role in this
learning process. Countless hours of poring over limited option data brought into
focus market tendencies which in turn were reduced to a series of trading rules.
Next, a number of trading methods were developed and aggressively applied
within the most stringent and unforgiving laboratory conditions imaginable, the
marketplace.

During this period of time, option trading was quite primitive. All option trades
were conducted over the telephone in what was commonly referred to as the “over-
the-counter” option market. The over-the-counter market did not lend itself weli to
trading. The process of placing option orders was cumbersome and the various
methods used to value an option position were incomplete. Prior to 1973, the buy-
ers and the sellers were brought together by a broker since there existed no public
marketplace to trade stock options. Once a potential option trade was identified, a
broker had to be contacted to locate someone who was willing to take the opposite
side of the transaction at the stated conditions. Oftentimes, a broker charged an
exorbitant commission to complete this transaction. The expiration period for the
option was usually unacceptable since there were only a few fixed choices from
which to select. In addition, to liquidate an option, one had to make deep conces-
sions in price or retain a position and exercise it on expiration day, thereby incur-
ring an unnecessary commission expense.

The year 1973 marked the formation of an entirely new public marketplace for
the trading of options. The Chicago Board of Options Exchange (CBOE) estab-
lished a standardized format for trading options and provided a common meeting
place where buyers and sellers could agree upon a transaction price. The CBOE
changed the casual, ineffective method of trading options and opened a new and
modern avenue for trading options. No longer was it necessary to pay the high
commissions required to match a buyer and a seller and the need to commit to
unacceptable terms was eliminated as well. Market makers served to facilitate cus-
tomer orders by providing liquidity to the various markets, much like the activity
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specialists on the major stock exchanges do. After years of studying and actively
trading options in the over-the-counter market, I was excited about this fledgling
exchange’s potential and even applied for trading membership in 1973. Unfortu-
nately, at the time I was employed by a large financial institution and the partners
frowned upon my participation in what was perceived by many to be a speculative
investment. Consequently, I had to abandon any aspirations I may have had to trade
these markets from the floor of the exchange. I was relegated to the same status as
any off-the-floor trader who was obligated to operate through a broker.

From its modest beginnings, the CBOE has grown from a marketplace for a
small list of call options, strike prices, and expiration months representing 16
major corporations to a massive list of companies with call options, put options,
and a full calendar of expiration months and strike prices. Initially, the CBOE
listed call options on only a handful of the country’s largest companies, such as
AT&T, Eastman Kodak, and Avon Products, and only with limited strike prices
and an expiration series of January, April, July, and October. Things quickly grew,
with the majority of the New York Stock Exchange (NYSE) companies soon rep-
resented on the exchange. Eventually, other stocks listed on the American Stock
Exchange and on the NASDAQ were added to the growing list of option names.
Other option series with alternating expiration months of February, May, August,
and November and March, June, September, and December were included to
complement the original calendar of expirations and complete the full year. About
the same time, the American Stock Exchange, the Pacific Stock Exchange, and
the Philadelphia Stock Exchange began to introduce their own listed options in an
effort to compete with the CBOE and capitalize on the growing success and ac-
ceptance of options trading. Competition among these exchanges produced a
quick and massive overhaul within the options market. Option expirations were
extended years into the future; the selection of strike prices was increased; the
population and the variety of options available were increased; the option pool
was expanded from simply individual stocks to industry groups and market
indices; and exchanges experimented with new products, such as currency, finan-
cial, and commodity options. Eventually, practically all actively traded markets
had listed options. The reception by the trading community and the growth of
these exchanges exceeded traders’ most optimistic forecasts. The initial expecta-
tion that option trading was too risky and would not attract a serious following
was dispelled quickly. Large and well-respected financial institutions removed the
political and regulatory barriers which had previously existed and precluded their
involvement in the options market and they immediately became a formidable
force in selling and writing options. These large traders viewed option writing or
selling as a way to enhance the performance of their portfolios with incremental
gains and as a low-cost means to protect their portfolios from unexpected news
events. However, despite the tremendous response and the enormous appetite for
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option trading expressed by both the public and large traders alike, investment lit-
erature was still short on information on how to best utilize options as a trading
vehicle.

Throughout the subsequent years, a handful of books were written by noted
experts in the field of options. In particular books authored by Larry McMillan
have provided an excellent overview of the options markets, as well as specific
information as to how to compile a library of effective option-writing programs.
His books are directed toward the professional audience and draw upon Mr.
McMillan’s vast experience in dealing with options, both as a trader and as an
instructor over the past 30 years. The information he provides is invaluable to the
large institutional option writers who wish to increase market performance and buy
cheap insurance protection for their portfolios against unexpected financial disas-
ters. He does acknowledge the plight of the small individual option trader by
addressing various trading strategies intended for this trading segment of the mar-
ket but the methods he suggests are not specifically designed for intraday and very
short term trading. Furthermore being aware of the enormous risks associated with
option trading, his approach is more subdued and defensive in nature than our
more aggressive quick “in-and-out” trading posture. We prefer to concentrate our
attention upon a series of methods we have developed to time the intraday purchase
and liquidation of options. We’re convinced that if the proper rules and techniques
are followed and applied, the most difficult part of day trading options—the timing
of purchases—can be simplified immensely.

The majority of our indicators are anti-trend or trend-anticipatory methods
which will enable an alert option buyer to enter a market just as an existing trend
is about to reverse and a new trend is about to begin. For those indicators that are
not, when various trades are qualified, the techniques we present can be viewed as
objective refinements to traditional trend-following approaches. The methods we
present can be used individually or in combination with one another. Although
effective in identifying low-risk trend-following opportunities, we stress their
value in predicting pending price reversals. Once the concepts have been fully
understood, the only obstacle to trading success becomes an option trader’s ability
to combine the methods and to introduce a level of discipline into his or her trad-
ing regimen.
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OR MANY YEARS, options have been a means of conveying rights from
one party to another at a specified price on or before a specific date.
Options to buy and sell are commonly executed in real estate and
equipment transactions, just as they have been for years in the securi-
ties markets. There are two types of option agreements: calls and puts.
A call option is a contract that conveys to the owner the right, but not the obliga-
tion, to purchase a prescribed number of shares or futures contracts of an underly-
ing security at a specified price before or on a specific expiration date. A put
aption is a contract that conveys to the owner the right, but not obligation, to sell
a prescribed number of shares or futures contracts of an underlying security at a
specified price before or on a specific expiration date. Consequently, if the market
in a security were expected to advance, a trader would purchase a call and, con-
versely, if the market in a security were expected to decline, a trader would pur-
chase a put. With the advent of listed options, the inconvenience and difficulties
originally associated with transacting options have been greatly diminished.

INTRODUCTION TO BASICS
We all know many opportunities exist in trading today. Everywhere you turn,
someone is waiting to inform you of the tremendous profits to be realized in the
stock and futures markets. However, many people are unaware of the derivative
trading possibilities which are available within and across several different mar-
kets. Option trading is just one of the many ways to participate in these secondary
markets. And contrary to popular belief, this potential trading arena is not limited
strictly to the practice of selling or writing options.

Options are an important element of investing in markets, serving a function of
managing risk and generating income. Unlike most other types of investments
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today, options provide a unique set of benefits. Not only does option trading pro-
vide a cheap and effective means of hedging one’s portfolio against adverse and
unexpected price fluctuations, but it also offers a tremendous speculative dimen-
sion to trading. One of the primary advantages of option trading is that option con-
tracts enable a trade to be leveraged, allowing the trader to control the full value of
an asset for a fraction of the actual cost. And since an option’s price mirrors that of
the underlying asset at the very least, any favorable return in the asset will be met
with a greater percentage return in the option. Another major benefit of outright
buying options is that an option provides limited risk and unlimited reward. With
options, the buyer can only lose what was paid for the option contract, which is a
fraction of what the actual cost of the asset would be. However, the profit potential
is unlimited because the option holder possesses a contract that performs in sync
with the asset itself. If the outlook is positive for the security, so too will the out-
look be for that asset’s underlying options. Options also provide their owners with
numerous trading alternatives. Options can be customized and combined with
other options and even other investments to take advantage of any possible price
dislocation within the market. They enable the trader or investor to acquire a posi-
tion that is appropriate for any type of market outlook that he or she may have, be
it bullish, bearish, choppy, or silent.

While there is no disputing that options offer many investment benefits, option
trading involves risk and is not for everyone. For the same reason that one’s returns
can be large, so too can the losses—Ileverage. Also, while the potential for finan-
cial success does exist in option trading, the means of realizing such opportunities
are often difficult to create and to identify. With dozens of variables, several pric-
ing models, and hundreds of different strategies to choose from, it is no wonder
that options and option pricing have been a mystery to the majority of the trading
public. Most often, a great deal of information must be processed before an in-
formed trading decision can be reached. Computers and sophisticated trading
models are often relied upon to select trading candidates. However, as humans, we
like things to be as simple as possible. This often creates a conflict when deciding
what, when, and how to trade a particular investment. It is much easier to buy or
sell an asset outright than to contend with the many extraneous factors of these
derivative markets.* If an investor thinks an asset’s value will appreciate, he or she
can simply buy the security; if an investor thinks an asset’s value will depreciate,
he or she can simply sell the security. In these scenarios, the only thing an investor
must worry about is the value of the investment relative to the value of the prevail-
ing market. If only options were that easy!

* A derivative security is any security, in whole or in part, the value of which is based upon the per-
formance of another (underlying) instrument, such as an option, a warrant, or any hybrid securities.
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Typically, option trading is more cumbersome and complicated than stock
trading because traders must consider many variables aside from the direction they
believe the market will move. The effects of the passage of time, variables such as
delta, and the underlying market volatility on the price of the option are just some
of the many items that traders need to gauge in order to make informed decisions.
If one is not prudent in one’s investment decisions, one could potentially lose a lot
of money trading options. Those who disregard careful consideration and sound
money management techniques often find out the hard way that these factors can
quickly and easily erode the value of their option portfolios.

Because of these risks and benefits, options offer tremendous profit potential
above and beyond trading in any other instrument, including the underlying secu-
rity itself. This is the juncture at which option theoreticians enter the picture. Once
the benefits have been defined, it is now a matter of determining how to best attain
them. Up to now, the vast majority of option techniques have been elaborate math-
ematical models designed to help identify when option-writing or -selling oppor-
tunities exist. However, we hope to break new ground by introducing simple
market-timing techniques that will enable traders to buy options with greater con-
fidence and with greater success.

WHAT IS AN OPTION?

Before we devote our attention to more sophisticated option applications, it is
important that we introduce a basic option foundation. While this introduction to
options will be descriptive in its scope, its coverage will by no means be exhaus-
tive. The sheer magnitude of option terminology and strategy could comprise an
entire book on its own, and that is not our primary focus. We understand you did
not buy this book to read the DeMarks on basic option definitions. For us to give
our interpretation of existing material is much like making an entire career out of
singing covers of popular songs of the past. And while it may work for Michael
Bolton, we don’t feel it works for us. Therefore, we will only be addressing the
items necessary to understanding option basics and the techniques we will be pre-
senting throughout the book. This simple introduction is tailored to those who are
unfamiliar with options; for many, this chapter will simply be a review.

Whether they apply to stocks, indices, or futures, all options work in the same
manner. Simply stated, an option is a financial instrument that allows the owner the
right, but not the obligation, to acquire or to sell a predetermined number of shares
of stock or futures contracts in a particular asset at a fixed price on or before a
specified date. With each option contract, the holder can make any of three possi-
ble choices: exercise the option and obtain a position in the underlying asset; trade
the option, closing out the trader’s position in the contract by performing an offset-
ting trade; or let the option expire if the contract lacks value at expiration, losing
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only what was paid for the option. We will discuss the benefits and implications of
~ each action later in this chapter.

Option contracts are identified using quantity, asset, expiration date, strike
price, type, and premium. With the exception of the option’s premium, each of these
items is standardized upon issuance of a listed option contract. In other words, once
an option contract is created, its rights are static; the price that one would pay for
those rights is not; it is dynamic and determined by market forces. Seeing as there
are many items which make up the definition of an option contract, it is important
that each be addressed before moving on.

The first aspect of an option contract is the option’s quantity. The number of
shares or contracts that can be obtained upon exercising an exchange-listed option
contract is standardized. Each stock option contract allows the holder of that option
to control 100 shares of the underlying security while each futures option contract
can be exercised to obtain one contract in the underlying futures contract.*

Another item that identifies the option contract is the asset itself. The asset
refers to the type of investment that can be obtained by the option holder. This asset
could be a futures contract, shares of stock in a company, or a cash settlement in the
case of an index contract.

The type of option is critical in determining the trader’s market outlook. Unlike
trading stocks or futures themselves, option trading is not simply being long a par-
ticular market or short a particular market. Rather, there are two types of options,
call options and put options, and two sides to each type, long or short, allowing the
trader to take any of four possible positions. One can buy a call, sell a call, buy a
put, sell a put, or any combination thereof. It is important to understand that trad-
ing call options is completely separate from trading put options. For every call
buyer there is a call seller; while for every put buyer there is a put seller. Also keep
in mind that option buyers have rights, while option sellers have obligations. For
this reason, option buyers have a defined level of risk and option sellers have
unlimited risk.

A call option is a standardized contract that gives the buyer the right, but not
the obligation, to purchase a specific number of shares or contracts of an underly-
ing security at the option’s strike price, or exercise price, sometime before the expi-
ration date of the contract. Buying a call contract is similar to taking a long
position in the underlying asset, and one would purchase a call option if one
believed that the market value of the asset was going to appreciate before the date
the option expires. The most a trader can lose by purchasing a call option is simply
the price that he or she pays for the option; the most the trader can make is unlim-

* Futures are leveraged assets typically representing a large, standardized quantity of an underlying
security which expire at some predetermined date in the future. Each futures option contract allows
the holder to control the total number of units that comprise the futures contract until the option is lig-
uidated, but no later than its expiration date.
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ited. On the other side of the transaction, the seller, or writer, of a call option has
the obligation, not the right, to sell a specific number of shares or contracts of an
asset to the option buyer at the strike price, if the option is exercised prior to its
expiration date. Selling a call contract acts as a proxy for a short position in the
underlying asset, and one would sell a call option if one expected that the market
value of the asset would either decline or move sideways. (See Payoff Diagram
2.1.) The most an option seller can make on the trade is the price he or she initially
receives for the option contract; the most the trader can lose is unlimited. In order
to offset a long position in a call option contract, one must sell a call option of the
same quantity, type, expiration date, and strike price. Similarly, in order to offset a
short position in a call option contract, one must buy a call option of the same
quantity, type, expiration date, and strike price.

A put option is a standardized contract that gives the buyer the right, but not
the obligation, to sell a predetermined number of shares or contracts of an under-
lying security at the option’s strike price, or exercise price, sometime before the
expiration date of the contract. A put contract is similar to taking a short position
in the underlying asset, and one could purchase a put option contract if one
believed that the market price of the asset was going to decline at some point
before the date the option expires. The most a trader can lose by purchasing a put
option is simply the price that he or she pays for the option; the most the trader can
make is unlimited (in reality, it is the full value of the underlying asset which is
realized if its price declines to zero). Conversely, the seller, or writer, of a put
option has the obligation, not the right, to buy a specific number of shares or con-
tracts of an asset to the option buyer at the strike price, assuming the option is exer-
cised prior to its expiration date. Selling a put contract acts as a substitute for a long
position in the underlying asset, and a trader would sell a put contract if he or she
expected the market value of the asset to either increase or move sideways. Again,
the most an option seller can make on the trade is the price he or she initially
receives for the option contract; the most the seller can lose is unlimited (in reality,
the most one can lose is the full value of the underlying asset which is realized if
its price declines to zero). (See Payoff Diagram 2.2.) In order to offset a long posi-
tion in a put option contract, one must sell a put option of the same quantity, type,
expiration date, and strike price. Similarly, in order to offset a short position in a
put option contract, one must buy a put option of the same quantity, type, expira-
tion date, and strike price.

Just remember, call buyers want the market price of the underlying security to
go higher so the option will gain in value and they can make money; and call writ-
ers want the market to go sideways or lower so the option will expire worthless and
they can make money. Put buyers want the market price of the underlying security
to go lower so the option can gain in value and they can make money; and put sell-
ers want the market price to go higher or sideways so the option will expire worth-
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PAYOFF DIAGRAM 2.1 Profit diagrams for a long call and a short call.
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PAYOFF DIAGRAM 2.2  Profit diagrams for a long put and a short put.
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less and they can make money. Also remember, option buyers can choose whether
they wish to exercise their options; option sellers cannot.

The strike price or exercise price is simply the price at which the underlying
security can be obtained or sold if one were to exercise the option. For a call option,
the strike price is the price at which the holder can buy the security from the option
writer upon exercising the option. For a put option, the strike price is the price at
which the holder can sell the security to the option writer upon exercising the
option. These option strike prices are standardized, with the strike increments
determined by the asset’s price. For most stocks with a market value between $25
and $200, listed option strike prices are issued in 5-point increments nearest to the
price of the stock. For stocks that trade below $25, option strike prices are sepa-
rated into 2%-point increments; for those that trade above $200, strike prices are
graduated into 10-point intervals. Newly created contracts can only be issued with
strike prices that straddle the current market price of the security; however, at any
one time, several different previously existing strike prices trade on the open option
market. Which of the standardized strike prices the trader chooses depends upon
his or her investment needs and capital outlay. Obviously, depending upon the pre-
vailing underlying market price, the rights to some option strike prices will cost
more than others.

Strike prices for futures options contracts are different than those for stock
options. Much like options on stock, the trader can choose from any of the stan-
dardized futures option strike prices that are issued. However, the strike prices that
are set for the futures options are more contract-specific, contingent upon the mar-
ket price of the underlying contract, how the future is priced, and how it trades. For
obvious reasons, the issued strike prices for Treasury bond options will be differ-
ent than those for soybean options. Because strikes vary depending on the com-
modity, it is important that traders familiarize themselves with the option contract
and the underlying security before they initiate an option position.

The expiration date refers to the length of time through which the option con-
tract and its rights are active. At any time up to and including the expiration date,
the holder of an option is entitled to the contract’s benefits, which include exercis-
ing the option (taking a position in the underlying asset), trading the option (clos-
ing one’s position in the contract by trading it away to another individual), or letting
it expire worthless (if the contract lacks value at expiration). While the trader can
choose from any of the listed option expiration months he or she wishes to pur-
chase (or sell), the trader cannot choose the specific date the option will expire.
This date is standardized and is determined when the option is listed on the
exchange on which it is traded. For most options on equity securities, the final trad-
ing day occurs on the third Friday of each month. The actual expiration occurs the
following day, the Saturday following the third Friday of the month. The expiration
date for futures options is more complicated than that for stock options and
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depends upon the contract that is being traded. Some futures option contracts
expire the Saturday before the third Wednesday of the expiration month while
others expire the month before the expiration month. Since an option’s expiration
date depends upon the type of asset that is traded, it is important for a trader to
know the specific date the contract will expire before investing in the option.

The majority of listed options are issued with expiration dates approximately
nine months into the future. In addition to these standard options, there are also
options that possess a longer life than the nine-month maximum for regular stock
options. These are called long-term equity anticipation options, or LEAPS. LEAPS
are issued each January with an expiration up to 36 months into the future. LEAPS
allow traders to position themselves for market movement that is expected over a
longer period of time: weeks, months, even years. They are more expensive than
standard options because the added life increases the likelihood that the option will
have value at some point prior to expiration. However, LEAPS can be traded only
on stocks, indices, and interest rate classes and not every security offers them.

There are also two option styles that are important in determining when a
trader can exercise the option contract to obtain a position in the underlying instru-
ment: European-style and American-style options. European-style options are
options that can only be exercised at the end of their life. They can be traded at any
time, but they cannot be exercised until the contract’s final trading day. The more
common type of option in the U.S. markets is American-style options. These
options can be traded or exercised at any point during their lifetime. As you can
" see, American-style options allow the trader more flexibility and freedom.

There is one additional factor that is crucial to determining the value of an
option contract called the option’s premium. The premium is simply the price the
-option buyer must pay to the option seller for the rights to the option contract. Pre-
mium is the only variable of an option and is determined by the forces of supply
and demand for both the underlying instrument and for the option itself. As the
market price of the underlying asset fluctuates, the premium adjusts to reflect the
change in value. Premium is quoted on a unit basis and the dollar equivalent is
determined by the number of units that make up the contract. The option premium
trades in the same units as the underlying security but typically at a much lower
price than that of the asset (for example, an equity option might cost $5 per share,
while the underlying stock is trading at a price of $75 per share); please note that
an option premium’s price per unit will always be less than the asset’s price per unit
because the premium is the amount the trader must pay for the rights to the option
contract, not for the rights to the asset itself. This premium is simply the value of
the option. This feature of options allows the trader to control the full value of the
underlying asset for a fraction of the actual cost.

In the case of stock options, the premium is quoted on a dollar-per-share
amount. Since each stock option contract allows the option holder to control 100
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shares of the stock, the cost of an option would be the number of shares multiplied
by the premium’s price quote. Therefore, if a stock option has a premium of 5, or
$5 per share, the cost to the option purchaser would be $500 ($5 x 100). Stock pre-
miums less than 3 points are quoted in one-sixteenths of a point, while premiums
above 3 points are quoted in one-eighths of a point.

Calculating the total cost of a futures option contract is more complicated and
is a function of the commodity in question and the number of units that comprise
each contract. As is the case with equity options, the premium for a futures option
is also quoted on a dollar-value-per-unit basis. To arrive at the total cost of the

“option to the trader one must multiply the cost per unit by the total number of units
in the futures contract. Remember that each futures option contract entitles the
option holder to one futures contract upon exercising the option and each contract
represents 2 much greater number of units. Wheat futures option premiums, for
example, are quoted in cents per bushel with each wheat futures contract (and
therefore wheat futures option contract) made up of 5000 bushels. If a trader were
quoted a premium of 124, or 12/ cents per bushel, for the option contract, the total
cost to the option buyer would be $625 ($0.125 x 5000). The increments in which
futures option premiums are quoted also depend upon the futures option contract
that is being traded.

In order to complete an option transaction, an option buyer must pay the option
seller a premium for the rights to the contract. Without this premium, there exists
no incentive for the seller to take on the risk of departing with the underlying secu-
rity. Once this payment is made by the option buyer, the funds belong to the option
writer and the transaction between them is irrevocable. Whether the option expires
worthless or is exercised, the option buyer is unable to recover any portion of his or
her option payment from the writer. However, an option buyer does possess the
ability to trade the option’s rights to another purchaser. The premium that the indi-
vidual would receive by selling these rights to another would be enough to cover
some, all, or more than the initial cost for the option. An easy way to look at things
is to treat an option like most other physical goods. Once the buyer pays for the
good, the buyer owns it for the rest of its lifetime and, for the most part, cannot get
his or her money back. The only way for the individual to recover any of the initial
cost is to sell the good to someone else.

Now that we have addressed each option factor thoroughly, let’s bring this
information together and examine a call scenario and a put scenario with the infor-
mation we have presented thus far. An example of a stock option order would be
something like, “Buy 1 MSFT Dec 90 Call @ $6.” In this example, the customer
wishes to purchase one Microsoft call contract with a $90 strike price and a
December expiration month at a price of $6 per option, for a total of $600. In other
words, by paying $600 for the option contract, the option buyer has obtained the
right but not the obligation to purchase 100 shares of Microsoft stock at a price of
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$90 any time before the contract expires in December, regardless of the price at
which Microsoft stock is trading. The perspective of the option writer is different
from that of the option buyer. The option writer’s order would read, “Sell 1 MSFT
Dec 90 Call @ $6.” By writing the option, the trader agrees to sell one Microsoft
call contract with a $90 strike price and a December expiration month at a price of
$6 per option, for a total of $600, to the call buyer. The $600 that the seller receives
for the transaction is payment for relinquishing the rights of the option contract. If
the owner of the option chooses to exercise the contract sometime before its expi-
ration date in December, the writer is now obligated to sell the buyer 100 shares of
Microsoft stock at a price of $90, regardless of where Microsoft stock is currently
trading. Obviously, the option holder would choose to exercise the option if it were
profitable for him or her to do so, meaning the contract has value and the individ-
ual wishes to take a long position in the underlying security. (See Payoff Diagram
2.3.) If either trader’s market outlook were to change, they could offset their posi-
tion by taking the opposite side of their initial trade.

A futures.option order would look something like, “Buy 2 Soybean Nov 550 Puts
@ 17 In this case, the customer wishes to purchase two soybean put option con-
tracts with a $5.50 per bushel strike price and a November expiration month at a price
of 17 cents per bushel. Since each soybean futures contract is made up of 5000
bushels, the cost to the option buyer is $850 per contract ($0.17 x 5000), or $1700
total ($850 x 2). By paying $1700 to the option seller, the option holder has the right,
not the obligation, to sell two soybean futures contracts to the option writer at a price
of $5.50 per bushel at any time before the option expires in November, regardless of
the price at which the soybean market is trading.* The opposite side of this order
would be, “Sell 2 Soybean Nov 550 Puts @ 17.” Here the option writer agrees to sell
two soybean put option contracts with a $5.50 strike price and a November expiration
month to the option buyer at a price of $1700. If the option is exercised prior to expi-
ration in November, the writer is obligated to purchase two soybean futures contracts
from the put option buyer at $5.50 per bushel, regardless of where the soybean mar-
ket is trading at the time. For offering this benefit, the option writer receives a pay-
ment of $1700. Again, the holder would only choose to exercise the option if it were
profitable to do so and either party can offset their position by trading the opposite
side of their initial transaction. (See Payoff Diagram 2.4.)

OPTION PRICING
As we mentioned earlier, an option’s price, or premium, is the only option value
that can fluctuate. And as is the case with any investment, price varies according to

* For those of you unfamiliar with futures, they are highly leveraged assets which trade on margin.
The investor is not responsible for putting up the fuil dollar value of the futures contract, just a smail
portion of the full value.
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PAYOFF DIAGRAM 2.3 Profit diagrams for the Microsoft Dec 90 call example.
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PAYOFF DIAGRAM 2.4 Profit diagrams for the soybean Nov 550 put example.
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market information and other external factors that affect supply and demand. Pric-
ing of an option is somewhat different than the pricing of other investments. An
option’s price is defined as

Option Premium = Intrinsic Value + Time Value

Although this seems to be a simple and straightforward mathematical equation,
you'd be surprised to learn that pricing options is a very complicated task, what with
the many factors that make up these two components. While it may not be crucial to
know the exact value of each factor that affects an option’s price, it is important to
understand the impact they have upon the value of the contract over time.

Intrinsic value and time value are most influenced by such factors as the time to
option expiration, asset volatility, dividend rates, interest rates, delta and gamma,
and the difference between the strike price and the underlying price. Of the two
components of option pricing, intrinsic value is an objective measure while time
value is more subjective, encompassing everything that intrinsic value doesn’t.

The first component of an option’s price is its intrinsic value or what is also
known as fair value. An option’s intrinsic value is the only pricing factor that is dis-
cernible; it is simply the difference between the strike price and the market price of
the underlying asset. This comparison indicates whether the option is considered
in-the-money, at-the-money, or out-of-the-money. An option is in-the-money if it
has intrinsic value and out-of-the-money if it does not have intrinsic value.

In the case of a call option, if the strike price is less than the market price of the
underlying asset, then the call option has intrinsic value and is said to be in-the-
money. The intrinsic value is the amount that the option is considered to be in-the-
money. Premium will always be worth the intrinsic value of the option at the very
least. The portion of an option’s premium that is left unexplained by intrinsic value
is devoted to time value. For example, suppose a trader buys 1 DIS July 30 Call @
$5 when Disney stock is trading at $33 per share. Because the option holder has the
right to buy 100 shares of Disney stock at a price of $30 per share from the option
writer when the stock is worth $33 per share, the call option has intrinsic value of
$3 per share and is also said to be in-the-money by $3. The other $2 of premium
that is unexplained by intrinsic value is attributed to time value.

When a call option’s strike price is greater than the price of the underlying
asset, then the option has no intrinsic value and is said to be out-of-the-money. In
this case, the intrinsic value would be zero because the option rights provide no
benefits—one could purchase the asset at a higher price than the prevailing market.
Intrinsic value will never be less than zero because a long option position cannot
have a negative value. In cases when an option is out-of-the-money, any premium
is considered to be time value. If a trader buys 1 DIS July 30 Call @ $2 when Dis-
ney stock is trading at $27 per share, the call would be out-of-the-money because
it enables the trader to purchase 100 shares of Disney stock at $30 per share while
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the stock is trading at a lower price of $27 per share. Because there is no intrinsic
value, the $2 premium is devoted entirely to time value.

When the call option’s strike price is equal to the market price of the underly-
ing security, the option is said to be at-the-money. In this scenario, the option has
no intrinsic value and any premium is due to time value. Suppose a trader buys
1 DIS July 30 Call @ $3 when Disney stock is trading at $30 per share. The option
gives the holder the right to buy 100 shares of Disney stock at $30 per share when
the market is trading at $30 per share, so the option is trading at-the-money. In this
example, the intrinsic value would be zero and the time value would be $3.

In the case of a put option, if the strike price is greater than the market price of
the underlying security, then the put option has intrinsic value and is said to be in-
the-money. Again, the intrinsic value is the nominal amount by which the option is
in-the-money. Also, to reiterate, premium will always be worth at least the intrinsic
value of the option and the portion of the premium that is left unexplained by
intrinsic value is devoted to time value. For example, suppose a trader buys 1 DIS
July 30 Put @ $5 when Disney stock is trading at $27 per share. Because the option
holder can sell 100 shares of Disney stock at $30 per share to the option writer
while the stock is trading at a lower price of $27 per share, the put option has intrin-
sic value of $3. The option is also said to be $3 in-the-money. The $2 of premium
that is unexplained by intrinsic value is attributed to time value.

When a put option’s strike price is less than the price of the underlying market
price, then the option has no intrinsic value and the option is said to be out-of-the-
money. In this case, the intrinsic value would be zero because if one were to exer-
cise the option at that time, one would be entitled to sell the asset at a lower price
than the prevailing market. In cases where a put option is out-of-the-money, all of
the option’s premium is considered to be time value. If a trader buys 1 DIS July 30
Put @ $2 when Disney stock is trading at $33 per share, the call would be out-of-
the-money because there is no intrinsic value. The put enables the trader to sell 100
shares of Disney stock at $30 per share while the stock is trading at a higher price of
$33 per share. Since there is no intrinsic value, the full $2 premium is time value.

Finally, when a put option’s strike price is equal to the market price of the
underlying security, the option is said to be at-the-money. In this case, the option
has no intrinsic value and all of the option premium is derived from time value.
Suppose a trader buys 1 DIS July 30 Put @ $3 when Disney stock is trading at $30
per share. The option gives the holder the right to sell 100 shares of Disney stock
at $30 per share when the market is trading at $30 per share, so the option is trad-
ing at-the-money. In this example, the intrinsic value would be zero and the time
value would account for the full value of the premium.

Bear in mind that in-the-money, out-of-the-money, and at-the-money are ali
stated from the option holder’s perspective. Also, as a contract moves in-the-
money, an option’s premium will increase to reflect the increase in value. As a con-
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tract moves out-of-the-money, an option’s premium will decrease to reflect the
decrease in value. Intrinsic value is very important to an option’s price and must
always be equivalent to its premium, at the very least. If it were not, investors
would recognize the arbitrage possibility and the option could be used to create an
- instant profit with no risk, whatsoever.

As we mentioned, an option’s premium will change with fluctuations in the
price of the underlying asset. How much of an increase or a decrease in the pre-
mium that can be expected with these changes in intrinsic value depends upon an
option’s delta and gamma. While delta and gamma are important to many traders,
they are not crucial to the information we will present throughout the book, and for
that reason we will simply cover the bare essentials. Delta and gamma provide a
rough measurement of how sensitive option price movements are to price changes
in the underlying security. Delta is defined as the amount by which the price of an
option changes for every dollar move in the underlying asset. Gamma, on the other
hand, is defined as the degree by which the delta changes in response to changes in
the underlying instrument’s price. Therefore, when the price of an asset changes,
delta explains what should happen to the option’s premium while gamma explains
what should happen to the option’s delta. Between delta and gamma, delta is the
more important and telling of the two. In general, delta increases as an option
moves in-the-money and decreases as an option moves out-of-the-money.

The delta of a call option is a number that fluctuates between 0.00 and 1.00.
Also, the greater the delta, the more the option premium will react to a given move
in the underlying asset. If one were to follow the tendencies of options with differ-
ent values, one would find that delta increases as an option goes from deeply out-
of-the-money to deep in-the-money. Very deep out-of-the-money call options have
a delta of 0.00, meaning that even if the price of the underlying asset were to rise
by one point, the option’s value would be unaffected. Call options that are out-of-
the-money, but not dramatically so, have smaller deltas, such as 0.25. This means
that for every one-point move in the price of the underlying asset, the price of the
option should increase by % of a point. Call options that are at-the-money have
deltas that are slightly larger than the middle of the range because the assets they
cover can move more to the upside than they can to the downside. These options
have deltas somewhere around 0.55 to 0.60, which means that for every one-point
move in the price of the underlying asset, the price of the option should increase by
a little more than % of a point. Call options that are in-the-money, but not dramati-
cally so, have larger deltas around 0.75 and behave more like the underlying asset.
In this case, for every one-point move in the price of the underlying asset, the price
of the option should increase by % of a point. Finally, for very deep in-the-money
call options, delta equals 1.00, meaning for every one-point move in the price of
the underlying asset, the option premium will move by one point. As you could
imagine, strike prices that are much higher than the prevailing asset price (which.
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would be out-of-the-money) will have a lower delta because they have less chance
of expiring in-the-money.

The delta of a put option is just the opposite of that for a call option and is a
number that fluctuates between 0.00 and —1.00. In this case, the lower or more neg-
ative the delta, the more the option premium will react to a given move in the
underlying asset. Again, if one were to follow the tendencies of options that pos-
sess different values, one would find that delta increases as an option goes from
deeply out-of-the-money to deep in-the-money. Very deep out-of-the-money put
options have a delta of 0.00, meaning that even if the price of the underlying asset
were to decline by one point, the option’s value would not change. Put options that
are out-of-the-money, but not dramatically so, have smaller deltas, such as —0.25.
This means that for every one-point decline in the price of the underlying asset, the
price of the option should increase by % of a point. Put options that are at-the-
money have deltas that are slightly less than the middle of the range because the
assets they cover can move more to the upside than they can to the downside. These
options have deltas somewhere around —0.40 to —0.45. This means that for every
one-point decline in the price of the underlying asset, the price of the option should
rise by a little less than % of a point. Put options that are in-the-money, but not dra-
matically so, have larger deltas around —0.75 and, again, behave more like the
underlying asset. In this case, for every one-point decline in the underlying asset,
the price of the option should increase by % of a point. Finally, for very deep in-the-
money put options, delta equals —1.00, meaning for every one-point decline in the
price of the underlying asset, the option premium will increase by one point. As
you could imagine, strike prices that are much lower than the prevailing asset price
(which would be out-of-the-money) will have a lower delta because they have a
lower chance of expiring in-the-money.

One should also understand that as time passes, the delta of an out-of-the-
money option will move toward zero. Conversely, as time passes, the delta of an in-
the-money option will move toward its maximum of 1.00 for call options and —1.00
for put options.

The second major component of an option’s price is referred to as time value or
time premium. These may be slight misnomers in the premium equation because, in
reality, many factors are lumped together into this variable. Time value accounts not
only for the amount of time that is left before an option expires, but for everything
else that intrinsic value does not. In this sense, time value can be explained as the
amount that option buyers are willing to pay for the protective benefits provided by
the option. Taken by itself, time premium is the effect that time has upon the value
of an option contract. The greater the time fo expiration, the greater the chance that
the option will move in-the-money. Buyers will be willing to pay more for the rights
to an option with a distant expiration month because they are entitled to the benefits
for a longer period of time, and writers will be willing to sell an option with a dis-
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tant expiration month at a higher premium because they face a longer period of risk.
Therefore, the more time remaining until expiration, the greater the price. Naturally,
an option with a closer expiration date will have less time to move in-the-money and
will therefore command a lower premium.

‘ As time passes, an option’s time value will decrease. One important thing to
keep in mind is that time decay is not linear. As an option approaches expiration,
its time value erodes more and more quickly because there is less time for the
option to move in-the-money. Clearly, losing one day when the contract has six
months to expiration will have a much lower negative impact upon the premium
than losing one day when the option has one week to expiration. At expiration, an
option’s time value will be equal to zero, with any premium remaining due to
intrinsic value. One of the ways traders measure the rate of this decay is by exam-
ining an option’s theta. Theta acts much like deita and gamma do for intrinsic
value. With theta, traders can get a general idea as to how an option’s value will
erode as time passes.

Another factor that affects the time value of an option contract is the volatility
of the underlying instrument. Of all the factors that justify an option’s time pre-
mium, volatility and time to expiration are certainly two of the most important. Yet,
while volatility is significant in determining an option’s price, it is quite difficult to
quantify. If an asset is experiencing dramatic price swings over a relatively short
period of time, then the asset is said to be volatile. With greater volatility comes a
greater possibility that the asset will move in-the-money. In addition, because less
time is needed for the option to move, the option will retain more of its time value;
conversely, if 2 market is static, it takes more time for the market to move in-the-
money, thereby wasting valuable time. Lastly, with greater volatility comes greater
trading risk; if the underlying market is unusually volatile, people may be reluctant
to trade the asset and instead turn to options in the hope of limiting their downside
risk. Option buyers would be willing to pay more for this protection and option
writers would require more for providing this protection, both of which would
drive option premiums upward. Therefore, in all cases, the greater the market
volatility, the greater the time premium.

Measuring past volatility is relatively simple; what is difficult is predlctlng
future volatility. By applying mathematical formulas to an asset’s prior trading
activity, investors can measure that asset’s historical volatility, and from that value
can obtain a useful benchmark as to how the asset should trade and perform over
time. However markets are constantly changing and it is impossible to know how
much price will move in the future. One way that investors predict and anticipate
future volatility is by trading options with various expiration dates and strike
prices. Some traders examine an option’s vega to determine the effect that volatil-
ity will have upon the option’s premium. Vega acts very much like an option’s delta
and gamma when examining intrinsic value. It is defined as the amount by which
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an option’s price changes when the volatility in the underlying security changes.
Vega basically states that any increase in an asset’s volatility will be met with an
increase in the price of the option while any decrease in an asset’s volatility will be
met with a decrease in the price of the option.

- One common index that many traders utilize to gauge anticipated market
volatility is the Chicago Board of Options Exchange’s Volatility Index, known by its
ticker symbol as VIX. The Volatility Index is calculated by taking a weighted aver-
age of the implied volatilities of eight at-the-money OEX calls and puts which have
at least eight days to expiration and an average time to expiration of one month.
Traders refer to this index to determine how future volatility will be affected, and
therefore how the price of most stock options will be influenced as option expiration
approaches. When the VIX value is high, it indicates that stock option volatility as
a whole is high, and therefore premium levels for both calls and puts have expanded;
when this VIX value is low, it indicates that stock option volatility is low, and there-
fore premium levels for both calls and puts have declined.

The level of interest rates is an additional factor that indirectly influences time
value. As interest rates fluctuate, so too does option participation. As a general
rule, when interest rates are low, option premiums are low; and when interest rates
are high, option premiums are high. This can be explained by the fact that as inter-
est rates rise, it becomes more attractive for individuals to invest a larger propor-
tion of their money in these higher interest-bearing accounts. Because individuals
are committing more of their funds to these safer investments, they have less with
which to trade other assets. Obviously, with the large capital requirements that are
. necessary to obtain an actual position in an asset itself, it becomes more sensible to
invest in options. The smaller capital outlay and lower risk that options provide
enable traders to control the same asset and the same quantity of that asset with a
smaller financial commitment. As an alternative to purchasing an asset, traders
will buy call options; and as an alternative to selling an asset, traders will purchase
put options. Therefore, an increase in interest rates should cause an increase in
option trading as opposed to trading in the underlying asset itself. Furthermore, the
increase in demand for options should also be met with a commensurate increase
in option premiums. _

The dividend rate is the final factor that influences the time value of an option.
One of the most important things to understand with options on securities is that
they do not entitle the option holder to cash dividends—dividends are paid only to
those who own the security itself.* But the effect that cash dividends have on the
price of the underlying security are felt by all those who own the option. This
means that when a stock goes ex-dividend, an option’s premium value can be neg-
atively or positively affected, depending upon whether the option is a call or a put.

* However, an option contract’s strike price and quantity are adjusted to reflect stock dividends.
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When the cash dividend rate of a security is high, the price adjustment that
occurs in the option will be more significant. Those with call options on the secu-
rity will experience a decrease in the value of their contract when a stock goes ex-
dividend, while those who own the asset outright will not lose any value, as what

* they will lose in price per share they will receive in the dividend. In this instance,
it makes more sense to own the asset, not to control it. For this reason, as a stock’s
dividend rate increases, the demand for that security’s call option will decrease,
thereby decreasing its premium. Those with put options on the security will expe-
rience an increase in the value of their contract when a stock goes ex-dividend,
while those who sell the security short will experience no change in the value of
their investment, as what they are required to pay to the lender of the stock in div-
idends is equal to the amount they will realize with the price decrease. In this case,
it makes more sense to control a short position in the asset with a put option than it
does to actually obtain a short position in the asset. For this reason, as a stock’s div-
idend rate rises, the demand for that security’s put options will increase, which will
thereby increase its premium.

This scenario for cash dividends differs from those for stock splits, reverse
splits, stock dividends, and fractional splits. In these cases, a stock’s market price
will change but will have no effect upon an option’s premium. Instead, the option’s
strike price and quantity are adjusted to reflect the change in the underlying asset.
With stock splits, an option holder will receive a larger quantity of the option con-
tract at a lower strike price; with reverse splits, an option holder will receive a
smaller quantity of the option contract at a higher strike price. With stock divi-
dends and fractional splits, the option’s strike price is reduced and the number of
option contracts will remain the same, with each contract now covering more
shares than before.

One last term that is important to know when discussing option premium is
parity. An option is said to be trading at parity when the premium is equal to the
intrinsic value of the contract. For example, a GM March 70 Call @ $4 is at parity
when General Motors stock trades at $74 per share. A GM March 70 Put @ $4 is
at parity when General Motors stock is trading at $66 per share. Keep in mind that
if the premium is equal to the intrinsic value, then that means there is no time value
assigned to the price. This situation arises when the option has just about expired
and does not have enough time to make a dramatic move in or out of the money. If
an option’s premium is trading at a value below the intrinsic value of the contract,
the option is said to be trading below parity. If an option’s premium is trading at a
value that is greater than the intrinsic value of the contract, the option is said to be
trading above parity.

In summary, by combining all of these factors, we can understand how an
option’s premium is generated. Premium is greatly affected by the intrinsic value
of the option as well as the time value of the option. Either of the two can have a
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noticeable impact upon the price of the option. However, when both variables work
together, an option’s price can move dramatically, creating substantial returns. With
the lower capital commitment that is required to purchase an option contract,
returns are most often far greater than those realized by owning the asset outright,
providing more bang for your buck. But the opposite holds true as well. When both
of these variables work against the option holder’s position, it can decrease the
option’s value significantly. Although the trader has the advantage of having
invested less to control the desired amount, or paid the equivalent amount to con-
trol much more, adverse changes in these variables can decrease the value of one’s
option by a much greater percentage than what would be experienced with a posi-
tion in the underlying asset. The impetus behind these greater returns is an option’s
delta, gamma, theta, and vega. These values dictate the degree to which an option’s
premium will respond to changes in intrinsic value, theta, time decay, and underly-
ing volatility, respectively.

Obviously, premium is an ever changing variable. Over time, intrinsic value
will change and traders will form new opinions as to the significance of each vari-
able of time value, all of which will continually adjust the price of the option.
Remember that, as a general rule, as intrinsic value, an option’s time to expiration,
asset volatility, and the level of interest rates increase, so will the price of both call
and put options. And as dividend rates increase, put premiums will rise and call
premiums will decline.

Now that we know the components of an option’s valuation, we can turn our
attention to the various alternatives available to traders with respect to options and
- how a trader can apply what was discussed in this section.

OPTIONS WITH OPTIONS

As we briefly touched upon earlier, an option contract holder is bestowed with
three choices—exercise the option, let the option expire, or trade the option. But
how does a trader decide which of the three alternatives to choose? A large portion
of this decision is contingent upon the value of the option contract (or lack thereof)
as well as the amount of time remaining before the option expires. When an option
lacks value, meaning it is out-of-the-money, the trader can simply let the option
expire worthless. When an option has value, meaning it is in-the-money, the trader
can choose whether to trade the contract to another individual or exercise the con-
tract and obtain the underlying asset. The ultimate decision that is made depends
upon the individual investor, his or her trading style, his or her trading needs, and
the situation at hand.

Exercise the Option
As we just mentioned, one will only exercise a long option contract when one stands
to make money from that position, otherwise one could simply let the option expire
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and lose the premium.* When an option buyer exercises an option, he or she is
choosing to take a position in the underlying instrument. Naturally, the position is
determined by the option type and whether it is a call or a put. In exercising a stock
or futures call option, the holder agrees to purchase the standardized quantity of the
underlying asset from the option writer at the predetermined strike price. Because of
their contract, the writer is obligated to sell the asset to the buyer at the strike price,
regardless of the price at which the market is currently trading. This transaction gives
the buyer a long position in the asset and gives the writer a short position in the asset.!

In exercising a stock or futures put option, the option holder agrees to sell the
standardized quantity of the underlying asset to the option writer at the predeter-
mined strike price. Because of their contract, the writer must purchase the asset
from the option holder at the strike price, regardless of the price at which the mar-
ket is currently trading. This transaction gives the buyer a short position in the asset
and gives the seller a long position in the asset.

Exercising an index option, be it a call or a put, is handled differently because
index options are settled in cash as opposed to the physical asset. When a call option
buyer or a put option buyer exercises an index option, the holder is simply credited
the amount by which the option is in-the-money, less any commission that applies.
On the other hand, the call option writer or the put option writer is debited the
amount by which the option is in-the-money, plus any commission that applies. For
obvious reasons, an index option holder would choose to exercise his or her position
only if it were profitable to do so, meaning the contract were in-the-money.

The majority of index options today are European-style options, meaning that
exercise can only occur at the end of the contract’s life. However, the most widely
traded index option, the OEX Index option which covers the S&P (Standard &
Poor’s) 100, is an American-style contract, meaning exercise can occur at any point
during the life of the option.

On the whole, most traders choose not to exercise an option prior to expiration.
Doing so only entitles the investor to the intrinsic value of the option and sacrifices
the added effect of time value. Exercising one’s option before the expiration date is
not common when it comes to futures. Unless the option is deep in-the-money,
where time value has a much lower impact, it generally makes more sense to trade
out of the position. Exercising before the expiration date does occur more fre-
quently when it comes to equity call options. Because option holders are not enti-
tled to cash dividends, call options are usually exercised right before a stock goes
ex-dividend so no contract value will be lost.

* There are instances in which this is not necessarily the case, such as when an investor is exercising
a large quantity in an illiquid market, but such cases are rare.

* Please note that while options provide the right to acquire the underlying instrument, the owner
must still produce the necessary funds for the asset itself.
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Defining the profit. In each of these cases, exercise will only occur when it is prof-
itable to do so—when the option is in-the-money. However, any time an individual
exercises an option, that individual loses the full cost of the premium. Because of
this, any gains on the trade will be offset by the losses on the cost of the option. One
does not really make a profit on the transaction until the premium is recovered.
Therefore, there is a break-even point that occurs with options that are exercised.

With call options, the break-even point occurs when the underlying asset has
increased in price to a point where the intrinsic value is equal to the initial cost of
the option—in other words, the strike price of the option plus the call premium.
Any price above this break-even point would produce a profit on the transaction, if
exercised, and any price below this break-even point would produce a loss on the
transaction, if exercised. For example, if the premium for 1 Compaq (CPQ) Dec 50
Call is $5, then the break-even point is achieved when the underlying security is
trading at $55. In this case, if the holder exercised the option, that individual could
purchase the stock for $50 and immediately sell it at $55, for a $5 profit per share
or total of $500 profit on the stock trade. However, the trader had to pay $500 for
the rights to the option. This means that on the entire transaction, the trader broke
even. If the stock were trading at $60 per share, the trader would make $1000 on
the stock trade and would lose $500 on the cost of the option, for a gain of $500 on
the transaction. If the stock were trading at $52 per share, he or she would make
$200 on the stock trade and would lose $500 on the cost of the option, for a net loss
of $300 on the transaction. It is a loss, but not as much as the total cost of the pre-
mium. If the stock were trading at $45, the option would not be exercised and the
total loss would be that of the $500 premium.

With put options, the break-even point occurs when the underlying asset has
decreased in price to a point where the intrinsic value is equal to the initial cost of the
option—in other words, the strike price of the option minus the put premium. Any
price below this break-even point would produce a profit on the transaction, if exer-
cised, and any price above this break-even point would produce a loss on the transac-
tion, if exercised. For example, if the premium for 1 Compaq (CPQ) Dec 50 Put is $5,
then the break-even point is achieved when the underlying security is trading at $45.
In this case, if the holder exercised the option, that individual could sell the stock for
$50 and immediately buy it back at $45, for a $5 profit per share or total of $500
profit on the stock trade. However, the trader had to pay $500 for the right to the put.
This means that on the entire transaction, the trader broke even. If the stock were trad-
ing at $40 per share, he or she would make $1000 on the stock trade and would lose
$500 on the cost of the option, for a gain of $500 on the transaction. If the stock were
trading at $48 per share, he or she would make $200 on the stock trade and would lose
$500 on the cost of the option, for a net loss of $300 on the transaction. It is a loss, but
not as much as the total cost of the premium. If the stock were trading at $55, the
option would not be exercised and the total loss would be that of the $500 premium.
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Because the trader must lose money in order to lock-in profits, some people
choose to forego the exercising of their options and instead turn to the second
option alternative.

Trade the Option

The second choice the holder of an option can make is to trade out of the option
position before the option expires. Trading one’s option is exactly the same as trad-
ing any other asset. To close out a position, one must perform the opposite side of
the trade in the same asset. To offset a long option position, be it a call or a put, the
holder must sell an option of the same type, expiration month, and strike price. To
offset a short option position, be it a call or a put, the holder must buy an option of
the same type, expiration month, and strike price. When one initiates a long option
trade, the premium that is paid for the option is the entry price and when one lig-
uidates a long option trade, the premium that is received for the option is the exit
price. Obviously, if the exit price is greater than the entry price, the holder will
profit on the trade. When one initiates a short option trade, the premium that is
received for the option is the entry price and the premium that is paid for the option
is the closing price. In this case, if the exit price is less than the entry price, the
writer will profit on the trade.

To illustrate, if a trader initially purchases a call option for $5 per share and later
sells that call option at $8 per share, the trader would realize a profit of $3 per share,
or $300. If that same trader sold the option at $2 per share, he or she would have a
loss of $3 per share, or $300. Likewise, if a trader were to initially sell a put option
at $5 per share and later purchase that put option for $2.50 per share, the trader
would realize a profit of $2.50 per share, or $250. If that same trader purchased the
option at $8 per share, he or she would experience a loss of $3 per share, or $300.

Trading versus exercising. There is a common misconception that the most prof-
itable way to make money with options is by exercising the contract when it is in-
the-money, when in reality, trading out of one’s option can be far more lucrative.
There are three reasons why this is so. The primary reason is that exercising an
option can only provide the investor with the intrinsic value of the trade, while trad-
ing an option position can entitle the investor to the intrinsic value as well as addi-
tional time value. How much more the time value will provide is determined by the
factors we mentioned earlier, such as time to expiration, volatility, dividend rates,
and interest rates. A second reason is that trading one’s position does not force the
option buyer to incur the full cost of the premium, which is what occurs when one
exercises an option. Since the gains from trading an option are not used to cover the
cost of the premium, there is no break-even point, there is simply the entry price and
the exit price. Finally, by trading out of one’s option(s), the trader saves on commis-
sion costs. This is particularly helpful when a trader has a large option position.
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Let the Option Expire

A final alternative available to the option holder is to let the option expire. Simply
put, the trader can do nothing with the option and lose only what he or she paid in
premium. Naturally, an option buyer will only let the contract expire if it lacks value
at expiration, meaning it is out-of-the-money. Once the expiration occurs, the option
buyer no longer controls the underlying asset and loses all rights conveyed by the
contract. Doing nothing is a luxury that is afforded only to option traders. This elim-
inates the necessity of offsetting a losing position, thereby serving as an inherent
stop loss on the trade. Trading any other type of asset obligates the investor to even-
tually offset the position, regardless of whether it is profitable to do so.

Example of Exercising versus Trading

- Let’s look at an option example and the alternatives an option buyer possesses. In
February, a trader buys 1 IBM May 110 Call at $5 when IBM is trading at $108 per
share. In late April, when the option is nearing expiration, IBM stock is trading
around $120 per share and the option’s premium has increased to $11%. In this
example, because the option is in-the-money, the option holder has the choice of
either exercising the option contract or trading out of the long call position. If the
trader decides to exercise the IBM May 110 Call option contract, he or she must
first inform the clearing firm of his or her intentions. The clearing firm then noti-
fies an IBM May 110 call writer that he or she has been exercised and is obligated
to sell 100 shares of IBM stock to the option holder at a price of $110 per share.*
The option buyer pays the option writer $110 per share for the 100 shares of IBM,
for a total of $11,000, giving the trader a long stock position at $110 when the mar-
ket is trading $10 higher. In exercising the long call contract, the trader paid $500
for the rights to the option and $11,000 for the 100 shares of IBM stock, for a total
cost of $11,500 on the transaction. If the trader were to immediately liquidate this
long IBM stock position, by selling 100 shares of IBM at $120, the trader would
receive a total payment of $12,000. Therefore, on the overall transaction, the trader
" realizes a total profit of $500 ($12,000 — $11,500), excluding any commission
costs necessary to purchase the call option, to purchase the 100 shares of IBM
stock, and to sell the 100 shares of IBM stock.

On the other hand, if the trader were to trade out of this long IBM call option
position by performing an offsetting transaction, the process would be much sim-
pler. To offset the long IBM May 110 Call option position, the trader must sell
1 IBM May 110 Call option. With the prevailing market prices, the option buyer
paid $5, or $500, for the rights to the call option and can sell the option at $11}%, or

* The option writer who has been exercised is not necessarily the trader who initiated the option
transaction with the option buyer in the first place. The clearing firm decides how it will match option
~ buyers and sellers. It is important that a trader is aware of the method the firm chooses before he or
she decides to write an option contract.
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$1150. Therefore, the option buyer realizes a total of $650 of profit on the trade,
less any commission that applies for purchasing the call option and later liquidat-
ing that option.

In comparison, by trading out of the option position the option holder was able
to realize a greater profit on the trade. This is usually the case with options. However,
the closer to expiration the option gets, the less a trader will be able to retrieve in pre-
mium by trading out of his or her position. It is important that a trader compare the
two processes before making a decision as to what to do with the option position.

OPTION STRATEGIES

As we described earlier, four possible option selections exist for a trader: (1) long
a call, (2) long a put, (3) short a call, and (4) short a put. These four can be used
independently, together, or in conjunction with other financial instruments to cre-
ate a number of option-trading strategies. These combinations enable a trader to
develop an option-trading model which meets the trader’s specific trading needs,
expectations, and style, and enables him or her to anticipate every conceivable sit-
uation in the market. This trading structure can be adapted to handle any type of
market outlook, whether it be bullish, bearish, choppy, or neutral.

Options are unique trading instruments. They can be used for a multitude of
purposes, providing tremendous versatility and utility. Among their multiple appli-
cations are the following: to speculate on the movement of an asset; to hedge an
existing position in an asset; to hedge other option positions; to generate income by
writing option positions against asset positions; and to generate additional income
by writing options against different quantities of options or the underlying asset,
also known as ratio writing. Due to the numerous option strategies that arise from
these applications and the fact that the scope of this book is limited, we will devote
coverage to a cursory explanation of two of the most popular strategies which are
designed to take advantage of market movement: spreads and straddles.

SPREADS

Option spreads are hedged positions that can be utilized to control a trade’ risk,
while at the same time limiting gains. They accomplish this goal by simultaneously
taking positions on both sides of the market. A call option spread is the simultane-
ous purchase and sale of call options with different strike prices, different expiration
dates, or with both different strike prices and different expiration dates. Likewise, a
put option spread is the simultaneous purchase and sale of a put option with differ-
ent strike prices, different expiration dates, or with both different strike prices and
different expiration dates. Spreads with different strike prices are referred to as
price spreads or vertical spreads because the strike prices are stacked vertically on
top of each other in financial listings. Spreads with different expiration months are
referred to as calendar spreads, horizontal spreads, ot time spreads because the
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options expire at different times. A spread where both the strike price and the expi-
ration month are different is referred to as a diagonal spread.

Option spreads can be used when one has an inclination as to where the under-
lying market is heading, but is somewhat uncertain. Because the position is hedged,
a spread allows the trader to participate in the market while effectively containing
risk, sometimes even more so than with single option positions. Option spreads can
also be used when a trader has particular price targets in mind—because spreads
limit gains as well as losses, spreads can be initiated that will enable the trader to
take advantage of these targets while at the same time keeping risk at a minimum.

Vertical Spreads

As is the case with options, any of four possible vertical option spreads can be
selected depending on what a trader expects will happen in the market: one can buy
a call spread, one can sell a call spread, one can buy a put spread, or one can sell a
put spread. A long call spread and a short put spread are considered bull spreads
because they-are used when a trader’s market outlook is positive, or bullish. A short
call spread and a long put spread are considered bear spreads because they are used
when a trader’s outlook is negative, or bearish.

Buying a call spread. If a trader purchases a call option, he or she is looking for
the market to rally so the option can expire in-the-money and the trader can profit.
Likewise, a long call spread can be initiated to anticipate bullish market condi-
tions. A long call spread requires the purchase of a call option with one strike price
and the simultaneous sale of the same call option with a higher strike price. Ulti-
mately, when buying a call spread, the trader wants both call options to expire in-
the-money. With call options, the lower the strike price, the greater the premium.
Therefore, at the time the long call spread is initiated, the premium that the trader
~ pays for the call option with the lower strike price will be greater than the premium
that the trader receives for the call option with the higher strike price. Since the
- trader must pay a greater premium for the rights to the long call option than what
he or she receives for the short call option, the net premium cost is partially offset
in a bull call spread. Because the trader must put up some money upon initiating
the trade, this is considered a debit spread. To obtain the break-even point of a long
call spread, one would add the net cost of the spread to the long call’s strike price
(the lower strike price)—any value above this break-even point is a gain on the
trade and anything below this break-even point is a loss on the trade.

The advantage of buying a call spread is that it provides less risk than if one
were to simply purchase a call option outright. The most one can lose on the trade
is the total cost (net premium cost) of the spread—if both options of a long call
spread were to expire out-of-the-money, then the trader would lose the greater
price paid for the long call option position with the lower strike price and would .
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retain the lesser price received for the short call position with the higher strike
price. By selling a call option with a higher strike price, the trader receives some
additional income, thereby reducing the total cost of the spread and the maximum
loss. However, the drawback is that the gains are also limited. This maximum gain
is capped at the difference between the two call option strike prices minus the total
cost (net premium cost) of the spread. In any case, with a long call spread, the
potential gains are greater than the potential losses.

Example

Buy 1 Micron (MU) Jan 50 Call @ 4
Sell 1 Micron (MU) Jan 60 Call @ 1
Market price of Micron stock: $50

In this example, the trader has initiated a long call spread. This trader has pur-
chased one Micron call option with a January expiration and a $50 strike price for
$400 and has sold one Micron call option with a January expiration and a $60 strike
price for $100, when Micron is trading at $50 per share. Therefore, the total cost of
the spread is $300. This payment is a nonrefundable, fixed cost to the trader and
cannot be recovered. This $300 is also the most a trader can lose on the transac-
tion—if both calls were to expire out-of-the-money, meaning Micron stock were
trading at any price below $50, the trader would lose $400 on the long January 50
call and would make $100 on the short January 60 call. Ideally, the trader would like
to see the market rally. If Micron stock were trading at $50 per share, the trader
would make nothing on the long Jan 50 call option position that is at-the-money,
lose nothing on the short Jan 60 call option position that is out-of-the-money, and
lose $300 for the fixed cost to initiate the spread, for a net loss of $300. If Micron
stock were trading at $53 per share, the trader would make $300 on the long Janu-
ary 50 call option position that is in-the-money, lose nothing on the short January 60
call option position that is out-of-the-money, and lose $300 in nonrefundable costs
to initiate the spread, for a net gain of zero. If Micron stock were trading at $55 per
share, the trader would make $500 on the long January 50 call option position that
is in-the-money, lose nothing on the short January 60 call option position that is out-
of-the-money, and lose $300 in fixed costs necessary to initiate the spread, for a net
gain of $200. If Micron stock were trading at $60 per share, the trader would make
$1000 on the long January 50 call option position that is in-the-money, lose nothing
on the short January 60 call option position that is at-the-money, and lose $300 for
the fixed cost to initiate the spread, for a net gain of $700. Finally, if Micron stock
were trading at $65 per share, the trader would make $1500 on the long January 50
call option position that is in-the-money, lose $500 on the short January 60 call
option position that is in-the-money, and lose another $300 for the nonrefundable
cost to initiate the spread, for a net gain of $700. Please note that once both call
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options are in-the-money, the maximum gains have been attained, as any profits in
the long call option are exactly offset by the losses in the short call option. Also, if
both calls are exercised when they are in-the-money, the long January 50 call option
allows the trader to purchase 100 shares of Micron stock at $50 per share and the
short January 60 call option obligates the trader to sell 100 shares of Micron stock
at $60 per share.

To summarize, the most the trader could lose in a long call spread would be the
cost of the spread ($300), and the most the trader could make in a long call spread
would be the difference between the two strike prices minus the cost of the spread
(31000 — $300 = $700). (See Payoff Diagram 2.5.) This differs from the case of a
long January 50 call option alone, where the maximum loss is the cost of the con-
tract ($400) and the maximum gains are unlimited.

Selling a call spread. If a trader sells a call option, he or she is looking for the
market to decline so the option can expire out-of-the-money and he or she can
profit. Likewise, a short call spread can be initiated to anticipate bearish market
conditions. A short call spread entails the sale of a call option with one strike price
and the simultaneous purchase of the same call option with a higher strike price.
Ultimately, when selling a call spread, the trader wants both calls to expire out-of-
the-money. With call options, the lower the strike price, the greater the premium.
Therefore, at the time the short call spread is initiated, the premium that the trader
receives for the call option with the lower strike price will be greater than the pre-
mium that the trader pays for the call option with the higher strike price. Since the
trader receives a greater premium by selling a call option than what he or she must
pay for the long call option, the net premium cost is more than offset in a bear call
spread. Because the trader receives money upon initiating the trade, this is consid-
ered a credit spread. To obtain the break-even point of a short call spread, one would
add the net premium received on the spread to the short call option’s strike price (the
lower strike price)—anything below this break-even point would be a gain on the
trade and anything above this break-even point would be a loss on the trade.

The advantage of selling a call spread is that it offers less risk than if one were
to simply sell a call option outright. Initiating a short call spread provides immedi-
ate income to the option writer, although it is less than the amount the trader would
have received had he or she simply sold the call option outright. By purchasing a
call option with a higher strike price, the trader receives some added protection,
thereby creating a finite, as opposed to an unlimited, level of risk. The most one
can lose on the trade is capped at the difference between the two call option strike
prices minus the total premium received on the spread. However, the drawback is
that the maximum gains are defined at the outset of the trade as simply the total
(net) premium received on the spread. If both options of a short call spread were to

/
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PAYOFF DIAGRAM 2.5 Profit diagrams for a long call spread and the Micron
long call spread example.
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expire out-of-the-money, then the trader would retain the greater price received for
the short call option position with the lower strike price, and would lose the lesser
price paid for the long call position with the higher strike price. In any case, with a
short call spread, the potential gains are less than the potential losses:

Example

Sell 1 Micron (MU) Jan 50 Call @ 4
Buy 1 Micron (MU) Jan 60 Call @ 1
Market price of Micron stock: $50

In this example, the trader has initiated a short call spread. This trader has sold
one Micron call option with a January expiration and a $50 strike price for $400 and
has purchased one Micron call option with a January expiration and a $60 strike
price for $100, when Micron is trading at $50 per share. Therefore, the total pre-
mium received by the trader for the spread is $300. This is a nonrefundable, fixed
income payment to the trader and cannot be lost. This $300 is also the most a trader
can gain on the transaction—if both calls were to expire out-of-the-money, meaning
Micron stock were trading at any price below $50, the trader would gain $400 on the
short January 50 call and would lose $100 on the long January 60 call. Therefore,
the trader would ideally like to see the market decline. If Micron stock were trading
at $50 per share, the trader would lose nothing on the short January 50 call option
position that is at-the-money, make nothing on the long January 60 call option posi-
tion that is out-of-the-money, and make $300 for the fixed payment to initiate the
- spread, for a net gain of $300. If Micron stock were trading at $53 per share, the
- trader would lose $300 on the short January 50 call option position that is in-
the-money, make nothing on the long January 60 call option position that is out-of-
the-money, and make $300 for the nonrefundable payment to initiate the spread, for
a net gain of zero. If Micron stock were trading at $55 per share, the trader would
lose $500 on the short January 50 call option position that is in-the-money, make
nothing on the long January 60 call option position that is out-of-the-money, and
make $300 for the fixed payment that was necessary to initiate the spread, for a net
loss of $200. If Micron stock.were trading at $60 per share, the trader would lose
$1000 on the short January 50 call option position that is in-the-money, make
nothing on the long January 60 call option position that is at-the-money, and make
$300 for the fixed payment to initiate the spread, for a net loss of $700. Finally, if
Micron stock were trading at $65 per share, the trader would lose $1500 on the short
January 50 call option position that is in-the-money, make $500 on the long January
60 call option position that is in-the-money, and make another $300 for the nonre-
fundable payment necessary to initiate the spread, for a net loss of $700. Please note
that once both call options are in-the-money, the maximum losses have been
attained, as losses in the short call option are exactly offset by the profits in the long
call option. Also, if both calls are exercised when they are in-the-money, the short
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January- 50 call option obligates the trader to sell 100 shares of Micron stock at $50
per share and the long January 60 call option allows the trader to purchase 100
shares of Micron stock at $60 per share.

To summarize, the most the trader could make in a short call spread would be
the payment received for the spread ($300) and the most the trader could lose in a
short call spread would be the difference between the two strike prices minus the
payment received for the spread ($1000 — $300 = $700). (See Payoff Diagram 2.6.)
This differs from the case of a short January 50 call option alone, where the maxi-
mum gain is the payment received for the contract ($400) and the maximum losses
are unlimited.

Buying a put spread. If a trader purchases a put option, the trader is looking for
the market to decline so the option can expire in-the-money and he or she can
profit. Likewise, a long put spread can be initiated to anticipate bearish market
conditions. A long put spread requires the purchase of a put option with one strike
price and the simultaneous sale of the same put option with a lower strike price.
Ultimately, when buying a put spread, the trader wants both put options to expire
in-the-money. With put options, the higher the strike price, the greater the pre-
mium. Therefore, at the time the long put spread is initiated, the premium that the
trader pays for the put option with the higher strike price will be greater than the
premium that the trader receives for the put option with the lower strike price.
Since the trader must pay a greater premium for the rights to the long put option
than what he or she receives for the short put option, the net premium cost is par-
tially offset in a bear put spread. Because the trader must put up the necessary
funds upon initiating the trade, this is considered a'debit spread. To obtain the
break-even point of a long put spread, one would subtract the net cost of the spread
from the long put option’s strike price (the higher strike price)}—anything below
this break-even point would be a gain on the trade and anything above this break-
even point would be a loss on the trade.

The advantage of buying a put spread is that it provides less risk than if one
were to simply purchase a put option outright. The most one can lose on the trade
is the total cost (net premium cost) of the spread—if both options of a long put
spread were to expire out-of-the-money, then the trader would lose the greater
price paid for the long put option position with the higher strike price, and would
retain the lesser price received for the short put position with the lower strike price.
By selling a put option with a lower strike price, the trader receives additional
income, thereby reducing the total cost of the spread and the maximum possible
loss. However, the drawback is that gains are also limited. This maximum gain is
capped at the difference between the two put option strike prices minus the total
cost (net premium cost) of the spread. In any case, with a long put spread, the
potential gains are greater than the potential losses.
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PAYOFF DIAGRAM 2.6 Profit diagrams for a short call spread and the Micron
short call spread example.
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Example

Buy 1 Micron (MU) Jan 60 Put @ 4
Sell 1 Micron (MU) Jan 50 Put @ 1
Market price of Micron stock: $60

In this example, the trader has initiated a long put spread. He or she has pur-
chased one Micron put option with a January expiration and a $60 strike price for
$400 and has sold one Micron put option with a January expiration and a $50 strike
price for $100, when Micron is trading at $60 per share. Therefore, the total cost of
the spread is $300. This payment is a nonrefundable, fixed cost to the trader and
cannot be retrieved. This $300 is also the most a trader can lose on the transac-
tion—if both puts were to expire out-of-the-money, meaning Micron stock were
trading at any price above $60, the trader would lose $400 on the long January 60
put and would make $100 on the short January 50 put. Ideally, the trader would like
to see the market decline. If Micron stock were trading at $60 per share, the trader
would make nothing on the long Jan 60 put option position that is at-the-money,
lose nothing on the short Jan 50 put option position that is out-of-the-money, and
lose $300 for the fixed cost to initiate the spread, for a total loss of $300. If Micron
stock were trading at $57 per share, the trader would make $300 on the long Jan 60
put option position that is in-the-money, lose nothing on the short Jan 50 put option
position that is out-of-the-money, and lose $300 in nonrefundable costs to initiate
the spread, for a net gain of zero. If Micron stock were trading at $55 per share, the
trader would make $500 on the long Jan 60 put option position that is in-the-
money, lose nothing on the short Jan 50 put option position that is out-of-the-
money, and lose $300 in fixed costs necessary to initiate the spread, for a net gain
of $200. If Micron stock were trading at $50 per share, the trader would make
$1000 on the long Jan 60 put option position that is in-the-money, lose nothing on
the short Jan 50 put option position that is at-the-money, and lose $300 for the
fixed cost to initiate the spread, for a net gain of $700. Finally, if Micron stock were
trading at $45 per share, the trader would make $1500 on the long Jan 60 put option
position that is in-the-money, lose $500 on the short Jan 50 put option position that
is in-the-money, and lose another $300 for the nonrefundable cost to initiate the
spread, for a net gain of $700. Please note that once both put options are in-the-
money the maximum gains have been attained, as any profits in the long put option
are exactly offset by the losses in the short put option. Also, if both puts are exer-
cised when they are in-the-money, the long Jan 60 put option allows the trader to
sell 100 shares of Micron stock at $60 per share and the short Jan 50 put option
obligates the trader to purchase 100 shares of Micron stock at $50 per share.

To summarize, the most the trader could lose in a long put spread would be the
cost of the spread ($300) and the most the trader could make in a long put spread
would be the difference between the two strike prices minus the cost of the spread
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($1,000 — $300 = $700). (See Payoff Diagram 2.7.) This differs from the case of a
long Jan 60 put option alone, where the maximum loss is the cost of the contract
($400) and the maximum gains are the total value of the underlying contract if it
were to decline to zero ($6000 — $400 = $5600).

Selling a put spread. If a trader sells a put option, he or she is looking for the
market to rally so the option can expire out-of-the-money and he or she can profit.
Likewise, a short put spread can be initiated to anticipate bullish market condi-
tions. A short put spread entails the sale of a put option with one strike price and
the simultaneous purchase of the same put option with a lower strike price. Ulti-
mately, when selling a put spread, the trader wants both puts to expire out-of-the-
money. With put options, the higher the strike price the greater the premium.
Therefore, at the time the short put spread is initiated, the premium that the trader
receives for the put option with the higher strike price will be greater than the pre-
mium that the trader pays for the put option with the lower strike price. Since the
trader receives a greater premium by selling a put option than what he or she must
pay for the long put option, the net premium cost is more than offset in a bull put
spread. Because the trader receives money upon initiating the trade, this is consid-
ered a credit spread. To obtain the break-even point of a short put spread, one
would subtract the net cost of the spread from the short put option’s strike price (the
higher strike price)}—anything above this break-even point would be a gain on the
trade and anything below this break-even point would be a loss on the trade.

The advantage of selling a put spread is that it offers less risk than if one were
to simply sell a put option outright. Initiating a short put spread provides immedi-
ate income to the option writer, although it is less than the amount the trader would
have received had he or she simply sold the put option outright. Also, by purchas-
ing a put option with a lower strike price, the trader receives some added protec-
tion, thereby creating a finite (as opposed to an unlimited) level of risk. The most
one can lose on the trade is capped at the difference between the two put option
strike prices minus the total premium received on the spread. However, the draw-
back is that the maximum gains are defined at the outset of the trade as simply the
total (net) premium received on the spread. If both options of a short put spread
were to expire out-of-the-money, then the trader would retain the greater price
received for the short put option position with the higher strike price, and would
lose the lesser price paid for the long put position with the lower strike price. In any
case, with a short put spread, the potential gains are less than the potential losses.

Example

Sell 1 Micron (MU) Jan 60 Put @ 4
Buy 1 Micron (MU) Jan 50 Put @ 1
Market price of Micron stock: $60
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PAYOFF DIAGRAM 2.7 Profit diagrams for a long put spread and the Micron
long put spread example.
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In this example, the trader has initiated a short put spread. The trader has sold
one Micron put option with a January expiration and a $60 strike price for $400
and has purchased one Micron put option with a January expiration and a $50
strike price for $100, when Micron is trading at $60 per share. Therefore, the total
premium received by the trader for the spread is $300. This is a nonrefundable,
fixed income payment to the trader and cannot be lost. This $300 is also the most
a trader can gain on the transaction—if both puts were to expire out-of-the-money,
meaning Micron stock were trading at any price above $60, the trader would gain
$400 on the short January 60 put and would lose $100 on the long January 50 put.
Therefore, the trader would ideally like to see the market rally. If Micron stock
were trading at $60 per share, the trader would lose nothing on the short Jan 60 put
option position that is at-the-money, make nothing on the long Jan 50 put option
position that is out-of-the-money, and make $300 for the fixed payment to initiate
the spread, for a net gain of $300. If Micron stock were trading at $57 per share, the
trader would lose $300 on the short Jan 60 put option position that is in-the-money,
make nothing on the long Jan 50 put option position that is out-of-the-money, and
make $300 for the nonrefundable payment to initiate the spread, for a net gain of
zero. If Micron stock were trading at $55 per share, the trader would lose $500 on
the short Jan 60 put option position that is in-the-money, make nothing on the long

_Jan 50 put option position that is out-of-the-money, and make $300 for the fixed
payment that was necessary to initiate the spread, for a net loss of $200. If Micron
stock were trading at $50 per share, the trader would lose $1000 on the short Jan
60 put option position that is in-the-money, make nothing on the long Jan 50 put
option position that is at-the-money, and make $300 for the fixed payment to initi-
ate the spread, for a net loss of $700. Finally, if Micron stock were trading at $45
per share, the trader would lose $1500 on the short Jan 60 put option position that
is in-the-money, make $500 on the long Jan 50 put option position that is in-the-
money, and make another $300 for the nonrefundable payment necessary to initi-
ate the spread, for a net loss of $700. Please note that once both put options are
in-the-money the maximum losses have been attained, as losses in the short put
option are exactly offset by the profits in the long put option. Also, if both puts are
exercised when they are in-the-money, the short Jan 60 put option obligates the
trader to purchase 100 shares of Micron stock at $60 per share and the long Jan 50
put option allows the trader to sell 100 shares of Micron stock at $50 per share.

To summarize, the most the trader could make in a short put spread would be
the payment received for the spread ($300) and the most the trader could lose in a
short put spread would be the difference between the two strike prices minus the
payment received for the spread ($1000 — $300 = $700). (See Payoff Diagram 2.8.)
This differs from the case of a short put option where the maximum gain is the pay-
ment received for the contract ($8400) and the maximum losses are the total value
of the underlying contract if it were to decline to zero ($6000 — $400 = $5600).
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Calendar Spreads

The four types of spreads just mentioned were vertical spreads, or price spreads.
Another group of spreads is referred to as horizontal spreads, time spreads, or cal-
endar spreads. Whereas vertical spreads are used to take advantage of price move-
ments in the underlying security, horizontal spreads are used to take advantage of
time erosion and the pricing discrepancies that arise from movements in the under-
lying market. A horizontal spread involves the simultaneous purchase and sale of an
option contract of the same asset, type, and strike price but with different expiration
dates. As we indicated earlier, the option’ time value erodes toward zero as time
passes toward option expiration. The erosion occurs more rapidly as the option’s life
decreases and the expiration date comes into view. A calendar spread is intended to
take advantage of this decline in an option’s premium. Typically, a trader will sell an
option with the closer expiration month and purchase an option with the distant
expiration month to take advantage of the fact that the latter position will retain
more of its value. Since the near-month option has less time to expiration than the
back-month option, the premium the trader receives will be less than the premium
the trader must pay for the spread. Therefore, this spread is considered a debit
spread. Also, because one option expires before the other, oftentimes one or both
legs of the calendar spread are offset by trading out of the position.

Example

Seli 1 Intel (INTC) Apr 120 Call @ 6
Buy 1 Intel (INTC) July 120 Call @ 10
Market price of Intel stock: $117

In this example, a trader has initiated a short calendar spread. Here, he or she
has sold one Intel call option with an April expiration and a $120 strike price at a
cost of $600 and has purchased one Intel call option with a July expiration and a
$120 strike price at a cost of $1000. Therefore, the net cost to initiate the spread is
$400. By selling the April 120 call option, a trader is hoping that the market will
move sideways into expiration so that a profit can be realized coincident with the
erosion in the time premium. However, to protect him- or herself in the case of an
adverse price move, the trader hedges his or her position by purchasing the July
120 call option. This way, if the market were to rally and the trader’s short option
position were exercised, obligating the trader to sell 100 shares of Intel stock to the
option holder at $120 per share, the trader could in turn exercise the long option
position to purchase 100 shares of Intel stock at $120 per share. If the market were
to move sideways as the trader had hoped, the short option contract would lose
much more of its premium value than the long option contract. For example, say
that on the April option expiration date both calls are still trading at $117 per share
(out-of-the-money) with the new premium for the April 120 call falling to zero and
the new premium for the July 120 call falling to $6/4. By trading out of the spread
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PAYOFF DIAGRAM 2.8 Profit diagrams for a short put spread and the Micron
short put spread example.
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at these prices (by taking the opposite side of each option), the trader would make
$600 by selling the April call at $600 and purchasing it at $0 and would lose $350
by purchasing the July call at $1000 and selling it at $650, for a net gain of $250.
In this case, the trader could exit the trade with a profit.

Example

Sell 1 Intel (INTC) Apr 120 Put @ 6
Buy 1 Intel (INTC) July 120 Put @ 10
Market price of Intel stock: $123

In this scenario, the trader has again initiated a short calendar spread. Here, the
trader has sold one Intel put option with an April expiration and a $120 strike price
at a cost of $600 and has purchased one Intel put option with a July expiration and
a $120 strike price at a cost of $1000. Therefore, the net cost to initiate the spread
is $400. By selling the April 120 put option, the trader is hoping that the market
will move sideways into expiration so that a profit can be realized coincident with
the erosion in the time premium. However, to protect him- or herself in the case of
an adverse price move, the trader hedges his or her position by purchasing the July
120 put option. This way, if the market were to decline and the trader’s short option
position were exercised, obligating the trader to purchase 100 shares of Intel stock
from the option holder at $120 per share, the trader could in turn exercise the long
option position to sell 100 shares of Intel stock at $120 per share. If the market
were to move sideways as the trader had hoped, the short option contract would
lose much more of its premium value than the long option contract. For example,
say that on the April option expiration date both puts are still trading at $123 per
share (out-of-the-money) with the new premium for the April 120 put falling to
zero and the new premium for the July 120 put falling to $6!4. By trading out of the
spread at these prices (by taking the opposite side of each option), the trader would
make $600 by selling the April put at $600 and purchasing it at $0 and would lose
$350 by purchasing the July put at $1000 and selling it at $650, for a net gain of
$250. In this case, the trader could exit the trade with a profit.

Diagonal spreads work in the same manner as vertical and horizontal spreads
and are simply a combination of the two.

STRADDLES AND COMBINATIONS

Option straddles and combinations are a unique way of capitalizing on market
activity or market consolidation. Straddles and combinations can be utilized to
make money if a trader feels the market will experience a move, but is not certain
as to the direction of that move. They can also be utilized to make money if one
expects the market to stabilize or consolidate over a specific period of time. Strad-
dles and combinations are very similar. A straddle involves the simultaneous pur-
chase of a call and a put, or the simultaneous sale of a call and a put, of the same
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security, strike price, and expiration date; while a combination involves the simul-
taneous purchase of a call and a put, or the simultaneous sale of a call and a put, of
the same security, but with different strike prices, different expiration dates, or both
different strike prices and different expiration dates. Unlike spreads, where four
possible positions can be taken, there are only two sides to straddles and combina-
tions, long and short.

Long Straddle

- In a long straddle, the trader believes the market will make a sizable move, but is

uncertain of the direction of that move. This option strategy is especially common

. when a trader is anticipating that a news release or earnings report will have a dra-
*-matic impact on the price of an asset. A long straddle entails the simultaneous pur-
chase of a call option and a put option of the same security, strike price, and
expiration date. The long call option allows the trader to gain if it were to expire in-
the-money, and the long put option allows the trader to gain if it were to expire in-
the-money; if both options were to expire at-the-money, meaning the market neither
advances nor declines, then the trader loses what was paid in premium for both the
options. Since the trader is purchasing both a call option and a put option, the trader
must pay the option writers for both contracts, making this a debit straddle. So, in
order to profit on the trade, one must first recoup the total cost of the straddle. To
obtain the break-even points of a long straddle, one would add the net cost of the
straddle to the long call option’s strike price and subtract the net cost of the straddle

“from the long put option’s strike price—anything above the upper (call option’)

.- break-even point would be a profit and anything below the lower (put option’)

break-even point would be a profit. Any price in between these two levels would be
a loss to the trader. The maximum gain for a long straddle is unlimited, while the
maximum loss for a long straddle is simply the total cost of the option premiums.

Example

Buy 1 Exxon (XON) June 70 Call @ 4
Buy 1 Exxon (XON) June 70 Put @ 3
Market price of Exxon stock: $70

In this example, the trader has initiated a long straddle since the security, the
strike prices, and the expiration months are all the same. In this instance, one
Exxon call option with a June expiration and a $70 strike price for $400 has been
purchased and one Exxon put option with a June expiration and a $70 strike price
for $300 has been purchased, when Exxon is trading at $70 per share. Therefore,
the total cost of the straddle is $700. This is a nonrefundable, fixed cost to the
trader and cannot be recovered. This $700 is also the most a trader can lose on the
transaction—if both the call and the put option were to expire at-the-money, mean-
ing Exxon stock were trading at $70 per share, the trader would lose $400 on the
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long June 70 call and would lose $300 on the long June 70 put. Ideally, the trader
would like to see the market advance or decline dramatically. If Exxon stock were
trading at $75 per share, the trader would make $500 on the long June 70 call
option position that is in-the-money, make nothing on the long June 70 put option
position that is out-of-the-money, and lose $700 for the fixed cost to initiate the
straddle, for a net loss of $200. If Exxon were trading at $65 per share, the trader
would make nothing on the long June 70 call option position that is out-of-the-
money, make $500 on the long June 70 put option position that is in-the-money,
and lose $700 for the fixed cost to initiate the straddle, for a net loss of $200. If
Exxon stock were trading at $77 per share, the trader would make $700 on the long
June 70 call option position that is in-the-money, make nothing on the long June 70
put option position that is out-of-the-money, and lose $700 in nonrefundable costs
to initiate the straddle, for a net gain of zero. If Exxon stock were trading at $63 per
share, the trader would make nothing on the long June 70 call option position that
is out-of-the-money, make $700 on the long June 70 put option position that is in-
the-money, and lose $700 in nonrefundable costs to initiate the straddle, for a net
gain of zero. If Exxon stock were trading at $80 per share, the trader would make
$1000 on the long June 70 call option position that is in-the-money, make nothing
on the long June 70 put option position that is out-of-the-money, and lose $700 in
fixed costs necessary to initiate the straddle, for a net gain of $300 on the spread.
Finally, if Exxon stock were trading at $60 per share, the trader would make
nothing on the long June 70 call option position that is out-of-the-money, make
$1000 on the long June 70 put option position that is in-the-money, and lose $700
in fixed costs necessary to initiate the straddle, for a net gain of $300. Please note
that a long straddle is simply made up of two regular option contracts. Therefore,
as Exxon’s market price continues to move in-the-money, either upside or down-
side, profits continue to grow indefinitely. Long straddles differ from spreads in
that the gains are not limited.

To summarize, the most the trader could lose in a long straddle would be the
cost of the straddle ($700) and this would occur if the options expired at-the-
money ($70). The most the trader could make in a long straddle is unlimited to the
upside and restricted to the total value of the underlying contract if it were to
decline to zero ($7000 — $700 = $6300) on the downside. Therefore, if the market
were to advance or decline, the trader will gain; however, if the market were to
move sideways, the trader will experience a loss. (See Payoff Diagram 2.9.)

Long Combination

A long combination is very similar to a long straddle. In a long combination, the
trader believes the market will make a sizable move, but is uncertain of the direc-
tion of that move. A long combination entails the simultaneous purchase of a call
option and a put option of the same security, but with different strike prices, dif-
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PAYOFF DIAGRAM 2.9 Profit diagrams for a long straddle and the Exxon long
straddle example.
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ferent expiration dates, or both different strike prices and different expiration
dates.* The long call option allows the trader to earn a profit if it were to expire in-
the-money, and the long put option allows the trader to earn a profit if it were to
expire in-the-money; if both options were to expire out-of-the-money, meaning the
market neither advances nor declines, then the trader loses what was paid in pre-
mium for the options. Since the trader is purchasing both a call option and a put
option, the trader must pay the option writers for both contracts, making this a
debit combination. Consequently, in order to profit on the trade, one must first
recoup the total cost of this combination. To obtain the break-even points of a long
combination, one would add the net cost of the combination to the long call
option’s strike price and subtract the net cost of the combination from the long put
option’s strike price—anything above the upper (call option’s) break-even point
would be a profit and anything below the lower (put option’s) break-even point
would be a profit. Any price in between these two levels would be a loss to the
trader. The maximum gain for a long combination is unlimited, while the maxi-
mum loss for a long combination is simply the total cost of the option premiums.

Example

Buy 1 Exxon (XON) June 75.Call @ 3
Buy 1 Exxon (XON) June 65 Put @ 2%
Market price of Exxon stock: $70

In this example, the trader has initiated a long combination since the security
and the expiration months are the same, but the strike prices are different. The
advantage of this long combination is that the premiums will be lower than those
for a long straddle because the strike prices are spaced further apart, creating a
larger window for losses. Here, the trader has purchased one Exxon call option
with a June expiration and a $75 strike price for $300 and has purchased one
Exxon put option with a June expiration and a $65 strike price for $250, when
Exxon is trading at $70 per share. Therefore, the total cost of the combination is
$550. This is a nonrefundable, fixed cost to the trader and cannot be retrieved. This
$550 is also the most the trader can lose on the transaction—if both the call and the
put options were to expire at-the-money or out-of-the-money, meaning Exxon
stock were trading at $65 per share, $75 per share, or somewhere in between, the
trader would lose $300 on the long June 75 call and would lose $250 on the long
June 65 put. Again, the trader would ideally like to see the market advance or
decline dramatically. If Exxon stock were trading at $80 per share, the trader would
make $500 on the long June 75 call option position that is in-the-money, make
nothing on the long June 65 put option position that is out-of-the-money, and lose
$550 on the fixed cost to initiate the combination, for a net loss of $50. If Exxon

* However, long combinations with differing strike prices are the most common.
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were trading at $60 per share, the trader would make nothing on the long June 75
call option position that is out-of-the-money, make $500 on the long June 65 put
option position that is in-the-money, and lose $550 for the fixed cost to initiate the
combination, for a net loss of $50. If Exxon stock were trading at $80/ per share,
the trader would make $550 on the long June 75 call option position that is in-the-
money, make nothing on the long June 65 put option position that is out-of-the-
money, and lose $550 in nonrefundable costs to initiate the combination, for a net
gain of zero. If Exxon stock were trading at $59) per share, the trader would make
nothing on the long June 75 call option position that is out-of-the-money, make
$550 on the long June 65 put option position that is in-the-money, and lose $550 in
nonrefundable costs to initiate the combination, for a net gain of zero. If Exxon
stock were trading at $85 per share, the trader would make $1000 on the long June
75 call option position that is in-the-money, make nothing on the long June 65 put
option position that is out-of-the-money, and lose $550 in fixed costs necessary to
initiate the combination, for a net gain of $450. Finally, if Exxon stock were trad-
ing at $55 per share, the trader would make nothing on the long June 75 call option
position that is out-of-the-money, make $1000 on the long June 65 put option posi-
tion that is in-the-money, and lose $550 in fixed costs necessary to initiate the com-
bination, for a net gain of $450. Please note that a long combination is made up of
two regular option contracts. Therefore, as Exxon’s market price continues to move
in-the-money, either upside or downside, profits continue to grow indefinitely.
Long combinations differ from spreads in that the gains are not limited.

To summarize, the most the trader could lose in a long combination would be
the cost of the combination ($550) and this would occur if the options expired at-
the-money or out-of-the-money (greater than or equal to $65 and/or less than or
equal to $75). The most the trader could make in a long combination is unlimited
to the upside and restricted to the total value of the underlying contract if it were to
decline to zero ($6500 — $550 = $5950) on the downside. Therefore, if the market
were to advance or decline, the trader will gain; however, if the market were to
move sideways, the trader will experience a loss. (See Payoff Diagram 2.10.)

Short Straddle :

In a short straddle, the trader believes the market will consolidate or move sideways
into the options’ expirations. A short straddle entails the simultaneous sale of a call
option and a put option of the same security, strike price, and expiration date. The
short call option allows the trader to gain if it expires at-the-money, and the short put
option allows the trader to gain if it also expires at-the-money; if the market either
advances or declines, then the trader loses the amount by which the option is in-the-
money. Since the trader is selling both a call option and a put option, the trader ini-
tially receives the full option premiums for both contracts, making this a credit
straddle. Because he or she is taking on more risk by selling both options, the trader
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PAYOFF DIAGRAM 2.10 Profit diagrams for a long combination and the Exxon
long combination example.
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receives a larger premium. To obtain the break-even points of a short straddle, one
would add the net payment received on the straddle to the short call option’s strike
price and subtract the net payment received on the straddle from the short put
option’s strike price—anything above the upper (call option’s) break-even point
would be a loss and anything below the lower (put option’s) break-even point would-
be a loss. Any price in between these two levels would be a gain to the trader. The
maximum gain for a short straddle is the initial premium income the trader receives
for selling the options, while the maximum loss for a short straddle is unlimited.

Example

Sell 1 Exxon (XON) June 70 Call @ 4
Sell 1 Exxon (XON) June 70 Put @ 3
Market price of Exxon stock: $70

In this example, the trader has initiated a short straddle since the security, the
strike prices, and the expiration months are all the same. Here, the trader has sold
one Exxon call option with a June expiration and a $70 strike price for $400 and
has sold one Exxon put option with a June expiration and a $70 strike price for
$300, when Exxon is trading at $70 per share. Therefore, the total premium
received by the option writer on the straddle is $700. This is a nonrefundable, fixed
income payment to the trader and cannot be lost. This $700 is also the most the
seller can make on the transaction—if both the call and the put option were to
expire at-the-money, meaning Exxon stock were trading at $70 per share, the trader

- would owe nothing and keep the $400 on the long June 70 call and the $300 on the
~long June 70 put. Therefore, the trader would ideally like to see the market move
sideways. If Exxon stock were trading at $75 per share, the trader would lose $500
on the short June 70 call option position that is in-the-money, lose nothing on the
short June 70 put option position that is out-of-the-money, and make $700 for the
fixed cost to initiate the straddle, for a net gain of $200. If Exxon were trading at
$65 per share, the trader would lose nothing on the short June 70 call option posi-
tion that is out-of-the-money, lose $500 on the short June 70 put option position
that is in-the-money, and make $700 for the fixed cost to initiate the straddle, for a
net gain of $200. If Exxon stock were trading at $77 per share, the trader would
lose $700 on the long June 70 call option position that is in-the-money, lose
nothing on the long June 70 put option position that is out-of-the-money, and make
$700 in nonrefundable costs to initiate the straddle, for a net gain of zero. If Exxon
stock were trading at $63 per share, the trader would lose nothing on the short June
70 call option position that is out-of-the-money, lose $700 on the short June 70 put
option position that is in-the-money, and make $700 in nonrefundable costs to ini-
tiate the straddle, for a net gain of zero. If Exxon stock were trading at $80 per
share, the trader would lose $1000 on the short June 70 call option position that is
in-the-money, lose nothing on the long June 70 put option position that is out-of-
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the-money, and make $700 in fixed costs necessary to initiate the straddle, for a net
loss of $300 on the spread. Finally, if Exxon stock were trading at $60 per share,
the trader would lose nothing on the short June 70 call option position that is out-
of-the-money, lose $1000 on the short June 70 put option position that is in-the-
money, and make $700 in fixed costs necessary to initiate the straddle, for a net
loss of $300. Please note that a short straddle is simply made up of two regular
option contracts. Therefore, as Exxon’s market price continues to move in-the-
money, either upside or downside, losses continue to increase indefinitely. Short
straddles differ from spreads in that the losses are unlimited.

To summarize, the most the trader could make in a short straddle would be the
full premium received by initiating the straddle ($700) and this would occur if the
options expired at-the-money ($70). The most the trader could lose in a short strad-
dle is unlimited to the upside and restricted to the total value of the underlying con-
tract if it were to decline to zero ($7000 — $700 = $6300) on the downside.
Therefore, if the market were to move sideways, the trader will gain; however, if
the market were to advance or decline, the trader will experience a loss. (See Pay-
off Diagram 2.11.)

Short Combination

A short combination is very similar to a short straddle. In a short combination, the
trader believes the market will consolidate or move sideways into the options’ expi-
rations. A short combination entails the simultaneous sale of a call option and a put
option of the same security, but with different strike prices, different expiration
dates, or both different strike prices and different expiration dates.* The short call
option allows the trader to gain if it expires at-the-money or out-of-the-money, and
the short put option allows the trader to gain if it also expires at-the-money or out-
of-the-money; if the market either advances or declines, then the trader loses the
amount by which the option is in-the-money. Since the trader is selling both a call
option and a put option, the trader initially receives the full option premiums for
both contracts, making this a credit combination. Because the trader is taking on
more risk by selling both options, he or she receives a larger premium. To obtain
the break-even points of a short combination, one would add the net payment
received on the combination to the short call option’s strike price and subtract the
net payment received on the combination from the short put option’s strike price—
anything above the upper (call option’s) break-even point would be a loss and any-
thing below the lower (put option’s) break-even point would be a loss. Any price in
between these two levels would be a gain to the trader. The maximum gain for a
short combination is the initial premium income the trader receives for selling the
options, while the maximum loss for a short combination is unlimited.

* However, short combinations with different strike prices are the most common.
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PAYOFF DIAGRAM 2.11 Profit diagrams for a short straddle and the Exxon
short straddle example.
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Example

Sell 1 Exxon (XON) June 75 Call @ 3
Sell 1 Exxon (XON) June 65 Put @ 2%
Market price of Exxon stock: $70

In this example, the trader has initiated a short combination since the security
and the expiration months are the same, but the strike prices are different. The
advantage of this short combination is that the strike prices are spaced further apart,
creating a larger window for gains; however, because of the widened strike prices,
the premiums that the seller receives will be lower than those for short straddles.
Here, the trader has sold one Exxon call option with a June expiration and a $75
strike price for $300 and has sold one Exxon put option with a June expiration and
a $65 strike price for $250, when Exxon is trading at $70 per share. Therefore, the
total premium received by the option writer on the combination is $550. This is a
nonrefundable, fixed income payment to the trader and cannot be lost. This $550 is
also the most the trader can make on the transaction—if both the call and the put
option were to expire at-the-money or out-of-the-money, meaning Exxon stock
were trading at $65 per share, $75 per share, or somewhere in between, the trader
would owe nothing and keep the $300 on the short June 75 call and the $250 on the
short June 65 put. Again, the trader would ideally like to see the market move side-
ways. If Exxon stock were trading at $80 per share, the trader would lose $500 on
the short June 75 call option position that is in-the-money, lose nothing on the short
June 65 put option position that is out-of-the-money, and make $550 on the fixed
cost to initiate the combination, for a net gain of $50. If Exxon were trading at $60
per share, the trader would lose nothing on the short June 75 call option position that
is out-of-the-money, lose $500 on the short June 65 put option position that is in-
the-money, and make $550 for the fixed cost to initiate the combination, for a net
gain of $50. If Exxon stock were trading at $80}% per share, the trader would lose
$550 on the short June 75 call option position that is in-the-money, lose nothing on
the short June 65 put option position that is out-of-the-money, and make $550 in
nonrefundable costs to initiate the combination, for a net gain of zero. If Exxon
stock were trading at $59/ per share, the trader would lose nothing on the short June
75 call option position that is out-of-the-money, lose $550 on the short June 65 put
option position that is in-the-money, and make $550 in nonrefundable costs to initi-
ate the combination, for a net gain of zero. If Exxon stock were trading at $85 per
share, the trader would lose $1000 on the short June 75 call option position that is
in-the-money, lose nothing on the short June 65 put option position that is out-of-
the-money, and make $550 in fixed costs necessary to initiate the combination, for
a net loss of $450. Finally, if Exxon stock were trading at $55 per share, the trader
would lose nothing on the short June 75 call option position that is out-of-the-
- money, lose $1000 on the short June 65 put option position that is in-the-money, and
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PAYOFF DIAGRAM 2.12 Profit diagrams for a short combination and the Exxon
short combination example.
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make $550 in fixed costs necessary to initiate the combination, for a net loss of
$450. Please note that a short combination is made up of two regular option con-
tracts. Therefore, as Exxon’s market price continues to move in-the-money, either
upside or downside, losses continue to grow indefinitely. Short combinations differ
from spreads in that the losses are unlimited.

To summarize, the most the trader could make in a short combination would be
the full premium received by initiating the combination ($550) and this would
occur if the options expired at-the-money or out-of-the-money (greater than or
equal to $65 and/or less than or equal to $75). The most the trader could lose in a
short combination is unlimited to the upside and restricted to the total value of the
underlying contract if it were to decline to zero ($6500 — $550 = $5950) on the
downside. Therefore, if the market were to move sideways, the trader will gain;
however, if the market were to advance or decline, the trader will experience a loss.
(See Payoff Diagram 2.12.)

Many possible option strategies can be utilized to anticipate price movement.
Before.a trader initiates a position, it is important that the trader determine the
most advantageous and cost-effective strategy for his or her needs. This depends
upon the individual’s trading intentions and whether he or she is trading options for
hedging, income, or speculative purposes.

If you have any additional questions concerning option basics, consult your
broker or any of the option trading literature listed at the end of this book.




OPTION MECHANICS
AND TRADING

OW THAT WE HAVE discussed the basics of options, let s look at some
of the important factors a trader must consider before trading
options.

PLACING OPTION ORDERS

Before participating in a market, regardiess of which one, it is important that one
become familiar with many of the trading nuances and aspects which apply to that
specific market. This is especially true when trading options. Once these variables
are addressed and an option contract is selected, the trader must then place the
order. When placing an option order, a trader must make certain to supply the fol-
lowing trading instructions to the broker:

1.  Whether the option order is a buy or a sell

2. The number of option contracts the trader wishes to transact

3.  The proper description of the option, including the specific option contract
to be traded, the correct month and year, and the exercise price

4.  The price at which the trader wishes to buy or sell the option

5.  The specific exchange the trader wishes to use to conduct the trade if more
than one exchange lists the option

6.  The stop loss level, or the price at which the trader wishes to exit an unprof-
itable trade
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7.  The type of option order to be executed, that is, an opening purchase, a
closing purchase, an opening sale, or a closing sale

There are several types of orders that can be placed with one’s broker, depend-
ing upon the trader’s situation. Some orders are utilized to simply determine the
place or the time to buy or sell an option position, while others are utilized to pro-
vide protection on an existing market position. With the exception of Good-Til-
Canceled orders, or GTC orders, all of the following are day orders, meaning if
they are not executed by the end of the trading day, they are canceled. Although not
all order types are available on all exchanges, some of the most common option
orders are presented.

Market orders. The simplest type of option order is a market order. In this case,
as soon as the order arrives on the trading floor, the trade is executed at the best
possible price. Buy orders will be filled at the market’s lowest existing offering
price level, and sell orders will be filled at the market’s highest existing bid price
level. Therefore, the price at which an order is executed is determined by the forces
of supply and demand. While market orders will always be filled immediately
upon arriving on the trading floor, some price accommodations must be made,
especially when trading large quantities. In some instances when fewer contracts
are offered on the floor than a trader wishes to purchase, or when fewer contracts
are bid on the floor than a trader wishes to offer, certain price concessions must be
made to complete the transaction. In these cases, the bidding and offering price in
the market will be adjusted accordingly to absorb the desired quantity, and any
trader who places a large market order must often be prepared to accept a series of
market fill prices, some progressively worse than others.

Limit orders. To counteract any market disruption which may be caused by a
market order, it is often prudent to enter a limit order. A limit order is entered when
one wishes to purchase or sell an option at a specific price. Buy limit orders can
only be filled when price trades downward to that specified price and can only be
filled at the limit price or better (meaning the buy order is filled at a price that is
lower than the limit price); sell limit orders can only be filled when price trades
upward to that specified price and can only be filled at the limit price or better
(meaning the sell order is filled at a price that is higher than the limit price). Unfor-
tunately, whereas a market order will always be executed, a limit order runs the risk
of going unfilled if the market fails to rally to a sell limit order, or if the market
fails to decline to a buy limit order. In any case, if the market exceeds the limit
order level, it should be filled since the limit becomes a resting bid or offer in the
market place.
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Stop order.  Stop orders are useful when one wishes to control one’s losses or exe-
cute a trade when a price’s momentum starts to shift. A stop order is placed away
from the current market and becomes effective only when price trades at or through
the stop level, whereupon the order is treated as a market order. A buy-stop is
placed above the current market and it becomes active once price trades at or above
that price level; and a sell-stop is placed below the current market and it becomes
active once price trades at or below that price level. However, keep in mind that
even when triggered, stop orders cannot guarantee a price, and in situations where
the market is fluctuating wildly there is a greater likelihood that one’s fill will be
worse than one would like.

Stop-limit order. Stop-limit orders are useful when one wishes to control one’s
losses or execute a trade when a price’s momentum starts to shift, and obtain a spe-
cific price. A stop-limit order is placed away from the current market and becomes
effective only when price trades at or through the stop level, whereupon the order
is treated as.a limit order. A buy-stop limit order is placed above the current mar-
ket and it becomes active once price trades at or above that price level. Once the
stop-limit level is hit, the buy order must be executed at the stated price or better;
‘also, once this level is touched, the buy limit becomes a standing order until it is
filled or until the end of the day’s trading, whichever comes first. A sell-stop limit
order is placed below the current market and it becomes active once price trades at
or below that price level. Once the stop-limit level is hit, the sell order must be exe-
cuted at the stated price or better; also, once this level is touched, the sell limit
becomes a standing order until it is filled or until the end of the day’s trading,
whichever comes first. However, keep in mind that even when triggered, stop-limit
orders cannot guarantee a price, and in situations where the market is fluctuating
wildly there is a chance that one’s order may not be executed.

There can be some confusion between limit orders and stop orders, especially
when a trader is forced to make a quick trading decision. Just remember that buy
limits are placed below the market because a trader wants to pay as little for the
instrument as possible; sell limits are placed above the market because a trader
wants to receive as much for the instrument as possible; buy stops are placed above
the market because a trader only wants to purchase the instrument if price exhibits
strength; and sell stops are placed below the market because a trader only wants to
sell the instrument if price exhibits weakness.

Market-if-touched (MIT) order. A market-if-touched order is similar to a stop
order only with the levels placed on the opposite side of the market. Once price
trades to a specific level, a MIT order becomes a market order and is executed at
the best possible price. A market-if-touched buy order is placed below the market
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and is filled at the lowest offer price available once price trades to that level. A
market-if-touched sell order is placed above the market and is filled at the highest
bid price available once price trades to that level. These orders can be placed if a
trader wishes to wait for price to move to a certain level, but wants to ensure that
his or her order will be filled.

Limit- or market-on-open (MOO) order. Like their names sound, a market-on-
open and a limit-on-open order are used to execute a trade sometime during the
trading day’s opening period (typically within the first minute of trading). In the
case of a market-on-open order, the trader’s order is filled at the best available price
at some time just after the opening bell. In the case of a limit-on-close order, the
trader’s order is filled at the trader’s price or better at some point just after the open-
ing bell. In both cases, the order is not necessarily executed at the opening price,
just at some price during the opening range.

Limit-.or market-on-close (MOC) order. For the sake of simplicity, rather than
place an order at a limit price or at the market, some traders use market-on-close or
limit-on-close orders to exit existing positions or execute new positions sometime
during the trading day’s closing period (typically within the last minute of trading).
In the case of a market-on-close order, the trader’s order is filled at the best avail-
able price at some time just prior to the closing bell. In the case of a limit-on-close
order, the trader’s order is filled at the trader’s price or better at some point just
prior to the closing bell. In both cases, the order is not necessarily executed at the
closing price, just at some price during the closing range.

Fill-or-kill (FOK) order. A fill-or-kill (FOK) is used when a trader wishes to
make a single bid or offer to the trading floor for a specific quantity at a specific
price. If the order, or a portion of the order, is not executed immediately upon being
presented to the trading floor, then it is canceled. A FOK order can be filled in
whole or in part, but can only be offered once. FOK orders can vary from exchange
to exchange as to how many times the order must be presented to the floor (for
example, some exchanges require that a FOK order be presented three times as
opposed to one), so a trader might want to familiarize him- or herself with how the
procedure is handled.

Cancel (CXL). Very simply, a cancel order is used to eliminate a prior order that
has not yet been executed. A canceled order must be communicated by a trader to
the broker and such an order is not executed or confirmed until the floor broker
reports back that the trader is out of the trade. Understand that once an order has
been filled, it cannot be canceled.
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Good-til-canceled (GTC) order. A good-til-canceled order is simply an item that
a trader can add to another type of order, such as a limit order or a stop order, to
allow the order to extend beyond the current trading day. With a GTC order, the
broker will attempt to execute the trade until the trade is filled. A GTC order will
exist until the trade is filled, the order is canceled, or if the order has been standing
for a long period of time without being executed (the period depends upon the
exchange, but is usually many months). Not all exchanges accept GTC orders, so
it is important to determine whether they do so before the order is placed. For those
exchanges that do not accept GTC orders, the trade must be entered by the cus-
tomer each day.as a day order.

Spread order. A spread order is used to simultaneously buy and sell two instru-
ments. Spread orders are quoted as the price difference between the two instruments.
Spread orders can be placed at the market or at a spread limit price. When enacting a
buy spread order, thereby creating a debit on the trade, a trader wants to pay the low-
est possible cost for the transaction (when offsetting the trade, the trader looks for the
spread between the instruments’ premiums to widen, or move further apart, so he or
she can profit); and when enacting a sell spread order, thereby creating a credit on the
trade, a trader wants to receive the greatest possible payment for the transaction

(when offsetting the trade, the trader looks for the spread between the instruments’
premiums to narrow, or move closer together, so he or she can profit).

Our preference is to place limit orders, and if for some reason the order is
unfilled, then we seek other trading alternatives that may exist. One thing is for cer-
tain in this business: there is never an end to the trading possibilities and if an
opportunity is missed or overlooked, there is always another which can serve as a
replacement.

READING AN OPTION PRICE TABLE
Many major newspapers and trading publications today provide option-pricing
tables so traders can track and follow the activity of certain listed options on a day-
to-day basis. While the organization of these price tables may differ slightly for
stock options, they all usually contain the security that the option covers, the prior
day’s closing price of the underlying asset, the varying strike prices and expiration
months, the prior day’s volume and closing prices for each call option, and the prior
day’s volume and closing prices for each put option. Other option listings, such as
those for indices, also include items such as the net price change of the option from
the previous day’s closing price and the open interest of the call or put option.
Figure 3.1 illustrates a typical stock option listing taken from the Wall Street
Journal. As you can see, the stock option information is separated into columns.
The first column lists the stock to which the option applies and, below that level,
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FIGURE 3.1 Sample stock option price listing much
like the one you would find in your local newspaper.
—Call— —Put—
Option Strike Exp. Vol Last Vol. Last
Amazon 110 Feb 922 24'; 377 11
123 120 Feb 1251 19% 467 16
123 120 Apr 1134 23% 344 19
123 130 Feb 867 14'% 171 133/8
123 140 Feb 947 11 61 255/8
AmOnline 130 Feb 148 17% 748 71/8
140% 135 Feb 373 145/8 487 9
140% 140 Feb 3670 12'% 1665 11'%
140% 140 Mar 475 17% 127 16
140% 140 Apr 764 2178 19 18 7/8
140% 145 Feb 1983 10% 205 14%
[40% 156 Feb 3691 838 298 16%
140% 150 Apr 693 1718 6 24

the prior day’s closing price for the stock; the second and third columns repre-
sent the option strike prices and expiration months available to be traded, respec-
tively; the fourth and fifth columns apply to call options and show the volume for
each contract—the total number of contracts that traded for each particular
option—and the last, or closing price, for that call option, respectively; and the sixth
and seventh columns apply to put options and show the volume for each contract—
the total number of contracts that traded for each particular option—and the last, or
closing price, for that put option, respectively. Columns that do not have a value and
are represented by “. . . ” mean that particular option did not trade that day. Option
listings for index options or futures options are basically presented in the same man-
ner as stock options but with a few slight differences, such as also including an
option’s net change and open interest. Figure 3.2 provides an example of an index
option price listing and Fig. 3.3 shows a futures option price listing, both hypothet-
ical examples much like those one would find in one’s local newspaper.

SELECTING AN OPTION

Given the wide assortment of possible option expirations and strike prices, which
is the preferable option contract selection for a trader? This answer is not black and
white and varies depending upon the goals of the trader. For those option traders
who believe that the trend of an underlying security has been or soon will be estab-
lished for some time to come, they may wish to hold the option until it approaches
expiration and a significant profit is captured. These individuals are referred to as
position traders. Other traders are not concerned with long-term projections in the
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FIGURE 3.2 Sample index option price listing much
like the one you would find in your local newspaper.

Net Open

Strike Vol. Last Chg. Int.
S & P 100 INDEX (OEX)

Feb 600c 96 26 % -2% 5,347
Feb 600p 4,003 14 3 +1 8,120
Mar 600c¢ 2 8% -6% 2,143
Mar 600 p 106 24 +2Y% 1,526
Feb 605¢ 292 231/8 -27/8 3,749
Feb 605p 712 163/8 +7/8 3,746
Mar 605¢ 2 3618 -47/8 211
Mar 605p 2 22 % -25/8 18 .
Feb 610c 3,289 20 -3 11,865
Feb 610p 4955 13 -1% 11,153
Mar 610c 8 31% -5% 2,934

Mar 610p 114 2578 -27/8 2,204

“underlying security and are only interested in what will occur on a particular trad-
ing day. These individuals are referred to as day traders. Position traders and day
traders have two very different approaches and attitudes when selecting the appro-
priate option contract to trade. Most position traders typically choose an expiration

- month and a strike price that matches their price target and the time frame in which
they believe that target will be reached. Day traders, on the other hand, are not con-
cerned with which expiration month or strike price they should choose, all they are
concerned with is being on the right side of the market in the option that will bring

‘them the greatest return.

When day trading options, various time and price considerations are not as
important as they would be to a long-term option trader. Since option positions are
held for such a short period of time, the impact of time decay is negligible when
day trading and does not really work for or against the trader (unless it is the day
of option expiration or one or two trading days before expiration, where time
premium typically erodes more rapidly). Although our opinion is by no means
absolute, we suggest that when one wishes to day trade options or intends to hold
an option position for no more than one to two trading days, that one trade the
nearby (closest expiration month) option contract which is at- or slightly in-the-
money, when the underlying security has, or is just about to, exceed the exercise
price. As we discussed earlier, as the price of the underlying security trades through
the exercise price and proceeds to move in-the-money, the time value initially con-
tracts and then begins to move almost one for one in lockstep with the price of the



66 DEMARK ON DAY TRADING OPTIONS

FIGURE 3.3 Sample futures option price listing
much like the one you would find in your local

newspaper.
INTEREST RATE

T-BONDS (CBT) :

$100,000; points and 64ths of 100%
Strike Calls-Settle Puts-Settle
Price Feb Mar Jun Feb Mar Jun
125 244 3-11 . 0-01 024 .
126 1-45 2-27 3-33 0-01 0-40 2-08
127 0-48 149 . 0-01 0-64 .. ..
128 0-03 1-16 2-33 0-22 1-26 3-06
129 0-01 053 ... 1-19 2-01

130 0-01 0-34 1-46 2-19 2-46 4-18
Est. vol. 250,000;

Thur vol. 104,623 calls; 114,682 puts

Op. Int. Thur 596,880 calls; 636,920 puts

CURRENCY

JAPANESE YEN (CME) =~

12,500,000 yen; cents per 100 yen
Strike Calls-Settle Puts-Settle
Price Feb Mar Apr Feb Mar Apr
8700 1.54 240 ... 078 164 ...
8750 126 213 ... 100 1.87
8800 103 188 ... 1.27 2.12
8850 085 167 ... 1.59 241
8900 070 148 . 194 271
8950 0.57 1.31 231 3.04

Est. vol. 3,395 Thur 1,810 calls 5,547 puts
Op. Int. Thur 32,349 calls 49,102 puts

underlying security. Because the impact of time premium is generally minimal, day
trading an at-the-money or slightly in-the-money option is essentially the same as
trading the underlying asset, only for much less money, with a greater profit poten-
tial, and with a defined level of risk.

Another factor that must be considered when deciding which option contract
to day trade is option liquidity. Typically, the nearby, closest to at-the-money option
is the most actively traded option and has the greatest volume and open interest.
This liquidity is important, not only when entering the trade, but also when exiting
the trade as well, especially for a day trader. Inactive, light-volume, and low-
liquidity markets are difficult to trade and large concessions must be made by the
trader to obtain market positions, since the spread between bid and ask in these sit-
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uations is typically wide and the increment within which a trader is able to transact
is small. We cannot stress enough the significance of market liquidity to a day
trader in the selection of option trading candidates. A familiarity with the recent
volume and open interest for a particular option is crucial in determining the size
of the commitment a trader should make to a specific option market.

HOW MUCHTO BUY
Perhaps the best advice we can provide to beginning traders is to manage your trades.
This is especially true when trading options. One of the biggest problems option
traders face is that they allow their emotions to dictate when they make their pur-
chases and do so with reckless abandon. Since they are accustomed to paying so
much more for other assets, they typically spend a comparable amount of money on
options, leveraging their positions to the maximum, and hoping for the sizable price
“pop” which will catapult their profits into orbit. However, this is the worst mistake
an option buyer can make. If these large positions are not timed accurately, a trader
can lose a large amount of money. Most people justify their option position size by
rationalizing that they would have spent the same amount as they had on the underly-
ing security, but now they are controlling more of the underlying security. What they
don’t always realize is that options do not retain their value like these other assets,
because the passage of time will always have a negative effect upon the option. That
is why options cannot be considered investments; they are simply trades.
Our suggestion in determining how much of an option to purchase is this: a
prudent option trader will limit his or her exposure to any particular trade. The pre-
‘requisite for proper money management is different for a day trader versus a trader
who holds the option position overnight or longer. While it is not our role to deter-
mine a trader’s exposure to a market, we feel it is crucial to address this matter, as
we have seen a number of traders execute imprudent option trades and money man-
agement. A good rule of thumb is that a day trader should not risk more than 2 per-
cent of his or her portfolio in any one trade, and a position trader should not risk
any more than 4 percent of his or her portfolio in any one trade. If traders prefer to
exceed these prescribed limits, we recommend that the traders protect their posi-
tions with offsetting option trades and definitely with stop losses.

WHEN NOT TO BUY AN OPTION

It’is also important to consider the time or the date at which one should enter the
option market. While these option-buying suggestions are presented in the context
of day trading options, they apply equally as well to option position trading.

*  When day trading, a trader must give the market adequate time to perform.
Consequently, eliminate day trading within the final hour of trading. If one
is position trading options, this suggestion should not be a concern.
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*  Avoid trading in an illiquid option market.

*  Avoid purchasing call options just prior to a stock going ex-dividend. Avoid
buying or selling options based upon anticipated news (buyouts in particu-
lar). Besides bordering on unethical trading, the information received is
more likely to be rumor than correct.

*  Avoid purchasing options well after the market has established a defined
trend—this is especially true when day trading, as any option premium
advantage will have dissipated.

*  Avoid purchasing way out-of-the-money options when day trading, as any
favorable price movement will have a negligible effect upon premium.

*  Avoid purchasing call options when the underlying security is up for the day
versus the prior day’s close, unless one intends to take a trend-following
stance. (See Option Rules, Chap. 4).

*  Avoid purchasing put options when the underlying security is down for the
day versus the prior day’s close, unless one intends to take a trend-following
stance. (See Option Rules, Chap. 4).

*  Be careful when holding long option positions beyond Friday’s trading day’s
close unless one is option position trading. Many option theoreticians recal-
culate their volatility, delta, and time decay numbers once a week, usually
after the close of trading on Fridays or over the weekend. The resulting
adjustments in these values most often have a negative effect on the value of
the long option, which may be acceptable when holding an option over an
extended period of time but is detrimental when day trading.

WHY TRADE OPTIONS?
With the tremendous growth that has occurred in the option markets over the years,
it should come as no surprise that options provide an excellent trading opportunity.
As you have probably been able to gather thus far, buying options responsibly can
provide a greater level of security to traders, allowing them to rest easy during the
day and sleep better at night. Options give traders more time to think about their
positions without worrying about how much they could potentially lose. As one
family friend puts it, buying options enables the trader to leave the computer screen
and hit golf balls. If traders were to take positions in the actual security, or sell
options, they must closely monitor their positions and only watch others hit golf
balls on ESPN.

If you have any other questions concerning option basics, mechanics, or other
specifics, refer to any of the option literature listed at the end of this book, or con-
tact your broker or any of the option exchanges listed in the appendix.
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TOOLS AND TECHNIQUES

OLLOWING THE MARKETS for many years has enabled us to make many

trading observations regarding options and securities. One of the most

noteworthy is the concept of buying weakness and selling strength.
Timing the price zones where this can be performed is the foundation

of our work and enables a trader or an investor to anticipate trends
rather than strictly follow them. To assist one in identifying these low-risk oppor-
tunity zones, we suggest that one also incorporate a series of trading rules we have

“developed. These rules and observations are especially important when looking to
day trade options.

If you are trading as a hobby or on a part-time basis, then pause for a moment
and deliberate how difficult your full-time job can be at times and think about the
ways in which it can be made simpler. More than likely, others before you have
been similarly challenged to create shortcuts, and most if not all quantum leaps in
job improvements for your particular field of employment have been developed.
Any upgrades in technology are few and far between and your knowledge is prob-
ably shared by all others performing similar tasks.

Now who says that trading is any less difficult or complex? The media has pro-
jected an image of wealth and luxury with trading. Certainly, there are extremely
wealthy traders, but don’t you think if it were as simple as many believe it to be that
more traders would be successful? Trading is difficult.

However, whereas most professions are mature and thoroughly researched,
trading is a fertile field for objective market-timing indicators. Only within recent
years has it become acceptable to research the dynamics of the marketplace. Previ-
ously, not only were the technology and the software lacking, but also the legiti-
macy of pursuing such a research path was questioned by university professors and
well-known investors alike. Now the brightest minds in the world are developing
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code to break the market and, although unsuccessful, are making progress. Prior to
the advent of computers, intelligence was not necessarily an advantage or even a
factor in trading success since a trader’s emotions tended to interfere with prudent
and thoughtful decision making. Technology has removed the element of emotion-
alism and enabled the process to become more objective and mechanical. We’re not
implying we have the Holy Grail by any means, but we have enjoyed a distinct
advantage over other analysts by virtue of having observed and researched the mar-
kets for close to 35 years, collectively. Consequently, we have had the opportunity
to develop a group of original techniques which have proven to be sensitive to iden-
tifying significant market reversal points.

BUYING WEAKNESS AND SELLING STRENGTH

As individuals, we are all products of our environment. Our feelings, attitudes, and
actions are often influenced by a series of external events and conditions. A rush to
buy winter wear typically occurs only after the first freeze or snowstorm arrives,
just-as the need to purchase umbrellas usually arises once the weather changes to
rain. Most often, we are ill-prepared to adapt to the immediate future should it dif-
fer from what we are accustomed to. Simply put, we are creatures of habit—we wait
for a change to make a change. Traders often react similarly, extrapolating current
market trends of strength or weakness well into the future without properly estab-
lishing contingencies should an unexpected change in (market) conditions arise.
They tend to exaggerate these trends because they possess a biased predisposition to
the market due to either overall market sentiment or the fact that they are personally
involved in a trade and are subconsciously promoting their own positions.

It is not difficult to understand why a trader might prefer to be a trend follower.
Uncertainty in any aspect of life is difficult to deal with. To overcome this uncer-
tainty, most people rely upon experts to explain the likely ramifications of an event
or, failing to seek out just such an experienced individual, concede to the will of the
masses, finding solace in conformity. There is a decided level of comfort and secu-
rity in either allowing another to make a decision for us or by acceding to the influ-
ence of a group. In each instance, the burden of responsibility for making a mistake
is removed from oneself, since the decision was ultimately determined by others.
This attitude may be acceptable in life but to practice similarly in the market is
financial suicide.

Approval and acceptance are essential to interacting harmoniously with others.
To constantly oppose widely held opinions or decisions and to force one’s beliefs
upon a group is an invitation to exclusion. In today’s society it is important to be
socially correct and not be disruptive—flow with the crowd mentality, if you will.
Conducting one’s trading activities similarly may be easy psychologically but the
implications to one’s portfolio could prove financially disastrous. There is a com-
mon trading adage that states “The trend is a trader’s friend.” Our experience sug-




CHAPTER 4 TOOLS AND TECHNIQUES 73

gests that, for the sake of completeness, this expression should be qualified with an
addendum that reads “Unless the trend is about to end,” because that is the single
worst time to enter into a trade in the direction of the prevailing trend. However, it
is the single best point in time to enter into a trade against the overall trend. The
price level just prior to that inflection point where price reverses its trend is the
ideal time to enter the option market, for example, because it allows the trader to
participate in the inception of a new trend. Unfortunately, this price reversal point
is much easier to reference than it is to identify. Not only must traders acquire the
expertise and the tools necessary to locate these low-risk opportunities, but they
must also possess the courage to defy the dominant psychology of the market at
that time, which is to extend the existing trend. Consequently, our goal is to share
with you various methods we created to help identify these critical market turning
points for securities, as well as their respective derivative products, such as options.
Not only do these indicators provide a trader with insight as to how to anticipate
price reversal points but also with a detailed list of conditions that generally exist
at those turning points, all of which enable a trader to make this difficult process
more objective and less emotional.

Market highs and lows differ in frequency and duration, depending upon the
time frame one applies. For the most part, short-term highs and lows may not have
much of an impact upon the overall market picture or trend. Obviously, at major
turning points, short-term price bottoms and tops will coincide with and evolve
into long-term price bottoms and tops, since longer-period market price moves are
comprised of a series of shorter-period market price moves. Personally, our trading
efforts are most often devoted to these short time frames. This enables us to partic-
ipate in many short-lived price moves, and, at the same time, market conditions jus-
tifying, also allows us to extend our holding period for a longer period of time.
Since any market turning point could extend into a significant bottom or top, we
encourage day traders to hold their trading positions longer on occasion. However,
because short-term signals may only be effective for a short period of time, we
advocate protecting market positions at all times with stop losses. Because markets
move in a series of price waves over various time periods, it is important for a
trader to prudently place a stop loss and to do it consistent with the time interval
which meets his or her trading preference and style.

Price never moves straight up or straight down, even when price moves are
‘news-driven. There are rare instances when each trade over a short period of time
will be consecutively higher or lower, but these moves will eventually be punctuated
with price reactions until the price surge finally dissipates and trading normality
resumes. Typically, price moves unfold in a series of waves. Traders’ collective inter-
pretation of the impact of any news developments upon a market determine the
direction and the intensity of these waves. Since the market is a discounting mech-
anism, as soon as news is released, traders evaluate and process the perceived
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impact that it may have upon a security. The convergence of all these traders’ expec-
tations is reflected in one figure—price. Ultimately, the critical determinant of price
movement is the degree of buying and selling pressure.

One important aspect of price movement which is often overlooked by
overzealous traders is the fact that, over time, the intensity of both buying and sell-
ing diminishes. The reason is that as more and more traders commit their funds to
the market, the reservoir of similarly disposed traders diminishes in size. Our
research indicates that markets form bottoms, not because there is a group of smart
buyers who are driving prices upward,; rather, figuratively speaking, the last seller
has sold and by default price moves sideways or higher. Conversely, markets form
tops, not because there are smart sellers who are forcing prices downward, rather,
figuratively speaking, the last buyer has bought; therefore, price moves sideways
or lower. To illustrate this observation, consider the fact that as price moves higher,
more and more trend followers enter the market. Usually, fundamental research
becomes more positive, convincing the fundamentalists to enter the market as well.
As the news continues to be favorable, more and more investors enter the market.
At the same time, traders who were negatively disposed toward the market reverse
their positions from sellers to buyers. Ultimately, the buyers exhaust themselves
and the buying and selling pressure arrive at a standoff. Once the last buyer has
bought, price declines. Keep in mind that the reverse scenario holds true in cases
where a market’s price is declining. These same principles can be applied to mar-
ket activity on a time scale as short as one minute and consisting of a series of price
ticks to much longer periods of time.

With these market-timing principles in mind, our research has uncovered cer-
tain market behavior and tendencies which occur near market tops and bottoms.
For instance, we have found that a general skepticism is often associated with mar-
ket lows. In this case, if price has declined for a period of time and the news con-
tinues to be bleak but price actually rallies, this event suggests that there is an
apparent absence of sellers required to perpetuate the decline. Traders’ prayers,
hopes, or promises will do nothing to force price lower; only additional selling can
accomplish that goal. Similarly, as a market rallies, news and analyst recommen-
dations reflect this bullish market outlook. Ultimately, all the potential buyers have
bought into the position and, despite additional favorable news, it is insufficient to
sustain the rally unless a renewed source of buying develops. Again, prayers or
promises will not move the market higher; only additional buying is capable of
doing that. Our observations indicate that market bottoms are accompanied by neg-
ative news, just as market tops are usually formed with the release of positive news.
Furthermore, when a market is incapable of rallying despite good news, it is often
indicative of an imminent retreat in buying and a potential downside price reversal.
Conversely, when a market is unable to decline despite negative news, it is often a
sign that there is a decrease in selling pressure and a potential upside reversal is
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pending. At major market turns, the news is often so extreme that the sellers and
buyers collectively exhaust themselves and the market is susceptible to establish-
ing a meaningful reversal in trend. Since markets typically exaggerate advances
and declines, opportunities arise for alert traders who are prepared for these price
reversals. The challenge for a trader is to differentiate between the real and the per-
ceived low- and high-risk opportunity zones.

The interaction between supply and demand determines price. Market expec-
tations and news create occasional price imbalances and present traders with
opportunities to profit. Fear and greed swing the price pendulum in any market.
Fundamental information, such as earnings forecasts, new product introduction,
crop reports, government policies, money supply, interest rates, and a host of other
variables, are important factors influencing valuation. However, market sentiment
and traders’ perceptions have a dramatic impact and are oftentimes responsible for
exaggerating and extending price movements. The impact of nonfundamental con-
tributing factors, such as stop losses, margin calls, and so forth, cannot be mea-
sured but their influence is also significant.

Stock market specialists and option market makers play an important role in the
marketplace. They supply liquidity to a market by providing supply when a market
rallies and by providing demand when a market declines. Their method of trading is
to operate against the prevailing market trend. Obviously, doing so is not always
profitable—occasionally, markets will perpetuate a trend longer than expected. But,
most often, retracements and market reactions allow those traders to offset their
trades and continuously reset them. With proper discipline and money management,
these professional traders are able to produce consistent profitable returns. We have
known only one specialist firm to go bankrupt in the past 40 years, and most ade-
quately capitalized, disciplined market makers have been able to withstand any
drawdowns. This is not only a tribute to their trading expertise but also a recognition
~ and testimony to their unique trading style. We believe that to trade options and

- other securities successfully, a trader must emulate their (countertrend) trading phi-
losophy. For example, an option trader must abandon any false impression that trad-
ing decisions must be supported by other traders and the media because, very likely,
they will not. Traders using our prescribed methods must be resigned to the fact that
they must operate against the prevailing market trend and the overall trading envi-
ronment and ignore external input or confirmation. The trading strategy is described
as contra-trend and such traders are certainly market mavericks.

Forecasting precision is our goal but not at the expense of common sense or
logic. We rely upon proprietary techniques that we have developed over the past 27
years and which have statistically withstood the rigors of time and countless data
samples. By and large, these methods were designed to anticipate tops and bot-
toms, not confirm them. After all, knowing a high or low after it occurs is mean-
ingless—but that is what most trend followers unwittingly do. Occasionally, our
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indicators may be premature, our price objectives may be overshot, or our calcu-
lated price reversal levels may be slightly off the mark, but the outcome should
generally be correct. Sadly, nothing is or will be perfect when following the mar-
kets. But by mechanizing these market-timing approaches, traders can minimize
ambivalence and ambiguity, two factors that ultimately destroy traders’ confidence
as well as their trading accounts.

OPTION PURCHASING RULES

It’s human nature to want to buy a market when the media and brokers are posi-
tive, or bullish, and likewise to sell a market when they are negative, or bearish.
This response is reflexive and characteristic of most inexperienced traders. How-
ever, by dissecting the dynamics of the market, it becomes apparent why the
antithesis of this response would be more profitable, especially when day trading.
With the majority of markets today, price fluctuates rapidly, leaving little time to
enter at important price reversals. Oftentimes, a high or low is established and
quickly followed by a price vacuum, as floor traders and other traders scramble to
quickly reverse their positions. If one were to enter at this point, that individual
would likely suffer considerable price slippage and experience terrible order fills,
particularly if one were day trading. That is why we prefer to buy before a market
low is recorded and price is still declining and why we prefer to sell before a mar-
ket high is made and price is still advancing. If the crowd is buying, we are look-
ing for a place to sell, and vice versa, if the majority is selling, we are looking for
a place to buy. This way, we can enter the market and, oftentimes, actually enjoy
positive slippage, realizing better fills than if we were attempting to participate in
the market’s trend. Therefore we realize a greater profit potential for our trades by
participating in a larger portion of a market move. This practice is similar to the
role played by both market makers and floor specialists. Someone must assume
the opposite side of a transaction, as difficult as it may be at the time, both psy-
chologically and emotionally.

We are not encouraging you to ignore fundamental analysis or common sense.
After all, it is foolish to immediately take a trading stance against the direction of
a news announcement, crop report, or earnings release—doing so is akin to step-
ping in front of an express train or catching a falling dagger. However, we are sug-
gesting that traders view these announcements as opportunities to anticipate and
identify key areas of price exhaustion, particularly when day trading. And because
these important news releases are often followed by sharp price retracements,
anticipating trend reversals can create sizable trading profits.

Our recommended practice of buying into market weakness and selling into
market strength is an important trading lesson we learned early in our careers.
This approach is applicable to all markets and is particularly valuable once a mar-
ket’s volatility, or intraday price movement, increases. More often than not, news
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serves as a catalyst causing a security’s price volatility to increase. The increased
public interest and participation in the market is reflected in the expansion of vol-
ume and wider price swings in the underlying asset. If the underlying security
undergoes a transformation in its trading profile, a similar change becomes appar-
ent in any related option activity since the accompanying option premium will
expand to adjust to the increased volatility. Generally, if the news or market’s per-
ception of the news is tilted toward the positive, the premium attached to the calls
is greater than that assigned to the puts. Conversely, all other factors being equal,
if the outlook or traders’ expectations are perceived negative, then the put pre-
mium is greater than that of the call premium. Regardless, the impact of news
upon a security reverberates and resonates throughout its respective derivative
markets as well.

Again, to reiterate, markets usually record trend reversals at a bottom when the
last seller, figuratively speaking, has sold and at a top when the last buyer, figura-
tively speaking, has bought. Also, contrary to popular belief, the release of nega-
tive news generally coincides with and exhausts the downside of a market just as
the release of positive news coincides with and exhausts the upside of a market.
Obviously, as price declines, the ultimate low draws closer in terms of both time
and price; and as price advances, the eventual high draws closer in both respects as
well. Sooner or later, a down close signals the final low of a decline as does an up
close signal the final high of a rally. By applying this concept to option price activ-
ity, the initial rule for trading is formulated. In other words, by requiring that the
closing price of an option be down versus the prior period’s closing price for a low-
risk call buying opportunity and by requiring that the closing price of an option be
down versus the prior period’s closing price for a low-risk put buying opportunity,
a distinct trading advantage can be established. One could also require that not only
the option adhere to this trading qualifier, but also that the underlying security con-
form similarly by closing down for a call and up for a put. Additional layers of
requirements can also be introduced to further filter short-term trades. By applying
these concepts to both long-term and short-term trading, investors can realize
greater trading success.

To take advantage of these observations we have outlined, we have devised a
set of rules to determine the opportune environment in which to buy call and put
stock options. Similar rules can be applied to futures options but since the homo-
geneity among contracts is lacking in this market, the prescription must be altered
somewhat. Ideally, each of these trading rules should be aligned before entry into
a market occurs; however, in the real world this requirement may be less restrictive.
These rules stand well on their own and help prevent one’s emotions from running
rampant in the market, but the addition of other indicators, such as TD Percent Fac-
tor (TD % F) and the interrelationship between call and put volume and open inter-
est, can be utilized to further fine-tune a trader’s entry.
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RULES FOR BUYING CALLS AND PUTS

Rule No. 1: Buy calls when the overall market is down, buy puts when the
overall market is up. By and large, when the stock market rallies, most
stocks rally, and when the stock market declines, most stocks perform
likewise. The extent of this movement can easily be measured by observ-
ing stock indices. We recommend using the advance/decline index as a
proxy for the overall market. However, if this is unavailable, one could
also use the net price change of a comprehensive market average, such
as the Standard & Poor’s 500, New York Stock Exchange Composite,
NASDAQ, or Dow Jones Average. For the overall market to rally, the
majority of individual stocks must rally, too. Sure there are days in which -
the market is rallying even though the number of advancing issues is less
than the declining issues but this cannot last long if the stock market is to

~mount a sustainable advance. Similarly, on the downside, the market can-
not undergo an extended decline unless the number of declining stocks
outnumber the advancing stocks.

When the overall market trades lower, call option premiums typically
decrease. Therefore, by requiring the market index to be down for the day
at the time a call is purchased, the prospects for a decline in a call’s pre-
mium are enhanced. Similarly, when the overall market trades higher, put
option premiums typically decrease. Therefore, by requiring the advance/
decline market index to be up for the day at the time a put is purchased,
the prospects for a decline in a put’s premium are enhanced similarly.
Since most stocks rise and fall with the general market—with the possible
exception of gold stocks—this provides a measure of much-needed disci-
pline and helps prevent emotional, uncontrolled option buying.

Rule No. 2: Buy calls when the industry group is down; buy puts when the
industry group is up.  Just as most stocks move in phase with the mar-
ket, most industry group components move in sync with their counter-
parts within their specific industry as well. Therefore, when one stock
within an industry group is down, chances are the others are down as
well. It’s the exception when one component of an industry advances
while all the other members decline, or vice versa, especially over an
extended period of time. For example, situations can arise where a buy-
out occurs and the accumulation of one company’s stock causes it to out-
perform the others within the industry group. However, announcements
such as these typically cause the other stocks within the same industry
group to participate in the movement since the market’s perception is that
all companies within the group are likely acquisition candidates and their
stocks are “in play,” so to speak.
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Rule No. 3: Buy calls when the underlying security is down, buy puts when
the underlying security is up. In order to time the purchase of calls, we
look for the price of the underlying security to be down relative to the
previous trading day’s close. If the stock’s current market price is less
than the previous day’s close, most traders extrapolate that the down
trend will continue. It is also possible to relate the stock’s current price
with its opening price level to make this rule more stringent. Either rela-
tionship, that is, current price versus yesterday’s close or current price
versus the current day’s open, can be applied or a combination of the two
can be used to insure that the composite outlook for the market is per-
ceived bearish by most traders.

In order to time the purchase of puts, we look for the price of the
underlying security to be up relative to the previous trading day’s close. If
the stock’s current market price is greater than the previous day’s close,
most traders extrapolate that the up trend will continue. It is also possible
to relate the stock’s current price with its opening price level to make this
rule more stringent. Either relationship, that is, current price versus yes-
terday’s close or current price versus the current day’s open, can be
applied or a combination of the two can be used to insure that the com-
posite outlook for the market is perceived bullish by most traders.

Rule No. 4: Buy calls when the option is down; buy puts when the option is
down. Just as the previous series of rules required that specific relation-
ships be fuifilled, so too must this prerequisite be met. In fact, of all rules
listed, this requirement is singularly the most important. The option’s
price, be it a call or a put, must be less than the previous day’s close. As
an additional requirement, it may also be less than the current day’s open-
ing price level as well. Obviously, if an option’s price is inevitably going
to rally, it is smarter to buy as low as possible. Further, if the call or the
put unexpectedly continues to decline to zero, then the loss incurred is
nevertheless less than if one had chased the price upside and purchased
the option when it was trading above the previous day’s close.

The combination of the preceding rules serves to remove a degree of emo-
tionalism from operating in the options markets and instills a level of discipline in
the trading process. We can’t tell you how long it took to acquire and apply these
important rules to our trading regimen. Obviously, the risk always exists that
despite the fact that all the previously described rules may be met, option prices
may continue to decline, and as a result purchasing the call options or the put
options will translate into a losing proposition. That’s a concern that can only be
diminished by introducing a series of sentiment measures or various market-
timing indicators to confirm option buying at a particular point in time. The inte-
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gration of these rules together with market sentiment information comparing put
and call volume and the information regarding various indicators presented in the
other chapters within this book enhance the timing and selection results further by
concentrating upon ideal candidates which are low-risk opportunities based upon
all four requirements.

We have included as an alternative to the closing price bar comparisons, the
comparison of the current trading bar’s close versus the current trading bar’s open,
as well as the current trading day’s close versus the prior trading day’s close. We
believe the media and data-reporting services have unknowingly performed a dis-
service to traders by publishing daily price change in terms of the current trading
day’s close versus the prior trading day’s close. Our work throughout the years has
shown that the activity from the current trading day’s open to the current trading
day’s close is more valuable to a trader. Why do we believe this is the case? What
occurred yesterday in the market is history and what happens today is current and
relevant. After yesterday’s close a news announcement could have been released
which affects the market and therefore prices. By inserting the current trading
day’s open as a proxy for the prior trading day’s close, we can process and accom-
modate this information. The price movement above the opening suggests buying
or accumulation and the price movement below the opening indicates selling or
distribution. Now if the market had closed yesterday at 97 and closed today at 100
(up 3), the assumption might be that accumulation or buying had taken place from
one close to another. However, if the market had opened this morning at 103, after
a perceived positive news announcement overnight, and then proceeded to trade
lower and close at 100, the accumulation/distribution picture would appear quite
different. Instead of price closing up 3 points from one close to another, it closed
down 3 points from its open. The perception to the part-time market watcher was
that the market strength was exhibited, whereas market weakness was the true price
movement. We refer to this particular pattern and its counterpart at a market low
where current day’s close is below the prior trading day’s close but the same trad-
ing day’s close is above its open as 7D Camouflage. Not only is this pattern preva-
lent at the turning points for underlying securities, but it also appears, to a lesser
extent, with the related options. Obviously, this method is not suitable for day trad-
ing options or their underlying securities since one must await the close for confir-
mation of internal, hidden weakness or strength. The technique can be used for
short-term trading but it does require a few qualifiers to enhance its predictive abil-
ities. A further discussion of TD Camouflage appears elsewhere in the book.

OUR INTRODUCTION TO OPTIONS
We believe the methodology we present in this book will supply you with the
ammunition to buy options successfully. By citing one example in particular, you
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can appreciate the importance of market timing. In the late 1970s through 1980s we
had a successful institutional consulting service. In this service, we would often
share the results of a sensitive volume price change model we created to identify
possible stock buyout candidates, the results of which were excellent. Occasionally,
the buyout indications were so pronounced that we would inform our clients that an
expected buyout was to be announced. Oftentimes, they would ask us about the tim-
ing of this expected takeover since they wanted to take advantage of the leverage
conveyed by purchasing options. We discouraged the purchase of options only
because it was often difficult to time the entry for this indicator accurately; despite
the fact we were convinced of some positive news, we had no definitive means of
confirming a low-risk option purchasing opportunity since our option-timing tools
were still in the development stages. In any event, we had just been successful in
alerting our clients to a series of successful buyouts, specifically Chenetron, Ken-
necott, Cutler Hammer, Monroe Auto, Pizza Hut, Babcock and Wilcox, and Budd
Company, and many of these clients were satisfied with the results and willing to
trade the findings. A relatively new institutional client was amazed by this string of
accomplishments and frequently asked about the next buyout candidate. After a
period of time, our model indicated to us that Cities Service was a prospective can-
didate—this occurred in April of 1982. Unknown to us, this client purchased a large
number of shares of stock in this company but invested much more, relatively
speaking, in options. Much later, after the transaction was completed, we learned
that the options were the June expiration. Throughout this period of time, the direc-
tor of this fund would often inquire about the timing of the impending buyout. We
cautioned him that our accumulation/distribution work was accurate but incapable
of pinpointing the specific week, let alone the exact day.

Coincidentally, the third Friday of June 1982, we were on the floor of the
CBOE and just minutes after the close, indicating the expiration of the June call
options, lo and behold, on the news monitor was the official announcement of the
buyout of Cities Service. Accompanying us on the floor was an individual who was
aware of our buyout prediction on the stock. He congratulated us and remarked,
“Look at all the option ‘chumps’ who watched the June option series expire, only
to hear the announcement after the close.” Although we were frustrated by this rev-
elation, for our client’s sake, it made a lot of sense. Other companies made similar
announcements subsequent to the nearby option expiration, we believe in an effort
to frustrate and discourage illegal option insider trading. We admonished our client
that this experience was the very reason we recommended trading the underlying
security as opposed to the option. Subsequently, the exchange introduced Saturday
settlements, which only added insult to financial injury for our client. The events
of this and similar situations served as the catalyst in conducting additional work
to develop most of our current option-timing techniques.
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INDICATORS

Any system or set of indicators that can consistently identify low-risk trading
opportunities that exist in the option markets will undoubtedly have a great impact
upon the way options are viewed and traded. The most dramatic effect will be
noted by the purchasers of options. Most traders are convinced the only way to
make money trading options is to write options, not to purchase options. The
biggest enemy of any trader who purchases an option is the time value of premium.
It always appears that the premium’s time value decays far more quickly than the
option buyer would like. And as option traders know, the option decays quickly
when the market fails to move in-the-money in a relatively short period of time,
either moving further and further out-of-the-money or remaining dormant for a
long period of time.

However, if traders were to time their market entries and only take trades at those
times in which the market was vulnerable to price reversals, they would be able to
reduce the negative impact of time decay to a tolerable, possibly minimal, level. This
is particularly the case if one is trading options intraday or trading an option with an
expiration far into the future; in each of these cases, a few bars of adverse movement
will not have a consequential effect upon the overall status of the option. In fact, pur-
chasers of options may be able to make the time value work to their advantage rather
than to the option writer’s favor. The primary reason is that the value of time is a
somewhat arbitrary and subjective figure. If the underlying market were to experi-
ence a dramatic move, the time premium could conceivably experience a percentage

" increase that is exponentially greater than its initial value. Therefore, with effective
market-timing techniques, time decay may in fact have no effect whatsoever and
work on the side of the option holder as opposed to the option writer.

One of the biggest problems that the average trader has is timing his or her
entry point. While traders may have opinions about a certain market or have heard
a news announcement that influences them to enter a market, the question remains,
when is the best time to enter? Even if one is able to select a day to enter, one must
still pick the time of the day to enter. Most often, the average trader enters the mar-
ket with a market order once he or she decides on a particular security, or the trader
will pick an arbitrary price level at which to enter the market. These entry points
may be fine, but there is usually no justification for or significance attached to the
selection of these levels for one’s entry—they are simply arbitrary prices. In a
sense, these individuals are trading blindly; and while this subjective buying and
selling (or call and put buying) may work for a short period of time, eventually
one’s luck will run out. By introducing indicators that can be applied effectively
not only to daily price charts but to minute and hourly charts as well, such as TD
Sequential and TD Combo, among others, traders can coordinate their buying or
selling efforts with points of anticipated market strength or weakness. These indi-
cators should greatly improve traders’ market-timing abilities not only in timing
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the purchase of securities but also related options, allowing the traders to control
their risk more efficiently.

The market-timing techniques in the chapters that follow have been the culmi-
nation of approximately 30 years of work. Approximately half of the indicators that
we discuss are new indicators, with some applying directly to the option contract,
such as TD % F and TD Dollar-Weighted Options, and the rest applying to the
underlying asset which can, in turn, be utilized to trade the related option. While
you may recognize some of these indicators from some of our earlier work, the
descriptions that follow will be different in that new aspects, new qualifiers, and
new settings will be introduced and emphasized, often allowing one to trade the
indicator results differently; these descriptions are presented with option trading in
mind; and the indicators are described in a much simpler and less-intimidating
manner than before.

Even though many of these indicators were created to identify potential reversal
points in the underlying stock and commodities markets, the results can be utilized to

. perfect one’s entry in a security’s option as well. These techniques work on a variety
of levels; consequently, not only will you be able to apply these indicators to trade in
the traditional long-term manner we have described in our previously published
books and articles, but you will also be able to use them on shorter time periods, pro-
viding an excellent opportunity to day trade options and the underlying assets. While

-we both strongly believe in the effectiveness of these indicators, it is important that
traders apply these indicators in the proper context. For example, it is counterpro-
ductive to permit an option’s premium to erode, stubbornly holding a one-minute or

-a five-minute indicator-driven, low-risk trading position which fails to respond as
expected. Also, just as option trading is not for everyone, neither is day trading. Of
all investment strategies or stances one can take, day trading is definitely one of the
most difficult to master. However, at the very least, these indicators, when applied on
a short-term basis, should provide a trading edge in identifying reasonable entry
points and exit points for the trader, so as to enable a trader to maximize profits.



OPTION INDICATORS:
TD % F AND TD DOLLAR-
WEIGHTED OPTIONS

NE OF THE BIGGEST complaints we have with many of the option
trading strategies is that they are complicated, mathematically
derived formulas designed to sell or write options. Not only does this
limit option traders’ rewards but it also leaves them vulnerable to an
enormous level of risk. We have always felt that this approach is lop-
sided, and any technique that would work in favor of the option buyer, containing
one’s risk while unleashing one’s reward, would certainly be welcomed in the
option-trading community. We believe that the indicators that follow, TD % F and
'TD Dollar-Weighted Options, are novel trading approaches to buying calls and
puts, capable of anticipating not only option price movement, but also movement in
the underlying asset. While these option trading indicators are certainly not the
antidote to all of the ailments of an option buyer, they are incredibly simple ways
to increase the potential for an option day trader s success.

Economics 101 teaches that price moves higher when demand is greater than
supply and price moves lower when supply is greater than demand. This ongoing
battle between securities buyers and sellers is constantly being waged every minute
and second of the trading day. Collectively, these intraday trading battles make up
the overall daily trading war. This interaction can best be described in the context
of a motion picture. At the completion of trading, an extensive collection of price
frames are combined to create the complete daily trading picture. Rarely does the
market close precisely on its high or low. These price extremes are often recorded
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intraday, lost amidst the flurry of price ticks (trades). Unless one examines each
and every price transaction, a trader is oblivious to the time at which the daily high
and the daily low are formed. In fact, given the daily reporting practices of the
financial media, one can only speculate as to the daily trading sequence of a mar-
ket, regardless of the proximity of these levels to one another. For example, an
opening price near the daily high or the daily low does not necessarily mean the
two were recorded approximately the same time of day, just as a closing price near
the daily high or the daily low does not necessarily mean the two were recorded at
the end of the day. Market volatility prevents one from drawing such conclusions.
In any case, a full-time day trader’s awareness to intraday trading nuances and price
activity is particularly keen, as is the trader’s sensitivity to other market factors,
such as volume, bid and ask spreads, and so forth. Our assumption is that most of
you are not provided the luxury of devoting your full time and attention to day trad-
ing. Consequently, we have limited our discussion of trading techniques to those
which can be applied using the daily data commonly reported in financial papers
or on quote machines. Although these techniques can all be programmed, they are
sufficiently easy that they can be calculated with only basic math required.

Market expectations play an important role in creating supply and demand. In
other words, fear and greed swing the price pendulum in any market. Fundamental
information, such as earnings forecasts, new product introductions, crop reports, gov-
ernment policies, money supply, interest rates, and a host of other factors, contribute
to expectations and determine price levels. Market sentiment and traders’ perceptions
play an important role as well, and are responsible oftentimes for exaggerating and
extending price movements beyond realistic levels. The trading opportunities arise
whenever these price extremes are exceeded and the traders’ market-timing tools are
sufficiently sensitive to identify these pending price reversals.

Various indicators have proven to be helpful in identifying those terminal inflec-
tion price levels where traders exhaust their selling campaigns and buyers initiate
their buying, and vice versa. Usually, the termination of these price moves are
accompanied by volatile price moves over a short period of time. In other words, one
Jast lunge upside or downside occurs. Conventional methods of technical analysis
have tried to identify these low-risk trend-reversal opportunity zones. However, these
approaches are primarily subjective and oftentimes reflect the interpreter’s emotions
rather than a defined methodical process. We have chosen to rely upon objective
research to develop a stable of proprietary indicators to identify these potential mar-
ket turning points which produce exceptional trading opportunities. Throughout the
years, these indicators have achieved a high rate of empirical success both within and
across several different markets. As with all predictive approaches, however, there
are no guarantees. But by installing a rigid and comprehensive series of parameters
which have proven to produce reliable results in the past, traders can establish a dis-
tinct advantage over the methodology practiced by their trading peers.
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It’s amazing to observe the behavior of an apprentice option trader. The pattern
of trading such an individual exhibits is reminiscent of our old next-door neighbor.
Totally immersed in this trader’s psyche was the belief that his option trading profits
would grow faster than he could count. Excited and fantasizing about the imminent
wealth he was to acquire, he initially traded with reckless abandon following every
“whisper” buyout situation or rumored news event. As time progressed and his losses
accrued, our disappointed and disenchanted option-trading neighbor finally aban-
doned following his emotions and withdrew from trading altogether, cursing his first
trade in what he believed to be a “rigged” market. Our hope is to short-circuit your

‘replay of this course of events and protect you from becoming another market fatal-
ity statistic like him. By following the list of option trading rules previously
described, the risk of having the news and one’s emotions dictate and influence one’s
trading style is eliminated. And once indicators TD % Factor (TD % F) and TD

- Dollar-Weighted Options are introduced, objectivity replaces subjectivity and further

" enhances the potential of trading profits. Unlike the bulk of the indicators presented
in this book, these two are unique in that they are both applied directly to the option’s
price activity, as opposed to the activity of the underlying security, which provides
insight into market sentiment and enables a trader to trade options without becoming
completely dependent upon the activity of the underlying asset.

™%F
One of the most significant option-related discoveries we made occurred quite by
accident and its application has far surpassed the positive results achieved solely
~by applying the option rules described in the previous chapter. TD % F has added
“dimensions of precision and objectivity to the option-selection process. Whereas
most traders justify the purchase of an option based upon their interpretation of the
‘prospects for the underlying security and then in turn applying this forecast to the
‘option, TD % F relies entirely upon the price activity of the option itself to measure
. the attractiveness of the option and totally ignores the price activity of the underly-
ing security. In other words, in this instance, it’s possible that the “tail could wag
the dog” and the outlook for an underlying security can be forecast based upon the
activity of the option. Not only can this indicator be applied to time the purchase of
the option, but also to anticipate price reversals of the underlying stock. In this
case, a stock trader could draw conclusions regarding the near-term outlook of a
stock by applying TD % F to the option.

We developed TD % F as a result of evaluating a multitude of both profitable
and unprofitable option trades throughout the years. The construction and descrip-
tion of TD % F are simple and straightforward. Neither confusing formulas nor
complex mathematical models are required to perform the necessary calculations
to arrive at trading conclusions. To demonstrate the simplicity and ease of its use,

" we taught the necessary conditions to the youngest member of our family, 11-year-
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old Dominic. He was able to master the process within minutes. We are confident
that you will likewise be just as proficient as he in as short a period of time.

Like the majority of our market-timing indicators, TD % F is designed to buy
into weakness and to sell into strength. However, since the indicator is applied
directly to derivative securities, such as options, the timing of entries enables traders
to leverage their trades to the maximum. As described earlier, it also provides an indi-
cation as to when the underlying security is susceptible to a potential price reversal.

The sum total of all traders’ expectations regarding a security or its derivative
securities is reflected in its price activity. Occasionally, these expectations can be
skewed, creating price distortions and trading opportunities in the market. But with
the application of various trading models designed to take advantage of these dislo-
cations, price quickly reverts back into balance. TD % F operates in a similar
manner. It attempts to identify and take advantage of severe short-term price dis-
equilibrium or imbalance. Market psychology is responsible for short-term price
moves and a quantifiable method for measuring human nature and price behavior is
TD-% F. How do these inefficiencies or trading anomalies become apparent to
traders as opportunities? As with most discoveries or inventions, their creation is
oftentimes accidental and not premeditated. Most traders review the prospects for an
underlying security, research various options to select the one best suited to their
trading needs, and then rely upon their expectation of this security’s price activity to
formulate their forecasts for the option. Similarly, most often TD Sequential, TD
Combo, TD Lines, TD FibRange, TDST, TD Stop, and TD Retracements are applied
to the underlying security to identify possible market reversals and trading opportu-
nities, and then, in turn, this information is applied to the option, as are the TD Rules
for option trading, all of which are used to time option entry. TD % F works in
reverse. If TD % F indicates that the option appears to be vulnerable to a price rever-
sal, then the trading assumption is that the underlying stock should respond in kind.
For that reason, TD % F is a meaningful and original contribution to the library of
analytical techniques on two trading levels, the option and the underlying security.

The key elements required to calculate and apply TD % F are an option’s daily
high, daily low, and daily close, as well as the previous trading day’s close.
Whereas other indicators may rely upon the underlying securities’ price activity
and interrelationships, TD % F concentrates solely upon the option’s price profile.
By multiplying the previous trading day’s call option closing price level by 45 and
52 percent and then by subtracting that value from that same trading day’s call
option closing price, a price objective buy range for calls is established for the cur-
rent trading day (an alternative method which merely requires multiplication and
no subtraction is to multiply the previous trading day’s call option closing price
level by 48 and 55 percent to arrive at the call buy range zone for today). Con-
versely, by multiplying the previous trading day’s call option closing price level by
90 and 104 percent and then by adding that value to the previous trading day’s call
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option closing price, a price objective exit range zone for calls is established for the
current day (another method which merely requires multiplication and no addition
is to multiply the previous trading day’s call option closing price level by 190 and
204 percent to arrive at the price objective exit range zone for calls for that trading
day). In order to purchase the call option, TD % F requires that the market not open
below 55 percent of the prior trading day’s closing price; it must open greater than
that level and then trade to that level to permit entry.

An identical exercise for puts can be conducted to arrive at ideal entry and exit
price objective levels as well. By multiplying the previous trading day’s put option
closing price level by 45 and 52 percent and then by subtracting that value from that
same trading day’s put option closing price, a price objective buy range for puts is
established for the current trading day (an alternative method which merely requires
multiplication and no subtraction is to multiply the previous trading day’s put option
closing price level by 48 and 55 percent to arrive at the put buy range zone for
today). Conversely, by multiplying the previous trading day’s put option closing
price level by 90 and 104 percent and then by adding that value to the previous trad-
ing day’s put option closing price, a price objective exit range zone for puts is estab-
lished for the current day (another method which merely requires multiplication and
no addition is to multiply the previous trading day’s put option closing price level by
190 and 204 percent to arrive at the price objective exit range zone for puts for that
trading day). In order to purchase the put option, TD % F requires that the market

‘not open below 55 percent of the prior trading day’s closing price; it must open
greater than that level and then trade to that level to permit entry.

- Tt is likely that the price objective buy range for calls will often coincide with
the price objective exit zone for puts and vice versa since, by definition, if a call
declines in price, then the put should rally—the two are inversely related. The cal-
culated buy price range, whether it be for calls or puts, provides a benchmark for
downside option price risk for that particular trading day. Typically, TD % F is
applied to the most active option contract which is usually the nearby expiration
with the closest strike price and the largest volume and open interest. Because
some options are inactive and may not trade daily, it is important to make certain
that the closing price displayed is in fact the previous trading day’s closing price
and not a closing price from any prior trading day.

For the purpose of illustration, we contacted Steve Moore and Nick Colley at
Moore Research to request some recent random option data which we in turn
applied to TD % F. They provided daily high, low, and close data for the soybean
(July ’98) call option contracts with the closest expiration and nearest strike (exer-
cise) to the underlying security price. For analytical purposes, we prefer to focus
upon the most active option contracts as measured by daily call (or put) volume
and open interest. Typically, the nearest strike price option has the most volume and
open interest. In the following table, we identified with an asterisk (*) the day the

L
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most-active option strike price changed from 650 to 625 and that trading day coin-
cided with the increase in volume and open interest as well.

Soybean (July *98) Call
Date Close Strike Price High Low

1. 05/18/98 644.00 650 14.00 9.04
2. 05/19/98 632.00 650 10.04 6.06 (50.5%)
3. 05/20/98 634.50 650 7.04 5.06
4. 05/26/98 623.50 625* 12.02 9.00
5.05/27/98 617.25 625 10.02 6.00
6. 05/28/98 618.75 625 ' 9.00 7.00
7. 05/29/98 619.00 625 13.00 7.00
8. 06/01/98 619.25 625 8.00 5.00
9. 06/02/98 621.50 625 9.00 6.06
10. 06/03/98 619.00 625 9.00 6.00
11. 06/04/98 618.75 625 - 6.04 5.00
12. 06/05/98 616.25 625 6.00 3.06 (51.0%)
13. 06/08/98 611.25 625 3.06 2.04 (50.4%)
14. 06/09/98 609.00 625 3.00 1.06 (51.2%)
15. 06/10/98 613.50 625 3.00 2.00
16. 06/11/98 608.75 625 3.02 2.00
17. 06/12/98 613.75 625 3.00 1.04 (52.0%)
18. 06/15/98 608.75 625 1.06 06**
19. 06/16/98 617.00 625 3.02 .05

*The day the most-active option strike price changed from 650 to 625.
** The open was less than 55 percent (51 percent) of the previous day’s close, therefore no trade.

A quick comparison of closing prices and subsequent trading days’ lows and
highs demonstrates how TD % F can be applied successfully. In each instance in
which there is a percentage value in parentheses next to a low price in the low col-
umn—a total of five occurrences—the option low was contained within a price range
defined as 48 to 55 percent of the previous option day’s close. For example, the low
for trading day no. 2 is 49.5 percent less than the close of trading day no. 1—in other
words, 50.5 percent of trading day no. 1’s close. This value is contained within the
guidelines of 45 to 52 percent which TD % F requires be multiplied by the prior trad-

‘ing day’s closing price and then subtracted from that same closing value; or, as a
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mathematical shortcut method, the value is simply calculated by multiplying 48 to 55
percent of the prior trading day’s closing price. The close of trading day no. 11 and
the following trading day’s low (trading day no. 12), the close of trading day no. 12
and the following trading day’s low (trading day no. 13), the close of trading day
10. 13 and the following trading day’s low (trading day no. 14), and the close of trad-
ing day no. 16 and the following trading day’s low (trading day no. 17) are likewise
examples in which price held 48 to 55 percent of the previous trading day’s close.
Had a trader bought the call option when the low price was between 48 to 55
percent of day no. 17’s close (no less than 1.03), a stop loss below 48 percent of the
prior trading day’s close would have produced a small loss. However, since there is
‘no opening price level reported, it is possible that the market may have opened
‘below the 55 percent low-threshold level and as a result there would have been no
call option purchase since TD % F requires that the market not open below 55 per-
~cent of the prior trading day’s close which it would have done. Consequently, with-
“out the opening price value, it is impossible to conclude whether the call would
‘have been purchased or not. By reviewing the opening price of the underlying July
:soybean contract chart, one may conclude that the high for the call option occurred
‘after the opening since that is what occurred for the underlying market which
‘opened at 610.00, made a subsequent high at 612.00, and a close at 608.75. There-
fore the call option would not have opened above 55 percent of the prior trading
«day’s close and would not have been purchased.
' The reverse of a price decline of 48 to 55 percent in the value of the call option
from its prior trading day’s closing price to the current trading day’s low occurred
m trading day no. 19. In this instance, the succeeding trading day’s high was much
“in excess of 100 percent—over 50 times greater. This relationship complements the
-one described previously since, instead of multiplying 48 to 55 percent of the prior
~trading day’s close to estimate a support level for low-risk buying, TD % F can be
~applied in reverse to arrive at potential resistance levels for low-risk exiting or sell-
‘ing since markets often stall and reverse at 100 percent of the previous trading
day’s close added to that close or, in other words, 200 percent times the prior trad-
ing day’s close. We have found that it is best to avoid purchasing a call or a put
option if the low of the current trading day is less than 48 percent of the prior trad-
ing day’s close, as additional downside price movement should occur, just as it is
‘best to avoid exiting or selling a call or a put option when price exceeds 208 per-
cent of the prior trading day’s close, as additional upside price movement should be
attained that same trading day. Furthermore, because it is not uncommon for call
and put markets to complement one another, when a call option records a price
move between 190 and 204 percent of the prior trading day’s close, it is important
to monitor the put activity to observe how the market behaves once it declines 48
to 55 percent of its prior trading day’s close. Conversely, when a put option records
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a price move between 190 and 204 percent of the prior trading day’s close, it is
important to monitor the call activity to observe how the market behaves once it
declines 48 to 55 percent of its prior trading day’s close.

We recall a stock put option trade we identified on September 11, 1995.
Micron (MU) had enjoyed a phenomenal price rise from 15% on October 4, 1994,
to a high of 94% on September 11, 1995, almost one year later. At that time, a daily
TD Combo low-risk sell indication was given by inserting open for day no. 13 of
countdown instead of close and by ignoring recycling (see TD Combo). The nearby
exercise or strike price for the puts was 95 and September 1995 was the nearby
expiration. The stock closed at 89% on September 8. At the same time, the closing
price of the put on September 8 was 6%. On September 11, the stock recorded its
closing high and the put option traded as low as 3%. On that same trading day, we
placed our purchase orders for the put between 48 and 55 percent of the prior trad-
ing day’s close which was at 3} and 3. Price declined to 3% bid and 3% offer but,
as so often happens, the market did not decline to the bid; rather, it held the offer-
ing price on the downside. The put never once traded below 3%. Within five trad-
ing days, the stock declined from 94% to 88/, and within seven additional trading
days, the stock further declined to 72%, down almost 22 points from its high a cou-
ple of weeks earlier. Had the option been trading at that time, the put position
would have been worth at least 22 and that includes no time premium.

Buying puts at the high of a secular (long-term trend) market move would have
been avoided by all trend followers. But as price continues to rally, ultimately the
peak of a price move grows closer in terms of time and price. We had no idea that
TD Combo had identified any top other than possibly an interim price peak for
Micron. The fact that TD % F had spoken loud and clear, that purchasing the put
options was a low-risk opportunity, was sufficient evidence to us of an imminent
trend change. Had we wanted to hold the position or roll it over into another put
option expiration series further into the future, we could have participated in the
decline to a further degree. However, day trading or holding the position for a few
trading days was sufficiently profitable. Also, we could have exited the position
daily and bought puts every additional time TD % F indicated the reduction in trad-
ing risk to doing so. It all depends upon the outlook a trader prefers to assume.

 The concept of TD % F is simple to describe and easy to calculate, but was
fairly difficult and costly to conceive. Many years ago when option trading was
still in its infancy, we aggressively traded in the options market. On a number of
occasions our exposure was greater than we had hoped and, consequently, we
needed to place stop losses. Initially, our stops were too tight, which resulted in our
exiting our option positions prematurely and just prior to major market moves. We
experimented with a number of different stop-loss methods, attempting to remove
our subjectivity and replace it with a mechanistic approach. We knew options were
a risky market and we were determined not to lose any more than one-half of our
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investment on any one trade. Therefore, we applied a stop loss based upon a
decline of 50 percent from the prior trading day’s close. We were surprised with the
results. What occurred most often was that an option’s price would gravitate toward
our stop-loss level but would reverse just prior to a 50 percent retracement of the
- previous trading day’s closing price. Typically, price would decline to a point just
prior to our being stopped out of the trade, whereupon the option would then com-
mence its rally. Our arbitrary 50 percent stop-loss level proved to be a prudent deci-
sion. In addition, those instances in which we were stopped out of our position, the
inarket price not only continued to decline further that trading day, but it also often-
times failed to recover to the stop-loss level before the expiration of the option. The
-price declines that held above the stop-loss levels proved to be exceptional low-risk
‘opportunities to purchase call options and put options.

It became quickly apparent to us that the dynamics of the market were such that
“once the low for an option approached, but did not exceed, 48 to 50 percent of the
- prior trading day’s closing price, the option would usually rally. We experimented
“with a series of percentages between 50 and 60 percent of the prior trading day’s
-option close and we also tested numerous stop-loss levels. The percentages pre-
‘sented in the preceding soybean example appeared to work the best. At the same
-time, we realized that once the option price declines below 48 percent of the prior
“trading day’s close, apparently, the weight of the intraday price breakdown becomes
.80 severe that price is unable to recover that trading day. To express this in another
_context, the option’s price decline produces an extreme oversold condition which
‘equates with a renewed selling, rather than a buying opportunity, due to its intensity.
“# . Our research and observations indicate that an option price decline can readily
tolerate an intraday decline of up to 48 to 55 percent of the option’s previous trading
“day’s close. However, declines which exceeded this threshold of intraday weakness
“have a debilitating effect upon the price of the option, as well as the underlying secu-
“rity. One might describe’ intraday option price declines from the prior trading day’s

close of less than 48 to 55 percent as minor injuries, scrapes, broken bones, all of

which are easily recoverable; whereas declines of any greater amount would be
_-something akin to a heart attack or a severed vertebra and consequently, irreparable.
It would take a miracle for an individual to walk again after suffering paralysis and
_similarly it would require the option to record a one-day rally from its previous trad-
ing day’s close of over 104 percent to demonstrate its ability to recover.

While we believe that TD % F is a revolutionary method to identify option
trading candidates, we are aware it is not infallible, by any stretch of the imagina-
- tion. Rather, TD % F is another tool an option trader can use to anticipate potential
price reversals and changes in market trends. In fact, other percentages may work
better than the set we propose here and we invite you to experiment to develop
others. The critical consideration is the fact that the concept appears to have valid-
ity and is applicable to option trading, particularly on a day trading level, provided
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the option price declines occur sufficiently early in the trading day to justify enter-
ing the trade and capitalizing upon the reversal in trend.

Although it was difficult to acquire reliable option data, the CQG bar charts that
follow nicely illustrate TD % F. Figures 5.1, 5.2, and 5.3 plot the price activity of
three commodity options, Silver March 1999 575 Call, Japanese Yen March 1999
94.00 Call, and Copper March 1999 72.00 Call, respectively. As you can see, from
the prior trading day’s close, any move that is 48 to 55 percent of the previous trad-
ing day’s close, downside, is identified on the chart with the intraday low and the
prior trading day’s closing price; and any move that is 190 to 204 percent of the pre-
vious trading day’s close, upside, is identified on the chart with the intraday high and
the prior trading day’s closing price. Note how price has a tendency to reverse at these
price levels intraday, if not for a series of trading days. Keep in mind that in order to
qualify as a TD % F low risk buy, the opening price level must be above 55 percent
of the prior trading day’s close and the subsequent low that same trading day must not
decline to 47 percent or less than the prior trading day’s close—at that level, the trade
should be stopped out at a small loss. Conversely, on the upside, the opening per-
centage gain over the prior trading day’s close should not exceed 190 percent of the
prior trading day’s close or no exiting or selling of the option should occur.

We prefer reviewing the actual option price bar charts, instead of strictly the
data, to develop enhancements to our techniques. TD % F should work equally well
with other types of options. Due to the problems in collecting accurate data, we are
unable to present any stock option chart examples. Hopefully, chart availability
will increase as the ranks of option day traders increase in size. At the time this
technique was developed in the mid-1970s, we subscribed to the William O’Neill
stock option service which displayed daily option price activity. We were able to
confirm our suppositions regarding TD % F and option trading with those charts.
Unfortunately, they are no longer available. However, a situation that recently
occurred illustrates the application of TD % F to the stock option market nicely.

A few days prior to the completion of this book, a good friend, who coinciden-
tally happened to be a large hedge fund manager, mentioned that he had observed a
tendency for the technology stocks to rally the last two days prior to option expira-
tion. He informed us that he had taken advantage of this trading pattern by investing
$25,000 in Dell Computer January 80 Call options. After a few minutes, conversa-
tion had moved to our involvement with this book. We described to him TD % F and
he inquired about his prospects for trading success in applying this indicator to the
option market. He indicated the prior trading day’s call option close was 1%; we
asked where the low had traded that morning and he said it had just occurred, at a
price of %. We quickly calculated the current value at the low to be 45 percent of the
prior trading day’s close—a sign that further downward movement was very likely.
Upon realizing this, we advised him to get out of the trade immediately. He hung up
the phone and proceeded to exit his option position; luckily, he was able to escape
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the trade relatively unscathed, with only a %-point loss. The next trading day, while
the stock was almost able to rally to 80, his option never traded higher than his exit
price level and expired worthless. The following expiration month’s call option,
however, held above a 50 percent decline of the prior trading day’s close and the
market was able to rally sharply off of its lows. He informed us that he had learned
a good but frightening lesson and intended to apply this technique to his future
option trades, as well as use it to time his stock purchases.

1. Identify the most recent trading day’s call or put option closing price
a. Concentrate upon the nearby expiration options
(1) ‘Apply primarily to those options which have three or fewer weeks
until option expiration
(a.) Preferably apply to those options that are within a week of
expiration
(b.) Concentrate upon “in the money” or close to “in the money”
options
. Calculate 48 to 55 percent of the call or put option’s most recent closing
price (yesterday’s close) prior to the current trading day’s opening price
level to establish low-risk entry level
. Install “alert” so that a day trader is notified once price declines intraday
48 to 55 percent of the previous option trading day’s close
. If the option declines below 47 percent of the previous trading day’s close,
then exit the trade since price should decline further
. Do not take a trade if the option opens below 55 percent of the previous
trading day’s close
. Calculate 190 to 204 percent of the call or put option’s most recent closing
price (yesterday’s close) prior to the current trading day’s opening price level
. Install “alert” so that one is notified once price rallies intraday 190 to 204
percent of the previous option trading day’s close
. Do not exit an option position if the market opens above 190 percent of the
previous option trading day’s close
. If the option advances above 204 percent of the previous trading day’s
close, then expect higher prices
a. Coordinate this rally into the 190 to 204 percent price zone for a put or
call to coincide with the reciprocal event occurring with same exercise
price and expiration counterpart call or put
'10. The option’s closing price must be at least %.

TD DOLLAR-WEIGHTED OPTIONS
Initially, when listed options began trading on the Chicago Board of Options
Exchange (CBOE), only calls were traded. Soon after, puts for the same securities




CHAPTER 5 OPTION INDICATORS 99

were introduced as well. From that time forward, all new option issues included
both puts and calls. In addition the exchange reported official trading statistics
daily, which made it easier to analyze the market and to create sentiment md1cators
designed to predict market movement.

' Many years prior to the trading of listed options, in the over-the-counter mat-
ket, an unknown analyst created a put/call ratio indicator which was intended to
measure market sentiment based upon the number of puts and calls traded daily.
This volume ratio was calculated and the number plotted at the conclusion of each
trading day. Although its application was logical, there existed many problems in
properly accounting for the volume of the various puts and calls and numerous
expirations. The data collection capabilities just didn’t exist in the over-the-counter
market and volume and other statistical information was regarded as specious. An
old friend of ours described the method of obtaining this questionable data and the
value of this information in creating option forecast models as gigo—garbage in
and garbage out. That was the general attitude toward any information and data
compiled and processed prior to the inception of listed option trading.

The release and publication of listed option information, however, changed
this impression forever. Sure there were occasional errors, but that was to be
expected what with the high volume of trades recorded daily. Many corrections
were made but the increase in the number of options traded was enormous and
some data escaped detection and correction. Despite the fact that occasionally
daily intraday highs and lows are erroneously reported or attributed to the wrong
~ option contract, or expiration or volume is late to be reported, if at all, among other
~problems, the daily composite statistics are generally reliable. It is important that
the total volume or number of transactions be accurate for purposes of measuring
market sentiment. Furthermore, it is important that open interest, which is the
number of option contracts created for future delivery, be correct as well for the
same reasons cited.

Unfortunately, some of the techniques we rely upon for intraday option trading
require intraday open, high, low, close, and volume information which is impossi-
ble to retrieve consistently and accurately from data vendors or the various
exchanges. Calculating option information similarly intraday is a different story
altogether. Other than a few exchanges and interim business news updates which
occasionally report these statistics intraday, there is no other source for this infor-
mation during trading hours other than a quote machine. In the case of a quote
machine, the figures must be compiled correctly from individual statistical infor-
mation. Fortunately, we have been surrounded by sophisticated data reporting ser-
vices throughout the years and we have been able to observe the interaction
between various statistical information intraday. Once again, to reproduce this data
is impossible due to the fact that the data vendors neither support nor provide his-
torical intraday option data to subscribers and the little which is available is suspect
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as well. Consequently, for purposes of this discussion, you will have to rely upon
our observations and experience in dealing with these techniques, particularly with
TD Dollar-Weighted Put and Call and TD % F.

As mentioned earlier, it is not uncommon for a trader to calculate the daily put
and call ratio to determine the level of bullishness or bearishness existing in the
market at any one point in time. This is performed by comparing the volumes of
puts and calls—specifically, dividing the put volume by the call volume. Volume is
defined as the total number of option contracts traded during a specific period of
time. The concept of relating put volume activity to call volume activity arises
from the fact they are inversely related. If a majority of traders are buying calls and
expecting the market to rally, then they have already placed their money where
their minds are and the likely market direction is down rather than up. Conversely,
if the majority of traders are buying puts and expecting the market to decline then
they have already voted with their money and the market’s direction is more likely
up than down. This is consistent with the principles we have shared with you
throughout this book, specifically, trend exhaustion and trend reversals. The only
problems we have with this approach is the fact that the call and put volume may
not measure sentiment properly unless it includes an adjustment for the price of the
options, as well as a proper method of accounting for the option volume activity.

DOLLAR-WEIGHTED PUT/CALL RATIO
Is it possible that apples and apples and oranges and oranges may not be the same?
What do we mean by this expression? First of all, whereas the call volume for a
particular day will report how many call option contracts have traded and the put
volume for a particular day will report how many put option contracts have traded,
the volume statistics may not be comparable. For instance, a total of 1000 puts and
100 calls would represent a ratio of puts to calls of 10:1 based upon the conven-
tional method of sentiment measurement. However, what if the 1000 puts were
valued at $1 apiece and the 100 calls were valued at $10 apiece? Then the dollar-
weighted value of the puts would be exactly equal to the dollar-weighted value of
the calls, and the revised dollar-weighted put to call ratio would be 1.00 instead of
10:1. This minor dollar-weighted adjustment should be made to account for the
varying costs of the options and to make the comparisons consistent with one
another. In other words, by accounting for the dollar value of the options, by mul-
tiplying the put volume by the put price and the call volume by the call price, a
valid comparison of dollars invested can be calculated; and then by dividing the put
activity by the call activity, a measure of market sentiment can be derived.

Not only do we refer to the end-of-day dollar-weighted put/call ratio but we
also calculate the intraday dollar-weighted put/call ratio to fine-tune our entries—
in fact, we prefer the intraday measure over the end of day calculation. We identify
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the nearby expiration month and strike price, for both puts and calls, and make the
relevant comparison. When the dollar-weighted put volume is at least two times
larger than the dollar-weighted call volume on an intraday basis, meaning the dollar-
weighted put/call ratio is 2.00 or greater, the call option becomes more attractive,
and a low-risk call-buying opportunity presents itself. Conversely, when the dollar-
weighted call volume is at least two times larger than the dollar-weighted put vol-
ume on an intraday basis, meaning the dollar-weighted put/call ratio is 0.50 or less,
the put becomes more attractive, and a low-risk put-buying opportunity presents
itself. These ratios identify where market sentiment resides, either oversold or
overbought.

Put Volume x Put Market Price
Call Volume x Call Market Price

Therefore, if the dollar-weighted put/call ratio is greater than 2.00 on an intra-
day basis, then the market is defined as being oversold and traders should use
an additional indicator to time their call-purchasing entry points; if the dollar-
weighted put/call ratio is less than 0.50 on an intraday basis, then the market is
defined as being overbought and traders should use an-additional indicator to time
their put-purchasing entry points; any value in between is defined as being a neu-
tral reading. These ratios can be reduced to 1.25 for put options and 0.75 for call
options when comparing the two on a daily closing basis.

Market Sentiment =

~ DOLLAR-WEIGHTED PUT/CALL RATIO AS A PERCENT OF OPEN INTEREST

- A more complete perspective of market sentiment can be acquired on an intraday
- basis by calculating volume as a percentage of open interest for both puts and calls.
This process is similar to dollar-weighting the volume of puts and calls, and can
likewise be applied on a daily basis or anytime throughout the day, but now we are
introducing another variable: open interest. Open interest is defined as the number
of option contracts that have been entered into or initiated and not yet liquidated
and offset. To obtain this enhanced sentiment measure, one must first arrive at a
put volume/open interest ratio and a call volume/open interest ratio. To calculate
the put ratio, the put volume is divided by the put open interest; and to calculate the
call ratio, the call volume is divided by the call open interest. These ratios are then
dollar-weighted to properly consider their true value—the put ratio is multiplied by
the current put market price to obtain its dollar-weighted value, and the call ratio is
multiplied by the current cali market price to obtain its dollar-weighted value.
Once these final dollar-weighted volume/open interest values are calculated, the
put value is divided by the call value to present an indication of market interest. If
this fraction on an intraday basis is greater than or equal to 2.00, meaning the put
volume as a percentage of open interest is at least two times larger than the call vol-
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ume as a percentage of open interest, then traders are more bearish than bullish,
and the market should rally—this occurs for the same reasons we mentioned ear-
lier; specifically, because traders aren’t expecting the market to move higher. On
the other hand, if this fraction on an intraday basis is less than or equal to 0.50,
meaning the call volume as a percentage of open interest is at least two times larger
than the put volume as a percentage of open interest, then traders are more bullish
than bearish, and the market should decline—this occurs for the same reasons we
mentioned earlier; specifically, because traders aren’t expecting the market to
move lower. These ratios can be reduced to 1.20 for put options and to 0.80 for call
options when making a dollar-weighted put/call comparison as a percentage of
open interest on a daily basis.

Put Vol
Dollar-Weighted Put Ratio as % Ol = o Youmme X Put Market Price
Put Open Interest
. Call Vol )
Dollar-Weighted Call Ratio as % OI = a_ Yorame X Call Market Price
Call Open Interest

Dollar-Weighted Put Ratio as % OI
Dollar-Weighted Call Ratio as % OI

Market Sentiment =

Therefore, if the dollar-weighted put/call ratio as a percentage of open interest
is greater than 2.00 on an intraday basis, then the market is described as being over-
sold and traders should use an additional indicator to time their call-purchasing
entry points; if the dollar-weighted put/call ratio as a percentage of open interest is
less than 0.50 on an intraday basis, then the market is described as being over-
bought and traders should use an additional indicator to time their put-purchasing
entry points; any value in between is defined as being neutral.

To summarize, if the call volume as a percentage of its total open interest is
extremely high and its counterpart put volume as a percentage of open interest is
extremely low, the market is vulnerable to a downside reversal. Conversely, if the
call volume as a percentage of open interest becomes extremely low and its coun-
terpart put volume as a percentage of open interest gets extremely high, the market
is likely to reverse upside. Now if a trader were to dollar-weight these comparisons
by multiplying each ratio by its put and call dollar value—for the put comparison
and the call comparison—a more meaningful number is expressed. Rather than
conduct these mathematical exercises at the close of trading, a trader should be
aware of other option traders’ expectations throughout the trading day. This vigi-
lance assures option trades executed are in harmony with overall market sentiment.
As you can see, these calculations serve as a final filter to confirm the timing of
various low-risk option trading opportunities.
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DOLLAR-WEIGHTED PUT/CALL OPTION ENTRY POINT

TD Dollar-Weighted Options is a sentiment indicator, and because it does not pro-
vide a definitive entry point, per se, we typically apply the indicator on a daily and
an intraday basis and then await entry confirmation with other market-timing indi-
cators, such as TD % F or any of the other indicators presented throughout the
book. Since it accounts for differences in price for a call option and a put option,
this dollar-weighted put/call ratio is more representative of market expectations
than the traditional means used by most option traders.

The real value of a sentiment indicator accrues to the option traders who are
able to integrate dollar-weighted option trading intraday with other short-term
indicators to perfect their timing. Typically, when the call volume exceeds the put
volume, the market is expected to decline and, conversely, when the put volume
exceeds the call volume, the market is expected to advance, resourceful traders can
quickly meld the two and confirm their option trading decisions. Specifically, by
dollar-weighting put and call volume intraday and reviewing the statistical infor-
mation prior to placing a day trade, and then using this information with other
market-timing indicators, one’s timing should improve. For example, at a sus-
pected trend reversal price level for the underlying security, if the option trading
volume is tilted in the direction of a disqualified breakout, it further indicates that
the majority of traders are expecting a breakout, and that it should fail. Therefore,
more money can be invested in the trade than if the option activity failed to support
the other indicator.
~ As the composition of market participants changes over time, the dollar-
weighted put/call ratios representing whether a market is oversold, overbought, or
neutral, occasionally need to be altered to better reflect trading sentiment. The
important consideration is not so much the specific values, but rather the concept.
We invite you to test alternate readings which may give an even more accurate
indication of overbought and oversold conditions, and therefore a more accurate
measure of the overall market environment.
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ANTICIPATING THE TREND:
TD SEQUENTIAL, TD COMBO,
AND TD SETUP TREND

F ALL THE INDICATORS we have created, TD Sequential, TD Combo, and
TDST are certainly the most versatile. Their utility and accuracy in
identifying long-term low-risk price reversal zones have withstood
the test of time and the evolution of many markets. With the advent of
computer technology, we have been able to take these indicators a
step further to uncover a host of trading abilities and applications previously
unimaginable. Much to our surprise, not only have these indicators demonstrated
that they are effective low-risk, long-term trading methods, but also that securities
and their related options can be applied intraday with remarkable precision.
Markets that have recorded yearly or all-time price highs within the last few
weeks can be traded with the long-term upside trend since that is the path of least
resistance. Think of this trading opportunity as a rare experience, since at an all-time
price high no one who has ever bought this market has endured a loss, and therefore
there is limited overhead supply from disenchanted buyers; any pullback presents a
trader with a buying opportunity within a reactionary mode. Conversely, at an all-
time or yearly market low, no one who has purchased the market is enjoying a profit
and consequently any rally should be viewed as a selling opportunity. Similarly,
when the overall market or index is at a yearly price low and simultaneously a spe-
cific market is demonstrating strength by trading at its high for the year, a clear
message is being sent that should the market reverse higher, the strong market
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should be a distinct leader and outperform others. Likewise, when the overall mar-
ket or index is at a yearly price high and simultaneously a specific market is demon-
strating weakness by trading at its low for the year, this is a clear indication that once
the overall market reverses lower, the individual weak market should underperform
the overall market and possibly become a casualty of the economy.

The situations cited in the previous paragraph are ideal opportunities for traders
involved in trading the trends of underlying securities over an extended period of
time, but not as proxies or options representing these markets on a day-trading basis.
Sooner or later, however, the trend will exhaust itself and price will reverse. Once a
trader purchases an option contract the trading game of “beat the clock” com-
mences. In many instances, the market will do what the trader wants it to do. How-
ever, the important question is, will it do it within the lifetime of the option contract?
Because timing is so critical in determining when to purchase an option contract, it
is extremely important that purchase be deferred until the market is prepared to
reverse its trend. It is senseless to buy an option and then wait weeks for the market
to move because time premium evaporates so quickly. Conversely, it serves no pur-
pose to purchase an option after the underlying market has already recorded a price
reversal, the new trend has been established, and the momentum is accelerating. The
obvious change in trend has more than likely attracted numerous buyers who are
aware of the change and their aggressiveness should significantly increase the value
of an option’s premium beyond any intrinsic value.

Because the timing of the purchase of the option contract is so important, it is
necessary to apply market timing indicators which will identify to traders ideal
low-risk and low-premium entry points. One such indicator designed to accom-
plish this is TD Sequential. We developed TD Sequential and TD Combo over 25
years ago as a method of identifying when a market has reached a point of trend
exhaustion. TD Sequential and TD Combo are price anticipatory indicators
designed to buy into price weakness and to sell into price strength. These indica-
tors’ greatest features include their objectivity, as well as the fact that their calcu-
lations and results are mechanical and reproducible. Another advantage is that they
can both be applied to any market without the necessity of optimizing its parame-
ters—there is no need to implement different settings for different markets. The
parameters are universally set and applied regardless of whether the investor trades
stocks, futures, indices, or foreign markets. One of the other features of TD Se-
quential and TD Combo is that they have both withstood the test of time very well.
Whether the environment was a bull market, a bear market, or a trading range mar-
ket, these two indicators have performed effectively throughout the years. Finally,
TD Sequential and TD Combo have been proven to work well over several differ-
ent time periods, from monthly and weekly charts all the way down to the lowest
common time denominator, one-minute charts. Their versatility enables a trader to
either day trade or position trade with both consistency and accuracy. In theory, a
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series of market perspectives from months and weeks could be coordinated with
similar readings all the way down to a five- and one-minute basis. Nevertheless,
calculating a daily TD Sequential or a TD Combo reading and then combining it
with the one-minute activity is reasonable and easily accomplished. In fact, as a
floor trader on the Chicago Board of Trade, T.J. successfully applied these indica-
tors to the financial futures on a one-minute price activity basis to identify poten-
tial low-risk short-term price reversal levels. Similarly, day trading options works
very well when utilizing TD Sequential and TD Combo, particularly in more
active, volatile, and liquid markets.

Before you decide to quit your job and curse out your boss—thinking these
indicators will deliver an obscene amount of profits—keep in mind that TD Sequen-
tial and TD Combo are indicators, not systems per se and are by no means the Holy
Grail of trading or the perfect market timing tools. We’ll tell you right now, they are
not going to anticipate market turning points every time, nor will they be correct
every time. In fact a long-standing, light-hearted criticism expressed by both
authors has been the fact that TD Sequential has successfully predicted “10 out of
the last 7 market price reversals” implying that 3 were likely premature and conse-
quently wrong. Despite this perceived shortcoming, we believe no other indicators
are capable of anticipating market tops and bottoms as consistently as TD Sequen-
tial and TD Combo have over the past 25 years. The distinct advantage of these
related trading tools is that they are designed to sell unemotionally into market
strength and buy into market weakness regardless of news, fundamental outlook, or

~ any other factor unrelated to market dynamics. Provided a trader applies uniform
parameter settings for the indicators over all markets and time periods, practices
sound money management, and is capable of controlling his or her emotions, then
these indicators should become an important trading companion, greatly contribut-
ing to a trader’s success.

A large portion of any trader’s success is attributable to his or her method of
money management. Controlling one’s losses and allowing one’s profits to run is
a lesson which is easy to teach but unusually difficult to learn and practice. Most
books devoted to trading fail to emphasize the importance of riding at least a por-
tion of a market trend. Option trading using TD Sequential and TD Combo pro-
vides an objective and mechanical dimension to trading which complements
sound money management principles. The advantage of option trading with TD
Sequential and TD Combo is that a position can be taken for far less money, or a
much larger position can be taken with the same initial capital outlay. In addition,
since the maximum loss of a long option is simply the initial cost of the position,
the option acts as an inherent stop loss. Because these losses are predetermined by
the trader at the time the long option position is initiated, price drawdowns in the
underlying asset are not as threatening. Therefore, oftentimes options provide
more leeway, and consequently more comfort, to traders than owning the underly-
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ing asset—the trader can hold an option position for a longer period of time with-
out worrying about the financial impact of an adverse price move, since the
trader’s risk is defined at the time the option is purchased. If entry is premature,
and price continues to move against the option position, a trader need not worry
about exiting the position due to accruing losses and missing out on the desired
price move, since the option conveys its trading rights for a specified time period
with a defined risk level, regardless of the price of the underlying security. Select-
ing the time frame in which to apply these two indicators is left totally to the
trader’s discretion. However, if a trader prefers to hold positions for periods longer
than a couple of trading days, then daily low-risk TD Sequential and TD Combo
opportunities should be monitored. If a trader desires to be actively trading intra-
day, then it is prudent for him or her to follow one-minute TD Sequential and TD
Combo activity. This choice is up to the trader, but operating intraday should be
performed within the context of the bigger picture—by requiring intraday (one-
minute) TD Sequential or TD Combo entries to conform to the daily indications,
the results will often provide the reinforcement a trader needs to participate with
the market’s flow. Regardless of his or her preferred operating time horizon, an
option buyer has the ability to time option market entries effectively and antici-
pate expansions in a call’s premium off a market low and expansions in a put’s
premium off a market high by applying TD Sequential and TD Combo.

TD Sequential and TD Combo can be utilized to anticipate not only price rever-
sals in the underlying stock, but also reversals in options as well. Although not always
possible and definitely not required, these indicators can be applied to the option
trading activity much like they are to the underlying security. In the past, we have
relied upon the activity of the underlying security to dictate the TD Sequential low-
risk entries or the TD Combo low-risk entries and then, in turn, we have applied the
results to the option market. This was more a matter of option chart availability and
convenience rather than choice. Due to the fact that the option charts are more read-
ily available today, when trading options we occasionally look for both to confirm, or
at least if one chart passes our qualifications’ test, the other chart should produce
similar indications since the option follows the activity of the underlying security. If
one were to apply TD Sequential or TD Combo directly to an option, we suggest it be
utilized on the more liquid and actively traded expirations and strike prices.

TD SEQUENTIAL

TD Sequential is made up of three phases: the Setup phase, the Intersection phase,
and the Countdown phase. Each phase begins upon the completion of the previous
phase. Of the three phases, Setup and Countdown are the most important in deter-
mining when a market has reached a point of exhaustion and is prone to a market
reversal. Each phase is important in and of itself, but when utilized together until
~ completion, it becomes even more so.




CHAPTER 6 ANTICIPATING THE TREND: TD SEQUENTIAL, TD COMBO, AND TD SETUP TREND 111

Please note that the numbered counts and the rules necessary to arrive at these
counts are the recommended settings that we use. However, these settings are not
absolute. TD Sequential is simply an indicator template, providing the structure
from which to arrive at consistent and objective market-timing conclusions. While
we recommend the settings that follow, as they have been applied successfully for
approximately 27 years, we are not certain that these are necessarily the best selec-
tions possible. One may find that different comparisons and settings prove to be
more profitable. Therefore, we encourage traders to experiment with different pos-
sibilities of TD Sequential, either with Setup, Intersection, Countdown, or any of

~ its components.

Setup
The first phase of TD Sequential is called the Setup phase. A Setup is a comparison
“of closes—specifically, the close of the current price bar to the close four price bars
" earlier. If one is observing a daily bar chart, then one compares the close of the cur-
rent day to the close four days earlier; if one is observing a one-minute bar chart,
-then one compares the close of the current minute to the close four minutes earlier.
‘This closing comparison determines whether the market has recorded a buy Setup
- series or a sell Setup series. A completed buy Setup is defined as a series of nine
" consecutive price bars where the close of each price bar is less than the close four
-price bars earlier. Conversely, a completed sell Setup is defined as a series of nine
~consecutive price bars where the close of each price bar is greater than the close four
" price bars earlier. Therefore, a buy Setup will occur in a declining market and a sell
Eeﬂm will occur in an advancing market. In each case, once the minimum Setup
“count of nine has been achieved, the Setup is complete. Setups can extend beyond
“this minimum requirement, which becomes important when addressing parameter
settings, as well as other indicators such as TD Setup Trend (TDST), but nine is all
that is necessary to proceed to the next phase of TD Sequential.
o To reiterate, in order to complete a buy Setup, there must be at least nine con-
secutive price bars where the close of each bar is less than the close four price bars
earlier. For example, a 1 count of a buy Setup series will be recorded if the close of
the first price bar of the series is less than the close four price bars earlier. On the
following price bar, a 2 appears for a buy Setup if the close of the new current price
bar is less than the close four price bars earlier. At the close of the next price bar
this comparison is made once again, and if this close is less than the close four bars
earlier, a 3 count for a buy Setup will be formed. This process is repeated continu-
ously. Once at least nine consecutive closes closing less than the closes four price
bars earlier have been recorded, the buy Setup is completed. When a completed buy
Setup has been formed, the first phase of TD Sequential is concluded—the trader
can now proceed to the Intersection phase and then on to the buy Countdown phase.
Each count of a buy Setup is numbered 1 through 9 beneath the price bar to which
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it refers. If, before a completed buy Setup count of nine is achieved, the market
records a close that is greater than the close four price bars earlier (a sell Setup
count) or if the market records a close that is equal to the close four price bars ear-
lier (a neutral reading), then the buy Setup is canceled and the Setup phase must
begin anew. Figure 6.1 displays a completed buy Setup phase.

Again, in order to complete a sell Setup, there must be at least nine consecu-
tive price bars where the close of each bar is greater than the close four price bars
earlier. For example, a 1 count of a sell Setup series will be recorded if the close of
the first price bar of the series is greater than the close four price bars earlier. On
the following price bar, a 2 appears for a sell Setup if the close of the new current
price bar is greater than the close four price bars earlier. At the close of the next
price bar, this comparison is made once again, and if this close is greater than the
close four bars earlier, a 3 count for a sell Setup will be formed. This process is
repeated continuously. Once at least nine consecutive closes closing greater than
the closes four price bars earlier have been recorded, the sell Setup is completed.
When a completed sell Setup has been formed, the first phase of TD Sequential is
concluded—the trader can now proceed to the Intersection phase and then on to the
sell Countdown phase. Each count of a sell Setup is numbered 1 through 9 above
the bar to which it refers. If, before a completed sell Setup count of nine is
recorded, the market registers a close which is less than the close four price bars

_earlier (a buy Setup count) or if the market records a close that is equal to the close
four price bars earlier (a neutral reading), then the sell Setup is canceled and the
Setup phase must begin anew. Figure 6.1 displays a completed sell Setup phase.

Now that we’ve presented how to complete a Setup series, let’s identify how we
determine where a Setup begins. One commonly asked question regarding the Setup
phase is how one determines where a 1 count should begin. The first count of a Setup
is confirmed when a price flip occurs. A price flip is simply a change in the direction
of the Setup, from a buy Setup (or unchanged comparison) to a sell Setup or from a
sell Setup (or unchanged comparison) to a buy Setup. For example, if today’s close is
greater than the close four days earlier, then a sell Setup count is recorded. However,
if the following day’s close is less than the close four days earlier, the market has gone
from a sell Setup count to a buy Setup count. Since the market has changed its Setup
series from the sell direction to the buy direction, a price flip has occurred. This price
flip initializes the buy Setup and a number 1 appears coincident with the current
price bar—this 1 count is numbered beneath the current price bar to indicate that it is
the first bar of the buy Setup. If the following trading day’s close is greater than the
close four days earlier, then the market has experienced another price flip, changing
its sentiment from a buy Setup to a sell Setup. This price flip marks the 1 count of the
price bar and initializes the sell Setup—the 1 is numbered above the current price bar
to indicate that it is the first bar of the sell Setup. And if the day succeeding this sec-
ond price flip records a close that is equal to the close four days earlier, then the seli




[ | _0€:80-61] 00:€4] Svi0i]  0£:80-G1i 00:E 1] Sp:0L] 0€:80-71] 00:€ 1] S0L]
6

sl Il = anrasxng -

00S09 | - . . R . . . . . . . . . w . . . . . . . . . 4

. = S .

. , l—.+ |4 €
_ “ 2 :

” . l—| c

“ 0 S ”
i g
00519 + - . . . . . . . . . . . . . . . . . |

oscro | 6 . dniIASTIAS . . . . ]

A

6661 ¢ DOD - NS 82 ma@ Xapul XHO - xmo




114 DEMARK ON DAY TRADING OPTIONS

Setup count is erased at 1, and the market’s bias becomes neutral. In this case, the
current price bar would record neither a 1 of a buy Setup nor a 1 of a sell Setup—it
would simply be left blank.

There are a few things to keep in mind when it comes to the Setup phase. First of
all, each advance in the current price bar is accompanied by an advance in the refer-
ence bar. Neither the current bar nor the close four bars earlier remain static, rather
they progress, as does the price comparison. Also, be aware that Setups are constantly
forming, regardless of the stage of TD Sequential. Therefore, whether a market is in
the Setup phase, the Intersection phase, or the Countdown phase, at the close of every
price bar either a buy Setup count, a sell Setup count, or no Setup count (closes are
equal) is recorded. In addition, it is common practice to record on a price chart only
the nine count of a completed Setup. Trading convention requires that Setups that do
not fulfill the minimum requirement of nine consecutive price bars where the close
is greater than/less than the close four price bars earlier be removed from the chart,
and any Setup that fulfills the minimum requirement of nine consecutive price bar
closes greater than/less than the close four price bars earlier appear on the chart only
up to the nine count. So, if a Setup reached a series of 8 and then experienced a price
flip, the eight numbered bars would be removed. However, if a Setup recorded a
count of 11, only the 1 to 9 counts would remain on the chart, since that is the mini-
mum requirement for a completed Setup and is the most important.

Setup qualifier. The Setup phase has only one requirement, or qualifier, that we
emphasize. Failing to meet this qualifier has no bearing on the commencement of
the other two phases of TD Sequential. This qualifier only applies to those who
wish to trade the completed low-risk Setup indications. Using it when trading com-
pleted Setups prevents a trader from entering the market prematurely and serves to
enhance one’s timing. In order to record a completed buy Setup, the Setup qualifier
requires that the low of the seventh, eighth, or ninth price bar of a buy Setup be
below the low of the sixth price bar. The seventh, eighth, or ninth price bar of the
buy Setup need not close less than the low of the sixth price bar, it must only trade
lower than this level sometime intrabar. If the low of the 6 price bar is not exceeded
to the downside by the low of the 7, 8, or 9 price bar of the buy Setup, then it will
typically be broken within three days after the ninth price bar is recorded and the
Setup is completed. Aside from the fact that buy Setups have a tendency to meet
this trading requirement, the reasoning behind this qualifier is that it ensures that
the later Setup counts of a buy Setup occur near the low of the move. In Fig. 6.1,
the Setup qualifier is met on the 7 bar of the buy Setup phase, where the low is less
than the low of the 6 bar.

Conversely, in order to record a complete sell Setup, the Setup qualifier
requires that the high of the seventh, eighth, or ninth price bar of a sell Setup must
be above the high of the sixth price bar. The seventh, eighth, or ninth price bar of



CHAPTER 6 ANTICIPATING THE TREND: TD SEQUENTIAL, TD COMBO, AND TD SETUP TREND 15

the sell Setup need not close greater than the high of the sixth price bar, it must
only trade higher than this level sometime intrabar. If the high of the 6 price bar is
not exceeded to the upside by the high of the 7, 8, or 9 price bar of the sell Setup,
then it will typically be broken within three days after the ninth price bar is
recorded and the Setup is completed. Aside from the fact that sell Setups have a
tendency to meet this trading requirement, the reasoning behind this qualifier is
that it ensures that the later Setup counts of a sell Setup occur near the high of the
move. In Fig. 6.1, the Setup qualifier is met on the 8 bar of the sell Setup phase,
where the high is greater than the high of the 6 bar.

In either instance, if this qualifier is not met, the Intersection phase and the
~ Countdown phase are unaffected, meaning they are neither postponed nor can-
= celed. It only suggests that it may be premature to expect the market to record a
~ trend reversal or retracement, if one elects to trade Setups. Again, this qualifier is
. presented strictly for those who wish to trade the Setups of TD Sequential, as the
~ market has a reliable tendency to exhibit reversals or consolidations at these times.

Trading with setups. Setups are very powerful price patterns in and of themselves.
' Because the rules required to complete a Setup are relatively strict and require the
formation of an extended price move, most often upon completion it coincides with
some form of price exhaustion where the market is prone to a price reversal. What we
. have found is that within four bars following the 9 count, the market should experi-
. ence some sort of price reversal or at least a price consolidation. If the market doesn’t
" respond by reversing its trend or consolidating its movement within this time,
. chances are it will resume its original price movement. While this price reaction,
- when it does occur, may not reverse the prevailing market trend, it does offer an
excellent opportunity to capitalize on a price reversal or consolidation, particularly
with options on a short-term basis. When taken together with other indicators, par-
ticularly TD Setup Trend, one can get an indication as to whether a price reversal fol-
lowing a completed Setup will lead to a reversal of the overall trend.
There are a few things that we suggest to those who wish to trade options using
TD Sequential Setups. First of all, a trader should not purchase options with strike
prices that are far from the prevailing market, expecting the market to move to that
price. Again, a completed Setup does not necessarily indicate a change in the direc-
tion of the overall trend, but it does suggest that a price correction should ensue. By
incorporating indicators such as TDST or TD Lines, one can establish a better
determination of whether a Setup will be followed by a price “hiccup” or will
develop into a sizable change in trend. Also, we feel it is crucial to time one’s entry
into the market. To do so, we look for additional signals in smaller time frames,
either an additional completed Setup phase, a completed Countdown phase, or
another indicator reading. In other words, we look to synchronize long-term results
with short-term results. For instance, if we were trading options using a Setup sig-
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nal on a 30-minute chart, we would then look at the 15-minute, the 10-minute, the
5-minute, and the 1-minute charts for confirmation of that signal. This would help
perfect our entry price for the option. In addition, trading a Setup should be coor-
dinated with the other market-timing indicators presented in this book, on both
comparable and shorter time frames, such as qualified and disqualified TD Lines,
TD REI and TD POQ, TD Relative Retracements, TD % F, and the option rules.

(Setup) size matters. One misperception that many TD Sequential practitioners
have is that once a Setup records nine consecutive price bars where the close is
greater than the close four price bars earlier, or nine consecutive price bars where
the close is less than the close four price bars earlier, the counting process ceases.
In reality, a Setup can continue indefinitely (at least, in theory). A Setup continues
to count until a price flip occurs, where the market changes its closing relationship
from a buy Setup to either a sell Setup or a neutral reading, or where the market
changes its closing relationship from a sell Setup to either a buy Setup or a neutral
reading. This is illustrated in Fig. 6.2. A Setup’s size becomes especially important
when considering a phenomenon known as recycling.

Recycling is a trading nuisance that has arisen in the markets within the past
10 years. When TD Sequential was first created, it was not uncommon for a mar-
ket to move directly from the completion of the Setup phase to the completion of
the Countdown phase and then experience a significant price reversal. Today,
however, recycling prolongs the extent of a market move and masks the indica-
tions of a possible price reversal. This tendency, especially in the stock and stock
option market, has resulted from more widespread market participation—specif-
ically, due to the larger number of individuals and funds who trade the markets
today, buying and selling can continue re}e/ntlessly, often exaggerating price
moves and resetting TD Sequential’s evaluation of the market. TD Sequential is
still effective today, regardless of the market or the time frame to which it is
applied, but recycling makes a chart’s interpretation of the market’s status slightly
more complicated.

Recycling refers to instances where a market has recorded two or more con-
secutive buy Setups, or two or more consecutive sell Setups. In other words, recy-
cling occurs when a buy Setup is followed by another buy Setup, before recording
a sell Setup; or when a sell Setup is followed by another sell Setup before record-
ing a buy Setup. This occurrence can be seen in Fig. 6.3. The regeneration of the
price trend is responsible for this trading phenomenon, which results when the
forces of supply or demand reassert themselves. When a Setup recycles, it indi-
cates that a renewed interest and intensity has occurred in the market, causing a
continuation of the market trend. Another way to look at recycling is that new
information comes into the market, prompting additional buying and selling, and
resulting in a perpetuation of a directional price move.
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The biggest problem that recycling presents is determining which Setup
should be used to commence the Countdown phase. This problem can be resolved
by introducing a group of settings and rules that enable a trader to choose one
Setup over another. There are many possible ways we have devised to classify a
Setup recycling; however, we only utilize two of these ways regularly. The first set-
ting, “before, on, or after,” is a more conservative trading setting, while the second
setting, “ignore the smaller true high/true low,” is more liberal and typically
applied if we desire more frequent trading activity. The first type of Setup recy-
cling that we suggest is identified as “before, on, or after” and is far and away the
easiest to implement. “Before, on, or after” simply states that if a Setup is followed
by a subsequent Setup that is completed before, on, or after the completion of the
previous Setup’s resulting Countdown phase, then the recent Setup replaces the
prior Setup. Therefore, if two consecutive buy Setups are recorded, then the recent
Setup becomes more important, erasing any buy Countdown series that resulted
from the previous buy Setup and marking the point at which the new buy Count-
down phase can begin. Conversely, if two consecutive sell Setups are recorded,
then the recent Setup becomes active, erasing any sell Countdown series that
appeared from the previous sell Setup and marking the point at which the new sell
Countdown phase begins. The implementation of this recycle setting is rather
simple—any new Setup that forms becomes the designated Setup phase. The rea-
soning is that the previous Setup becomes a part of market history and is no longer
a factor in determining the commencement of Countdown. This price series was
completed using prevailing market information at that time. Because the new
Setup processes current market information, conditions, and overall market senti-
ment, this Setup takes precedence over others.*

The second type of Setup recycling setting that we advocate is referred to as
“ignore smaller true high/true low,” or “ignore smaller THL,” and is slightly more
complicated than the conventional recycling parameter just described. This setting
allows the trader to utilize either the current Setup or a previous Setup phase to
commence Countdown, whichever is larger in size. In the case of the previous
recycling setting—before, on, or after—any time a new Setup is completed, that
Setup becomes active and proceeds to the Countdown phase. When this new Setup
forms, any previous Setup count is nullified, thereby erasing any resulting Count-
down series. This can be especially frustrating when the Countdown phase has
almost run to completion, as a trader must begin anew and await the completion of
another full Countdown phase. However, by electing to ignore the smaller-sized,
recycled Setups, one can retain a previous Setup’s Countdown series and continue

* This Setup regeneration is similar to instances in which a Setup is succeeded by—and therefore
canceled by—a reverse Setup series in the opposite direction. In this case as well, the overall senti-
ment has changed (which is represented in the change from one Setup direction to another) due to
current market information.
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with the phase. Since this recycle setting does not cancel, or recycle, as many
Setups, more low-risk trading opportunities are created.

When comparing the sizes of two Setups, one is relating the price ranges of the
two Setups, from the lowest true low to the highest true high, and whichever Setup
is larger becomes the active Setup. When making this comparison, it is important
that one relate the full Setup ranges to one another, not just the nine price bars of
each Setup—in other words, one must consider any count that exceeds the mini-
mum Setup requirement of nine. Since a Setup continues to count until a price flip
occurs, where the market changes its closing relationship from a buy Setup to either
a sell Setup or a neutral reading, or where the market changes its closing relation-
ship from a sell Setup to either a buy Setup or a neutral reading, the true range of
either Setup could be larger than simply the range of the 1 bar through the 9 bar.

However, there is one exception to the selection of the larger Setup when uti-
lizing “ignore smaller THL.” If the larger Setup is more than a particular percent-
age greater than the smaller Setup, then the iarger Setup is ignored. The factor that
we use is 161.8 percent. The reasoning behind this qualifier is that if a Setup is
more than 1.618 times greater than the previous Setup, then its range, or size, is
exaggerated, causing the Countdown phase to also become exaggerated. Therefore,
we require that a trader ignore a larger Setup, in terms of a true high and true low
difference, if that Setup is more than 1.618 times greater than a smaller Setup.

With our trading style, we choose to alternate between using “before, on, or
after” and “ignore the smaller true high/true low,” depending upon how long the
Countdown phase had proceeded and the overall market environment. We suggest
that you look at both settings when trading with TD Sequential, as both will prove
to be helpful in identifying low-risk trading opportunities.

Setup Cancellations

There are four ways in which a Setup can be canceled. The first relates to contra-
trend moves and the comparisons of individual price bar highs, lows, and closes to
the lows, highs, and closes of the overall Setup; the second deals with Setup rever-
sals; the third relates to recycling, a topic we mentioned earlier; and the last applies
to a Setup that is contained within a previous Setup. In each of these cases, the
resulting effect it has is either to deactivate the Setup (thereby resetting it and pre-
venting it from proceeding to the next phase of TD Sequential), but retain the com-
plete numbered Setup count on the price chart; or to erase the Setup series
altogether. Which of the previous two outcomes will occur depends upon the type
of Setup cancellation that occurs.

Contratrend moves. The first Setup cancellation refers to the extent to which
price experiences a contratrend move prior to the completion of either the Setup
phase or the Countdown phase. This cancellation applies to the current Setup
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period, meaning if any of the following selected rules are met, then the recent
Setup is disregarded. It also provides a bit more leeway than the other cancella-
tions, as a trader must choose from any one of six execution settings. These can-
cellation events are simply reversed for buy Setups and for sell Setups.

- It is up to the trader to decide which of the following six alternatives will can-
cel an active buy Setup. They are all straightforward:

1.  If anintrabar high exceeds the highest close of the entire buy Setup period
to the upside, then the active buy Setup (or buy Countdown) is canceled.

2. If an intrabar high exceeds the highest high of the entire buy Setup period
to the upside, then the active buy Setup (or buy Countdown) is canceled.

3. Ifaclose exceeds the highest close of the entire buy Setup period to the
upside, then the active buy Setup (or buy Countdown) is canceled.

4. If aclose exceeds the highest high of the entire buy Setup period to the
upside, then the active buy Setup (or buy Countdown) is canceled.

5.  Ifaclose exceeds the highest true high of the entire buy Setup period to the
upside (a true high is the highest high of the buy Setup period or the close
the day prior to that highest high, whichever is greater), then the active buy
Setup (or buy Countdown) is canceled.

6. If alow exceeds the highest true high of the entire buy Setup period to the
upside (a true high is the highest high of the buy Setup period or the close
the day prior to that highest high, whichever is greater), then the active buy
Setup (or buy Countdown) is canceled.

The most conservative buy Setup cancellation (in the sense that the Setup is
disregarded so as not to take a perceived false Setup indication) is the first condi-
tion and the most liberal buy Setup cancellation (in the sense that the Setup is not
disregarded so quickly) is the sixth condition. Personally, we use the sixth buy
Setup cancellation, so we are less likely to cancel a Setup prematurely. However, in
all of these cases, if price were able to advance to these levels, a significant price
move would have already had to occur. Therefore, we’d be skeptical of the value
and the practicality of the Setup or the Countdown reading at that point and would
probably defer entry until a new Setup phase has been formed.

In the reverse case, it is up to the trader to decide which of the following six
alternatives will cancel an active sell Setup. Again, they are all straightforward:

1.  If an intrabar low exceeds the lowest close of the entire sell Setup period to
the downside, then the active sell Setup (or sell Countdown) is canceled.

2.  If an intrabar low exceeds the lowest low of the entire sell Setup period to
the downside, then the active sell Setup (or sell Countdown) is canceled.

3. Ifaclose exceeds the lowest close of the entire sell Setup period to the
downside, then the active sell Setup (or sell Countdown) is canceled.

|
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4. Ifaclose exceeds the lowest low of the entire sell Setup period to the down-
side, then the active sell Setup (or sell Countdown) is canceled.

5. Ifaclose exceeds the lowest true low of the entire sell Setup period to the
downside (a true low is the lowest low of the sell Setup period or the close
the day prior to that lowest low, whichever is less), then the active sell Setup
(or sell Countdown) is canceled.

6.  If a high exceeds the lowest true low of the entire sell Setup period to the
downside (a true low is the lowest low of the buy Setup period or the close
the day prior to that lowest low, whichever is less), then the active sell Setup
(or buy Countdown) is canceled.

The most conservative sell Setup cancellation (in the sense that the Setup is
disregarded so as not to take a perceived false Setup indication) is the first condi-
tion and the most liberal sell Setup cancellation (in the sense that the Setup is not
disregarded so quickly) is the sixth condition. Personally, we use the sixth sell
Setup cancellation, so we are less likely to cancel a Setup prematurely. However, in
all of these cases, if price were able to decline to these levels, a significant price
move would have already had to occur. Therefore, we'd be skeptical of the value
and the practicality of the Setup or the Countdown reading at that point and would
probably defer entry until a new Setup phase has been formed.

When we discuss TD Setup Trend later in this chapter, you will be able to see
how both sets of these cancellations and the TDST line work together.

Reverse setups. The second Setup cancellation is a reverse Setup, or a price flip,
prior to the completion of a current Setup. If a reverse Setup forms, then the previ-
ous Setup is canceled. For example, if a buy Setup is currently active (ongoing) and
a price flip occurs prior to that Setup’ completion, meaning a series of fewer than
nine consecutive closes that are less than the closes four price bars earlier is inter-
rupted by a close that is greater than the close four price bars earlier, then a reverse
Setup has developed and the previously active buy Setup is canceled. The new sell
Setup becomes the current and more important Setup. Conversely, if a sell Setup is
currently active and a price flip occurs prior to that Setup’s completion, indicating
a series of fewer than nine consecutive closes which are greater than the closes four
price bars earlier is interrupted by a close that is less than the close four price bars
earlier, then a reverse Setup has occurred and the sell Setup is canceled. The new
buy Setup becomes the current and more important Setup.

The justification for a Setup cancellation upon recording a reverse Setup is
fairly obvious—specifically, new market information has been processed, and this
information takes precedence over prior market information. However, our work
with Reverse Setups is not complete, as we have found many instances where
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retaining a Setup (and its respective Countdown series) that was canceled by a con-
tradictory Setup produced excellent results, as well.

Setup recycling. The third Setup cancellation occurs if a Setup recycles. Because
we covered this topic previously in more detail, we will simply reiterate some of
the more important points. Recycling occurs when a market has recorded two or
more consecutive buy Setups or two or more consecutive sell Setups. This phe-
nomenon typically appears when new market information or news has been intro-
duced to the market, perpetuating price moves and causing the market’s trend to
become more positive after a sell Setup, or more negative after a buy Setup.
Whether a recycling will cancel a recent Setup or a previous Setup depends
upon the execution setting selected by the trader. If the “before, on, or after” setting
is chosen, then a recycling will cause the previous Setup (and any Countdown
series resulting from that Setup) to be canceled. In this case, the Countdown phase
will begin counting after the more recent Setup. If the “ignore the smaller true
high/true low” setting is selected, then recycling will cause the previous Setup to
be canceled if it is smaller in size than the more recent Setup, thereby canceling
any Countdown series resulting from the previous Setup; or will cause the current
Setup to be canceled if it is smaller in size than the original Setup, thereby main-
taining the Countdown series from the previous Setup. Which setting one should
select depends upon one’s trading style and trading time frame. If a trader would
like a smaller number of trading indications, he or she can select the more conser-
vative “before, on, or after”; if a trader would like a greater number of trading
opportunities, he or she can select the more liberal “ignore smaller THL.”

Setup contained within the previous setup. The final Setup cancellation occurs
when a Setup recycles and the closing range of the more recent completed Setup is
contained within the range of the previous completed Setup. In order for this can-
cellation to apply, the market must record two consecutive Setups without being
interrupted by a reverse Setup in between the two. If the extreme high close and the
extreme low close of the recently completed buy Setup phase are contained within
the extreme high and the extreme low of the previously completed buy Setup, then
. the current Setup is ignored, and the previous buy Setup is dominant and its Count-
down phase remains intact. Conversely, if the extreme high close and the extreme
low close of the recently completed sell Setup phase are contained within the
extreme high and the extreme low of the previously completed sell Setup, then the
current Setup is ignored, and the previous sell Setup is dominant and its Count-
down phase remains intact.
When comparing the two Setups, it is important that one compares the more
recent Setup’s closes to the previous Setup’s price range—in other words, one must
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consider any count that exceeds the minimum Setup requirement of nine. As we
mentioned earlier, a Setup series continues to count until a price flip occurs, where
the market changes its closing relationship from a buy Setup to either a sell Setup
or a neutral reading, or where the market changes its closing relationship from a
sell Setup to either a buy Setup or a neutral reading. Since a completed Setup does
not end until a price flip occurs, the true range of either Setup could be larger than
simply the range of the 1 bar through the 9 bar. Therefore, when comparing the two
Setups for this cancellation, one must examine the full Setup ranges, including the
price bars that extend beyond the 9 count.

Setup Summary

In summary, whether examining a daily bar chart or a one-minute bar chart, to cal-
culate a Setup one must compare the close of the current price bar to the close four
price bars earlier. A buy Setup is initiated with a price flip, where a price bar’s close
that is greater than the close four price bars earlier is immediately succeeded (on
the next price bar) by a close that is less than the close four price bars earlier. A
completed buy Setup is formed when the market has recorded at least nine con-
secutive price bars where the close is less than-the close four price bars earlier. If
the market records a completed buy Setup before a price flip occurs, then the Setup
count from 1 through 9 remains on the price chart. Once this completed buy Setup
has been formed, the first phase of TD Sequential is concluded—the trader can
now move on to the Intersection phase and then on to the buy Countdown phase.
However, if, before the completion of this minimum buy Setup requirement, the
market records a close that is greater than the close four price bars earlier or a close
that is equal to the close four price bars earlier, then a price flip has occurred, the
buy Setup numbers are canceled and erased from the price chart, and Setup count-
ing must begin anew. A buy Setup’s count can also be erased if any of the other
three Setup cancellations occur. If an intrabar price high or price close exceeds to
the upside the highest high or highest true high of the buy Setup, if the buy Setup
recycles itself, or if the true range of a recent buy Setup is contained within the true
range of a previous buy Setup, then the completed buy Setup remains on the price
chart, but the most recent Setup phase is, or one of the two most recent buy Setup
phases are, nullified and therefore cannot proceed to the buy Countdown phase.

If one wished to trade these completed buy Setups, one could do so by apply-
ing the Setup qualifier. This qualifier states that the low of the seventh, eighth, or
ninth price bar of a buy Setup must be less than the low of the sixth price bar to per-
mit the purchase of the asset or the purchase of the call option.

Conversely, a sell Setup is initiated with a price flip, where a price bar’s close
that is less than the close four price bars earlier is immediately succeeded (on the
next price bar) by a close that is greater than the close four price bars earlier. A
completed sell Setup is formed when the market has recorded at least nine consec-
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utive price bars where the close is greater than the close four price bars earlier. If
the market records a complete sell Setup before a price flip occurs, then the Setup
count from 1 through 9 remains on the price chart. Once this completed sell Setup
has been formed, the first phase of TD Sequential is concluded—the trader can
now move on to the Intersection phase and then on to the sell Countdown phase.
However, if, before the completion of this minimum sell Setup requirement, the
market records a close that is less than the close four price bars earlier or a close
that is equal to the close four price bars earlier, then a price flip has occurred, the
sell Setup numbers are canceled and erased from the price chart, and Setup count-
ing must begin anew. A sell Setup’s count can also be erased if any of the other
three Setup cancellations occur. If an intrabar price low or price close exceeds to
the downside of the lowest low or lowest true low of the sell Setup, if the sell Setup
recycles itself, or if the true range of a recent sell Setup is contained within the true
range of a previous sell Setup, then the completed sell Setup remains on the price
chart, but the recent Setup phase is, or one of the two most recent sell Setup phases
are, nullified and therefore cannot proceed to the sell Countdown phase.

If one wished to trade these completed sell Setups, one could do so by apply-
ing the Setup qualifier. This qualifier states that the high of the seventh, eighth, or
ninth price bar of a sell Setup must be greater than the high of the sixth price bar to
- permit the sale of the asset or the purchase of the put option.

Intersection

- Of the three phases that comprise TD Sequential, Intersection is the least impor-
tant. Intersection only applies to stocks and stock options and has no application to
futures or indices. Intersection was introduced to TD Sequential to prevent prema-

“ture market entry by determining whether a market’s price was sufficiently weak or
sufficiently strong to continue to move in the direction of the outstanding trend,
thereby disregarding any Setup or Countdown indication. Specifically, it was
designed to prevent a trader from purchasing the stock or the call options of a com-
pany which was going bankrupt, or conversely from selling the stock or buying the
put options of a company which may be acquired. As you can probably guess,
because these situations occur infrequently in today’s financial markets, this phase
has only limited application to TD Sequential.

Intersection requires certain Setup price bars to overlap one another. When a
company is going bankrupt, or a highly negative news announcement is released,
oftentimes price will decline rapidly, leaving a series of price gaps in the market.
As price support fails to enter the market, traders liquidate existing positions, caus-
ing further price erosion. If buying doesn’t come into the market, then the stock
will continue this unpleasant decline. Intersection ensures that price activity con-
solidates, or at least overlaps, for a certain period of time before TD Sequential is
able to advance to the third phase. Therefore, in order to begin the buy Countdown
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phase, Intersection requires that the high of price bar 8 of a buy Setup, or the first
subsequent bar thereafter, be greater than or equal to the low three or more trading
bars earlier, all the way back to the 1 bar of the buy Setup. If Intersection occurs on
price bar 8 or price bar 9 of the buy Setup, then buy Countdown for TD Sequential
can commence on the 9 bar. If Intersection occurs after the completion of the buy
Setup phase, then buy Countdown for TD Sequential can commence on the bar the
Intersection rule is fulfilled.

The reverse case applies in the same manner. Again, Intersection requires cer-
tain price bars to overlap one another. When a stock is being acquired, or bought
out, or a highly positive news announcement is released, oftentimes price will
advance sharply, leaving a series of price gaps in the market. As price resistance
fails to enter the market, traders purchase the asset, hoping to realize some of these
dramatic price gains, causing further market distortion. If selling doesn’t enter the
market, then the stock will continue this steep advance. Intersection ensures that
price activity consolidates, or at least overlaps, for a certain period of time before
TD Sequential is able to proceed to the third phase. Therefore, in order to begin the
sell Countdown phase, Intersection requires that the low of price bar 8 of a sell
Setup, or the first subsequent bar thereafter, be less than or equal to the high three
or more trading bars earlier, dating all the way back to the 1 bar of the sell Setup.
If Intersection occurs on price bar 8 or price bar 9 of the sell Setup, then sell Count-
down for TD Sequential can commence on the 9 bar. If Intersection occurs after the
completion of the sell Setup phase, then sell Countdown for TD Sequential can
commence on the bar the Intersection rule is fulfilled.

Because the Intersection phase is a slightly dated aspect of TD Sequential, and
because company bankruptcies and buyouts don’t occur as often as they did when
this condition was developed, we only occasionally look for the rule to be met.
However, the other side of the coin is that since these actions don’t occur as often
today, the market rarely exhibits the type of drastic price moves just mentioned. In
fact, because of this, Intersection often happens implicitly. So, although we may
choose not to use Intersection, it doesn’t mean that the rule for Intersection was not
met—most likely, it was. In any case, it is only applied to individual stocks, not
indices, financial futures, commodities, and currencies since these markets cannot
be bought out or go bankrupt.

Once the Intersection phase (or the Setup phase, if one is disregarding Inter-
section) is completed, a trader can proceed to the final and most important phase
of TD Sequential: Countdown.

Countdown

Once the Setup phase is complete, a trader can proceed to the Countdown phase.
While the Setup phase is more voluminous in terms of subtopics than the Count-
down phase, the latter phase is far more powerful. Whereas the Setup phase is a
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comparison of closes—specifically, the close of the current price bar to the close
four price bars earlier—the Countdown phase is a comparison of closes and highs
and lows—specifically, the close of the current price bar to the high or low two
price bars earlier. If one is observing a daily bar chart, then one compares the close
of the current day to the high or low two days earlier; if one is observing a one-
minute bar chart, then one compares the close of the current minute to the high or
low two minutes earlier. Countdowns can be identified as buy Countdowns or sell
Countdowns, depending upon the direction of the previous phases. A complete buy
- Setup, once fulfilling Intersection, proceeds to buy Countdown; and a complete
sell Setup, once fulfilling Intersection, proceeds to sell Countdown. A completed
buy Countdown is defined as a series of 13 price bars where the close of each price
bar is less than or equal to the low two price bars earlier. Unlike completed buy
Setups, the 13 price bars of a completed buy Countdown need not be consecutive.
Also, the earliest point at which the buy Countdown series can begin is on the 9 bar
of the buy Setup. If the ninth price bar of the Setup phase also meets the require-
ments of the buy Countdown, then a 1 count of Countdown is recorded beneath the
9 count of Setup. Conversely, a completed sell Countdown is defined as a series of
13 price bars where the close of each price bar is greater than or equal to the high
two price bars earlier. Unlike completed sell Setups, the 13 price bars of a com-
pleted sell Countdown need not be consecutive. Also, the earliest point at which the
sell Countdown series can begin is on the 9 bar of the sell Setup. If the ninth price
bar of the Setup phase also meets the requirements of the sell Countdown, thena 1
count of Countdown is recorded above the 9 count of Setup. In each case, once this
Countdown series of 13 has been achieved, TD Sequential is complete.

In order to complete a buy Countdown, TD Sequential must first complete and
then proceed from a buy Setup. As you will recall, a buy Setup is initiated after a
price flip from a sell Setup count has occurred, where a close that is greater than
the close four price bars earlier is followed by a close that is less than the close four
price bars earlier, and must then record at least nine consecutive price bars where
the close of each bar is less than the close four price bars earlier. Once this buy
Setup is completed, and Intersection is checked, TD Sequential advances to the
Countdown phase. If the Countdown requirement is met on the first price bar on
which it can begin, meaning that the close of the final bar of the Setup phase is less
than or equal to the low two price bars earlier, then a 1 count of a buy Countdown
is recorded below the 9 count of the buy Setup; if this requirement is not met, then
the initial count of Countdown is deferred to the next price bar. If, on the following
price bar, the close is less than or equal to the low two price bars earlier, then the
next count in the Countdown series appears below the price bar; if this requirement
is not met, then the subsequent count in the Countdown series is deferred to the
next price bar. At the close of the next price bar this comparison is made once
again, and if the close is less than or equal to the low two bars earlier, then the next
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count in the Countdown series is recorded beneath the price bar; and if this buy
Countdown requirement is not met, then the subsequent count in the Countdown
series is deferred to the following price bar. This process is repeated continuously
until a total of 13 closes less than or equal to the lows two price bars earlier is
recorded. Once this transpires, TD Sequential is compieted, and the market is vul-
nerable to a significant price reversal—one oftentimes more powerful than that
experienced after a buy Setup is completed. If, before a completed buy Countdown
series of 13 is achieved, the market records a completed sell Setup or another com-
pleted buy Setup, then the existing Countdown is canceled and the Countdown
phase must begin anew.* A completed buy Setup phase and a completed buy
Countdown phase for TD Sequential are illustrated in Fig. 6.4. Notice how Count-
down begins on the 9 bar of the buy Setup phase and the close of each Countdown
price bar is less than or equal to the low two price bars earlier.

In order to complete a sell Countdown, TD Sequential must first complete and
then proceed from a sell Setup. As you will recall, a sell Setup is initiated after a
price flip from a buy Setup count has occurred, where a close that is less than the
close four price bars earlier is followed by a close that is greater than the close four
price bars earlier, and must then record at least nine consecutive price bars where
the close of each bar is greater than the close four price bars earlier. Once this sell
Setup is completed, and Intersection is checked, TD Sequential advances to the
Countdown phase. If the Countdown requirement is met on the first price bar on
which it can begin, meaning that the close of the final bar of the Setup phase is
greater than or equal to the high two price bars earlier, then a 1 count of a sell
Countdown is recorded above the 9 count of the sell Setup; if this requirement is
not met, then the initial count of Countdown is deferred to the next price bar. If, on
the following price bar, the close is greater than or equal to the high two price bars
earlier, then the next count in the Countdown series appears above the price bar; if
this requirement is not met, then the subsequent count in the Countdown series is
deferred to the next price bar. At the close of the next price bar this comparison is
made once again, and if the close is greater than or equal to the high two bars ear-
lier, then the next count in the Countdown series is recorded above the price bar;
and if this sell Countdown requirement is not met, then the subsequent count in the
Countdown series is deferred to the following price bar. This process is repeated
continuously until a total of 13 closes greater than or equal to the high two price
bars earlier is recorded. Once this transpires, TD Sequential is completed, and the
market is vulnerable to a significant price reversal—one oftentimes more powerful
than that experienced after a sell Setup is completed. If, before a completed sell

* There are some exceptions to this rule, as we discussed earlier in the Setup section, such as if one
used a recycle setting of “ignore smaller THL,” but these decisions remain up to the trader. These
exceptions should be applied coincident with one’s trading style and financial situation.




] _0e:80-GL[ oezi[ o0e:80-vi| o€izi] 0£:80-1L] o0€:zi] 0e'80-0L] o0€:Zi] 0€:80-6] O€ZL[ O€80-8]

|

Ly + -

A BT o P

6t r -

sw...m...,..HA...._H‘_....M,.+h~h ...AA+H

! . NMOGINNOD ANd .
TVLINANOAS AL ” ” ._. ”

vs -

bagal

6661 o DOD WA 09 “00] A30[0Ul0a], WO - NN'S

, Aypumyroddo (Suifng-fjed)

Surdnq ysLI-mo[ € pue uoysneyxd 3Ld jo Jurod ¢ payaew wonddurod VY, IANNIISU0D Jou XM aseqd usmopjuno)

3y Jo uondrdurod ayy Sunesipuy sieq 2wd ¢f |, aseyd dnjag Anq ay) Jo Junod 6 ayy uo aedaq aseyd umopjuno) Anq
QY emme=nan fna naapdues: e Apusiiodumy szom pue dmyag Anq paropdwiod e sopensnfy 1180 SIGL  $'9 TANDIT




130 DEMARK ON DAY TRADING OPTIONS

Countdown series of 13 is achieved, the market records a completed buy Setup or
another completed sell Setup, then the existing Countdown is canceled and the
Countdown phase must begin anew. A completed sell Setup phase and a completed
sell Countdown phase for TD Sequential are illustrated in Fig. 6.5. Notice how
Countdown begins on the 9 bar of the sell Setup phase and the close of each Count-
down price bar is greater than or equal to the high two price bars earlier.

There is one additional change that can be made to the final price bar count of
Countdown, called TD Termination Count. This setting can be introduced when a
trader wishes to trade more aggressively, by allowing more leniency in the price
level comparison of the thirteenth price bar of Countdown. Specificaily, TD Ter-
mination Count states that all that is required to record the final price bar of a buy
Countdown would be for the close, the open, or the intrabar low to be less than the
low two price bars earlier. Conversely, TD Termination Count states that all that is
required to record the final price bar of a sell Countdown would be for the close,
the open, or the intrabar high to be greater than the high two price bars earlier. If a
trader elected to be more aggressive with a low-risk Countdown indication, he or
she could forego the requirement that the thirteenth close be greater than the high
two price bars earlier or less than the low two price bars earlier, and simply require
one of these other price values to do so—this way the trader could participate
sometime intrabar, as opposed to the close of that price bar.

The completion of the Countdown phase oftentimes coincides with a major
turning point in the market. Completed Countdowns are very powerful price pat-
terns that indicate low-risk buying (call-purchasing) or selling (put-purchasing)
opportunity. Because the rules required to generate a TD Sequential low-risk buy-
ing (call-buying) or selling (put-buying) opportunity are so stringent, from the first
bar of the Setup phase to the last bar of the Countdown phase, and require an
extended move consisting of at least 21 price bars, most often the completion of
Countdown coincides with some form of price exhaustion where the market is
prone to a major price reversal.

While we believe that Setup recycling is a nuisance in today’s markets, we have
recently found one instance where a Countdown and a recycled Setup can be uti-
lized together to increase the likelihood of a market price reversal, particularly
intraday. What we are looking for is a Countdown phase that is completed within a
few price bars of another completed Setup. Since the completion of a Setup phase
and the completion of the Countdown phase both identify zones where the market
is vulnerable to a reversal of the existing trend, when the two coincide with each
other, the low-risk entry opportunity becomes even more powerful. In the past,
especially when position trading, we were reluctant to use these two phases
together, as a Setup recycling generally meant the market would fail to reverse its
trend. However, when the two phases occur at the same time, the Countdown phase
 and the Setup phase often work together to reverse the market. This works even
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better on short-term time frames and was used successfully by T.J. to time entry
levels on the floor of the Chicago Board of Trade.

Two important items for which a trader must remain on the lookout when it
comes to the Countdown phase are Setup recycles and reversals. These phenomena
pose a threat to the existence of a Countdown series, as the occurrence of either of
these two Setups prior to the completion of the Countdown phase can reset the
count. Before taking a position in a market, a trader must be thoroughly aware of
the status of new Setup formations, since new Setup counts form with the close of
every price bar.

Countdown qualifier. There is only one Countdown qualifier that we use when
applying TD Sequential to a market. This qualifier requires that the close of the 13
price bar be less than the close of the 8 price bar in the case of a buy Countdown,
and that the close of the 13 price bar be greater than the close of the 8 price bar in
the case of a sell Countdown. In either case, in order to complete the Countdown
phase, this requirement must be met. If the qualifier is not fulfilled, then the thir-
teenth price bar is postponed for at least one additional price bar. The reasoning
behind this qualifier is to ensure that a 13 count occurs near the high of a price
advance, and near the low of a price decline. In today’s markets, there is a great
deal of price volatility, where market prices can make a price move prior to the
completion of a particular indicator. This qualifier is implemented to ensure that
Countdown’s completion, and therefore market entry, does not occur after the mar-
ket has made its move. In other words, this rule ensures that a low-risk buying
(call-buying) opportunity occurs before the market has experienced a significant
price advance, and that a low-risk selling (put-buying) opportunity occurs before
the market has experienced a significant price decline. Why must the 13 bar be .
greater than/less than the 8 bar? We have found that the eighth bar of the Count-
down phase is typically recorded near an interim price high or an interim price low.
Therefore, the final count of the Countdown series can usually be ensured of com-
ing in near the high or the low of the move by comparing it to the eighth count.
Also, any price bar that would have been the thirteenth count had it met this quali-
fier is marked on a price chart with an asterisk. Some markets can record dozens
of asterisked price bars before finally obtaining a TD Sequential 13. Regardless of
how many price bars have asterisks, once a 13 is recorded, the market should expe-
rience a significant price reversal.

TD Sequential examples. Figure 6.6 demonstrates how TD Sequential can be
applied intraday to obtain low-risk buying (call-buying) and selling (put-buying)
opportunities. This example presents a chart of a five-minute S&P 500 September
1998 futures contract. As you can see, a 13 comes in at the high price bar of the
intraday move. One of the greatest advantages to this intraday trade is that it
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presents itself early in the trading day and then proceeds to decline over 10.00
points. This is an excellent opportunity to purchase puts, as premiums will be lower
throughout the price advance. As you can see, price declined to the buy TDST
(which is discussed later in the chapter) and held that level, indicating it might be
a prudent time to exit the position.

. Figure 6.7 presents a 30-minute chart of Lycos. Internet stocks have seen a great
deal of volatility within the past year of trading and offer a tremendous amount of
profit potential—which is perfect for trading options. In this example, you can see
that a 13 comes in at the high near the end of November, and also at the low in early
December. Because these contratrend indications are recorded when the market has
mounted a substantial trending move, the option costs will be lower than what they
would be after the inception of a new trend. This is a perfect example of how one
can enter an intraday option position for a small cost and make it a profitable trade.
Also, because these Sequential results came in on a larger time frame, it suggests
that the indications are longer term in nature, and that one should consider extend-
ing the holding period beyond simply the current trading day, although exiting
before the close would have also produced a good profit for the trader.

Figure 6.8 is a 45-minute chart of the CBOE Volatility Index (VIX) from late
November 1998 to late December 1998. Over this time period, four 13 low-risk
price reversals were recorded. As you can see, each indication was followed by a
substantial price move. Again, this presents a great option trading opportunity,
since option costs will be lower when a contratrend indication is presented. In addi-
tion, due to the larger time frame, we recommend that a trader seriously consider
extending the holding period.

Additional TD Sequential examples ranging from one-minute charts to daily
charts are presented in Figs. 6.9 through 6.24 and in other areas of the chapter as well.

New Countdown Setting for TD Sequential

As we highlighted earlier, the settings that we have recommend are by no means set
in stone; they are dynamic and can be changed. We do not say this to confuse prac-
titioners of TD Sequential, but to encourage others to test different settings in an
effort to find better results. This indicator is simply meant to provide a foundation
from which to build. Maybe a completed Setup phase should not be a count of 9;
maybe a completed Countdown phase should not be a count of 13. Maybe these

phases shouldn’t be a comparison of closes and highs and lows, but rather mid-
points. The settings that we utilize work well, but superior possibilitics may exist.
One alternative setting that we have found to be quite successful is identical to the
standard TD Sequential rules and calculations, but involves a slight variation to the
price-level comparison of the Countdown phase of TD Sequential.

As you will recall, in the traditional Countdown comparison setting, the mar-
ket must record 13 price bars where the current price bar’s close is greater than or
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equal to the high two price bars earlier in the case of a sell Countdown, and where
the current price bar’s close is less than or equal to the low two price bars eatlier in
the case of a buy Countdown. However, the new Countdown setting does not com-
pare closes to highs and lows, but highs and lows to highs and lows. This new
Countdown comparison setting states that the market must record 13 price bars
where the low of the current price bar is less than or equal to the low two price bars
earlier in the case of a buy Countdown, and the high of the current price bar is
greater than or equal to the high two price bars eatlier in the case of a sell Count-
down. Figure 6.25 displays a completed TD Sequential low-risk buying (call-
buying) indication with this new buy Countdown setting, and Fig. 6.26 displays a
completed TD Sequential low-risk selling (put-buying) indication with this new
sell Countdown setting. Since this comparison need not await the close of the cur-
rent price bar to obtain a Countdown count, a trader is able to enter the market
sometime intrabar, which is especially helpful when the final count of Countdown
is achieved.

Much like the standard Countdown phase, there is only one qualifier that we
use with this setting. This qualifier requires that the low of the 13 price bar be less
than the low of the 8 price bar in the case of a buy Countdown, and that the high of
the 13 price bar be greater than the high of the 8 price bar in the case of a sell
Countdown. In either case, in order to complete the Countdown phase, this require-
ment must be met. If the qualifier is not fulfilled, then the thirteenth price bar is
postponed for at least one additional price bar and the bar is marked with an aster-
isk. Again, the reasoning behind this qualifier is to ensure that a 13 count occurs
near the high of a price advance and near the low of a price decline.

When TD Sequential is completed using this new Countdown setting, the mar-
ket is vulnerable to a significant price reversal-—oftentimes more powerful than
that experienced after a buy Setup is completed. This new setting can be utilized as
areplacement of the previous Countdown price-level comparison or in conjunction
with the previous Countdown price-level comparison. Along with TD Combo, this
new type of Countdown phase can be used with the traditional TD Sequential read-
ing to further enhance one’s entry point. If traders intend to utilize this new Count-
down setting, we encourage them to do so together with the standard Countdown
comparison and with TD Combo. When these three Countdown phases are com-
pleted within a few price bars of each other, then the low-risk buying (call-buying)
or selling (put-buying) opportunities are much more powerful.

New TD Sequential Countdown setting examples. Figure 6.27 is a 30-minute
chart of Pfizer. In this example, we are comparing the low to the low two price bars
earlier for the buy Countdown, as opposed to the traditional comparison of the
close to the low two price bars earlier. The low-risk buying (call-buying) opportu-
nity occurs intraday when the market records a 13 of Countdown, indicating the

154




| 0€:z1-9] 0£:809] O€Zi oe:go-6 | __ oerzi] 0e:80-v] _OtZi] 0£:80-1€]

ogz k- - - o oo ez
09zk 3 I R
oczh
AT L
,omu-...wf,.._.}inwm .......................................... a
| 067 ﬁ “ .— A ........ mmv.mmuwmwhm—w 30&-5@ ..... o]
:..w_,_, ....... DT NMOQINNOD And
" - TVIINANOJS dL ]
A T T SN
ozel 3 o o L D
‘6661 & DOD ” “ ULA Og *ou] jooyex - WOE.m ” s

J9I[LLd saeq 3dLId 0m) Mo 3y} 0 [enba 10 wRY) SSI] A ISNI JUNOD UMOPIURO)) ANq YIED JO MO[ 3Y) Jey] sarmbal yorgm
‘adru-nias ‘mor-Ana ‘Bumas aanewsane am Jmsn aseqd umopyuno) Anq pajaydwmod ¥ serdsip Jeyd SIGL,  ST°9 TANDIA




1 onmv.m:ommc&:om.w:ommo;:omﬁ_om”mo.m_om.m:ommo.:cmmaomwo.w_omm:ommo.m_
e

000124 F
008iz1 F - S T T

T [ e e P T T

00szzZL | ,

sl HOIE-TTAS MOT-And ]
wal o nmowiNnodTIS [
w0 qviIN@nOasar ]

ocnvm_-..mh S : ; P o .—- L
1 ._.F ..
.<.W.. - e . M. ..AA.W,.. .M. .4..m . N.WA.

= AT R
B TR il it 4h_wmm..-

156

oooeci |

T |

ooggzL F - o - - - e ]
: : €1

besq

‘6661 o O0D U 09 ‘66 TN “Iid ABQ-00S d¥S - 6HdS

IIIIBd
saeq 2011d 0m3 Y31y oy 03 [enbad 10 wey) 19)8AAS IQ ISNUW JUNOD UMOPIUNO)) [[IS YIEI Jo Y31q Y rey) saambax ygorgm
‘Y31y-[os ‘mof-Anq ‘Surpas saneusd)e a3 Suisn aseyd umopruno)) jas pajorduwod € sAedsip 11eqd SIYL,  97°9 AANOIA




omumr,h!ﬁ 0£:80-22] 0£:2i] 0£:80-92|  0£:Zi] 0€:80-52] 0€:Z}| 0€:80-¢¢| _ 0£:21] 0€:80-12]

. . . R . €2 .
SO Y h_,,.wl

b AU S S S §
R TR - | S o S
S O T L S S SRR ]

Y _+* w_ S

BZL [ )
: : : ybry-1Tes ‘MoT-Ang :usop3uned  hagq))

'6661 o OO . U OF *oU] J3ZIld - 3dd'S
-apisdn aspx dodys o) a1053q jsnf [eyuanbag (L €1 YSIA-MO] € SOYNUIPI J.IeYd 3y Ao\ ‘aseyd
uMOPIINO)) Y} 10} BuULIS YBIY-[[O8 ‘Moj-Anq sanuIaye oy saridde (FAd) 197154 JO 1BYD RNMWW-0¢ YL  LT'9 HUNOIL

157




market is vulnerable to a substantial price reversal. As you can see, once the 13 is
recorded midmorning on the 26th, price immediately commenced a significant
price rally of over four points by the close. The next trading day price continued to
trade higher, trading almost eight points higher before recording a price puliback.
In examples like these, in which a 13 is recorded on such a large, intraday time
frame, we evaluate our position prior to the close of trading to determine whether
we will exit our day trade or carry it over until at least the next trading day. You will

* notice three asterisks preceding the 13 count of Countdown——these represent 30-
minute price bars where a 13 would have been recorded, had the Countdown qual-
ifier been met.

Additional examples using this new Countdown setting are presented in
Figs. 6.28 through 6.32, while Figs. 6.33 and 6.34 are chart comparisons between
the traditional Countdown setting and the new Countdown version over the same
time frame and in the same security.

TD COMBO

A few years after the development and implementation of TD Sequential, a similar
indicator was created to combat the possibility of overextending TD Sequential to
a large portion of the trading public. This indicator was instituted in an effort to
identify the highest bar of a price move. This related indicator operates in much the
same manner as TD Sequential but the rules that applies are much stricter.

Unlike TD Sequential, which is made up of three phases (although Intersection
is not really important), TD Combo is made up of only two phases: the Setup phase
and the Countdown phase. As with TD Sequential, each phase begins upon the
completion of the previous phase. Upon the completion of the Setup phase and the
Countdown phase, the market has most often reached a point of exhaustion and is
prone to a price reversal. Again, each phase is important in and of itself, but when
utilized together until completion, it becomes even more so.

Please note that the numbered counts and the rules necessary to arrive at these
counts are the recommended settings that we use. However, these settings are not
absolute. TD Combeo is simply an indicator template, providing the structure from
which to arrive at consistent and objective market-timing conclusions. While we
recommend the settings that follow, as they have been applied successfully for
approximately 25 years, we are not certain that these are necessarily the best selec-
tions possible. One may find that different comparisons and settings prove to be
more profitable. Therefore, we encourage traders to experiment with different pos-
sibilities of TD Combo, either with Setup, Countdown, or any of its components.

Setup

The first phase of TD Combo is the Setup phase. This phase is calculated in exactly
the same manner as it is with TD Sequential. Again, the Setup phase for TD Combo
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is a comparison of closes. A buy Setup is defined as a series of nine consecutive
price bars where the close is less than the close four price bars. earlier, and a sell
Setup is defined as a series of nine consecutive price bars where the close is greater
than the close four price bars earlier. Because of this requirement, a buy Setup will
form in a declining market and a sell Setup will form in an advancing market. Also,
a completed buy Setup proceeds to buy Countdown and a completed sell Setup
proceeds to a sell Countdown. Once the Setup is completed, it indicates that the
market is vulnerable to a price reversal.

All other aspects of the Setup phase that applied in TD Sequential, such as the
Setup qualifier, Setup recycling, and Setup cancellations, also apply with TD
Combo. For the sake of space, we will not repeat these items, we will simply ask
you to refer to the Setup section of TD Sequential.

Countdown

The Countdown phase is the key to TD Combo. Unlike the Countdown phase of
TD Sequential which has only one requirement that must be fulfilled in order to
record a Countdown count, TD Combo has three. In the case of a buy Countdown
for TD Combo, the first rule stipulates that the close of the current price bar must
be less than or equal to the low two price bars earlier. The second rule states that
the low of the current price bar must be less than the previous bar’s low. The final
rule requires that the close of each Countdown count be less than the previous
Countdown count’s close. Therefore, the close of the 2 bar must be less than the
- close of the 1 bar; the close of the 3 bar must be less than the close of the 2 bar; the
close of the 4 bar must be less than the close of the 3 bar; and so forth. The only
exception is the 1 bar which doesn’t have a previous Countdown count. For the first
bar of the Countdown phase, all that is necessary is that rules one and two are met.
If all three rules are fulfilled, then a Countdown number is recorded and placed
below the price bar to which it refers. Much like TD Sequential, the magic number
for the Countdown phase is 13. Therefore, a completed TD Combo Countdown
phase is defined as a series of 13 price bars where the close of each price bar is less
than or equal to the low two price bars earlier, the low of each price bar is less than
the low of the previous price bar, and the close of each Countdown count is less
than the close of the prior Countdown count. The second and the third rules are
designed to ensure that there is some downward pressure upon the market’s price
and that the Countdown series has not formed in a sideways market. Therefore,
upon completion of the TD Combo Countdown phase, the market should have a
downward slope, whereas that is not necessarily the case with TD Sequential.

A completed buy Setup phase and a completed buy Countdown phase for TD
Combo are illustrated in Fig. 6.35. Notice how the Countdown phase begins on the
1 bar of the buy Setup phase for TD Combo instead of commencing upon the com-
pletion of 9 bar of TD Sequential Setup. In the chart, you can see that the close of
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170 DEMARK ON DAY TRADING OPTIONS

each Countdown price bar is less than or equal to the low two price bars earlier,
each Countdown price bar’s low is less than the previous price bar’s low, and the
close of each successive Countdown number is lower than the last. Keep in mind
that we recommend using Countdown version 2, where all we require in order to
~ obtain an 11, 12, and 13 count is that each numbered price bar close successively
lower than the previous number.

Conversely, in the case of a sell Countdown, the first rule stipulates that the
close of the current price bar must be greater than or equal to the high two price
bars earlier. The second rule states that the high of the current price bar must be
greater than the previous bar’s high. The final rule requires that the close of each
Countdown count be greater than the previous Countdown count’s close. There-
fore, the close of the 2 bar must be greater than the close of the 1 bar; the close of
the 3 bar must be greater than the close of the 2 bar; the close of the 4 bar must be
greater than the close of the 3 bar; and so forth. The only exception is the 1 bar
which doesn’t have a previous Countdown count. For the first bar of the Count-
down phase, all that is necessary is that rules one and two are met. If all three rules
are met, then a Countdown number is recorded and placed above the price bar to
which it refers. Much like TD Sequential, the magic number for the Countdown
phase is 13. Therefore, a completed TD Combo sell Countdown phase is defined as
a series of 13 price bars where the close of each price bar is greater than or equal
to the high two price bars earlier, the high of each price bar is greater than the high
of the previous price bar, and the close of each Countdown count is greater than the
close of the prior Countdown count. The second and the third rules are designed to
ensure that there is some upward pressure upon the market’s price and that the
Countdown series has not formed in a sideways market. Therefore, upon comple-
tion of the TD Combo Countdown phase, the market should have an upward slope,
whereas that is not necessarily the case with TD Sequential.

A completed sell Setup phase and a completed sell Countdown phase for TD
Combo are illustrated in Fig. 6.36. Notice how the Countdown phase begins on the
3 bar of the sell Setup phase for TD Combo instead of commencing upon the com-
pletion of 9 bar of TD Sequential Setup. In the chart, you can see that the close of
each Countdown price bar is greater than or equal to the high two price bars earlier,
each Countdown price bar’s high is greater than the previous price bar’ high, and
the close of each successive Countdown number is higher than the last. Keep in
mind that we recommend using Countdown version 2, where all we require in
order to obtain an 11, 12, and 13 count is that each numbered price bar close suc-
cessively higher than the previous number.

Because TD Combo’s rules are so strict, it is not hard to understand that TD
Combo needs more time to develop a 13 count than TD Sequential. The greatest
way in which the TD Combo Countdown phase differs from the TD Sequential
Countdown phase, aside from the two additional counting rules, is in the point at
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172 DEMARK ON DAY TRADING OPTIONS

which these phases can commence. Whereas TD Sequential can begin, at its earli-
est, on the 9 bar of the completed Setup phase, provided it meets the rule of TD
Sequential Countdown, TD Combo can begin, at its earliest, on the 1 bar of the
Setup phase, provided it meets the rules of TD Combo Countdown. However, keep
in mind that the Countdown phase cannot begin until the Setup phase is completed.
But how then can the Combo Countdown phase begin on the first bar of the Setup
phase? The answer is that once the Setup phase is completed, one then must go
back to the first day of the Setup phase and perform the three comparisons neces-
sary to fulfill the Countdown requirements. For each bar that meets these require-
ments, a number is recorded. Therefore, if each bar of the Setup phase meets the
rules for TD Combo, then the Countdown phase could record a count of 9 at the
same time that TD Sequential has recorded its 1 count. This gives TD Combo a
head start over TD Sequential to give the indicator a greater chance of running to
completion as opposed to canceling itself prior to a 13 count.

There are also two versions of TD Combo: version 1 and version 2. Version 1
is simply the three Countdown rules applied to each count of the Countdown
phase, from 1 to 13. However, because these rules are so strict, and as time passes
and the trend exhausts itself it becomes more and more difficult to obtain a 13
count before a price reversal occurs, we have created an alternative version to gen-
erate more low-risk buy and sell or call-buying and put-buying indications. This
second version is the more preferable of the two. TD Combo version 2 states that
the three Countdown rules are applied to the market until a count of 10 is recorded.
Once the Countdown phase reaches a 10 count, all that is necessary to obtain the
last three counts (11, 12, and 13) is to have a closing price that is lower than the
previous Countdown’s count in the case of a buy Countdown, or to have a closing
price that is greater than the previous Countdown’s count in the case of a sell
Countdown. In other words, all that is necessary for a completed buy Countdown
is that the close of 11 be less than the close of 10, the close of 12 be less than the
close of 11, and the close of 13 be less than the close of 12; conversely, all that is
necessary for a completed sell Countdown is that the close of 11 be greater than the
close of 10, the close of 12 be greater than the close of 11, and the close of 13 be
greater than the close of 12. Once this 13 count is recorded, the Countdown phase
is completed.

As with TD Sequential, the completion of TD Combo typically coincides with
a point of price exhaustion, where the market is vulnerable to a major price rever-
sal. However, unlike TD Sequential, because the rules required to obtain a com-
pleted TD Combo Countdown series are so strict, no qualifiers are necessary.

TD combo examples. Figure 6.37 demonstrates how TD Combo can be applied
intraday to obtain low-risk buying (call-buying) and selling (put-buying) op-
portunities. This example presents a chart of the five-minute OEX Index (S&P 100).
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174 DEMARK ON DAY TRADING OPTIONS

As you can see in the chart, the completion of TD Combo occurred when the market
recorded a 13 on the highest closing price, thereby presenting a low-risk selling (put-
buying) indication. The interesting aspect of this chart, aside from the fact that the
trade was quite profitable, is that the low-risk put-buying indication occurred four
price bars after the opening of the market, (only 20 minutes after the open) at the high
of the trading day and proceeded to decline throughout the rest of the day. Because
the low-risk entry point occurred so early in the trading day, the market was afforded
sufficient time to decline, resulting in much greater profits on the trade.

The 60-minute chart of Lucent Technologies in Fig. 6.38 exhibited an excellent
low-risk entry opportunity with TD Combo. In this example, the high of the mar-
ket coincided with a 13 of a TD Combo low-risk selling opportunity. Most begin-
ning traders choose not to sell such highs short (meaning selling the stock before
one owns it with the obligation of buying it back at a later date), as doing so
requires them to post a significant amount of margin and leaves them vulnerable to
unlimited risk. However, in these scenarios, purchasing put options provides an
excellent means of participating in a market decline, as traders are no longer
required to put up as much money, nor do they face such considerable risk. The
greatest opportunity in a market with activity such as this comes in purchasing
puts, the reason being that the market has rallied so strongly for at least the past
three days that put premiums will have declined. Because traders are expecting the
market to continue its rally, purchasing a put once the 13 is recorded allows the
trader to participate in the market price move and to do so at a surprisingly low
cost. Because this low-risk indication came on such a large time frame, the trader
would be inclined to remain in the trade until the next trading day at the very least.

Additional TD Combo examples ranging from one-minute charts to daily
charts are presented in Figs. 6.39 through 6.44, while Figs. 6.45 through 6.54 are
chart comparisons between completed TD Sequential indications and completed
TD Combo indications over the same time frame and in the same security.

TRADING WITH TD SEQUENTIAL AND TD COMBO

We always knew that TD Sequential and TD Combo did an excellent job identify-
ing potential price reversal opportunities when position trading; however, it wasn’t
until recently that we discovered that these indicators also worked exceptionally
well on a short-term, intraday basis. Approximately six years ago, one of the data
vendors approached us about programming the bulk of our work. Needless to say,
the idea of having a computer perform the endless calculations required of us daily
was certainly appealing. We gave the formulas to the programmers and for months,
tested the results to confirm their accuracy. After all the initial computer bugs were
corrected, we reveled in our ability to click a mouse and have the TD Sequential
and TD Combo counts, oscillator readings, TD Lines, and TD Relative Retrace-
ments, among other indicators, for thousands of stocks and futures before us. After
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CHAPTER 6 ANTICIPATING THE TREND: TD SEQUENTIAL, TD COMBO, AND TD SETUP TREND 187

some time, we received a call from a longtime friend and fellow market enthusiast
informing us of a startling revelation. It seemed that these indicators, particularly
TD Combo and TD Sequential, were not limited in scope to daily price charts, as
once thought. It turned out that these two indicators could be applied on intraday
price charts with uncanny precision and accuracy. From hourly charts to one-
minute charts, we were amazed to see how well 9s and 13s were followed by sig-
nificant intraday price reversals. These completed Setups and Countdowns were
not perfect, but they did do a great job of identifying short-term price movements.

Regardless of the market to which it was applied, TD Sequential and TD
Combo consistently identified these low-risk opportunity zones, so much so that
we did not have to rely solely on daily indicator readings, but could trade call and
put options several times throughout the same trading day. This allowed us much
more trading freedom. Over the years we have been able to integrate these short-
term results with longer-term results to ameliorate our day trading success. At the
very least, these intraday results should enable one to time one’s option and secu-
rity entries more effectively to maximize profit potential.

Now that we have established how a TD Sequential and a TD Combo low-risk
opportunity is attained, let’s look at the best way to day trade it. The most practical
way to look at the completed TD Sequential and TD Combo Countdown phase is
as identifying a price zone, anywhere within which the market could halt its cur-
rent trend and mark the inception of an opposite trend. Typically, these completed
phases are completed on or within a few bars of the market’s high or low. Since
~ these readings will not, and were not intended to, always occur at these high or low
prices, it is important that one trade these indicators cautiously. Therefore, it is
important that we address the issues of entry point, stop losses, and profit taking.

TD Sequential and TD Combo Entry

Since TD Sequential and TD Combo illustrate zones where the market is prone to
a significant price reversal, when position trading with these indicators, entry price
is crucial. Therefore, once a completed TD Sequential and TD Combo indication is
achieved, we recommend any one of four low-risk indicator readings occur to jus-
tify entry. When trading on a greater time frame, we will typically utilize indicators
such as TD Open, TD Trap, TD CLOP, or TD CLOPWIN in order to initiate a price
reversal and to justify a low-risk entry. Because these four indicators, when used as
a TD Sequential or TD Combo entry technique, do not apply to day trading, we will
only provide a cursory explanation of each. These indicators have all been
described in greater detail in our previous written work.

TD Open. TD Open is designed to capitalize on the market’s tendency to fill in
price gaps. In its simplest form, a low-risk TD Open buying (call-buying) opportu-
nity occurs when the current price bar’s open is less than the prior price bar’s low
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202 DEMARK ON DAY TRADING OPTIONS

and then trades above that low by at least one tick. In other words, the current price
bar’s opening price must open below the previous price bar’s range and then break
into that range to the upside to justify entry upon the completion of the TD Sequen-
tial and TD Combo buy Countdown phase. Conversely, in its simplest form, a low-
risk TD Open selling (put-buying) opportunity occurs when the current price bar’s
open is greater than the prior price bar’s high and then trades below that high by at
least one tick. In other words, the current price bar’s opening price must open
above the previous price bar’s range and then break into that range to the downside
to justify entry upon the completion of the TD Sequential and TD Combo sell
Countdown phase. '

TD Trap. TD Trap is designed to capitalize on the market’s tendency to gain
momentum upon breaking out of the previous price bar’s range. A low-risk TD
Trap buying (call-buying) opportunity occurs when the current price bar’s open
is contained, or trapped, within the previous price bar’s high and low and then
trades at least one tick greater than the prior bar’s high. In other words, the cur-
rent price bar’s opening price must be contained within the prior bar’s price range
and then break out above the previous price bar’s high to justify entry upon the
completion of the TD Sequential and TD Combo buy Countdown phase. Con-
versely, a low-risk TD Trap selling (put-buying) opportunity occurs when the
current price bar’s open is contained, or trapped, within the previous price bar’s
high and low and then trades at least one tick less than the prior bar’s low. In
other words, the current price bar’s opening price must be contained within the
prior bar’s price range and then break out below the previous price bar’s low to
justify entry upon the completion of the TD Sequential and TD Combo sell
Countdown phase.

TD CLOP. 'TD CLOP is similar to TD Open and is designed to capitalize on a
market’s momentum upon exceeding the prior bar’s close and open, either upside
or downside. A low-risk TD CLOP buying (call-buying) opportunity occurs
when the current price bar’s open is less than the prior price bar’s close and open,
and then trades greater than both the previous bar’s close and open by at least one
tick. In other words, the current price bar’s open must be below the prior price
bar’s close and open and then must exceed both of these levels to the upside to
justify entry upon completion of a TD Sequential and TD Combo buy Count-
down phase. Conversely, a low-risk TD CLOP selling (put-buying) opportunity
occurs when the current price bar’s open is greater than the prior price bar’s close
and open, and then trades less than both the previous bar’s close and open by at
least one tick. In other words, the current price bar’s open must be above the prior
price bar’s close and open and then must exceed both of these levels to the down-



CHAPTER 6 ANTICIPATING THE TREND: TD SEQUENTIAL, TD COMBO, AND TD SETUP TREND 203

side to justify entry upon completion of a TD Sequential and TD Combo sell
Countdown phase.

TD CLOPWIN. TD CLOPWIN is the most complicated of the four entry indi-
cators and is designed to anticipate the following day’s price activity based upon
a relationship between the current price bar’s close and open and the previous
price bar’s close and open. A low-risk TD CLOPWIN buying (call-buying)
opportunity occurs on the price bar following the current price bar, when the cur-
rent price bar’s open and close are contained within the previous price bar’s open
and close, and the current price bar’s close is greater than the prior price bar’s
close. In other words, when the current bar’s close and open are contained within
the previous bar’s close and open and this relationship is an up close, then the fol-
lowing bar should move higher—this would justify entry upon completion of a
TD Sequential or TD Combo buy Countdown phase. Conversely, a low-risk TD
CLOPWIN selling (put-buying) opportunity occurs on the price bar following
the current price bar, when the current price bar’s open and close are contained
within the previous price bar’s open and close, and the current price bar’s close is
less than the prior price bar’s close. In other words, when the current bar’s close
and open are contained within the previous bar’s close and open and this rela-
tionship is a down close, then the following bar should move lower—this would
justify entry upon completion of a TD Sequential or TD Combo sell Countdowh
phase.

TD CLOP, TD CLOPWIN, TD Open, and TD Trap all appear in Fig. 6.55 of
Cotton March 1999. The TD Open downside required an open above the prior
trading day’s high and then a subsequent decline below that high by at least one
tick. The TD Open upside required an open below the prior trading day’s low and
then a subsequent advance above that low by at least one tick. The TD Trap down-
side displays an open above the prior trading day’s low and then records a low
below the prior trading day’s low. The TD Trap upside displays an open below the
prior trading day’s high and then records a high above the prior trading day’s high.
The TD CLOP downside required an open above the prior trading day’s close and
open and then a decline below both the same trading day. The TD CLOP upside
required an open below both the prior trading day’s close and open and then an
advance above both the close and the open. The TD CLOPWIN downside re-
quired a close and an open to be contained within the prior trading day’s close and
open, a down close relative to the prior trading day’s close, and then on the fol-
lowing trading day, a low below the prior trading day’s close. The TD CLOPWIN
upside required a close and an open to be contained within the prior trading day’s
close and an open, an up close relative to the prior trading day’s close, and then on
the following trading day, a high above the prior day’s close. This is a unique sit-
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uation to have so many examples of these various short-term low-risk price pat-
tern indications within such a short period of chart history. Also, keep in mind that
some days exhibited more than one of these indicators in the same direction—on
these trading days, the low-risk entry indications were much stronger than singu-
lar indicator readings. These situations, and their more effective results, are very
common when applying these indicators to the markets. These four indicators are
also extremely effective in and of themselves, and any low-risk upside indication
in the underlying security could be utilized to purchase call options, and any low-
risk downside indication in the underlying security could be utilized to purchase
put options. ‘

In addition to the occurrence of any of these four indicators, we could also use
one other technique following a completed Countdown series to justify entry into
a market. This fifth entry technique requires that a price bar’s close following the
13 count of a buy Countdown must be greater than its open in order to obtain a low-
risk buying (call-purchasing) opportunity; or that a price bar’s close following the
13 count of a sell Countdown must be less than its open in order to obtain a low-
risk selling (put-purchasing) opportunity. Any of these five indicators can be used
to initiate one’s entry into the market in the case of a long-term, specifically a daily,
TD Sequential and TD Combo low-risk buying, selling, call-buying, or put-buying
opportunity.

However, when day trading options or securities with TD Sequential and ™
Combo, these entry techniques are less stringent. In these cases, we place the
greatest emphasis upon the fifth entry indicator mentioned previously. What we
will typically look for in the case of a shorter-term TD Sequential low-risk entry
opportunity is for a price bar’s close following the 13 count of a buy Countdown to
be greater than that price bar’s open; or for a price bar’s close following the 13
count of a sell Countdown to be less than that price bar’s open. This requirement
indicates that the market’s sentiment is slowly beginning to change and that price
should commence its price reversal coincident with its completed TD Sequential
and TD Combo Countdown phase.

Stop Loss Levels

The stop loss level that we choose to utilize w1th TD Sequential and TD Combo
depends upon the timescale on which we are trading. When day trading options on
a longer time frame, such as an hourly chart, or when position trading, our stop loss
levels are more defined. What we are looking for in the case of a TD Sequential or
TD Combo stop level is the extreme price high or price low over the duration of the
Countdown phase. In the case of a stop loss for a buy Countdown, we first identify
the lowest price bar of the Countdown phase. Once this bar is identified, we calcu-
late the true range of this price bar—the price bar’s low subtracted from the price
bar’s high or the previous price bar’s close, whichever is greater—and subtract this
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value from the low of that price bar. In other words, the true range of the price bar
is subtracted from that price bar’s low price. This establishes a support line and our
stop loss level. However, this stop loss level must be penetrated to the downside on
a closing basis and then must follow through the next price bar by opening below
this level, in order to justify exiting the position. This breakout indicates that the
market is not able to support the downward pressure and that price should continue
to decline. Conversely, in the case of a stop loss for a sell Countdown, we first iden-
tify the highest price bar of the Countdown phase. Once this bar is identified, we
calculate the true range of this price bar—the price bar’s high minus the price bar’s
low or the previous ptice bar’s close, whichever is lower—and add this value to the
high of that price bar. In other words, the true range of the price bar is added to that
price bar’s high price. This establishes a resistance line and our stop loss level.
However, this stop loss level must be penetrated to the upside on a closing basis
and then must follow through the next price bar by opening above this level, in
order to justify exiting the position. This breakout indicates that the market is not
able to contain the upward pressure and that price should continue to rally.

On the other hand, when day trading options on a shorter-term basis, things are
handled differently. Obviously, when trading on a one-minute basis, our stop level
will be much tighter than when trading on a daily basis. When we are day trading
options, we typically implement a stop loss that is representative of the most we
would like to lose on the trade. However, if the cost of the option is lower than thi§
loss threshold, a stop is oftentimes unnecessary. In addition, when day trading, we
can also use stop loss levels close to points of market resistance and support, identi-
fied on price charts or calculated by the process just mentioned for position trading.

Taking Profits

Since TD Sequential and TD Combo are not systems and do not identify specific
entry and exit points, knowing when to take profits with these indicators can be
difficult. A large portion of this decision-making process is contingent upon the
situation at hand and one’s profit targets. What we recommend is that traders fol-
low at least a portion of their TD Sequential or TD Combo positions with stop
losses and profit targets and to stick to these levels rigidly, especially when day
trading. Also, when we record an indicator reading with TD Sequential, TD
Combo, TDST, TD Lines, TD REI, or TD Relative Retracements that is contrary to
our TD Sequential or TD Combo position, we liquidate at least a portion of our
position. This second method of profit taking is a little more difficult to perfect,
but it can often increase one’s profits realized on the trade.

TD SETUP TREND (TDST)
Both Setup and Countdown can be very powerful price reversal indicators. But
how do we determine whether the market will stop at a Setup or continue to the
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completion of Countdown? This is determined by using TD Setup Trend. TDST is
a very important indicator which has tremendous value, regardless of the time
frame in which it is used. TDST gives an indication as to the direction and the
strength of a trend which determines whether a market will reverse its price upon
the completion of a Setup series or will proceed to a 13 count of a Countdown
series. Whether it is used on a daily price chart or on a one-minute chart, TDST has
an uncanny ability of identifying market support and resistance levels. We are not
exactly sure how or why this indicator has performed as well as it has, but we are
certainly not complaining.

As you can tell by its name, TDST is derived from a major component of TD
Sequential and TD Combo: the buy Setup and the sell Setup. This successive rela-
tionship between the close and the close four price bars earlier establishes the envi-
ronment for the market and determines whether a trader should be anticipating a
low-risk buy or a low-risk sell. Specifically, if the market has recorded nine or
more consecutive closes less than the closes four trading bars earlier, then a buy
Setup is completed; and if the market has recorded nine or more consecutive closes
greater than the closes four trading bars earlier, then a sell Setup is completed. In
some instances, a complete Setup signals a minor price reaction followed by the
resumption of the prior trend and the commencement of the Countdown phase, and
in other instances, a complete Setup signals a sharper price reversal followed by the
inception of a new market trend. ¥

The distinction between a continuation of a price move through the Count-
down phase after the completion of Setup and a price reversal upon completion of
Setup is dependent upon the market’s current price level relative to the prior TD
Setup Trend line in the opposite direction. There are two types of TDST lines:
those that arise from completed buy Setups, which we consider buy TDST lines,
and those that arise from completed sell Setups, which we consider sell TDST
lines. A buy TDST line is formed from the highest true high of the buy Setup
phase—therefore, the highest high of the 1 count through the 9 count, or the close
of the price bar just prior to the 1 count, whichever is greatest, establishes the
TDST price level. This level provides a key area of resistance regardless of the
time frame. A buy TDST is extended horizontally into the future and remains on
the chart until price exceeds this level to the upside on a closing basis and on the
following price bar’s open, thereby indicating that a trend has been established to
the upside, or until a subsequent buy Setup has formed, indicating that more cur-
rent information has come into the market and that the new TDST line is more
important. Conversely, a sell TDST line is formed from the lowest true low of the
sell Setup phase—therefore, the lowest low of the 1 count through the 9 count, or
the close of the price bar just prior to the 1 count, whichever is the lowest, estab-
lishes the TDST price fevel. This level provides a key area of support regardless of
the time frame. A sell TDST line is extended horizontally into the future and
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remains on the chart until price exceeds this level to the downside on a closing
basis and on the following price bar’s open, thereby indicating that a trend has
been established to the downside, or until a subsequent sell Setup has formed,
indicating that more current information has come into the market and that the
new TDST line is more important.

Figure 6.56 displays both a buy TDST line and a sell TDST line. Notice how
the sell TDST is formed from the lowest true low of the sell Setup, which occurs
at the low price of the 1 price bar of the Setup phase; and how the buy TDST is
formed from the highest true high of the buy Setup, which occurs at the high
price of the 2 price bar of the Setup phase. These lines are extended into the
future until a new TDST line is formed or the until the TDST line is exceeded on
a closing basis, the following price bar’s opening price, and then follows
through by trading at least one tick further in the direction of the breakout.
These levels have an uncanny ability of repelling price. As you can see in this
example, price exceeded the downside (sell) TDST line twice, but was unable to
close below that level, indicating the trend was not necessarily established at
that point in time.

The TD Setup Trend level indicates when the market has established a trend
and should continue to gain momentum. If price is able to close above a buy
TDST line and then open above that level on the following price bar and trade at
least one tick higher, it suggests that the market is sufficiently strong and should
continue its price advance until a completed sell Setup is recorded, if it hasn’t
been already, and that this sell Setup should proceed to a completed sell Count-
down without a major price reversal. In other words, breaking out above a buy
TDST line implies that the market should continue to rally until a 13 of a sell
Countdown has formed, upon which the market should experience some sort of
exhaustion and major price reversal. If the market were not able to exceed this
buy TDST line to the upside on a closing and an opening basis (plus one addi-
tional price tick) then it suggests that the market is not yet strong enough to
mount a sustainable trend upside, and that price should decline. Furthermore, if
the market is able to hold this level while at the same time recording a completed
sell Setup, then it states that the Setup will probably not proceed to the comple-
tion of the sell Countdown phase, or at least may not do so anytime soon, and
should instead be followed by a significant price decline. Conversely, if price is
able to close below a sell TDST line and then open below that level on the fol-
lowing price bar and trade at least one tick lower, then it suggests that the market
is sufficiently weak and should continue its price decline until a completed buy
Setup is recorded, if it hasn’t been already, and that this buy Setup should pro-
ceed to a completed buy Countdown without a major price reversal. In other
words, breaking out below a sell TDST line implies that the market should con-
tinue to decline until a 13 of a buy Countdown has formed, upon which the
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market should experience some sort of exhaustion and a major reversal in price.
If the market were not able to exceed this sell TDST line to the downside on a
closing and an opening basis (minus one additional price tick) then it suggests
that the market is not yet weak enough to mount a sustainable downward trend,
and that price should rally. Furthermore, if the market is able to hold this level
while at the same time recording a completed buy Setup, then it states that the
Setup will probably not proceed to the completion of the buy Countdown phase,
or at least may not do so anytime soon, and should instead be followed by a sig-
nificant price advance.

Therefore, if a'completed sell Setup is unable to exceed the prior buy TDST
line to the upside, or if a completed buy Setup is unable to exceed the prior sell
TDST line to the downside, then it indicates that the market does not possess
enough momentum to resume its trend and it is likely that the Setup phase will
be followed by a sharp price reversal. On the other hand, if a completed sell
Setup is able to exceed the prior buy TDST line to the upside on a closing basis,
a subsequent opening basis, and then trade at least one tick higher, then it is
likely that the Setup will be followed by a mild price reaction and a resumption
of the upward price trend until a 13 of a sell Countdown is recorded. Conversely,
if a completed buy Setup is able to exceed the prior buy TDST line to the down-
side on a closing basis, a subsequent opening basis, and then trade at least one
tick lower, then it is likely that the Setup will be followed by a mild price reac-
tion and a resumption of the downward price trend until a 13 of buy Countdown
is recorded.

Figure 6.57 of Broadcom (BRCM) illustrates what typically occurs when price
meets the TDST line and fails. It’s uncanny how price will hold exactly at the
TDST price level regardless of the price bar’s time interval. In this case, price met
resistance on a daily basis and commenced a short-term intraday decline of over 25
points.

Figure 6.58 of the daily January 1999 Soybean Oil identifies the TDST levels,
both upside and downside. In October, price traded exactly to the sell TDST level,
where price met support and then also immediately reversed its movement. At the
end of November, the market rallied to the buy TDST level and immediately
reversed its trend by the next trading day. Although price penetrated the buy TDST
on a closing basis for one trading day, an upside breakout was not confirmed since
the following trading day’s open was not above the TDST line, indicating that the
breakout was legitimate. This told traders that the market’s trend was not yet
defined and would not necessarily continue its advance at that time. As you can
see, both of these daily indications contained the market’s price movement and pre-
empted a sizable price reversal, which would have been profitable had an option
trader day traded the market or would have been even more profitable had the
trader held his or her position. Figure 6.59 also provides an example of TDST lines.
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Although TDST lines can be used by themselves, they have tremendous value
when used in conjunction with TD Sequential and TD Combo. Regardless of the
time frame to which TD Setup Trend is applied, this indicator is amazing in its abil-
ity to identify areas where price should be supported, where price should be con-
tained, and where price momentum and trending markets should occur. TDST is
also extremely versatile and can be utilized as a trend-following technique, a con-
tratrend technique, or even as a legitimate stop loss level.




DISQUALIFIED BREAKOUTS:
TD LINES AND
TD RETRACEMENTS

LMOST ALL TECHNICAL ANALYSTS are familiar with trendlines and

retracements. While the majority of these traders have used these

indicators at some point in their careers, few have adopted a uni-

form application. Calculation of these levels are completely arbi-

trary and a function of one’s mood and market disposition. We
introduce mechanical processes which removes emotion and permits the construc-
tion of these levels consistently and accurately. More notably, we present a series
of breakout qualifiers to these market-timing indicators, enabling a trader to deter-
mine whether a breakout is valid, and should be traded, or disqualified, and should
be faded. We will also introduce two new indicators—TD Line Gap and TD Line
Gap REBO—which will provide the reader with a new method of approaching and
trading trendlines.

QUALIFIED AND DISQUALIFIED TD LINES

Practically all traders are trend followers. It is not uncommon for these traders to
draw trendlines to establish the probable trend of the market. Unfortunately, there
exists no widely accepted method or industry standard for the construction of these
trendlines. Consequently, five different traders may draw five completely different
trendlines on the same price chart. To confront this inconsistency, we developed an
objective means of drawing trendlines, called TD Lines. This trading methodology
can be effectively applied to price activity across a variety of markets and various
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time frames. By applying TD Line breakouts to underlying securities, a trader can
then extrapolate from these breakouts that the options for these securities will likely
behave similarly. While this approach is a legitimate means of trading options in a
trend-following fashion, we have developed rules and other indicators that are
designed specifically for evaluating contratrend option trading opportunities.

One of the biggest problems with trendlines is that while they may be useful in
establishing points of market price resistance and support when drawn properly, they
are often constructed arbitrarily and therefore they are unreliable and difficult to
reproduce. The selection of these lines is many times a function of a trader’s bias, cur-
rent trading position, or market outlook. We developed TD Lines to overcome these
shortcomings and to introduce a degree of objectivity and consistency to trendline
construction. In order to draw a trendline, one must connect two price points. For
most traders, it is second nature to refer to the left-hand side of a chart to select a
price point and then work their way to the right to connect to another more recent
subjectively selected price point. It concerns us that this process is random and arbi-
trary. The price activity at the left-hand side of a chart is part of trading history. It
makes more sense to rely upon more recent market activity for the selection of price
points. Figuratively speaking, we do just that since TD Line price points (TD Points)
are selected from the right side of the chart to the left side of the chart. We do not
mean to imply that we draw our TD Lines from right to left, rather we simply review
price activity from the right side of the chart to the left to identify TD Points and then
to select the two most recent price reference points to draw our TD Line.

The first step in drawing a TD Line is to identify the two most recent TD
Points. A Level One TD Point Low is a price low which is immediately preceded by
one higher price bar low and immediately succeeded by one higher price bar low—
in other words, it is a low that is surrounded by higher lows. Conversely, a Level
One TD Point High is a price high which is immediately preceded by one lower
price bar high and immediately succeeded by one lower price bar high—in other
words, it is a high that is surrounded by lower highs. Once these objective points
are identified, they can be connected to create a Level One TD Line. The distinc-
tion between Level One and higher-level TD Points and TD Lines is related to how
many consecutive price bars immediately to the left and immediately to the right of
the TD Point are required. For purposes of this discussion, we always refer to Level
One which is the most basic.

A TD Demand Line is an upward-sloping trendline and a TD Supply Line is a
downward-sloping trendline. To create a TD Demand Line, we connect the two
most recent TD Point Lows. Because a TD Demand Line is upward-sloping, these
TD Point Lows must be ascending, meaning the more recent TD Point Low is
higher than the previous TD Point Low. Once a more recent TD Point Low is
formed, a new TD Demand Line is drawn and becomes active. If the previous TD
Demand Line was exceeded to the downside, the TD Line remains on the chart and
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a new TD Demand Line is added; if the previous line was not exceeded, the TD
Demand Line is simply redrawn. To draw a TD Supply Line, we connect the two
most recent TD Point Highs. Because a TD Supply Line is downward-sloping these
TD Point Highs must be descending, meaning the more recent TD Point High is
lower than the previous TD Point High. Once a more recent TD Point High is
formed, a new TD Supply Line is drawn and becomes active. If the previous TD
Supply Line was exceeded to the upside, the TD. Line remains on the chart and a
new TD Supply Line is added; if the previous line was not exceeded, the TD Sup-
ply Line is simply redrawn.

Figure 7.1 of Merck (MRK) illustrates both an up-sloping TD Demand Line
and a down-sloping TD Supply Line. The two most recent TD Points at that time
which were connected to construct these TD Lines are identified with asterisks (*).
Figures 7.2, 7.3, and 7.4 are all qualified TD Line trades. In almost every case, a
validated breakout above a TD Supply Line or a validated breakout below a TD
Demand Line was followed by a continuation of the trend. The horizontal lines
identified on the chart are a series of TD Line breakout projections, which we will
discuss later in the chapter. While we could trade these qualified TD Line break-
outs, and would do so if we were trading on a small time frame, we prefer to trade
longer-term disqualified TD Line breakouts—by longer-term, we mean that we
look for disqualified breakout trades primarily on daily price charts, although any
large intraday time frame can be utilized.

Even beginning trendline traders can recite instances when they drew a trend-
line, witnessed a perceived price breakout, and entered a trade intraday only to see
the breakout fail and price reverse. Naturally, a trader’s emotions elevate once price
breaks out above or below a trendline. Unfortunately, it is just those instances in
which a trader is most convinced that a breakout is genuine and warrants intraday
entry that they fail. Just like other traders, we suffered with this affliction of buy-
ing and selling failed breakouts. Consequently, many years ago we examined the
trading activity prior to a valid intraday breakout versus an invalid intraday break-
out. This exercise highlighted a list of four important breakout qualifiers, any one
of which would validate intrabar entry.*

Like other trendline approaches, TD Lines are trend-following in nature. How-
ever, by introducing qualifiers, one has an innovative way of trading breakouts
above or below these levels. TD Lines can be either qualified or disqualified. Qual-
ified TD Lines are treated as any other type of trendline and any intrabar price
breakout is valid, suggesting that price will continue to move in the direction of the
breakout. On the other hand, if a disqualified TD Line breakout occurs, an intrabar
price breakout in the direction of the trend is invalid. Instead of trading with the

* By intrabar, we mean that trading takes place at some point during that price bar’s time interval,
such as intraday or intraminute, and so forth.
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trend, this latter trading event provides a trader with an opportunity to fade the per-
ceived breakout. In other words, rather than buy an intraday breakout above a TD
Supply Line which is not qualified, one would sell the false breakout instead; and
rather than sell an intraday breakout below a TD Demand Line which is not quali-
fied, one would actually buy the false breakout. Whether a trader should take the
breakout signal or fade that signal is determined by four qualifiers. Meeting any
one of the following four qualifiers validates the TD Line and enables a trader to
enter intrabar price breakouts in a trending market. If none of the qualifiers are
met, however, then any intrabar price breakout is invalid and indicates that one
should trade against the trend. The latter situation provides an ideal time to enter
the option market in anticipation of a trend reversal. The first three qualifiers pre-
sented subsequently have been applied to markets successfully for many years
while the fourth qualifier is of fairly recent vintage.

Qualifiers for an Upside Breakout of a TD Supply Line
The existence of any one of the following four qualifiers validates an intrabar
upside breakout above a TD Supply Line:

Qualifier no. 1. The price bar prior to an upside breakout must be a down close.
If the closing price one price bar before an upside breakout is a down close versus
the prior price bar’s close, then an intrabar upside breakout is qualified for pur-
chase. In other words, if the close one price bar ago is less than the close two price
bars ago, then qualifier no. 1 is met. Upon reflection, this makes sense, since if the
previous bar’s closing price is down, then traders’ likely expectations are for the
down trend to continue and therefore they will probably be initially skeptical of any
intrabar breakout upside. As we have mentioned repeatedly throughout this book,
most traders are trend followers and are not likely to acknowledge a change in
trend until after it has occurred. Once a conventional trendline is broken, most
traders typically defer to the closing price for confirmation that the breakout is
legitimate, thereby forfeiting a good portion of the breakout move. By qualifying
an intrabar breakout and then entering at the breakout price, as opposed to await-
ing a market’s close for confirmation, a trend-following trader is afforded an edge
over trading peers who await the close of trading for confirmation of a breakout.

Qualifier no. 2. The current price bar’s open must be greater than both the cur-
rent TD Supply Line and the previous price bar s close and must then trade at least
one tick higher. 1If qualifier no. 1 is not met and the price bar one prior to an
upside breakout is an up close versus the previous price bar’s close, then one can
refer to qualifier no. 2 to validate an intrabar price breakout. Qualifier no. 2 states
that if the current price bar’s open is above both the declining TD Supply Line and
the prior price bar’s close, and the current price bar’s high exceeds the current price
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bar’s open upside by at least one price tick (smallest increment of trading in that
market), then the trade is qualified and intrabar entry is justified. The price gap
upside from the prior price bar’s close above the TD Supply Line indicates that the
balance between supply and demand has dramatically shifted in favor of demand
since the close of the previous price bar. This is usually the result of an unexpected
news announcement or development, the implications of which were not previ-
ously discounted in the price of the security.

Qualifier no. 3. The previous price bar’s buying pressure must be less than the
current price bar’s TD Supply Line price level.  If neither qualifier no. 1 nor qual-
ifier no. 2 are fulfilled, then qualifier no. 3 can be applied. Qualifier no. 3 states
that if the previous price bar’s measure of demand—the difference between the pre-
vious price bar’s close and its true low (that price bar’s low or the previous price
bar’s close, whichever is less)}—when added to that price bar’s close is less than the
current TD Supply Line, then a breakout above the TD Supply Line is qualified. An
easy way to learn this qualifier is to first subtract the previous price bar’s true low
(either the previous bar’s low or the close two bars earlier, whichever is lower) from
the previous price bar’s close. This will give the trader a numerical value that rep-
resents the previous bar’s buying pressure. This value is then added to the previous
price bar’s close to obtain a measure of demand. This demand value is applied to
the current price bar and compared to the TD Supply Line. If the demand value is
less than the TD Supply Line, then any upside breakout above the TD Supply Line
is qualified because price has not only exhibited more demand than the previous
price bar’s expression of demand but it has also exceeded the resistance upside
offered by the TD Supply Line itself, thereby demonstrating market strength.

Qualifier no. 4. (This qualifier is new and optional.) The current price bars
open must be greater than both the previous two price bars’ closes, and the current
price bar s TD Supply Line must be greater than the previous price bar’s high. If
qualifiers 1, 2, and 3 are not fulfilled, one can look to qualifier no. 4. If the current
price bar’s open is above both the previous two price bar closes, and the current
price bar’s TD Supply Line value is greater than the previous price bar’s high and
the current price bar’s high is above the current price bar’s open, then a high above
the TD Supply Line is qualified.

Qualifiers for a Downside Breakout of a TD Demand Line
The existence of any one of the following four qualifiers validates an intrabar
downside breakout below a TD Demand Line.

Qualifier no. 1. The price bar prior to a downside breakout must be an up close.
If the closing price one price bar before a downside breakout is an up close ver-
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sus the prior price bar’s close, then an intrabar downside breakout is qualified for
sale. In other words, if the close one price bar ago is greater than the close two price
bars ago, then qualifier no. 1 is met. Upon reflection, this makes sense since if the
previous bar’s closing price is up, then traders’ likely expectations are for the up
trend to continue and therefore they will probably be initially skeptical of any intra-
bar breakout downside. Again, as we have mentioned, most traders are trend fol-
lowers and are not likely to acknowledge a change in trend until after it has
occurred. Once a conventional trendline is broken, most traders typically defer to
the closing price for confirmation that the breakout is legitimate, thereby forfeiting
a good portion of the breakout move. By qualifying an intrabar breakout and then
entering at the breakout price, as opposed to awaiting a market’s close for confir-
mation, a trend-following trader is afforded an edge over trading peers who await
the close of trading for confirmation of a breakout.

Qualifier no. 2. The current price bar’s open must be less than both the current
TD Demand Line and the previous price bar’s close and must then trade at least
one tick lower. If qualifier no. 1 is not met and the price bar one prior to an intra-
bar downside breakout is a down close versus the previous price bar’s close, then
one can refer to qualifier no. 2 to validate an intrabar breakout. Qualifier no. 2
states that if the current price bar’s open is below both the ascending TD Demand
Line and the prior price bar’s close, and the current bar’s low exceeds the current
price bar’s open downside by at least one price tick (smallest increment of trading
in that market), then the trade is qualified and intraday entry is justified. The price
gap downside from the prior price bar’s close below the TD Demand Line indicates
that the balance between supply and demand has dramatically shifted in favor of
supply since the close of the previous price bar. This is usually the result of an
unexpected news announcement or development, the implications of which were
not previously discounted in the price of the security.

Qualifier no. 3.  The previous price bar s selling pressure must be greater than the
current price bar’s TD Demand Line price level. 1f neither qualifier no. 1 nor qual-
ifier no. 2 are fulfilled, then qualifier no. 3 can be applied. Qualifier no. 3 states that
if the previous price bar’s measure of supply—the difference between the previous
price bar’s true high (that price bar’s high or the previous price bar’s close,
whichever is greater) and its close—when subtracted from that price bar’s close is
greater than the current TD Demand Line, then a breakout below the TD Demand
Line is qualified. An easy way to learn this qualifier is to first subtract the previous
price bar’s close from its true high (either the previous bar’s high or the close two
bars earlier, whichever is greater). This will give the trader a numerical value that
represents the previous bar’s selling pressure. This value is then subtracted from the
previous price bar’s close to obtain a measure of supply. This supply value is applied
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to the current price bar and compared to the TD Demand Line. If this supply value
is greater than the TD Line, then any downside breakout of the TD Demand Line is
qualified because price has not only exhibited more supply than the previous price
bar’s expression of supply but it has also exceeded downside the support offered by
the TD Demand Line itself, thereby demonstrating market weakness.

Qualifier no. 4. (This qualifier is new and optional.) The current price bars
open must be less than both the previous two price bars’ closes and the current
price bar’s TD Demand Line must be less than the previous price bar’s low. 1If
qualifiers 1, 2, and 3 are not fulfilled, one can look to qualifier no. 4. If the current
price bar’s open is below both the previous two price bar closes, and the current
price bar’s entry price is less than the previous price bar’s low, and the current price
bar’s low is below the current price bar’s open, then any intrabar breakout below the
TD Demand Line is qualified. ,

The series of qualifiers for both TD Supply and TD Demand Line breakouts
legitimize an intrabar breakout entry. These qualifiers allow traders to gain an edge
over those who await a breakout confirmation on the close. However, for the pur-
pose of option trading our recommended usage is to apply them to the underlying
securities and to scenarios where none of the qualifiers are met. In these instances,
trendlines no longer act as trend-following indicators. Since disqualified price
breakouts are very likely to fail, one could sell an upside TD Line disqualified
breakout (buy puts) or buy a downside TD Line disqualified breakout (buy calls).
This reverse trading strategy is an effective method to day trade options, especially
if the disqualified breakout occurs during the early trading hours. While a call
option can be purchased by a trend follower once an underlying security records a
qualified TD Line upside breakout, purchasing a put option in response to a dis-
qualified TD Line upside breakout of an underlying security provides more poten-
tial. The primary reason is that a trader will be bucking the current trend; this
implies that put premiums should contract as price advances and the put’s price at
that time will likely be down versus the prior price period’s close. Conversely,
while a put option can be purchased by a trend follower once an underlying secu-
rity records a qualified TD Line downside breakout, purchasing a call option in
reaction to a disqualified TD Line downside breakout of an underlying security
provides more potential. The primary reason is because a trader will be bucking the
current trend; this implies that call premiums should contract as price declines and
the call’s price at that time will likely be down versus the prior price period’s close.

Although they can be applied to a chart of practically any time frame, the five
examples selected to illustrate disqualified TD Lines are all of a daily nature. On

‘the charts, disqualified TD Lines are represented by dotted lines, while qualified
TD Lines are represented by solid lines. Price is expected to be repelled or reverse
once the dotted lines are penetrated. Since these price levels are defined before
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trading begins, it is possible to place orders in anticipation of price reaching these
levels. Since the charts and the TD Lines within apply to the underlying securities
and not the options, the information provided on the charts must be reapplied to the
options. The first chart of the S&P 500 September 1998 contract, Fig. 7.5, identi-
fies two instances in which price intersects disqualified TD Lines; in each case,
price reversed its trend for at least that trading day. Figure 7.6 illustrates the same
type of response to penetrations of the Dow Jones December 1998 contract, and in
each case the market reversed its movement at least by the close of trading that day.
The chart of Merck (MRK) identifies two instances in which disqualified TD Line
breakouts coincided with market price reversals (see Fig. 7.7). In the first example,
the market declined after exceeding the disqualified TD Supply Line breakout
level. In the next example, the market penetrated the disqualified TD Demand Line
downside intraday and then proceeded to reverse its price movement, rallying over
five points. Since none of the four TD Line qualifiers were met, both breakouts
proved to be false, providing an excellent low-risk put-buying opportunity above
the disqualified TD Supply Line breakout and an excellent call-buying opportunity
following the downside breakout of the disqualified TD Demand Line. Figures 7.8
of Cisco, 7.9 of Corn, and 7.10 of Intel provide further examples of disqualified
TD Lines and how they would apply to option trading.

Having so few disqualified TD Line trades is not unusual, but with the vast
selection of stocks with related options available, many trading opportunities
appear daily. If a trader chooses to trade more often, lower-level charts, such as
hourly or 30-minute charts, can be surveyed as well for additional low-risk trading
opportunities. However, we do not necessarily recommend trading disqualified TD
Lines on any level other than a daily basis since the profit potential for these trades
intraday is limited.

Calculating TD Line Breakout Price Objectives

Once a qualified TD Line breakout occurs either upside or downside, then trend-
following traders can calculate price objectives. These price objectives are irrele-
vant when trading disqualified breakouts; they only apply when trading qualified
TD Line breakouts. To arrive at an upside price objective after recording a quali-
fied upside breakout of a TD Supply Line, one must first identify the lowest price
beneath the TD Supply Line. Next, one must calculate the difference between that
lowest price beneath the TD Supply Line and the TD Supply Line value immedi-
ately above that lowest price—in other words, on the same price bar (same date) as
that lowest price. This difference is then added to the upside breakout price level
(on the price bar that the TD Supply Line is exceeded) to arrive at an approximate
upside price objective. Conversely, to arrive at a downside price objective after
recording a qualified downside breakout of a TD Demand Line, the highest price
value above the TD Demand Line must be identified. One must then calculate the
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difference between the highest price above the TD Demand Line and the TD
Demand Line value immediately below that highest price—in other words, on the
same price bar (same date) as that highest price. This difference is then subtracted
from the downside breakout price level (on the price bar that the TD Demand Line
is exceeded) to arrive at an approximate downside price objective. Once these pri-
mary price objectives are reached, additional price objective levels can be calcu-
lated by multiplying the difference between the TD Supply Line and the low price
or TD Demand Line and the high price by different percentages. A good selection
is multiples of 100 percent, since the market has a tendency to advance or decline
in incremental price bursts.

TD Line Cancellations

If one is day trading, then these cancellations can be ignored. However, if a trader is
a trend follower, then any one or all of these cancellations or exits can be introduced.
Three cancellations to an upside breakout above a TD Supply Line exist. If any of
these cancellations occur, then the breakout above the TD Line is invalidated.

1.  Ifthe price bar immediately following an upside qualified breakout opens
below the breakout price level, then exit the trade once the market opens.

2.  Ifthe price bar immediately following the breakout bar opens below the
close of the breakout price bar and then closes below the breakout price
level, then exit the trade.

3.  Ifthe price bar immediately following the breakout bar fails to exceed the
high of the breakout price bar upside, then exit the trade.

Conversely, three cancellations to a downside breakout below a TD Demand
Line exist. If any of these cancellations occur, then the breakout below the TD Line
is invalidated.

1. If the price bar immediately following a downside qualified breakout opens
above the breakout price level, then exit the trade once the market opens.

2.  Ifthe price bar immediately following the breakout bar opens above the
close of the breakout price bar and then closes above the breakout price
level, then exit the trade.

3.  Ifthe price bar immediately following the breakout bar fails to exceed the
low of the breakout price bar downside, then exit the trade.

TD Line Summary

As you can see, TD Lines are constructed objectively and are a great aid to trend fol-
lowers who wish to be alerted to potential low-risk intrabar price-breakout trading
opportunities. By introducing the trading qualifiers we mentioned earlier, a trader
can distinguish between valid and invalid trendline breakouts. Although not perfect,
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this filtering process enables a trader to enter an intraday breakout instead of await-
ing the closing price to confirm the trade. A preferred use of the TD Line breakout
qualifiers for option trading is to trade against the market’s trend and only concen-
trate upon those breakouts which are disqualified. Once these trading opportunities
are identified, a trader can select specific options related to the underlying security
and further confirm the signals with the option-related rules and other indicators
described throughout this book.

TD LINE GAP ‘
TD Line Gap is a derivative of TD Lines which introduces a novel way of drawing
trendlines. Just as it does with TD Lines, price activity has a way of respecting these
trendlines. Their construction is simple and the interpretation is straightforward. In
fact, the numerous qualifiers and conditions associated with TD Lines can be
applied or ignored totally with TD Line Gap. This indicator has a special application
to option trading, allowing a trader to enter the market just after the open and to
remain in the trade throughout the trading day. It’s a form of trend following, but the
entry is sufficiently early to allow participation throughout the trading day.

. TD Line Gap is an indicator which constructs a TD Line from a TD Point and
a subsequent price gap or price lap. A price gap is described as a low which is
above the previous price bar’s high, or a high which is below the previous price
bar’s low. A price lap, on the other hand, is described as a low which is above the
previous price bar’s close but not greater than the previous price bar’s high, or a
high which is below the previous price bar’s close but not less than the previous
price bar’s low. The construction of TD Line Gap first requires the identification of
the most recent TD Point Low or TD Point High and the low or the high of the most
recent price gap or price lap following the TD Point Low or TD Point High. In other
words, to draw an upward-sloping TD Line Gap line, one must connect the most
recent TD Point Low to the low of the most recent price gap upside or price lap
upside. Conversely, to draw a downward-sloping TD Line Gap line, one must con-
nect the most recent TD Point High to the high of the most recent price gap down-
side or price lap downside. For purposes of this discussion of TD Line Gaps, we
treat price gaps and price laps similarly; however, they can be separated into two
groups if a trader prefers, TD Lines with gaps and TD Lines with laps.

As with trendlines and TD Lines, once a breakout of a TD Line Gap line occurs,

a low-risk buying (call-buying) or selling (put-buying) opportunity is presented. In
the case of an upside breakout of a downward-sloping TD Line Gap line, the current-
price bar’s open must be greater than the previous price bar’s close to justify entry.
Alternatively, if the current price bar opens above the descending TD Line Gap line
and then trades at least one additional tick higher, a low-risk entry point is defined.
In either of these cases, an upside TD Line Gap breakout presents a low-risk buying
(call-buying) opportunity. Conversely, in the case of a downside breakout of an
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upward-sloping TD Line Gap line, the current price bar’s open must be less than the
previous price bar’s close to justify entry. Alternatively, if the current price bar opens
below the ascending TD Line Gap line and then trades at least one additional tick
lower, a low-risk entry point is defined. In either of these cases, a downside TD Line
Gap breakout presents a low-risk selling (put-buying) opportunity.

Figures 7.11 and 7.12 demonstrate the ease of TD Line Gap construction, as well
as its interpretation. Figure 7.11 illustrates three TD Line Gap trades for the S&P
March 1999 future. In each instance, entry at the opening upon exceeding the TD
Line Gap produced large intraday profits. Each of these three trades worked on a
closing basis, and even followed through the next trading day. By evaluating his or
her position prior to the close, a day trader may have chosen to remain in the trade,
thereby realizing a greater profit. Also, had a trader elected to day trade options
rather than the future, larger intraday returns should have been realized due to the fact
that options are highly leveraged. Figure 7.12 of Intel (INTC) displays three TD Line
Gaps—two up-sloping (demand lines) and one down-sloping (supply line). In each
instance, the opening price of the breakout price bar exceeded the TD Line Gap line
in the direction of the breakout and then traded at least one tick further in the direc-
tion of the breakout, indicating a legitimate TD Line breakout. Each TD Line Gap
low-risk entry level provided ideal option purchasing entry points and sizable prof-
its, particularly the first and third occurrence. Had the more restrictive confirmation
indicator TD Line Gap REBO (see following section) been installed, the entry levels
would not have been as favorable, as a trader would need to await a breakout above
or below both the TD Line Gap level and the TD REBO level. In these cases, if one
were to use TD Line Gap REBO, an option trader would be forced to await a subse-
quent TD REBO indication rather than enter immediately following the opening
price, since each TD Line Gap breakout occurred on the open.

TD LINE GAP REBO

Due to the high levels of market volatility over the recent years and the market’s
tendency of forming a series of consecutive price gaps, creating numerous TD Line
Gaps, we have added an additional element to perfect low-risk entries for TD Line
Gaps. We refer to these enhanced TD Line Gap indications as TD Line Gap REBO,
since we combine the critical TD REBO component to the TD Line Gap indicator.
TD REBO is an indicator that identifies upside and downside levels at which mar-
ket price momentum occurs. TD REBO is calculated by taking a percentage of the
previous price bar’s true price range and adding that value to (for an upside move)
or subtracted that value from (for a downside move) the current price bar’s opening
price. When price breaks out above the upper TD REBO level, it indicates that fur-
ther price movement to the upside should continue; when price breaks down below
the lower TD REBO level, it indicates that further movement to the downside
should continue. For TD Line Gap REBO, we typically use a modest percentage
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factor for TD Line Gap REBO of 38.2 percent of the previous price bar’s true
range. Chapter 9 discusses TD REBO and TD REBO Reverse in greater detail.

TD Line Gap REBO combines these two momentum indicators to confirm a
TD Line Gap breakout. While this method is trend-following in nature and there-
fore occasionally results in delayed market entries, it serves to confirm the break-
out. In order to obtain a low-risk entry point for TD Line Gap REBO, the market
must exceed not only the TD Line Gap level, but also the TD REBO level in the
same direction. Therefore, in the case of a TD Line Gap REBO upside breakout,
the current bar’s opening price must be greater than the previous price bar’s close,
and then price must exceed to the upside both the downward-sloping TD Line Gap
line and the higher TD REBO level. In other words, for an upside TD Line Gap
breakout indication to be given, we require that not only the open be greater than
the prior price bar’s elose, but that price advances above the TD Line Gap line and
the TD REBO upside level as well. When price exceeds not only the TD Line Gap
line to the upside but also the TD REBO level upside as well, it indicates that price
momentum is positive and presents a low-risk buying (call-buying) opportunity.
Conversely, in the case of a TD Line Gap REBO downside breakout, the current
bar’s opening price must be less than the previous price bar’s close, and then price
must exceed to the downside both the upward-sloping TD Line Gap line and the
lower TD REBO level. In other words, for a downside TD Line Gap breakout indi-
cation to be given, we require that not only the open be less than the prior price
bar’s close, but that price declines below the TD Line Gap line and the TD REBO
downside level as well. When price exceeds not only the TD Line Gap line to the
downside but also the TD REBO level downside as well, it indicates that price
momentum is negative and presents a low-risk selling (put-buying) opportunity.

The following charts demonstrate both TD Line Gap and TD Line Gap REBO.
Figure 7.13 shows the TD Line Gap trades for EBAY. Note that significant intraday
profits were achieved and the performance would have been further enhanced in
each instance by day trading options. By adding the REBO filter, entries would
once again not have been as ideal, but would have produced profits as well. Figure
7.14 of Treasury Bonds March 1999 includes three TD Line Gaps. In each
instance, the breakout openings which exceeded the TD Line Gap lines were pre-
cursors to profitable intraday trades. By adding REBO requirements to the entry,
the trades become less profitable, but safer, since REBO serves as an additional
confirmation qualifier which ensures a legitimate breakout.

RETRACEMENTS

Next to trendlines, one of the most popular market-timing techniques is retrace-
ment analysis. Just like trendlines, however, its application can be subjective and
purely arbitrary. Prior to our work with retracements, no objective process for trad-
" ing usage had been established. Fortunately, when we were describing our ap-

|
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proaches to our computer programmers, our descriptions and explanations needed
to be clear and specific, forcing us to standardize the process of calculating retrace-
ments. We developed two unique retracement methods which were designed to cal-
culate precise retracement levels for markets: TD Relative Retracement and TD
Absolute Retracement. And just as they were with TD Lines, qualifiers were intro-
duced to validate retracement entries prior to a price bar’s close.

TD Relative Retracement

Once a price decline has occurred and it appears that a recent price low has been
formed, a series of upside retracement price objectives can be calculated. Previ-
ously, retracement work stipulated that one subtract the recent price low from a
prior market high and then multiply that difference by a series of specific ratios.
However, difficulty and confusion arise as to which prior high should be selected
to calculate these retracement levels. We wanted this selection process to be
purely objective and consistent. Consequently, we devised the following proce-
dure to identify these TD Relative Retracement levels upside. Once a market
decline has transpired and it appears that a recent price low has been formed and
will likely hold, we refer to the left-hand side of a price chart to the last time in
which price traded at a lower low (not including the recent price low). This estab-
lishes the time frame in which we will work. Within this period, we then select the
highest high in between these two price lows. As a result of this mechanical selec-
tion process, a trader is able to identify one and only one price high and ignore all
other intermediate price highs. The next step is to calculate the difference between
the highest price high and the recent price low. This difference is then multiplied
by a series of Fibonacci ratios, the first two (and most important) being 38.2 and
61.8 percent, and the resulting values are then added to the recent price low to
identify price objectives upside—the 0.382 level and the 0.618 level. One com-
monly held perception is that when price exceeds both of these levels to the
upside, the next price objective level is a full 100 percent retracement of the price
~ decline—in other words, the highest high. Our research indicates that this is not
the case. We have found decisively that price usually rallies to the highest price
bat’s close, and not necessarily the highest price bar’s high. This observation is an
important contribution to the study of retracement analysis. We refer to this
retracement level as the magnet price, since price gravitates to, or is drawn toward,
that highest price bar’s close once the 61.8 percent level is exceeded upside. Addi-
tional retracement levels are calculated in the same manner as the 38.2 percent
level and the 61.8 percent level, and include multiplying the difference between
the highest high and the lowest low by other Fibonacci-derived percentages, such
as 138.2, 161.8, 223.6, 361.8, 461.8 percent, and so on. In each case, once a
retracement level is exceeded to the upside, and the market further confirms this
breakout by closing above this level and then following through on the next price
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bar by opening above this level, it implies that the market price should continue to
rally to the next retracement level.

Another novel introduction to TD Relative Retracements arises when we
implement certain trading rules. As price approaches a specific retracement level,
qualifiers can be applied, much like with TD Lines. When a validated TD Relative
Retracement-level upside breakout occurs, it enables a trend follower to enter the
market before the close of the current price bar. On the other hand, when an inval-
idated, or disqualified, TD Relative Retracement—level upside breakout occurs, the
expectation is that by the time the price bar registers its close, the breakout will
have failed and the market price will have reversed to the downside. In these
instances, an upside retracement breakout presents an ideal opportunity to pur-
chase put options or sell the underlying.

The upside TD Relative Retracement methodology previously described can
simply be reversed to calculate retracement levels to the downside. Once a price
advance has occurred and it appears that a recent price high has been formed, a series
of downside retracement price objectives can be calculated. Previously, retracement
work stipulated that one subtract a prior price low from the recent market high and
then multiply that difference by a series of specific ratios. However, difficulty and
confusion arise as to which prior low should be selected to calculate these retrace-
ment levels. We wanted this selection process to be purely objective and consistent.
Consequently, we devised the following procedure to identify these TD Relative
Retracement levels downside. Once a market advance has transpired and it appears
that a recent price high has been formed and will likely hold, we refer to the left-hand
side of a price chart to the last time in which price traded at a higher high (not includ-
ing the recent price high). This establishes the time frame in which we will work.
Within this period, we then select the lowest low inbetween these two price highs.
Consequently, one and only one price low is identified—all intermediate price lows
are ignored. The next step is to calculate the difference between the recent price high
and the lowest price low. This difference is then multiplied by a series of Fibonacci
ratios, the first two (and most important) being 38.2 and 61.8 percent, and the result-
ing values are then subtracted from the recent price high to identify price objectives
downside—the 0.382 level and the 0.618 level. One commonly held perception is
that when price exceeds both of these levels to the downside, the next price objective
level is a full 100 percent retracement of the price advance—in other words, the low-
est low. Our research indicates that this is not the case. We have found decisively that
price usually declines to the lowest price bar’s close, and not necessarily the lowest
price bar’s low. Once again, this observation is an important contribution to the study
of retracement analysis. We refer to this retracement level as the magnet price, since
price gravitates to, or is drawn toward, that lowest price bar’s close once the 61.8 per-
cent level is exceeded downside. Additional retracement levels are calculated in the
same manner as the 38.2 and the 61.8 percent levels, and include multiplying the dif-
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ference between the highest high and the lowest low by other Fibonacci-derived per-
centages, such as 138.2, 161.8, 223.6, 361.8, 461.8 percent, and so forth. In each
case, once a retracement level is exceeded to the downside, and the market further
confirms this breakout by closing below this level and then following through on the
next price bar by opening below this level, it implies that the market price should
continue to decline to the next retracement level.

Again, in each case, as price approaches a specific retracement level, quali-
fiers can be introduced, much like with TD Lines. When a validated TD Relative
Retracement-level downside breakout occurs, it enables a trend follower to enter
the market before the close of the current price bar. On the other hand, when an
invalidated, or disqualified, TD Relative Retracement-level downside breakout
occurs, the expectation is that by the time the price bar registers its close, the break-
out will have failed and the market price will have reversed to the upside. In these
instances, a downside retracement breakout presents an ideal opportunity to pur-
chase call options or buy the underlying. ‘

A variation of TD Relative Retracement, described as TD Double Retrace-
ment, requires that price retrace two retracement levels in one price bar to identify
a potential price exhaustion level and low-risk price reversal opportunity. The dis-
cussion of TD Double Retracement appears in a subsequent section.

The qualifiers presented in the discussion on disqualified TD Lines can be
applied similarly to TD Relative Retracements.

Qualifiers for an Upside Breakout of a TD Relative Retracement Level
The existence of any one of the following four qualifiers validates an intrabar
upside breakout above a TD Relative Retracement level.

Qualifier no. 1. The price bar prior to an upside breakout above a retracement
level must be a down close. If the closing price one price bar before an upside
breakout is a down close versus the prior price bar’s close, then an intrabar upside
breakout is qualified for purchase intraday. In other words, if the close one price
bar ago is less than the close two price bars ago, then qualifier no. 1 is met. Upon
reflection, this makes sense, since if the previous bar’s closing price is down, then
traders’ likely expectations are for the downtrend to continue and therefore they
will probably be initially skeptical of any intrabar breakout upside. As we have

mentioned repeatedly throughout this book, most traders are trend followers and
are not likely to acknowledge a change in trend until after it has occurred. Once a
conventional retracement level is broken, most traders typically defer to the clos-
ing price for confirmation that the breakout is legitimate, thereby forfeiting a good
portion of the breakout move. By qualifying an intrabar breakout and then entering
at the breakout price, as opposed to awaiting a market’s close for confirmation, a
trend following trader is afforded an edge over trading peers.
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Qualifier no. 2. The current price bar’s open must be greater than the current
retracement level and must then trade at least one tick higher. If qualifier no. 1 is
not met and the price bar one prior to an upside breakout is an up close versus the
previous price bar’s close, then one can refer to qualifier no. 2 to validate an intra-
bar price breakout. Qualifier no. 2 states that if the current price bar’s open is above
the retracement level and the current price bar’s high exceeds the current price bar’s
open upside by at least one price tick (smallest increment of trading in that market),
then the trade is qualified and intrabar entry is justified. The price gap upside from
the prior price bar’s close above the retracement level indicates that the balance
between supply and demand has dramatically shifted in favor of demand since the
close of the previous price bar. This is usually the result of an unexpected news
announcement or development, the implications of which were not previously dis-
counted in the price of the security.

Qualifier no. 3. The previous price bar’s buying pressure must be less than the
retracement level. If neither qualifier no. 1 nor qualifier no. 2 are fulfilled, then
qualifier no. 3 can be applied. Qualifier no. 3 states that if the previous price
bar’s measure of demand—the difference between the previous price bar’s close
and its true low (that price bar’s low or the previous price bar’s close, whichever
is less)—when added to that price bar’s close is less than the current retracement
level, then a breakout above the retracement level is qualified. An easy way to
learn this qualifier is to first subtract the previous price bar’s true low (either the
previous bar’s low or the close two bars earlier, whichever is lower) from the pre-
vious price bar’s close. This will give the trader a numerical value that represents
the previous bar’s buying pressure. This demand value is then added to the pre-
vious price bar’s close to obtain a measure of demand. This value is applied to the
current price bar and compared to the retracement level. If the demand value is
less than the retracement level, then any upside breakout above the retracement
level is qualified because price has not only exhibited more demand than the pre-
vious price bar’s expression of demand but it has also exceeded the resistance
upside offered by the retracement level itself, thereby demonstrating market
strength.

Qualifier no. 4. The current price bar s open must be greater than both the pre-
vious two price bars’ closes and retracement level must be greater than the previ-
ous price bar’s high. If qualifiers 1, 2, and 3 are not fulfilled, one can look to
qualifier no. 4. If the current price bar’s open is above both the previous two price
bar closes, and the current price bar’s retracement-level value is greater than the
previous price bar’s high, and the current price bar’s high is above the current price
bar’s open, then any high above the retracement level is qualified.




CHAPTER 7 DISQUALIFIED BREAKOUTS: TD LINES AND TD RETRACEMENTS 247

Qualifiers for a Downside Breakout of a TD Relative Retracement Level
The existence of any one of the following four qualifiers validates an intrabar
downside breakout below a TD Relative Retracement level.

Qualifier no. 1. The price bar prior to a downside breakout below a retracement
level must be an up close. 1f the closing price one price bar before a downside
breakout is an up close versus the prior price bar’s close, then an intrabar downside
breakout is qualified for sale intraday. In other words, if the close one price bar ago
is greater than the close two price bars ago, then qualifier no. 1 is met. Upon reflec-
tion, this makes sense, since if the previous bar’s closing price is up, then traders’
likely expectations are for the up trend to continue and therefore they will proba-
bly be initially skeptical of any intrabar breakout downside. Again, as we have
mentioned, most traders are trend followers and are not likely to acknowledge a
change in trend until after it has occurred. Once a conventional trendline is broken,
most traders typically defer to the closing price for confirmation that the breakout
is legitimate, thereby forfeiting a good portion of the breakout move. By qualify-
ing an intraday breakout and then entering at the breakout price, a trend-following
trader is afforded an edge over trading peers.

Qualifier no. 2. The current price bar’s open must be less than the current
retracement level and must then trade at least one tick lower. If qualifier no. 1 is
not met and the price bar one prior to an intrabar downside breakout is a down
close versus the previous price bar’s close, then one can refer to qualifier no. 2 to
validate an intrabar breakout. Qualifier no. 2 states that if the current price bar’s
open is below the retracement level and the current bar’s low exceeds the current
price bar’s open downside by at least one price tick (smallest increment of trading
in that market), then the trade is qualified and intraday entry is justified. The price
gap downside from the prior price bar’s close below the retracement level indicates
that the balance between supply and demand has dramatically shifted in favor of
supply since the close of the previous price bar. This is usually the result of an
unexpected news announcement or development, the implications of which were
not previously discounted in the price of the security.

Qualifier no. 3. The previous price bar’s selling pressure must be greater than
the retracement level. If neither qualifier no. 1 nor qualifier no. 2 are fulfilled,
then qualifier no. 3 can be applied. Qualifier no. 3 states that if the previous price
bar’s measure of supply—the difference between the previous price bar’s true high
(that price bar’s high or the previous price bar’s close, whichever is greater) and its
close—when subtracted from that price bar’s close is greater than the current
retracement level, then a breakout below the retracement level is qualified. An
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easy way to learn this qualifier is to first subtract the previous price bar’s close
from its true high (either the previous bar’s high or the close two bars earlier,
whichever is greater). This will give the trader a numerical value that represents
the previous bar’s selling pressure. This value is then subtracted from the previous
price bar’s close to obtain a measure of supply. This supply value is applied to the
current price bar and compared to the retracement level. If this supply value is
greater than the retracement level, then any downside breakout of the retracement
level is qualified because price has not only exhibited more supply than the
previous price bar’s expression of supply but it has also exceeded downside the
support offered by ‘the retracement level itself, thereby demonstrating market
weakness.

Qualifier no. 4. The current price bar's open must be less than both the previous
two price bars’ closes and the retracement level must be less than the previous
price bar’s low. If qualifiers 1, 2, and 3 are not fulfilled, one can look to qualifier
no. 4. If the current price bar’s open is below both the previous two price bar closes,
and the current price bar’s entry price is less than the previous price bar’s low, and
the current price bar’s low is below the current price bar’s open, then any intrabar
breakout below the retracement level is qualified.

TD Relative Retracement Cancellations

If one is day trading, then these cancellations can be ignored. However, if a trader
is a trend follower, then any one or all of these cancellations or exits can be intro-
duced. Three cancellations to an upside breakout above a TD Retracement Level
exist. If any of these cancellations occur, then the breakout above the TD Retrace-
ment Level is invalidated.

1.  Ifthe price bar immediately following an upside qualified breakout opens
below the breakout price level, then exit the trade once the market opens.

2. If the price bar immediately following the breakout bar opens below the
close of the breakout price bar and then closes below the breakout price
level, then exit the trade.

3.  Iftthe price bar immediately following the breakout bar fails to exceed the
high of the breakout bar upside, then exit the trade. :

Conversely, three cancellations to a downside breakout below a TD Retrace-
ment Level exist. If any of these cancellations occur, then the breakout below the
TD Retracement Level is invalidated.

1.  If the price bar immediately following a downside qualified breakout opens
above the breakout price level, then exit the trade once the market opens.
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2. If the price bar immediately following the breakout bar opens above the
close of the breakout price bar and then closes above the breakout price
level, then exit the trade.

3.  Ifthe price bar immediately following the breakout bar fails to exceed the
" low of the breakout bar downside, then exit the trade.

Figure 7.15 of the 60-minute S&P 500 March 1999 identifies a series of TD
Relative Retracement levels. Note that a TD Double Retracement is recorded in one
60-minute price interval which produced a small intrabar rally and also forewarned
of the impending trend reversal for the market. The market stalled upon reaching the
subsequent series of upside retracement levels; the magnet level was initially dis-
qualified, and a few bars later, price was repelled, beginning a sizable intraday
decline which persisted for two additional trading days. Likewise, on the downside,
price regrouped upon penetrating the retracement levels downside, and the two lev-
els that were initially disqualified caused price to rally even more sharply.

Figure 7.16 demonstrates how TD Relative Retracements can be applied intra-
day to obtain legitimate levels of support and resistance. The 20-minute Coffee
March 1999 chart displays an initially disqualified upside 38.2 percent TD Rela-
tive Retracement level, as well as a disqualified 61.8 percent retracement level,
both taken from the low around 10:15 on the fifth. In both cases, these disqualified
levels caused price to reverse its movement. Also shown is a TD Double Retrace-
ment in one price bar—it’s actually a triple retracement. These levels were all pro-
jected off of the high on the last 20-minute trading bar of the eighth and coincided
with a sizable price trend reversal. Examining the chart, you will notice that the
low-risk call-buying indication, corresponding with the low-risk buy indication in
the Coffee futures market, occurred on the low price bar of the day within the first
20 minutes of trading following the 8:15 open. The next-day price made new highs
and then, upon breaking out above the disqualified 0.618 retracement level, began
its decline. This also provides a good example as to how these indicators can be
used together to create definitive low-risk entry and exit points.

Figures 7.17 through 7.20 illustrate other examples of TD Relative Retrace-
ments, ranging from intraday charts to daily charts.

TD Double Retracement

Regardless whether a retracement breakout is described as qualified or disqualified,
if two retracement levels are traversed within one price bar period, usually the mar-
ket experiences a price reaction. Since price must travel a sizable distance to exceed
these two retracement levels within one price bar, TD Double Retracement identi-
fies potential levels of price exhaustion. It is important that subsequent to the
recording of the opening price that the two retracement levels are exceeded. In other
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words, to record a TD Double Retracement indication upside, the current bar’s open
must be less than two TD Relative Retracement levels and then must exceed both of
them. Conversely, to record a TD Double Retracement indication downside, the cur-
rent bar’s open must be greater than two TD Relative Retracement levels and then
must exceed both of them to the downside. Should the price opening exceed one or
both of the retracement levels, this would not fulfill the double retracement require-
ment since both retracement breakouts must occur after the opening of the market.

An important consideration that does not affect individual security markets but
does impact most cash market indices is the manner in which the opening price
levels are established. For example, a number of exchanges use the previous trad-
ing day’s closing price less any adjustments for dividend payouts or stock splits as
the opening price level instead of averaging the opening price of all the index com-
ponents. Another practice of various exchanges is to survey the various compo-
nents of an index after the first 5 or 10 minutes of trading and then use that
calculated value as its official opening price. Although the latter practice is an
improvement over using the prior trading day’s closing price as an opening-level
proxy, many times not all the individual securities are open within the first 5 or 10
minutes of trading and, as a result, the opening is not a true representation of what
has taken place in the market. Therefore, applying the TD Double Retracement
indicator to identify price exhaustion zones is suspect in the case of some cash
indices. The openings for stocks and futures indices, on the other hand, are actual
market trades and can be used when applying TD Double Retracement.

TD Double Retracement opportunities upside require an opening below both the
38.2 and the 61.8 percent retracement levels or an opening below both the 61.8 per-
cent and magnet price retracement levels. Although a combination of magnet price
and 138.2 percent double retracements, as well as combinations of other 100 percent-
plus double retracement levels could be applied, we prefer to rely upon those retrace-
ment levels that include combinations: of only 38.2 percent, 61.8 percent, and the
magnet price levels, as these three retracement levels are of the greatest significance.
On the other hand, TD Double Retracement opportunities downside require an open-
ing above both retracement levels and then a decline below both to establish a likely
downside price exhaustion level. Once again a combination of the retracement ratios
38.2 percent, 61.8 percent, and the magnet price is preferable to, and more signifi-
cant than, the 100 percent-plus ratio combinations.

In some rare instances, instead of opening and then traversing two retracement
levels in one price bar, three retracement levels may be crossed in one retracement
price bar. Obviously, by definition, two retracements occur before three retrace-
ments. Most often, in the rare instances when triple retracements occur, the TD
Double Retracement will work for a period of time; however, the pressure will
prove overwhelming and the market will continue to its triple retracement level
where the move should be exhausted. Consequently, if a position were taken
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because two retracements had been exceeded, then additional trading can occur at
the triple retracement level since that level should most definitely coincide with
price exhaustion. A trader may elect to forego TD Double Retracements and con-
centrate upon only the triple retracement exhaustion price levels. This latter propo-
sition occurs much less frequently than the TD Double Retracements but the
degree of coincidence with market-exhaustion low-risk trading opportunities is
enhanced considerably.

Figure 7.21 shows the trading activity of Digital River. Not only did a TD Dou-
ble Retracement occur the day of the sharp move upside, but a third retracement
was exceeded as well. Regardless, if a put option had been purchased above the
second retracement level, by the close that trading day, price had declined suffi-
ciently to produce a sizable profit. Note that the third retracement level over the
same price period was only one point above the TD Double Retracement level.

Figure 7.22 displays the Natural Gas March 1999 futures contract. The 38.2 per-
cent retracement level was preceded by a down close thereby qualifying the break-
out upside for a low-risk intraday entry. However, the following trading day’s
breakouts above both the magnet and the 61.8 percent levels were disqualified since
the previous trading day recorded a strong up close. Additionally, that same trading
day recorded a TD Double Retracement. The fact that the market failed to reverse
downside the day of the disqualified TD Double Retracement was a surprise but, as
so often happens when an immediate response fails to appear, the next trading day
the market opened lower and proceeded to decline below both retracement levels.

Absolute Retracements
While TD Relative Retracements can be utilized to obtain price objective levels
upside or downside, they cannot be applied to those instances in which either the
price of a security or a market is at a multimonth high—which has not been
exceeded upside for over 12 months or a low which has not been exceeded down-
side for over 12 months—or an all-time low or high. In the case of a multimonth or
all-time low, there exists no prior low which can be used as a reference price level
to identify an intermediate high. Similarly, in the case of a multimonth or all-time
high, there exists no prior high which can be used as a reference price level to iden-
tify an intermediate low. Without being able to relate a recent low to a prior low or
a recent high to a prior high, TD Absolute Retracement is a viable alternative
method. A high can be multiplied by 61.8 or 38.2 percent to arrive at downside
price objectives. Conversely, a low can be multiplied by 138.2, 161.8,223.6, 361.8,
461.8 percent, and so forth to arrive at likely upside retracement levels. Once
again, the same qualifiers which can be utilized with TD Relative Retracements
can be applied to TD Absolute Retracements as well.

TD Absolute Retracements are especially effective in predicting support levels
for newly listed securities. It is not uncommon for recent public stock offerings and
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recently listed New York Stock Exchange securities to decline from their peak
price levels 61.8 and 38.2 percent. This tendency is also apparent at the conclusion
of bear market declines as well. Whenever a market records a multimonth or all-
time price high and then commences a downside correction, TD Absolute Retrace-
ment can be used by multiplying the price peak itself by the ratios 61.8 and 38.2
percent to arrive at potential downside price support levels.

Figures 7.23 through 7.28 demonstrate how TD Absolute Retracements can
identify price support and potential intraday price reversal levels. Figure 7.23
demonstrates how a trader can apply TD Absolute Retracement to a likely price
reversal level. By multiplying the Egghead (EGGS) price peak of 40, recorded dur-
ing the Internet craze, by 38.2 percent, TD Absolute Retracement identifies down-
side price support. The price objective low was hit almost precisely on the third
trading day following the high and was succeeded by a sharp price rally over the
next few days. Subsequently, this daily price low on December 3 provided a level
from which to project a series of upside TD Relative Retracements. The initial 0.382
level upside was disqualified since it failed to meet any of the four qualifiers, and
therefore price reversed. The magnet level was not disqualified, but it did cause
price to reverse intraday due to a TD Double Retracement indication (although this
is not indicated on the chart. The 0.382 level should be extended until a qualified
breakout above that level is recorded; this would not have occurred until December
24, when price also rallied to the magnet level). Even though both retracement lev-
els were qualified individually, as a result of the low-risk TD Double Retracement
indication, a low-risk put-buying opportumty around the magnet level would have
been presented.

Highly volatile stocks and recently released new issues often decline to their
respective TD Absolute Retracements and then record bold and steep retrace-
ments. We randomly selected two Internet-related stocks, CMGI and Lycos, to
demonstrate the movement off of these levels intraday into the close of trading.
For example, CMGI (Fig. 7.24) rallied from below 96 to 131 at the close of trad-
ing upon breaking this TD Absolute Retracement level; while Lycos (Fig. 7.25)
rallied from below 90 to 105 at the close of trading upon exceeding the TD
Absolute Retracement level to the downside. Figure 7.26 applies TD Absolute
Retracements to a daily price chart for Morgan Stanley Dean Witter (MWD) in
order to time entry intraday. In this example, the market declined below 42} and
then rebounded sharply intraday. Figure 7.27, MindSpring, and Fig. 7.28, Cyber-
ian Outpost, also illustrate the effectiveness of TD Absolute Retracements. In
almost all of these examples, a trader’s profit would have increased had he or she
held the position beyond the current price bar’s close. With an indicator as power-
ful as TD Absolute Retracements, traders should always evaluate their trading
positions and stance prior to that trading day’s close to determine whether to
remain in the trade.
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268 DEMARK ON DAY TRADING OPTIONS

Each of these examples demonstrated instances in which the market held these
important retracement levels. These highly volatile stocks also provide an excellent
opportunity for option trading, as an individual can participate in these lucrative
yet risky markets while at the same time effectively containing one’s losses. An
established trend accelerates once these retracement lines are violated, but our pre-
ferred method of operation is to anticipate trend reversals with the help of the four
retracement qualifiers.



PERFECTING
AN OSCILLATOR:
TD RETAND TD POQ

ANY MARKET FOLLOWERS identify overbought and oversold trad-

ing zones with the help of market-timing oscillators. Here, we

discuss and address some of the problems associated with many

of the widely accepted, exponentially calculated market-timing

oscillators. We suggest utilizing an oscillator that is arithmeti-
cally calculated, capable of removing many of the distortions inherent in these
exponentially derived oscillators. In addition to introducing one such oscillator,
named TD Range Expansion Index (TD REI), we also present an important quali-
Jying indicator, TD Price Oscillator Qualifier (TD POQ), which assists in the tim-
ing and the confirmation of one’s entry.

MARKET-TIMING OSCILLATORS

Most traders are familiar with a set of market-timing indicators that are described
as oscillators. Their goal is to identify trading opportunities which may exist when-
ever the oscillator indicates a market is overbought or oversold.* Those who use
oscillators typically relate market price activity to oscillator behavior over compa-

* For those of you unfamiliar with the terms overbought and oversold, essentially an oversold oscil-
lator reading will be recorded when selling has persisted over an extended period of time and price
has been declining, and an overbought oscillator reading will be recorded when buying has persisted
over an extended period of time and price has been advancing.
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rable time periods. The relationship between successive price and successive indi-
cator movement over the same time period is important to some traders who rely
upon divergence analysis. They believe that if the two movements diverge for any
period of time, this disparity will be resolved in favor of the indicator. In other
words, the movement of the oscillator should precede arid therefore predict price
movement. For example, if over a period of time, price has recorded two succes-
sively lower price lows and, over the identical period of time, the oscillator has
failed to record a succession of two lower lows, then a positive divergence exists
and the expectation of these traders is for price to rally. Conversely, if price has
recorded two successively higher highs and the oscillator fails to confirm a suc-
cession of two higher highs, then a negative divergence exists and the expected out-
come is for price to decline.

Despite the widespread acceptance of divergence analysis among traders, we
are convinced that the tendency for price activity and oscillator activity to di-
verge at possible market turning points is merely a coincidence and to attribute it
to divergence analysis is incorrect. We believe divergence analysis has many
shortcomings: (1) a series of more than two successive price/oscillator diver-
gences can often occur and consequently produce a series of premature, false
price reversal signals; (2) a series of price/oscillator divergences can occur over
an extended period of time thus reducing the effectiveness of this tool; and (3) a
single overbought or oversold oscillator reading can occur without any sec-
ondary movement into this oversold/overbought zone, thereby preventing any
divergence analysis.

We believe duration analysis, or the amount of time in which an oscillator
resides in overbought or oversold indicator zones, is a more important determinant
of market conditions and price reversals than divergence analysis. Our research
indicates if the period of overbought or oversold lasts six or more price bars, then
it is considered to be a severe or extreme reading. Severe readings imply that the
market still has a great deal of momentum left and traders best not expect a price
reversal at that time. In fact, if a trader were inclined to do anything, it should be to
participate in the prevailing flow of the market. On the other hand, if the over-
bought or oversold period is limited to five or fewer price bars, then the duration is
described as a mild reading. Generally, whenever a mild recording exists, the mar-
ket experiences a price reversal. If an extreme oscillator reading is recorded, how-
ever, then a trader must await a subsequent mild reading to indicate a likely price
reversal and justify entry. We feel this is the reason many traders who apply diver-
gence analysis have some degree of success—usually an extreme reading is first
recorded and is then followed by a mild secondary reading. It’s more than pure
coincidence but it has to do with frequency, or amount of time spent in overbought
or oversold, rather than divergence.
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Although the preceding comments are applicable to almost all market-timing
oscillators, we are partial to using them with the ones we have developed. Many
other widely followed oscillators are exponentially calculated and, consequently,
have a tendency to create faulty readings. Also, the calculations for these oscilla-
tors require closing price comparisons from one price bar to the next. Because of
this requirement, unscheduled market closings due to electrical failures or bad
weather or unexpectetl news or political events such as assassinations or earth-
quakes can all skew closing price levels, thereby distorting the overall oscillator
reading, not only for that trading session but for future sessions as well. Due to the
inherent problems associated with these conventional exponential indicators, the
oscillators we have developed are arithmetically calculated which have the advan-
tage of removing any aberrant price data. In addition, we prefer to compare price
levels other than consecutive price bar closes to remove the distortions caused by
news which may affect consecutive price bar comparisons. For example, our TD
REI indicator compares the highs and lows of alternating price bars.

TD RANGE EXPANSION INDEX (TD REI)

TD REI is a mathematically derived oscillator. Calculating TD REI manually is a
tedious process since it requires the identification of reference prices, price com-
parisons, and qualifiers, as well as a series of mathematical steps. Fortunately,
with the advent of computers this task has become simplified, and a long list of
securities can be calculated and reviewed in a matter of minutes. Therefore, if you
intend to use this oscillator and you are prone to arithmetic miscalculations or
want to review many securities at one time, we suggest that you program the for-
mula and rely upon the computer output for your results. The computation that
follows is intended to give you an appreciation for the logic involved and the
series of steps required to calculate a reading for TD REI. This way, TD REI will
not simply be a black-box formula where practitioners blindly plug values in and
obtain results. The five steps necessary to arrive at a (five-period) TD REI oscil-
lator are as follows:

Step One. Rather than comparing the current price bar to the previous
price bar as is done in calculating most oscillators, step one in the calcu-
lation of TD REI requires that one compare the current price bar to the
price bar two periods earlier. More specifically, the high of the current
price bar is compared to the high two price bars earlier; similarly, the
low of the current price bar is compared to the low two price bars ear-
lier. By performing this alternating price bar comparison rather than a
successive price bar comparison, the impact of news-driven price distor-
tions is reduced and the appearance of a much smoother oscillator read-
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ing is apparent. It also increases the likelihood that a discernible price

trend has been established. In this first step, one must subtract both the
current bar’s high from the high two bars earlier and the current bar’s
low from the low two bars earlier. These differences are then added
together to create a summed value. Keep in mind that this summation
can be either positive or negative, depending upon whether the current
bar’s high or low is greater than or less than the respective high or low
two price bars earlier.

Step Two.  Step two determines whether step one should be performed or a

zero should be assigned to the oscillator reading. It does so by applying
comparison qualifiers. The rule states that either the current price bar’s
high must be greater than or equal to the low five or six price bars earlier
and the current price bar’s low must be less than or equal to the high five
or six price bars earlier, or the high two price bars earlier must be greater
than or equal to the close seven or eight price bars earlier and the low two
price bars earlier must be less than or equal to the close seven or eight
price bars earlier. If neither condition exists, then a value of zero is
assigned to the oscillator sum for that price bar, and the high-to-high and
the low-to-low price bar comparisons described in step one are ignored.
This adjustment reduces the likelihood that TD REI will record a prema-
ture overbought or oversold reading when markets are advancing or
declining both rapidly and steeply.

Step Three.  Step three adds the positive and the negative values from step

one (if any) and the zero values from step two (if any) for each of five
consecutive price bars and that value becomes the numerator. Next, the
absolute value of the summed differences from step one (meaning the
summation, whether positive or negative, is treated as a positive value for
each of the most recent five price bars) becomes the denominator. In
other words, the numerator can be positive, negative, or zero, and the
denominator can only be positive. Once the numerator is divided by the
denominator, a positive or a negative ratio appears. This value is then
multiplied by 100 to create a percentage.

Step Four. Step four establishes an indicator band. Usually, a five-period

TD REI fluctuates between —45 and +45, with the former level defining
oversold and the latter defining overbought.

Step Five. Step five requires an analysis of price behavior once the TD REI

has recorded an oversold or an overbought reading. In order to record a
mild oscillator reading, TD REI must not spend more than five consecu-
tive price bars in either the overbought or the oversold zone. Coincident
and subsequent to a mild oscillator reading, oscillator conditions are ripe
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for a potential price reversal provided that a trigger mechanism, such as
TD POQ (see the following section), generates and confirms a low-risk
entry. Recording more than five consecutive price bars in the oversold or
the overbought zone creates a severe or an extreme oscillator reading
which suggests that the market’s momentum is sufficiently intense to per-
petuate its current movement, either upside or downside. Until the oscilla-
tor moves back into the neutral zone and then records a subsequent mild
oversold or overbought reading, the prevailing market trend should con-
tinue. A countertrend entry may be indicated once a mild oscillator read-
ing is recorded, provided TD POQ confirms, but it would be canceled if
the duration of this move consumes more than five consecutive price bars.

Figure 8.1 of the 30-minute Johnson & Johnson chart demonstrates those sit-
uations where the TD REI has recorded extreme overbought and extreme oversold
conditions. These readings are marked with a 6 next to the TD REI oscillator,
which indicates that the market has recorded at least six price bars in the over-
bought or the oversold region. We mentioned that these extremities were not
determined by divergences, but by duration. In the cases where the market for
Johnson & Johnson was extremely oversold, and the TD REI has remained below
—45 for a period of more than five price bars, one can see how it was best to avoid
purchasing the security or a call option at that time, as further downward price
movement occurred. Similarly, in the case where the market is extremely over-
bought, and the TD REI has remained above 45 for a period of more than five
price bars, one can observe how it was advantageous to avoid selling the security
or purchasing a put option at that time, as further upward price movement
occurred. -

TD PRICE OSCILLATOR QUALIFIER (TD POQ)
Most traders view an oversold market as a low-risk buying (call-buying) opportu-
nity and an overbought market as a low-risk selling (put-buying) opportunity. As
we described previously, they fail to make the distinction between degrees of over-
bought or oversold. By overlooking the critical difference between mild and severe
or extreme overbought and oversold readings, they are operating at a distinct trad-
ing disadvantage. Even after they acquire the knowledge to distinguish between the
two types of oscillator readings, however, traders must apply a device or trigger
mechanism which signals that the price prerequisites have been fulfilled to con-
firm a low-risk entry opportunity. We rely upon TD Price Oscillator Qualifier (TD
POQ) to perform this function for us.

Once TD REI has established an overbought or an oversold environment, TD
POQ must be applied to the coincident price action in order to receive entry con-
firmation. This indicator is critical to the qualification and disqualification of an
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oscillator trade, especially as it relates to day trading options. TD POQ requires
that once TD REI has registered a mild reading, meaning the indicator has moved
into an oversold condition or an overbought condition for a period of five or fewer
price bars, a specific price pattern must develop to perfect market entry. There are
four possible qualified TD POQ scenarios that can occur. The type and the strength
of the indication is determined by the current price bar’s opening price relative to
the previous price bar’s high or low and/or the high or low two price bars earlier.
Scenarios 1 and 2 are the more preferable of the four qualified TD POQ confirma-
tions and are more powerful than scenarios 3 and 4.

Scenario no. 1: qualified TD POQ upside breakout—buy calls. 1In the case of
anticipating an upside move from an oversold condition, price must first record a
close that is greater than the previous price bar’s close. This up close price bar must
be immediately followed by an opening price level that is less than or equal to the
previous bar’s high (the up-closing price bar’s high). This lower upside opening
after recording an up close indicates a degree of bullish skepticism off a market
low. The low-risk entry point for the underlying security or the option would occur
when the current bar’s high exceeds the previous bar’s high to the upside (the up
close price bar’s high). In other words, following a mild oversold reading where the
oscillator has remained in the oversold zone for no more than five price bars, the
close of the previous price bar must be greater than the close two price bars earlier;
the current price bar’s opening price must then open below the previous bar’s high
and then trade at least one tick greater than that high to present a low-risk buying
(call-buying) opportunity. This scenario is illustrated in Fig. 8.2.

Scenario no. 2: qualified TD POQ downside breakout—buy puts. In the case of
anticipating a downside move from an overbought condition, price must first
record a close that is less than the previous price bar’s close. The price bar’s open-
ing price level immediately following this down close price bar must be greater
than or equal to the previous bar’s low (the down close price bar’s low). This
higher-downside opening after recording a down close indicates a degree of bear-
ish skepticism off a market high. The low-risk entry point for the underlying secu-
rity or the option would occur when the current bar’s low exceeds the previous bat’s
low to the downside (the down close price bar’s low). In other words, following a
mild overbought reading where the oscillator has remained in the overbought zone
for no more than five price bars, the close of the previous price bar must be less
than the close two price bars earlier; the current price bar’s opening price must then
open above the previous bar’s low and then trade at least one tick less than that low
to present a low-risk selling (put-buying) opportunity. This scenario is also illus-
trated in Fig. 8.2.
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Scenario no. 3: qualified TD POQ upside breakout—buy calls. 1In the case of an
alternative upside TD POQ low-risk call-buying opportunity, the first step is met
when, after recording an up close coincident with a mild TD REI oversold reading,
the current price bar’s open is greater than the previous price bar’s high, but less
than the high two price bars earlier. The final step requires that price break out
above the high two price bars earlier and then close greater than the current price
bar’s open. Once these rules are met, a low-risk buying (call-buying) opportunity
is presented. Whereas the first qualified TD POQ low-risk call-buying scenario
permits the purchase of a call option at the time the TD POQ low-risk indication is
given, the second, weaker scenario cannot be day traded because purchase of a call
option occurs at the close of the current price bar’s trading, or at the open of the fol-
lowing price bar. This scenario is illustrated in Fig. 8.3.

Scenario no. 4: qualified TD POQ downside breakout—buy puts. In the case
of an alternative downside TD POQ low-risk put-buying opportunity, the first
step is met when, after recording a down close coincident with a mild TD REI
overbought reading, the current price bar’s open is less than the previous price
bar’s low, but greater than the low two price bars earlier. The final step requires
that price break out below the low two price bars earlier and then close less than
the current price bar’s open. Once these rules are met, a low-risk selling (put-
buying) opportunity is presented. Whereas the first qualified TD POQ low-risk
put-buying scenario permits the purchase of a put option at the time the TD POQ
low-risk indication is given, the second, weaker scenario cannot be day traded
because purchase of a put option occurs at the close of the current price bar’s
trading, or at the open of the following price bar. This scenario is also illustrated
in Fig. 8.3.

If one were a trend follower and wished to trade qualified TD POQ breakouts,
any of these four possible scenarios would provide good, low-risk option-buying
opportunities. As we mentioned earlier, of the four possibilities, recording an
opening price that is less than the previous two highs in the case of an upside TD
POQ breakout, or recording an opening price that is greater than the previous two
lows in the case of a downside TD POQ breakout, are the more preferable scenar-
ios, as their results are typically more powerful. While TD POQ applies to the
underlying security, any low-risk indication would apply equally well to their
respective options.

Figure 8.4 displays a market with the application of both TD REI and TD POQ.
In this example, referring to the 10-Year U.S. Treasury Note March 1999 futures,
the TD REI entry level is coordinated with a qualified or a disqualified TD POQ
reading. In this example, low-risk qualified buying (call-buying) and selling (put-
purchasing) opportunities occurred at the point marked X. As you can see, the TD
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POQ breakouts occurred in the context of a mild overbought or a mild oversold
market reading. However, these indications are trend-following in nature, so option
premiums will have increased coincident with the respective price move prior to
entry. A low-risk disqualified selling (put-purchasing) opportunity occurred at the
point marked Y. Observe that the upside TD POQ breakout occurred coincident
with a mild oversold condition reading and was preceded by an up close, thereby
permitting entry.

Each of the four possible TD POQ breakout scenarios were qualified low-risk
option-purchasing opportunities. These qualified entry techniques are all trend-
following in nature. This is oftentimes a serious drawback when day trading
options because option premiums would have expanded prior to entry to reflect
this price advance or decline. Rather than trade these qualified TD POQ break-
outs, a trader could instead trade disqualified or canceled TD POQ breakouts.
Disqualified breakouts afford much greater option trading opportunities for a day
trader.

Disqualified TD POQ Readings

A variation of the qualified, trend-following approaches previously described
provides a unique option trading opportunity. If one preferred to trade against the
prevailing trend, even intraday, and wished to trade options as opposed to the
underlying security, then one could fade a qualified TD POQ reading, and in-
stead trade a disqualified TD POQ indication. Two possible disqualified scenar-
ios exist.

Disqualified TD POQ upside breakout—buy puts. 1f the REI indicator reading
for the underlying security is currently, or most recently has been, rated mildly
oversold, TD POQ requires for a disqualified low-risk selling (put-buying) oppor-
tunity that an up close must be immediately followed by an opening price that is
above both of the previous two price bars’ highs. In other words, to receive a low-
risk put-buying opportunity, the first step states that the close of the previous
price bar must be greater than the close two price bars earlier; the next step states
that the current price bar’s opening price must then open greater than both the
high of the previous price bar and the high two price bars earlier. In these
instances, the opening price has been exaggerated upside and the market will typ-
ically decline, most often filling in any price gaps. In these cases, entry is permit-
ted at any time after the open—if one so chooses, entry could occur once a trader
receives confirmation from another intraday indicator, such as a one-minute or a
five-minute TD Sequential or TD Combo indication. This scenario is illustrated in
Fig. 8.5.
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Disqualified TD POQ downside breakout—buy calls. 1f the REI indicator
reading for the underlying security is currently, or most recently has been, rated
mildly overbought, TD POQ requires for a disqualified low-risk buying (call-
buying) opportunity that a down close must be immediately followed by an open-
ing price that is below both of the previous two price bars’ lows. In other words,
to receive a low-risk call-buying opportunity, the first step states that the close of
the previous price bar must be less than the close two price bars earlier; the next
step states that the current price bar’s opening price must then open less than both
the low of the previous price bar and the low two price bars earlier. In these
instances, the opening price has been exaggerated downside and the market will
typically advance, most often filling in any price gaps. In these cases, entry is per-
mitted at any time after the open—if one so chooses, entry could occur once a
trader receives confirmation from another intraday indicator, such as a one-
minute or a five-minute TD Sequential or TD Combo indication. This scenario is
also illustrated in Fig. 8.5.

By purchasing a put option once a mild oversold condition has been deter-
mined, provided the open of the price bar directly after the up close price bar is
above both the prior two price bars’ highs, or by purchasing a call option once a
mild overbought condition has been determined, provided the open of the price bar
directly after the down close price bar is below both the prior two price bars’ lows,
a trader can take advantage of these overzealous, extreme price moves. In either
case, a disqualified TD POQ upside (put-buying) indication following a mild over-
sold reading is active until the first price bar where an overbought reading is
recorded; and a disqualified TD POQ downside (cali-buying) indication following
a mild overbought reading is active until the first price bar where an oversold read-
ing is recorded.

The Xs on Figs. 8.6, 8.7, and 8.8 identify those instances where the TD REI
oscillator recorded an oversold reading that was followed by an up close with the
subsequent day’s opening above both of the prior two trading days’ (the up close
days’) true highs; or conversely, where the TD REI recorded an overbought read-
ing that was followed by a down close with the subsequent day’s opening below
both of the prior two trading days’ (the down close days’) true lows. Once a market
moves from overbought into oversold or vice versa, the search for a gap opening
upside or downside terminates. Figure 8.6 identifies five trend reversals for the
S&P 500, all of which can be translated into option trading opportunities subse-
quent to the market’s open. Figure 8.7 shows three opportunities for option day
trades for Excite, an Internet stock. Figure 8.8 shows three prospective turnarounds
for the Russell Index. Note the importance of the opening price in applying TD
POQ. Most cash markets cannot be traded using TD POQ because most exchanges
report the prior trading day’s close (with any adjustments for stock dividends or
splits) as the cash index’s opening price. In those cases where an opening price is
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286 i DEMARK ON DAY TRADING OPTIONS

calculated, there could still be a misrepresentation of a cash index. For example,
most cash industry group indices use the openings of all market components that
have opened at the time of the first opening reporting period, which is usually the
first five or ten minutes of trading. If some of the industry components open later
than the survey period, for any reason, their effect upon the opening price is
ignored.

To insure a trader’s chance of success, these option purchases should be coor-
dinated with other trading techniques recommended throughout this book.




MOVING FORWARD IN
REVERSE: TD FIB RANGE,

TD EXIT ONE, TD REBO
REVERSE, TD CAMOUFLAGE,
AND TD RANGE PROJECTION

HE FIRST FOUR INDICATORS, TD Fib Range, TD Exit One, TD REBO

Reverse, and TD Camouflage, are of relatively recent vintage and are

designed to capitalize on intraday price exhaustion. The fifth indica-

tor, TD Range Projection, is intended to provide a trader with a means

of effectively predicting the following trading day s price range. In the
context of day trading options, these five indicators work well in establishing lev-
els of impending price reversals. Because they are contratrend in nature and by
design, they enable a trader to anticipate potential levels of support and resistance,
in the option as well as the underlying security.

TD FIB RANGE

As we indicated earlier, it’s easy for a trader psychologically to jump upon an exist-
ing trend or participate with the majority of traders, but it’s much more difficult to
operate against the prevailing trend by anticipating likely trend reversal levels. To
overcome this apprehension and accomplish this goal we researched what market
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characteristics preceded or coincided with possible market turning points. What we
came up with was an indicator called TD Fib Range. TD Fib Range gets its name
from utilizing a ratio that is Fibonacci-derived. Fibonacci numbers are a number
series where each successive number in the series, when divided by its prior num-
ber in the series, yields 1.618, and each number in the series, when divided by the
following number in the series, yields 0.618. TD Fib Range uses this Fibonacci
ratio—1.618—to calculate expected price movement termination levels. In our
research, we discovered that oftentimes when short-term market tops and bottoms
occur, daily price range movements added to or subtracted from the previous trad-
ing day’s close either exceeded (1) 1.618 times the previous trading day’s true price
range or (2) 1.618 times an average of the previous three trading days’ true price
range.* When price reached these TD Fib levels, the market had a tendency to
exhaust itself. When the market trades outside of these points of exhaustion, an
ideal low-risk call-buying opportunity in the case of a price decline below the
lower TD Fib level, or an ideal low-risk put-buying opportunity in the case of a
price advance above the upper TD Fib level is presented at the close of the price bar
or the following price bar’s open. Oftentimes, the market records these TD Fib
Range moves in excess of 1.618 times the previous price bar’s true range or 1.618
times the average of the previous three trading days’ true price ranges added to or .
subtracted from the previous trading day’s close coincident with a news announce-
ment. News releases have the effect of causing a noticeable increase in volume,
both in a security and its related option contract. Although this indicator is
intended to be applied to the underlying security, the implications of a potentially
exhaustive price move should be felt similarly by any related options. Conse-
quently, we suggest monitoring the underlying security and once an indication of
price exhaustion exists, then apply the conclusions to the option, as well as the
underlying security. Furthermore, we strongly recommend TD Fib Range be used
in conjunction with option-related trend exhaustion indicators, such as TD % F and
intraday TD Dollar-Weighted Put-Call and Open Interest statistical information, to
confirm short-term market tops and bottoms.

TD Fib Range can be perfected by including a series of qualifiers which will
insure that the market is sufficiently short-term oversold downside or short-term
overbought upside to exhaust a price move intraday or on the close. For example,
one might require the current price bat’s high to exceed upside 1.618 times the pre-
vious price bar’s true range added to the previous close coincident with that same
price bar’s high exceeding both true highs three and four price bars earlier; or the
current price bar’s low to exceed downside 1.618 times the previous price bar’s true

- range subtracted from the previous close coincident with that same price bar’s low

* The frue price range is the difference between a price bar’s high or the prior price bar’s close,
whichever is greater, and the price bar’s low or the prior price bar’s close, whichever is less.
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exceeding both true lows three and four price bars earlier. This rule would provide
an indication that the market may be sufficiently overbought or oversold intraday
to reverse prices at least for a short period of time. We experimented with a series
of preconditions and arrived at the following additional qualifier. If the market
exceeds upside 1.618 times the previous trading day’s true price range, or 1.618
times the previous three trading days’ average true price range, added to the prior
trading day’s close, then a low-risk sell entry (put purchase) occurs at the close of
the current day. A secondary qualifier requires that the close of the current day
must be greater than all prior four closes. Conversely, if the market exceeds down-
side 1.618 times the previous trading day’s true price range, or the previous three
trading days’ average true price range, subtracted from the prior trading day’s
close, then a low-risk buy entry (call purchase) occurs at the close of the current
day. Again, a secondary qualifier requires that the close of the current day must be
less than all prior four closes. If any of the requirements are not fulfilied, a trader -
could expect the market to continue its move in the direction of the breakout and
no action is to be taken. Although we don’t necessarily recommend its application,
one could use the failure of the high upside exceeding both the highs three and four
price bars earlier for a low-risk sell (put purchase), or the failure of the low down-
side exceeding both the lows three and four price bars earlier for a low-risk buy
(call purchase) as a trend confirmation indication. In any case, other qualifiers can
be introduced and other daily range multipliers besides 1.618 can be substituted. It
is important for an option trader, when applying this indicator to the underlying
security, to confirm the results for the option as well by applying the option rules
discussed earlier, as well as TD % F and TD Dollar-Weighted Put-Call and Open
Interest.

TD Fib Range requires that a day trader enter at the close of trading or at the
succeeding trading day’s opening provided that the open is in the direction of the
anticipated trade. Obviously, entry at the succeeding trading day’s opening is more
reasonable if one is an option day trader. The only requirement we recommend be
introduced to perfect this day trade is that the open occur in the direction of the
trade; that is, if a call option is to be purchased, then the open must be above the
previous trading day’s close, and if a put option is to be purchased, then the open
must be below the previous trading day’s close. This requirement is similar to the
qualifier included with indicator TD REBO Reverse. Also, a day trader can elevate
the TD Fib Range factor to 2.00 (double the previous day’s true price range) instead
of 1.618 to ensure that any entry that occurs on the TD Fib Range breakout bar is
not premature.

Figure 9.1 (Coffee March 1999) identifies those occurrences in which TD Fib
Range fulfills the preceding requirements. Specifically, to identify a potential low-
risk sell opportunity (put purchase), 161.8 percent is multiplied by the previous
trading day’s true price range and then added to that day’s close. The TD Fib Range
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level is plotted on the chart but the low-risk selling opportunity (put purchase) exists
not at that specific price level marked on the chart with a hash mark, but rather at
that day’s close. Note that this example does not include an average of the previous
three trading days’ true ranges as an alternative value. Conversely, to identify a low-
risk buy opportunity (call purchase), 161.8 percent is multiplied by the previous
trading day’s true price range and then subtracted from that day’s close. The TD Fib
Range level is plotted on the chart but the low-risk buying opportunity (call pur-
chase) exists not at that specific price level marked on the chart with a hash mark,
but rather at that day’s close. Note that this example does not include an average of
the previous three trading days’ true ranges as an alternative value.

Figure 9.2 (Dollar-Mark Cash) shows seven instances over an 11-week period in
which TD Fib Range spoke. In every instance but one, the market responded the next
trading day by following through in the direction of the low-risk indications and the
lone instance in which it didn’t respond the next trading day, it did soon afterward.
Once again the placement of the rectangles on the chart is merely for purposes of
illustration since the low-risk entry levels are defined at the close that trading day.

The settings for TD Fib Range are provided only for purposes of example.
They can be changed or substituted with other qualifiers. The measurements are all
applied to the underlying securities and the conclusions drawn are in turn applied
to the related options. By applying the settings we proposed initially, the low-risk
entries are limited to the close of the TD Fib Range breakout day or the following
day’s open if it opens in the direction of the breakout. Additionally, by expanding
the factor to 2.00 from 1.618, the opportunity exists for intraday entry and day trad-
ing. When used independently or preferably in conjunction with other indicators
described in this book, timing of option purchases, whether they be calls or puts,
can be improved.

TD EXIT ONE

TD Exit One is an indicator that we originally developed to exit outstanding mar-
ket positions. Today, however, we have found that this indicator is also effective in
initiating market positions in options and their underlying securities. Very simply,
there are three requirements for a TD Exit One low-risk buy (call purchase):

1.  The market must record three consecutive down close price bars, where the
close one price bar ago is less than the close two price bars ago, the close

two price bars ago is less than the close three price bars ago, and the close
three price bars ago is less than the close four price bars ago.

The current price bar’s open must be greater than the close one price bar ago
and the current price bar’s low must trade less than the close one price bar ago.
The price range one price bar ago—chart high to chart low—must be
greater than the true price range two price bars ago—true high to true low.
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A low-risk buy (call-buying) entry occurs one tick less than the close one price
bar ago; however, in some instances, the low-risk buy (call-buying) entry can also
appear at the low one price bar ago. Consequently, a dual-entry possibility can exist
depending upon one factor, referred to as TD Differential (downside). The distinc-
tion between the two entries arises from the comparison of the price difference
between the low and the close of the previous price bar versus the low and the close
two price bars ago. If the difference between the close one price bar ago and the
low one price bar ago is greater than the difference between the close two price
bars ago and the low two price bars ago, then the low-risk buy (call-buying) level
is one tick below the previous price bar’s close; and if the difference between the
close one price bar ago and the low one price bar ago is less than the difference
between the close two price bars ago and the low two price bars ago, then the low-
risk buy (call-buying) level is one tick below the previous price bar’s low. Now
there will be instances when the market will fail to decline below either reference
price level—the close one price bar ago or the low one price bar ago—and to avoid
missing these trading opportunities, a trader should buy a partial position at the
current price bar’s open. At that time, it may be prudent to purchase one-third of the
intended call option position at the opening and the balance once price declines
below either reference level.

Conversely, there are three requirements for a TD Exit One low-risk sell (put
purchase):

1.  The market must record three consecutive up close price bars, where the
close one price bar ago is greater than close two price bars ago, the close
two price bars ago is greater than the close three price bars ago, and the
close three price bars ago is greater than the close four price bars ago.

2. The current price bar’s open must be less than the close one price bar ago
and current price bar’s high must trade greater than the close one ago.

3.  The price range one price bar ago—chart high to chart low—must be
greater than the true price range two price bars ago—true high to true low.

A low-risk sell (put-buying) entry exists one tick greater than the close one
price bar ago; however, in some instances, the low-risk sell (put-buying) entry can
also appear at the high one price bar ago. Consequently, a dual-entry possibility
can exist depending upon one factor, referred to as TD Differential (upside). The
distinction between the two entries arises from the comparison of the price differ-
ence between the high and the close of the previous price bar versus the high and
the close two price bars earlier. If the difference between the high one price bar ago
and the close one price bar ago is greater than the difference between the high two
price bars ago and the close two price bars ago, then the low-risk sell (put-buying)
level is one tick above the previous price bar’s close; and if the difference between
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the high one price bar ago and the close one price bar ago is less than the difference
between the high and the close two price bars ago versus the difference between the
high and the close two price bars ago, then the low-risk sell (put-buying) level is
one tick above the previous price bar’s high. Now there will be instances when the
market will fail to advance above either reference price level—the close one price
bar ago or the high one price bar ago—and to avoid missing these trading oppor-
tunities, a trader should sell (purchase a put) at the current price bar’s open. At that
time, it may be prudent to purchase one-third of the intended put option position at
the opening and the balance once price advances above either reference level.

Figure 9.3 (S&P 500 December 1998) displays various instances in which a
series of down or up closes are punctuated with a price exhaustion move which
develops into a price reversal. On the chart, price hash marks are used to indicate
the low-risk buying (call-buying) opportunities. There are four instances over a rel-
atively short period in which TD Exit One successfully identified trend exhaustion
and price reversal levels. In each of these instances, the most recent of the series of
down closes or up closes is exceeded intraday the next trading day, enabling a
trader to enter the market. As you can see, only the second example—September
1—had its low-risk call-buying level below the prior trading day’s low due to the
failure of TD Differential. The other three had their low-risk call-buying entry lev-
els a tick below their respective trading day’s closes because of TD Differential.

Figure 9.4 applies TD Exit One to a daily Intel chart. TD Exit One is designed
to identify potential price exhaustion zones. This chart displays two examples of
this indicator for INTC. Once three consecutive up closes or down closes are
recorded, the market is vulnerable to a price reversal. If three successively lower
closes are recorded, the next price bar’s opening price must be above the most
recent (previous price bar’s) close and that same price bar’s low must be less than
or equal to that close. Conversely, at a potential price exhaustion peak once three
successively higher closes are recorded, the next price bar’s opening price must be
below the most recent (previous price bar’s) close and that same price bar’s high -
must be greater than or equal to that close. The first instance was a low-risk sell
(put-buying) indication and the market recorded a sharp one day decline. In the
second instance, the market recorded a low-risk buy (call-buying) indication but
did not respond until the next trading day. The next day the market responded with
a gap opening upside to establish market equilibrium which was suppressed the
previous trading day. The latter example illustrates that even though a day trader
may have suffered a loss, had the trader held the position overnight, it would have
proved profitable. An indication that a day trade may be unprofitable exists when-
ever the trade occurs late in the trading day since time is an important factor. Our
recommendation is that if day traders are determined to trade within the last two
bours of trading, they should be prepared to extend their holding periods until the
next trading day.

s
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The December British Pound 1998 futures contract (Fig. 9.5) identifies an
example of a TD Exit One low-risk buy. Three consecutive down closes were
recorded and the open of the next trading day was above the prior day’s close. Once
the low traded less than or equal to the prior trading day’s close, a low-risk call-
buying opportunity occurred. Again, this indicator works well when applied to a
daily chart and can be used to predict continued movement of the TD Exit indica-
tion. For that reason, we suggest one consider holding one’s position longer than
the close if other indicators confirm. Other qualifiers can be introduced to perfect
trades. For example, the trading range of the most recent of the three consecutive
down or up closes must be greater than the prior trading day’s price range.

TD REBO REVERSE

Many trend-following traders enter the market based upon market momentum. We
are no strangers to this market-timing approach, having developed numerous
breakout and range expansion techniques during the 1970s to capitalize upon the
inflationary trends existing in the markets and the economy during that period. In
order to facilitate the research we conducted in this area, we created a market-
timing template which we referred to as TD REBO to represent Range Expansion
BreakOut. By having such a structure at our disposal, we were able to research and
apply numerous variations of momentum-based indicators. At the time we worked
with this indicator format, most traders focused their attention upon very basic
analytical approaches, such as moving averages and trendline analysis, to antici-
pate price trends. However, over the years, traders have become increasingly aware
of this momentum-trading approach to market timing and we would venture a rea-
sonable guess that currently well over 50 percent of all Commodity Trading Advi-
sors (CTAs) use a similar approach to managing their portfolios.

Just to reinforce our initial observations that by adding a percentage of a spec-
ified price value—previous trading bar’s price range or series of price bars’ price
ranges—to the current opening price level is effective, we invite you to examine
how often the current price bar’s open is within a short distance from the current
price bar’s high or low. In other words, it is not uncommon to witness the opening
price occur within 10- to 20% of the current trading day’s high or low. The dilemma
is determining what the current bar’s price range is in advance. In order to accom-
plish that prediction, a trader can use the previous bar’s price range as a proxy or an
average of a series of price bars as a substitute. This process enables a trader to
forecast a reasonable price range and then calculate a percentage of that range to
establish possible low-risk buy or sell entry levels. This is one context in which to
apply TD REBO as a trend follower. Another is to use the technique to anticipate
possible reversal or trend exhaustion levels.

Without exception, those who apply techniques similar to TD REBO are trend
followers, which was our original intention in creating TD REBO. However, we
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found that, in the case of anticipating trend reversals, TD REBO can perform effec-
tively as well. The features of its construction enable an option buyer to take advan-
tage of an anticipated change in direction of the underlying security. In those
instances in which an opening price exceeds a series of consecutive closing price
levels, either upside or downside, and, consequently, the accompanying entry price
level is exaggerated above a series of consecutive daily price range extremes, rare
opportunities arise for a short-term trader to operate against the trend, rather than
to anticipate its likely continuation.

Statistical information we compiled a number of years ago indicated that mar-
kets operated within a trading range 76 to 82 percent of the time. Of the other 18 to
24 percent, markets trended higher 12 to 16 percent of the time and trended lower
6 to 8 percent of the time. The reason market moves last longer to the upside than
to the downside has to do with the psychology of traders. Buying is a cumulative
process—traders like a market, so as the market rallies, their margin (and profits)
allows them to add to their positions and purchase more, and news reinforces their
decisions; whereas selling is generally a single-minded decision—traders don’t
like the market, so they liquidate everything.

During periods of sideways market movement, a trend-following trader is
always vigilant, awaiting a price breakout in which to participate. A consolidation
phase requires one form of trading, while the breakout and subsequent trending
phases require another. To differentiate between the valid and the invalid break-
outs, we created TD REBO. We measured the typical or average thrust of the mar-
ket ‘over various time periods to determine a level which, when added to or
subtracted from a subsequent trading day’s open, would qualify as a breakout. This
exercise included multiplying the previous price bar’s true range by either 38.2 or
61.8 percent (or any other percentage with a reliable history of effectiveness) and
then either adding this value to or subtracting it from the current price bar’s open-
ing to establish a low-risk entry. This exercise reduced the possibility of false
breakouts and indicated market momentum. As you can imagine, a trending mar-
ket is a perfect environment for TD REBO. On the other hand, within a trading-
range market, oscillators, such as TD REI and qualifier TD POQ, which produce
overbought and oversold readings and low-risk entry levels, are tradable indicators.
Although TD REBO may not be suited for these trading-range markets, TD REBO
hybrid TD REBO Reverse is effective in these environments and is also a valid
indicator for option trading as well.

In order to apply TD REBO Reverse, we are looking for extreme conditions
where the market activity can be labeled as oversold or overbought based upon the
relative opening price level and entry price level versus a prior series of closes, a
prior series of highs, and a prior series of lows, depending whether the anticipated
move is up or down. The type of oversold or overbought condition required to ini-
tiate TD REBO Reverse is not defined by the position of an oscillator and its rela-
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tionship to price activity. Rather, the type of oversold or overbought condition
required to initiate TD REBO Reverse is determined by the relative relationship
between a price period’s open and entry price versus the prior three price periods’
highs, lows, and closes. For example, in the case of a low-risk buy (call-buying)
entry, if the current price bar’s open is above the previous three price bars’ closes
and the entry price is above the prior three price bars’ highs, then buying at a price
level which is calculated by multiplying the greater of the two previous price bars’
true ranges by a percentage—such as 61.8 or 38.2 percent—and adding that value
to the current price bar’s open would be too aggressive. Instead of buying the pre-
sumed breakout, as a trend follower might do, this would present a selling (put-
buying) opportunity. In other words, if the current bar opens greater than the close
of each of the three prior price bars, and the entry price is greater than the high of
each of the three prior price bars, then one would fade the perceived REBO upside
breakout. Conversely, for a low-risk sell (put-buying) entry, if the current price
bar’s open is below the previous three price bars’ closes and the entry price is below
the prior three price bars’ lows, then selling (buying a put) at a price level which is
calculated by multiplying the greater of the two previous price bars’ true ranges by
a percentage—such as 61.8 or 38.2 percent—and subtracting that value from the
current price bar’s open would be too aggressive. Instead of selling, or buying a
put, upon the presumed breakout, as a trend follower might do, this would present
a buying (call-buying) opportunity. In other words, if the current bar opens less
than the close of each of the three prior price bars, and the entry price is less than
the low of each of the three prior price bars, then one would fade the perceived
REBO downside breakout. :

Rather than add to or subtract from the current trading day’s open, we origi-
nally used the previous trading day’s close and used 161.8 percent as our multiplier
instead of 38.2 and 61.8 percent. Figure 9.1 (Coffee March 1999) identifies the
three instances in which the market exceeded the 161.8 percent TD REBO Reverse
price levels and in each case they coincided with price exhaustion. We were satis-
fied with these and similar results but TD Fib Range better accomplished the goal
of identifying potential trend reversals. Consequently, with TD REBO Reverse, we
rely upon the opening price level as a reference and 161.8 percent as our multiplier.
It is designed to identify those instances when the market has been strained intra-
day and is about to react.

Certainly, other qualifiers can be introduced as well to insure ideal disqualified
entries and low-risk reversal candidates for option trading have been formed. We
will highlight one. Due to the fact that TD REBO Reverse may not speak until the
end of the trading day, we have developed a technique which gives us, as option day
traders, the benefit of a full day’s trading. Specifically, it requires that once the pre-
ceding prerequisites for TD REBO Reverse are fulfilled and price closes above the
TD REBO Reverse level upside or closes below TD REBO Reverse level down-
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side, the trader should await the next trading day’s open. If the following day’s
opening is below the close on the price bar of the TD REBO Reverse upside
exhaustion breakout, then a low-risk selling (put-buying) opportunity exists for
that trading day; and, conversely, if the following day’s opening is above the close
of the TD REBO Reverse downside exhaustion breakout, then a low-risk buying
(call-buying) opportunity exists for that trading day. In this example, nothing could
be better for option day traders because they are able to initiate trading positions
from the opening price level, provided it confirms the indication forecast the pre-
vious trading day. In other words, if the market is able to exceed the required per-
centage of the previous price bar’s true price range or the previous series of price
bars’ true price range, then the market is vulnerable to a reversal in price, given all
the prerequisites described previously, provided the next price bar’s opening price
level confirms. _ :

Another version of TD REBO Reverse respects unfilled price gaps and
improves the results further. There is a distinction between price gaps and price
laps. Price gaps occur when the low of the current price bar is greater than the high
of the previous price bar or the high of the current price bar is less than the previ-
ous price bar’s low; while price laps occur when the low of the current price bar is
above the prior price bar’s close but less than the prior price bar’s high, or the high
of the current price bar is below the prior price bar’s close but greater than the prior
price bar’s low. If the ingredients are there for a price reaction, particularly after a
price gap, then we suggest awaiting the next trading day’s opening price level to
determine whether the open has broken out in the correct direction, and then pur-
chasing options. This also allows a trader to take advantage of a full trading day.

Figure 9.6 is a daily IBM bar chart. This chart of IBM identifies the raw ver-
sion of TD REBO Reverse without additional qualifiers. The price bars are marked
on those days in which the high or low exceeded the TD REBO Reverse level. Had
a trader awaited the next trading day’s open to buy an option in order to insure that
price would follow through, all the trades would have produced profits. By using
the exhaustion TD REBO Reverse without this additional qualifier, other indica-
tors would be required to confirm the trades.

In Fig. 9.7, the chart of March Cocoa 1999 identifies those days in which TD
REBO Reverse indications were given and they were followed the succeeding day
by an open in the direction of the reversal of trend. Options purchases could have
been postponed until the next trading day’s open and held the balance of the trad-
ing day for a series of profitable day trades.

TD REBO Reverse is most decidedly antitrend and often occurs at the com-
pletion of a short-term move when the trend typically exhausts itself. Other quali-
fiers can be introduced for option trading but the beauty of this indicator is its
simplicity. Once again, if one is day trading options, then it is more prudent to enter
the option market as early as possible in the trading day.
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TD CAMOUFLAGE

Many beginning traders believe that a group of trading syndicates control the price
activity of stocks. In fact, when we first entered this business there were many
claims by market commentators that an elite group of traders, known as market
specialists, were able to manipulate stock prices and that it was best to trade defen-
sively in order to avoid their maneuverings. Although we were skeptical of this
widespread notion, we could understand the reason most traders carried this con-
cern; after all, since these specialists operated the posts on the floor of the
exchanges, all trades had to pass through their hands to be executed. By definition,
the specialists provided liquidity to the markets—during rallies, they provided sup-
ply and during declines, they provided demand. In other words, they operated
against the trend. At that time, we were working with a large financial institution,
where we would initiate large market positions. The greatest difficulty we encoun-
tered was in entering and exiting these sizable positions—we had to sacrifice far
too much to be a trend follower. Since it was impossible for us to buy after lows
were recorded, just as it was impossible to sell after the completion of market tops,
we attempted to mimic the specialists’ trading style in order to gain an edge over
the trading public. Our trading attitude and outlook needed to change, and we
became preoccupied with anticipating market trends.

In our formative market research years, the aura and mystique attached to the
specialists were dominant in our trading background. Because of their trading
style—buying weakness and selling strength—we always knew they were trading
forces to reckon with. All limit orders to buy and sell were recorded in their trad-
ing books and it was their job to execute these trades as the market moved to these
levels. Since we were a large financial institution who generated a significant
amount of money in commissions, any time we arrived in New York our brokers
would take us down on the floor so we could meet the various specialists and
observe their trading. It was fascinating to see these individuals trade, and many of
them were willing to share their specific trading styles. Surprisingly, it appeared
that they were genuinely as concerned about large traders, such as ourselves, as we
were of them. Friendships developed over time and we attempted to glean as much
trading information as possible. However, not until we met one specialist in partic-
ular did we become aware of this group’s true trading style.

A number of years ago, we attended a trading seminar hoping to learn new
approaches to trading the markets. Upon introducing ourselves to another attendee
sitting at our table, we were surprised to learn that he was a specialist. We were con-
fused—why would a specialist be at a seminar when he controlled the trading activi-
ties in various stocks? Supposedly, this secret club in which he was involved was
composed of the wealthiest and most devious denizens of the marketplace. What we
learned was a true revelation. This individual was in search of answers as well. Admit-
tedly, all market orders in various stocks passed through his hands, so he had an
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advantage in that he was aware of what the trading public was doing. The specialists
were successful when trading short term, but established trends, particularly the unre-
lenting stock market decline in 1974, eventually took their toll upon these traders’
accounts. He wanted to diversify his trading style to protect and insulate his company
from risk. We shared trading techniques and it quickly became apparent that his role
was strictly mechanical—all he was looking to do was to chip away one-eighth of a
point of profit and earn a fixed fee for each transaction. He went into trading each day
with no preconceived notions of the market—a clean trading slate, if you will—and
then continuously operated against the trend of the day, content to make his money on
a series of small, profitable trades. This was not what we envisioned a specialist
doing. Trading propaganda had memorialized this group as the ultimate insiders. It
turned out the only advantage they possessed was that they were responsible for estab-
lishing the opening price level by matching orders from buyers and sellers as they
passed through their portals at the pit post on the floor of the exchange. By the time
we became aware of this trading edge they had, we had already experimented with and
concluded the importance of the market’s open price level as a key trading reference.

We mentioned earlier the unintended hoax perpetrated upon the financial com-
munity by the financial media. Specifically, every time a price change is reported
by a quote machine, a business news announcement, or similar events, the move-
ment is expressed in terms of the previous day’s closing price level versus the cur-
rent price today. Early on in our careers, we learned quickly that yesterday’s close
was history and a more realistic measurement of price change was defined by price
movement from the current price bar’s open to the current price level. By relating
the price change from the current price bar’s open to close, rather than relying upon
the price change from yesterday’s close to today’s close, the distortions caused by
overnight news developments are avoided. When I shared this trading theory with
the specialist, he agreed with our trading approach, particularly when applied to
day trading, and he confirmed that we had uncovered one of the secrets of trading
successfully. Despite the fact that this discovery was made close to 30 years ago,
its basis permeates most of our trading techniques. In fact, one indicator that we
have created relies upon the relationship of closing price and opening price, as well
as the conventional relationship of closing price to closing price relied upon by
most traders. This combination of price comparisons resolves itself more often
than not in favor of the opening price to closing price relationship. Because its
existence is not obvious, we describe it as TD Camouflage.

TD Camouflage requires that, at a suspected market low, the current price bar’s
low must be less than the previous price bar’s low and the current price bar’s close
must be less than the previous price bar’s close, but at the same time the current price
bar’s close must be greater than the current price bar’s open. Conversely, at a suspected
market high, the current price bar’s high must be greater than the previous price bar’s
high and the current price bar’s close must be greater than the previous price bar’s
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close, but at the same time the current price bar’s close must be less than the current
price bar’s open. In each instance, the critical price relationship and comparison exists
between the current bar’s open and close, whereas most traders concentrate upon the
less important and relevant relationship between consecutive closes.

Now, if trading were this simple, the road to riches would be quick and worry-
free. However, not all market reversals are accompanied by this important price
pattern. Furthermore, there are times when TD Camouflage simply will not work.
We have developed a couple of qualifiers to improve our chances for success. We
invite you to experiment with and develop enhancements of your own to improve
your trading performance with this indicator. Still, with any additional condition it
does not preclude the possibility of a bad trade.

How do traders best apply TD Camouflage to day trade options? First of all,
traders could execute their positions at the opening of the succeeding price bar fol-
lowing the formation of this price pattern. Should they be more inclined, traders
could enter at the close the day the pattern is formed but then the trade would have
to be held overnight. Since price has a tendency to gap at the opening the day after
the pattern, it may be prudent to secure two trading positions—one at the conclu-
sion of the pattern and the other at the next price bar’s opening price level. By
awaiting the next price bar’s open, it helps avoid those trades in which the suc-
ceeding opening reverses the implications of that price pattern by opening below or
above a low-risk buy (call purchase) or sell (put purchase) entry level, respectively.
For example, if a possible low occurs and the next price bar’s open is below the low
of the pattern day or, conversely, the opening price following a suspected high is
above the high of the pattern day; then the trades should be canceled. This price pat-
tern is also important when day trading on time intervals smaller than daily price
charts, such as 30-minute charts and hourly charts.

Figure 9.8 of the CBOE Volatility Index (VIX) identifies two TD Camouflage
patterns—the first a low-risk buy and the second a low-risk sell. The low-risk buy
indication in the underlying index would correspond with a low-risk call-buying
opportunity, and the low-risk sell indication in the underlying index would corre-
spond with a low-risk put-buying opportunity. Note the low-risk buy day recorded
a close greater than the open, a close less than the previous trading day’s close, and
a low less than the prior trading day’s low. Conversely, the low-risk sell day
recorded a close less than the open, a close greater than the previous day’s close,
and a high greater than the previous trading day’s high.

Figure 9.9 of the S&P 500 March 1999 displays numerous TD Camouflage low-
risk indications. In order to present all of these indications over this time period and
also make them visible, we identified them with Xs on the chart. In each instance
where a low-risk buy in the underlying S&P index occurred, thereby translating into
a low-risk call-purchasing opportunity, the low-risk buy day’s low is less than the
prior trading day’s low, its close is less than the prior trading day’s close, and its close
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is above the open. At the same time, in each instance where a low-risk sell in the
underlying S&P index occurred, thereby translating into a low-risk put-purchasing
opportunity, the low-risk sell day’s high is greater than the prior trading day’s high, its
close is greater than the prior trading day’s close, and its close is below the open.

‘Figure 9.10 illustrates various occurrences of TD Camouflage. See how decep-
tive one’s eyes can be by focusing only upon the relationship between consecutive
closing prices and ignoring, at the same time, the relationship of the close to that
same trading day’s open. It isn’t enough to have an up close versus the previous
trading day’s close—it must be accompanied by a close above the open—Tlikewise,
it isn’t sufficient to record a down close versus the previous trading day’s close—it
must be accompanied by a close above the open. The Xs on the chart reflect those
instances in which both requirements were fulfilled.

TD RANGE PROJECTION

‘When Financial News Network (FNN) broadcast market coverage in the mid-1980s,
we were invited to be daily commentators on the markets. The producers asked that
the comments be directed to the overall markets in general, as well as specifically to
forecast the projected high and low for both the U.S. Treasury Bond Futures and the
S&P 500 Futures for that particular trading day. Fortunately, a number of years ear-
lier, I had developed a formula designed to project the daily price ranges.

The components of TD Range Projection necessary to calculate the following -
trading day’s price range were open, high, low, and close. Each price was weighted
according to the relationship between the open and the close. For example, if the
close was above the open, then the high was weighted two times and the low and
close were weighted once; if the close was less than the open, then the low was
weighted two times and the high and close were weighted once; and if the close and
the open were equal, then the close was weighted two times and the high and low
were weighted once. These formulas are as follows:

1.  Ifthe Current Price Bar’s Close > Current Price Bar’s Open, then
»  (Current High X 2) + Current Low + Current Close =X
¢ X/2 - Current High = Projected Low
*  X/2 — Current Low = Projected High

2.  If the Current Price Bar’s Close < Current Price Bar’s Open, then
*  Current High + (Current Low X 2) + Current Close = X
¢ X/2 — Current High = Projected Low
*  X/2 — Current Low = Projected High

3.  If the Current Price Bar’s Close = Current Price Bar’s Open, then
*  Current High + Current Low + (Current Close X 2) = X
*  X/2 - High = Projected Low
*+  X/2 — Low = Projected High
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The greatest advantage to TD Range Projections is that a trader can calculate
them the day prior to their application. The projected high and low are used as bench-
marks for the following trading day. Ideally, if tomorrow’s open is within the projected
high and the projected low, a trader can expect resistance at the projected high and
support at the projected low. If the open occurs outside the projected range, meaning
it occurs above the projected high or below the projected low, it qualifies as a possi-
ble price breakout, provided price follows through by at least one price tick in the
direction of the breakout. In addition, if the opening price exceeds the projected high
to the upside, then this level would now provide support and should be held on a clos-
ing basis; similarly, if the opening price exceeds the projected low to the downside,
then this level would now provide resistance and should be held on a closing basis.

There are periods when the actual prices seem to conform well with the pro-
jected highs and projected lows. An option trader can use the projected range to con-
firm other indicators or to buy puts when the underlying security opens within its
projected range and then exceeds upside the projected high or to buy calls when the
underlying security opens within its projected range and then exceeds downside the
projected low. Should the open occur outside the projected range, an option trader
can trade with the trend breakout, but this practice would be described as trend fol-
lowing and the option premiums would more than likely have already expanded.

Figure 9.11 of the German Dax March 1999 Future presents the TD Daily
Range Projection. The first and third trading days opened outside the confines of
the projection, thereby implying a continuation of price moves in the direction of
the respective breakouts. Of the nine trading days shown on the chart, only the fifth
and the seventh failed to open within the projected ranges. Amazingly, the latter
two projections hit the low and the high exactly, while most of the other projections
effectively contained any movement outside of these two levels. In these cases
where the opening price is contained within the projected price range, it indicated
that any intraday price movement outside the range should have been corrected by
the close, where price could have been expected to close within this range. In but
one of these examples this occurred.

Figure 9.12 includes a daily chart of EBAY with a series of daily projected
ranges. As you can see, breakouts outside the range projection have a tendency to
continue to trade in the direction of the breakout. Most openings within the projected
range tend to close within the projected range as well, thereby indicating that moves
outside this range are simply aberrations and should return to the projected area by
the time of the close. Figure 9.13 also displays EBAY on a daily chart but over a dif-
ferent set of dates. The previous comments apply equally to this chart as well.

Figure 9.14 presents a daily chart of U.S. Treasury Bonds accompanied by the
daily range projections. Each example has an open contained within the projected
price range, and movement outside this range is temporary and followed by a price
reversal by the close of trading. ’
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CHAPTER 9 MOVING FORWARD IN REVERSE 7

Figure 9.15 displays a daily chart of the S&P 500 June 1998 future. The major-
ity of the projected ranges for each day effectively contained the daily price highs
and the lows. Any movement outside the projections was very minor and resulted
in a reversal in the underlying price. In each instance, by the close of that trading
day, price returned within the projected range area.




PULLING IT ALL TOGETHER

OW THAT WE HAVE DESCRIBED how these indicators identify low-risk
price reversals on a long-term and a short-term basis, let's combine
these various techniques into a seamless trading methodology.
The pace of life has accelerated in recent years but it pales when
compared to how conditions have changed within markets around
the world over the past 25 years. Barely a generation ago, the volume on the New
York Stock Exchange averaged 6 million shares a day. We recall in the summer of
1973 when the market closed early just to handle the additional paperwork associ-
ated with the increase in volume of a mere 1 to 2 million shares a day. Daily moves
in the Dow Jones Industrial Average of 20 to 30 points were rare and whenever
weekly declines exceeded 50 points, portfolio managers were frozen and quick to
anticipate a replay of 1929 or some other serious market calamity. To prevent sim-
ilar financial disasters, most market officials were reluctant to introduce new prod-
ucts and relied upon legislation introduced since the Depression of the 1930s to
protect the economy.

The introduction of capitalism and markets worldwide, as well as the accep-
tance of derivative markets by conservative trust departments, endowments, pen-
sion accounts, and government agencies has been an encouragement to investment °
pioneers to experiment and expand trading opportunities and horizons. The growth
of the various trading vehicles and the acceptance and appetite of the trading com-
munity for these products have been astonishing. Despite this incredible growth,
one factor has remained constant and that is the psychology of those individuals
who trade these various markets. The same emotions which drove the individual
trader to make certain decisions in the stock market throughout the years still affect
those who trade the commodities, financial futures, equity, and options markets
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today, but now they may be more exaggerated due to the leverage involved in these
markets. Often the tools used to evaluate these markets have been developed by
professors and market research quantitative think tanks. Their techniques to calcu-
late realistic price valuations are a testimony to the importance of technical market
models, as well as the acceptance of this sort of methodology.

Despite the widespread interest in these new markets, there is one aspect which
has lagged in this rapid growth, and that is data reporting and availability. Although
the overall data-reporting process has improved tremendously since the days of old,
there are still many pockets where the process is lacking. In fact, the effort to write
this book illustrates this one deficiency loud and clear. Whereas we have made
numerous observations regarding option day trading throughout the years, many
difficulties arose when we attempted to document and test them. Unfortunately,
there are only a few providers of stock and commaodity option data and those who
do provide them do not necessarily provide the same information. The information
lacks both consistency and accuracy. In addition, due to the enormous amount of
data, as well as the frequency of price errors, extensive work is required by these
providers not only in data storage and management, but also in data cleansing.
While one data vendor may provide daily option high, low, and closing bid and ask
and no close, another may provide open, high, low, and close; the one or two other
stock option providers will merely report the close and perhaps only report the sta-
tistics for the nearby option expiration and strike price. Surprisingly, even the
exchanges fail to make available the data. As far as futures option providers, the
problems are no less serious. There are few data sources and those who do supply
option data to the public are at the mercy of the various exchanges who do not nec-
essarily correct bad data reports.

Now if one were to overlook the occasional bad data, testing of the various
option trading techniques could be done. We conducted some of our own indicator
testing but became exceedingly frustrated. In fact, to illustrate examples of TD
Dollar-Weighted Put-Call on an intraday basis is futile, let alone impossible. To do
$0, one must obtain accurate indications of trading volume and price activity which
occurs at specific times during the trading day—in other words, one requires data
that one just can’t obtain. To illustrate examples hypothetically based on market
tendencies that we have seen is much more realistic and sensible. This concern
applies equally, only to a lesser extent, to TD % F, since we found the daily highs
and lows are sometimes reported incorrectly. Nevertheless, we believe the concept
of TD % F is most critical and can be tested by following the option markets real
time and paper trading the indicator. And, with additional experimentation with
this option market-timing technique in real-time scenarios, a trader can further
enhance both its performance and its utility. The critical factor is to open one’s
mind to these methods designed to assist option traders.
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A TRADING GAME PLAN

There are many considerations that must be brought together in order to determine
the best way to trade options. Following the markets throughout the years has
enabled us to make numerous observations concerning the trading activity of
underlying securities as well as their related option markets. While we do not pro-
claim to be experts in the ways of option trading, there are certain items that we
look for before we will trade a particular option market. Our plan of attack is not
necessarily correct but it is mechanized, enabling us to participate in a variety of
markets with consistent results.

When evaluating and arriving at an ideal low-risk entry price level, the rela-
tionship between the option and the underlying security must be in synchroniza-
tion. Despite the fact that the option markets are mature exchanges, it does not alter
the fact that trading volume may be light or even nonexistent in a particular option.
When a small group of large individual traders or a large group of small traders
have an interest in a market, liquidity exists; without this feature, trading is erratic
and unpredictable. That is why it is important that, before traders even consider
trading an option, they compare the underlying security to the respective option to
determine how the two instruments move together and whether the market can be
traded effectively. It may just so happen that the option activity is so slow that the
contract hasn’t been traded for hours, or even days, meaning any trade that
occurred would require the trader to make considerable price concessions. If a
market is inactive, most often it is best to avoid day trading in that option alto-
gether. Consequently, make certain that the option is liquid and that any compar-
isons to be made between an option and its underlying asset are based upon trades
which occur within the same time frame. By comparing the two when an option
has not traded for a period of days and the underlying security has traded consis- .
tently produces a distortion in comparative results. Furthermore, one must be wary
when comparing the closes of the option and the underlying security, for the under-
lying may have traded consistently into the close while the option may have gone
hours without trading. In addition, the fact that the underlying security opens prior
to the options anywhere from one to several minutes later can also give a misrep-
resentation to any comparisons which may be made. Just to be safe in these sce-
narios, always note the time of each security’s last trade.

We prefer to select our option trading opportunities from those options which
are close to expiration and trading at- or slightly in-the-money in order to eliminate
as much of the time value from the premium as possible. This way, we are essen-
tially trading an option’s intrinsic value and are unaffected by some of the negative
impact of time decay. Generally, we like to concentrate upon those options which
are within two to three weeks of expiration. Before we enter into any option posi-
tion, careful consideration is always given as to our level of exposure. We feel that
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it is important for traders to avoid overextending their capital commitments in any
one market, as any adverse price movement or lack thereof will have a deleterious
effect on their option positions. Therefore, when day trading, we typically limit our
option purchases to a fraction of what we would pay to own the security outright.
We tend to go with exposure percentages of 2 percent of our total portfolio value
for day trading options, and 4 percent for position trading options. As with long-
term investing, one should always look to spread risk across a variety of invest-
ments and diversify one’s portfolio. Our intentions in presenting these percentages
are not to determine the exact number of option contracts we feel a trader should
buy based upon a mathematical formula—after all, each trader is different—rather
it is to ensure that traders are cognizant of the risks inherent in option trading. To
find success in option day trading and position trading, timing is the key, not size.
Also, we always trade out of our option positions, rather than exercise them—after
all, who’s ever heard of a successful option day exerciser? By trading out of our
position, we save on commission costs, we don’t lose the option premium, and we
receive the intrinsic value of the option as well as the additional time value, thereby
maximizing our potential profits.

We also make several considerations as to when we should purchase our
options. It is also important to consider the day of the week in which one should
enter the option market. Specifically, one should be wary of holding positions from
Friday to the following Monday, as many option theoreticians recalculate their
volatility and delta numbers once a week to determine an appropriate value for the
time premium, usually after the close of trading on Fridays or over the weekend.
This can have a negative impact upon the price of one’s long option position, par-
ticularly as the option approaches expiration. It is also wise to avoid purchasing
call options just prior to a stock going ex-dividend. Because call options do not
entitle the holder to any cash dividends, the value of one’s call option will decline
upon the ex-dividend date. It is important that a trader be aware of the ex-dividend
date prior to initiating a long call position. Additionally, since most of our indica-
tors dictate that the timing for option entry depends upon the price activity of the
underlying security, the exact time of entry is unpredictable, but when day trading
we look for and select option trades whose low-risk call- or put-buying opportuni-
ties occur earlier in the trading day. These trades will give the market adequate time
to develop and perform. We also avoid purchasing options after a trend has been
established, particularly when day trading, as trend followers miss out on the initial
expansion in call premiums following a price low and put premiums following a
price high. We prefer to utilize market-timing indicators to anticipate intraday price
reversals and maximize our option profits.

Most of the market-timing techniques we describe can be applied to the
options themselves as well as to the underlying securities. Since the data is more
readily available for the underlying securities and this information includes cor-




CHAPTER 10 PULLING IT ALL TOGETHER 323

rections, we suggest applying the techniques to the underlying securities as a proxy
for the options. We presented a number of techniques which enable a trader to enter
a market at the open of trading, at the close of trading, or at any point inbetween. If
one were a day trader, obviously, the thought of entering a trade at the open and the
potential of exiting any time during the trading day is most appealing since it max-
imizes the game clock to its absolute limit. Not only are the specific entry tech-
niques we suggest critical, but so are the various methods we present for exiting the
market other than the old day trading stand-by: on the close.

Our intent is to introduce you to an assortment of various market-timing tech-
niques, and we encourage you to apply them to both the option—provided you
have confidence in your data—as well as the underlying security, and then trade
the option intraday with a profit objective in mind. Since we are suggesting one uti-
lize these indicators on such a short time frame, gains may be small relative to the
profits that can be expected over greater time frames. To account for this, we sug-
gest that, if possible, traders have larger stakes in some option markets in order to
make these trades worthwhile, particularly if the options are relatively inexpensive.
Our work does not preclude a trader from extending the trade past the boundaries
of that specific trading day or even trading in the underlying security itself. The
“options” available to the trader are manifold.

Alignment is a practice we like to apply to our trades. Alignment relates to the
juxtaposition of an indicator over a series of time periods. Ideally, we like to see
each indicator confirm a low-risk trading opportunity on several different levels.
Specifically, if the overall market environment is conducive to a trend change, we
want to be there as soon as we can, meaning finding the point of inflection on the
smallest time frame possible. For example, it would be appropriate for a daily,
hourly, or 30-minute chart to be consistent with the direction in which a one-
minute trade is about to be elicited. Typically, we start our indicator search on
greater time frames to establish the overall trading environment. To day trade, we
then move to smaller and smaller time periods in search of shorter-term indications
which confirm these results (although we will occasionally take low-risk call-
buying or put-buying indications that go against the bigger picture every now and
then). Once our entry point has occurred, we then repeat the process to locate an
ideal low-risk exit point. We’re not implying that this process of confirmation be as
stringent and complex as unlocking a safe, but we are emphasizing the fact that a
confirming, overriding indicator will enhance the prospects for trading success.

In addition to alignment, we also like to confirm one indicator with another or a
series of others. This is an extremely important requirement that we make for our-
selves when trading. There is a distinct comfort level when numerous indicators all
confirm an impending trend reversal. However, as is the case with alignment, it is
important that traders not overextend themselves in terms of adding too many vari-
ables to their trading decisions, as these could conflict with one another, leaving the
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traders indecisive as to what the next move should be. Oftentimes, when too many
indicators are applied to a market, with some conflicting with others, market read-
ings become overloaded. Therefore, to combat the possibility of conflicting indicator
‘readings, we suggest that traders determine which indicators establish precedence
and take priority over others, and use those to overcome any uncertainty.

We are very mechanical in our approach to trading. Whether we intend to trade
options or their underlying securities, we examine markets with an indicator
checklist, noting which market-timing techniques are speaking for which markets.
Once we obtain a general picture of the market, we can make our option trades and
our security trades accordingly. The following paragraphs include some of the
most important indicators we use when loading our trading shopping cart. While
we will include some of the basic option strategies we would use in the event of a
low-risk entry or exit, traders can substitute any other strategy they deem appro-
priate. This includes the strategies outlined in Chap. 2 and those which we were
unable to address, but are heavily documented in other option literature, such as
covered call- and covered put-writing strategies, butterfly spreads, ratio strategies,
and synthetic trading.*

Option Buying Rules. We recommend before a trader purchases an option, be
it a call or a put, that the market has fulfilled as many of the four option buying
rules as possible. These rules are extremely important when applied to day
trading.

*  Rule no. 1: Buy calls when the overall market is down; buy puts when the
overall market is up. To determine whether the overall market is up or
down, we examine the advance/decline index, or a comprehensive market
average such as the S&P 500 or the New York Stock Exchange Composite.
When the overall market trades lower, call option premiums typically
decrease. Therefore, by requiring the market index to be down for the day at
the time a call is purchased, the prospects for a decline in a call’s premium
are enhanced. Similarly, when the overall market trades higher, put option
premiums typically decrease. Therefore, by requiring the advance/decline
market index to be up for the day at the time a put is purchased, the prospects
for a decline in a put’s premium are enhanced similarly.

*  Rule no. 2: Buy calls when the industry group is down, buy puts when the
industry group is up. Just as most stocks move in phase with the market, so
too do most industry group components move together with their industry
counterparts. When one stock within an industry group is down, chances are
the others are down as well.

* See Larry McMillan’s McMillan on Options (John Wiley & Sons 1996).
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*  Rule no. 3: Buy calls when the underlying security is down; buy puts when
the underlying security is up. In order to time the purchase of calls, we look
for the price of the underlying security to be down relative to the previous

trading day’s close, as most traders believe this implies that the down trend
will continue. To make this rule more strict, we will also relate the stock’s
current price with its opening price level. Either comparison ensures that the
market’s outlook is perceived bearish by most traders. In order to time the
purchase of puts, we look for the price of the underlying security to be up rel-
ative to the previous trading day’s close, as most traders believe this implies
that the up trend will continue. To make this rule more strict, we will also
relate the stock’s current price with its opening price level. Either comparison
ensures that the market’s outlook is perceived bullish by most traders.

*  Rule no. 4: Buy calls when the option is down; buy puts when the option is
down. The option’s price, be it a call or a put, must be less than the previous
day’s close. As an additional requirement, it may also be less than the current
day’s opening price level as well. Of all rules listed, this requirement is singu-
larly the most important.

The combination of the preceding rules removes one’s emotions when trading
options to make the process of option buying more mechanical and objective.
Occasionally, we will make these trading rules more stringent by comparing the
current trading bar’s close to the current trading bar’s open, as well as the current
trading day’s close to the prior trading day’s close.

TD % E  The first indicator we rely upon when trading options is TD % F. We feel
this is one of the simplest and most effective option trading indicators to use when
day trading options. What we are looking for with TD % F is for a current day’s call
or put option to decrease to approximately no less than half of the prior trading
day’s value, as calculated from the previous day’s close. When a call option’s cur-
rent price declines to 48 to 55 percent of the previous trading day’s call option clos-
ing price level, we obtain a low-risk call-buying zone for the following trading day.
Similarly, when a put option’s current price declines to 48 to 55 percent of the pre-
vious trading day’s put option closing price level, we obtain a low-risk put-buying
zone for the following trading day. Our exit point is determined by our expectations
for the option and the underlying market. If we are uncertain as to what the under-
lying security will do over the course of the day, we will use the profit-targeting
low-risk exit levels that are calculated by multiplying the previous day’s close by
190 and 204 percent. On the other hand, if we believe that the market will continue
to move in the direction that is favorable to our option position, be it a put or a call,
and can exceed 208 percent of the prior trading day’s close, indicating that addi-
tional upside price movement should occur, then we may elect to maintain our
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position longer than intended without a profit target. In these cases, we look to the
other indicators which can be applied intraday to indicate a possible price reversal
and the need to exit our position, such as TD Sequential, TD Combo, and TDST.
Our stop loss levels are determined by how much we paid for the options. If the
options are cheap, and we have not acquired too large of a position, we will not
include a stop loss level—our long option contracts act as an inherent stop. How-
ever, if the option contracts are expensive, or if our option position is large, then we
will consider exiting our position if the market trades less than between 42 and 48
percent of the prior trading day’s close, as additional downside price movement
should occur. If one is uncertain as to whether a TD % F reading will hold, a trader
could always trade a long call spread or a long put spread.

TD Dollar-Weighted Options. 'We also apply TD Dollar-Weighted Options analy-
sis to the options themselves to arrive at a measure of market sentiment. TD Dollar-
Weighted Options analysis differs from, and addresses the shortcomings of, the
traditional method of calculating put/call ratios, where the volume of puts is simply
divided by the volume of calls. We apply this indicator on a daily basis and on an
intraday basis and then coordinate our option purchases at some point during the
trading day with our other indicators as well. This sentiment indicator first measures
the dollar value of the nearest expiration and strike options, by multiplying the call
volume by the call price and by multiplying the put volume by the put price, and
then divides the put activity by the call activity. When the dollar-weighted put vol-
ume exceeds the dollar-weighted call volume, by recording a put/call ratio of 2.00
or greater on an intraday basis, or 1.25 or greater on a daily basis, then the call
option becomes more attractive and a low-risk call-buying opportunity presents
itself. When the dollar-weighted call volume exceeds the dollar-weighted put vol-
ume, by recording a put/call ratio of 0.50 or less on an intraday basis, or 0.75 or less
on a daily basis, then the put becomes more attractive and a low-risk put-buying
opportunity presents itself. These readings identify the trend of the overall market
environment.

A more comprehensive view of the market’s condition can be obtained by per-
forming a more thorough put/call comparison by also using open interest. We first
calculate the dollar-weighted put/open interest ratio by dividing the put volume by
the put open interest, and then multiplying this ratio by the put’s market price; sim-
ilarly, we calculate the dollar-weighted call/open interest ratio by dividing the call
volume by the call open interest, and then multiplying this ratio by the call’s mar-
ket price. Once these final dollar-weighted volume/open interest values are deter-
mined, the put value is divided by the call value to indicate the overall market
environment. When the dollar-weighted put volume as a percentage of open inter-
est exceeds the dollar-weighted call volume as a percentage of open interest, by
recording a put/call ratio of 2.00 or greater on an intraday basis, or 1.20 or greater
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on a daily basis, then the call option becomes more attractive and a low-risk call-
buying opportunity presents itself. When the dollar-weighted call volume as a per-
centage of open interest exceeds the dollar-weighted put volume as a percentage of
open interest, by recording a put/call ratio of 0.50 or less on an intraday basis, or
0.80 or less on a daily basis, then the put becomes more attractive and a low-risk
put-buying opportunity presents itself. These readings identify the trend of the
overall market environment.

If this fraction on an intraday basis is greater than or equal to 2.00, meaning the
put volume as a percentage of open interest is at least two times larger than the call
volume as a percentage of open interest, then traders are more bearish than bullish,
and the market should rally—this occurs for the same reasons we mentioned ear-
lier, specifically, because traders aren’t expecting the market to move higher and
their selling campaigns are close to exhaustion. On the other hand, if this fraction
on an intraday basis is less than or equal to 0.50, meaning the call volume as a per-
centage of open interest is at least two times larger than the put volume as a per-
centage of open interest, then traders are more bullish than bearish, and the market
should decline—this occurs for the same reasons we mentioned earlier, specifi-
cally, because traders aren’t expecting the market to move lower and their buying
campaigns are close to exhaustion. These ratios can be reduced to 1.20 for put
options and 0.80 for call options when making a dollar-weighted put/call compar-
ison as a percentage of open interest, on a daily basis.

In either instance, a dollar-weighted put/call ratio or a dollar-weighted put/call
ratio as a percentage of open interest do not provide a definitive entry point, per se.
Therefore, we typically apply the indicator on a daily basis and an intraday basis
and then await another daily or intraday indicator to confirm the reading, such as
TD % F, TD Lines, or any of the other indicators presented throughout the book.
This process is what identifies a specific entry point for our option purchase. With
TD Dollar-Weighted Options, our exit point is usually obtained when a short-term,
intraday indicator reading in the opposite direction is recorded, usually TD Sequen-
tial, TD Combo, and TDST. Our stop loss level is either nothing at all in cases
where the options are cheap or we don’t have a large position, or simply a dollar
loss in cases where the options are expensive or we have a large position. Long
spread positions can also be taken in the event of market uncertainty to reduce the
cost of the option debit.

ID Sequential and TD Combo. Trading with TD Sequential and TD Combo on
an underlying security provides us with much trading versatility and freedom.
Throughout the trading day, a large number of TD Sequential and TD Combo
trades surface across various time frames, enabling a trader to select from numer-
ous possibilities. Because there are so many trading opportunities, we limit our
low-risk trading choices to a small set of time frames (such as 1-, 5-, 10-, 15-,
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30-, and 60-minute charts) to ensure that we are trading responsibly, not just
actively. We can trade based upon a daily low-risk trading opportunity, and then
time our entry intraday; or we can simply trade intraday based upon any of our pre-
ferred time periods. Whether we decide to trade merely a completed Setup series
or a completed Countdown series depends upon the indicator’s interaction with
other indicators, such as TDST lines and TD REI with TD POQ. In either case, a
low-risk put-buying opportunity would occur following the completion of a sell
Countdown phase, and a subsequent entry indication if we were trading conserva-
tively, for TD Combo and for either of the two possible TD Sequential settings; and
a low-risk call-buying opportunity would occur following the completion of a buy
Countdown phase, and a subsequent entry indication if we were trading conserva-
tively, for TD Combo and for either of the two possible TD Sequential settings. If
we were trading more aggressively, we could bypass the entry techniques and trade
the options based simply upon the completion of the Countdown phase.

A similar trading situation occurs for completed Setups, particularly when a
Setup is unable to exceed the previous TDST in the opposite direction, indicating
the market may not run to the completion of the Countdown phase. A low-risk put-
buying opportunity would occur following the completion of a sell Setup phase
and a low-risk call-buying opportunity would occur following the completion of a
buy Setup phase, provided each Setup fails to exceed the prior TDST line in the
opposite direction. Because completed Setups and Countdowns can be quite pow-
erful indicators, we would only trade low-risk trading opportunities with call and
put options to ensure that our maximum gains are unlimited. We wouldn’t trade
these readings with spread orders because they would limit our gains. When trad-
ing intraday, our exit point is obtained once a profit objective is reached or when a
Setup or a Countdown has been, or is just about to be, completed on either the same
or a different time frame. Our decision depends on our trading bias at that time.
Our stop loss during these day trading sessions are, again, nothing in cases where
our options are cheap or we have a small option position, and usually just a dollar
loss if the options are expensive or our position is large.

The greater the time frame in which a low-risk TD Sequential or TD Combo
Countdown buying (call-buying) or selling (put-buying) indication occurs for the
underlying security, the greater the likelihood we will extend the holding period of
our trade. As a rule of thumb, any completed low-risk TD Sequential Countdown
or TD Combo Countdown indication occurring on a 30-minute basis or greater
suggests that price will sustain an extended price reversal, over a number of price
bars. Because these larger time frame indications typically last longer than shorter-
term indications, with any longer-term intraday trade that we initiate, we will
always evaluate our position prior to the close to determine whether we feel the
market will continue its price movement prior to a price reversal, in which case we
would hold our option position for at least one additional trading day.
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Depending upon the situation, we may also trade options using any of the four
indicators which can be used to initiate entry into a trade following a completed
Countdown phase, specifically TD Open, TD Trap, TD CLOP, TD CLOPWIN (see
Chap. 6). In these cases, we would use the indicators on a daily price chart and time
our option purchases once the indicator rules are fulfilled. Unlike many of the
other indicators, option entry for these four market-timing techniques can only
occur intraday. We would look to buy calls when the market fulfilled the require-
ments for a low-risk buy opportunity and to buy puts when the market fulfilled the
requirements for a low-risk sell opportunity. Our exit point is obtained when our
profit objective is reached or when an indicator reading in the opposite direction
has occurred. Our stop loss during these day trading sessions are nothing in cases
where our options are cheap or we have a small option position, and usually just a
dollar loss if the options are expensive or our position is large.

TDST, TD Lines, TD Retracements. Each of these three indicators identify break-
out levels for the underlying security that can be traded as a trend-following tech-
nique or faded in cases where the levels are either disqualified (in the case of TD
Lines and TD Retracements) or were not held on a closing basis, an opening basis,
and then trade at least one tick beyond that level. We typically utilize these indica-
tors on a daily chart and use their daily levels as low-risk intraday entry points, but
they can be applied to intraday charts with effectiveness. As the time frame to which
these indicators apply becomes smaller and smaller, we pay more and more atten-
tion to the qualified breakouts, as opposed to the disqualified breakouts (which are
more important on a daily scale). If the market exceeds a buy TDST, a qualified TD
Supply Line, or a qualified TD Retracement level upside, on a closing basis, the
next bar’s opening price, and then trades at least one tick higher than the opening,
then a low-risk call-buying opportunity is presented—although, we personally don’t
often participate in these trend-following moves. If the market exceeds a sell TDST,
a qualified TD Demand Line, or a qualified TD Retracement level downside, on a
closing basis, the next bar’s opening price, and then trades at least one tick lower
than the opening, then a low-risk put-buying opportunity is presented—again, we
‘personally don’t participate in these trend-following moves very often.

If the market holds a buy TDST on a closing basis as well as the following trad-
ing bar’s opening, or exceeds a disqualified TD Supply Line or TD Retracement
level upside (meaning none of the four qualifiers are met), then a low-risk put-
buying opportunity is presented—on a daily chart, these are the type of option buy-
ing indications we are seeking. If the market holds a sell TDST on a closing basis
as well as on the following trading bar’s opening, or exceeds a disqualified TD
Demand Line or TD Retracement level downside (meaning none of the four quali-
fiers are met), then a low-risk call-buying opportunity is presented—again, on a
daily chart, these are the type of option buying indications we are seeking. A trader
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could also enact a long spread to reduce the debit if one were so inclined, but that
is up to the discretion of the individual. Because there is no definitive exit point
aside from the closing price (unless other indicators insinuate that it would be
desirable to extend the holding period of the option beyond the current day’s close),
we utilize other indicators, including TD Sequential and TD Combo, to confirm a
low-risk exiting point. Yet again, the stop loss level is arbitrary, depending upon the
investor. For us, our stop loss during these day trading sessions is nonexistent
in cases where our options are not expensive or we have small positions, or is a
dollar-stop if the options are costly or our position is large.

TD Line Gap and TD Line Gap REBO. These two indicators work much like
typical TD Lines, only without the necessity of qualifiers. TD Line Gap and TD
Line Gap REBO are indicators that construct TD Lines from a TD Point to a sub-
sequent price gap or price lap. An upward-sloping TD Line Gap line connects the
most recent TD Point Low to the low of the most recent price gap or price lap
upside; conversely, a downward-sloping TD Line Gap line connects the most
recent TD Point High to the high of the most recent price gap or price lap down-
side. Once a TD Line Gap upside breakout occurs above a downward-sloping line,
a low-risk call-buying opportunity is presented. The only qualifier states that the
current price bar’s opening price must open in the direction of the breakout, mean-
ing it must be greater than the previous price bar’s close. Conversely, once a TD
Line Gap downside breakout occurs below an upward-sloping line, a low-risk put-
buying opportunity is présented The only qualifier states that the current price
bar’s opening price must open in the direction of the breakout, meamng it must be
less than the previous price bar’s close:

TD Line Gap REBO takes things a step further to confirm TD Line Gap
breakouts. TD REBO works by taking the price range of the prior trading day and
multiplying it by a percentage—such as 38.2 percent—this value is then added to
and subtracted from the current day’s opening price. In the case of an upside break-
out indicating a low-risk cali-buying opportunity, price must breakout above both
the downward-sloping TD Line Gap line as well as the upper TD REBO level. The
low-risk, trend-following entry point would occur at the higher of the two levels.
Additionally, traders could also choose to enter at both price levels, purchasing a
portion of their call positions at the first breakout level and the balance of the call
position at the second breakout level.

We typically use TD Line Gap and TD Line Gap REBO on a dally basis. The
most obvious reason is that intraday charts do not leave many price gaps. Unless a
market is illiquid, where the spread between the bids and offers is wide, intraday
price activity moves consistently without many price holes. They can be applied
intraday on a larger scale, but these instances are typically used with any resulting
price laps as opposed to price gaps. Therefore, we use the daily momentum levels of
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these two indicators as our intraday entry points. For both of these indicators, our
exit point occurs when our profit objective is attained or when we receive a con-
flicting reading from a different indicator. If our position is large, our stop loss is
placed at a level that corresponds with the most we would care to lose on the trade.

TD REI and TD POQ. We utilize TD REI and TD POQ together and predomi-
nantly on a daily basis or a longer-term intraday basis in the underlying security. If
the TD REI records an extreme oversold reading, meaning the TD REI has resided
below —45 on the TD REI oscillator for a period of six or more trading bars, then
price should continue to decline; a trend follower could use this opportunity to pur-
chase put options. Similarly, if the TD REI records an extreme overbought reading,
meaning the TD REI has resided above 45 on the TD REI oscillator for a period of
six or more trading bars, then price should continue to advance; a trend follower
could use this opportunity to purchase call options. If the TD REI records a mild
oversold reading, meaning the TD REI has resided below —45 on the TD REI oscil-
lator for a period of five or fewer trading bars, then TD POQ can be applied. If in the
underlying security, before an overbought reading is registered, the market records an
up close that is followed by an opening price that is less than the up close bar’s high,
and then trades at least one tick higher, then a low-risk trend-following call-buying
opportunity is presented at the breakout price above the high. If the open is above the
up close day’s high, but not above the high two price bars ago, and the close is above
the open, then a weaker, but nevertheless low-risk, call-buying entry is indicated
upon the close. If the TD REI records a mild overbought reading, meaning the TD
REI has resided above 45 on the TD REI oscillator for a period of 5 or fewer trading
bars, then TD POQ can be applied. If in the underlying security, before an oversold
reading is registered, the market records a down close that is followed by an opening
price that is greater than the down close bar’s low, and then trades at least one tick
lower, then a low-risk trend-following put-buying opportunity is presented at the
breakout price below the low. If the open is below the down close day’s low, but not
below the low two price bars earlier, and the close is below the open, then a weaker,
but nevertheless low-risk, put-buying entry is indicated upon the close.

We prefer to day trade disqualified TD REI and TD POQ oscillator readings,
although both qualified and disqualified indications can be equally powerful. The
only problem exists with the fact that a qualified TD REI indication is a trend-
following trade and therefore the option’s premium will already reflect some of the
market’s psychology before one even enters the trade. For a disqualified TD REI and
TD POQ indicator reading following a current mild oversold reading and an up
close, TD POQ requires that the open of the price bar of the underlying security -
after the up close be above both of the two previous price bar highs in order to war-
rant a put-buying opportunity. In these instances, the opening price has been exag-
gerated upside and the market will typically decline, most often filling in downside
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any price gaps. For a disqualified TD REI and TD POQ indicator reading following
a current mild overbought reading and a down close, TD POQ requires that the open
of the price bar of the underlying security after the down close be below both of the
two previous price bar lows in order to warrant a call-buying opportunity. In these
instances, the opening price has been exaggerated downside and the market will
typically advance, most often filling in any upside price gaps. These trades can be
entered intraday following the current bar’s opening price which indicates whether
the trade will be disqualified and require a trader to fade the indicator or whether the
trade will be qualified and require that the trader follow the trend of the market.

Our exit point for qualified or disqualified, extreme or mild readings is usually
obtained when a short-term, intraday indicator reading in the opposite direction is
recorded, usually TD Sequential, TD Combo, and TDST. You can see the impor-
tance of indicator alignment with one another. Our stop loss level is either nothing
at all in cases where the options are cheap or we don’t have a large position, or sim-
ply a dollar loss in cases where the options are expensive or we have a large posi-
tion. Long spread positions, similar to those mentioned in Chap. 2, can also be
taken in the event of market uncertainty to reduce the cost of the option debit. In
addition, option positions can be extended beyond the current trading day if other
indicators support that action.

TD Fib Range, TD Exit One, TD REBO Reverse, TD Camouflage. Each of
these four indicators are applied to daily price charts or long-term intraday charts
of the underlying asset to arrive at a trading outlook for the option. Qualifiers can
be introduced to each market-timing technique to enhance its results, but for the
sake of simplicity, we’ll just present the indicator in its most basic form. TD Fib
Range states that daily price range movements of 1.618 times the previous trading
day’s true price range or 1.618 times the average of the previous three days’ true
price range, when added to or subtracted from the previous trading day’s close,
oftentimes corresponds with market exhaustion. When the market closes outside
these points of exhaustion, an ideal low-risk call-buying opportunity in the case of
a price decline below the lower TD Fib level, or an ideal low-risk put-buying
opportunity in the case of a price advance above the upper TD Fib level, is pre-
sented at the close of the price bar or the following price bar’s open. We prefer to
use this indicator together with TD % F and TD Dollar-Weighted Options, as they
work well in conjunction with one another.

In the case of a TD Exit One low-risk call-buying opportunity, the market must
first record three consecutive down close days, and then the current day’s open
must be greater than the close one day ago and the current day’s low must trade less
than the close one day ago. In addition, the price range one day ago must be greater
than the true price range two days ago. The low-risk call-buying opportunity
occurs one tick less than the close one day ago, or at the low one day ago, depend-
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ing upon whether TD Differential says the underlying market should move lower or
not: if the difference between the close one day ago and the low one day ago is
greater than the difference between the close two days ago and the low two days
ago, then the low-risk call-buying level is one tick below the previous day’s close;
and if the difference between the close one day ago and the low one day ago is less
than the difference between the close two days ago and the low two days ago, then
the low-risk call-buying level is one tick below the previous day’s low. If price
should rally after trading one tick below the prior day’s close, then we will purchase
our call option position at that point; however, if price should rally after trading to
the prior day’s low, then we will purchase a portion of our intended call position at
the prior day’s close and the balance at the prior day’s low. The low-risk put-buying
opportunity occurs one tick greater than the close one day ago, or at the high one
day ago, depending upon whether TD Differential says the underlying market
should move higher or not: if the difference between the close one day ago and the
high one day ago is greater than the difference between the close two days ago and
the high two days ago, then the low-risk put-buying level is one tick above the pre-
vious day’s close; and if the difference between the close one day ago and the high
one day ago is less than the difference between the close two days ago and the high
two days ago, then the low-risk put-buying level is one tick above the previous
day’s high. If price should decline after trading one tick above the prior day’s close,
then we will purchase our put option position at that point; however, if price should
decline after trading to the prior day’s high, then we will purchase a portion of our
intended call position at the prior day’s close and the balance at the prior day’s high.

TD REBO is a momentum indicator that measures the previous trading day’s
true price range, multiplies this value by either 38.2 or 61.8 percent (or any other
percentage with a reliable history of effectiveness) and then either adds this value
to or subtracts it from the current day’s opening price to establish a low-risk option
entry. If the underlying asset’s price trades above the upper TD REBO level, then a
low-risk (trend-following) call-buying opportunity exists at that price level; if the
underlying asset’s price trades below the lower TD REBO level, then a low-risk
(trend-following) put-buying opportunity presents itself. TD REBO Reverse, on
the other hand, is trend anticipatory. In the case of a low-risk call-buying entry, if
the current day’s open is above the previous three days’ closes and the entry price
is above the prior three days highs, then buying at a price level which is calculated
by multiplying the greater of the two previous trading days’ true ranges by a per-
centage—such as 61.8 or 38.2 percent—and adding that value to the current day’s
open would be too aggressive, and rather than purchase a call upon the TD Reverse
REBO breakout, we would purchase a call. In other words, if the current bar opens
greater than the close of each of the three prior days, and the entry price is greater
than the high of each of the three prior days, then one would fade the perceived
REBO upside breakout. Conversely, in the case of a low-risk put-buying entry, if
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the current day’s open is below the previous three days’ closes and the entry price
is below the prior three days’ lows, then buying at a price level which is calculated
by multiplying the greater of the two previous trading days’ true ranges by a per-
centage—such as 61.8 or 38.2 percent—and subtracting that value from the cur-
rent day’s open would be too aggressive, and rather than buying a put upon the TD
Reverse REBO breakout, we would purchase a call. In other words, if the current
bar opens less than the close of each of the three prior days, and the entry price is
less than the low of each of the three prior days, then one would fade the perceived
REBO downside breakout.

TD Camouflage is used on larger time frames and identifies patterns that are
indicative of a possible market reversal. TD Camouflage requires that, for a call-
buying opportunity at a suspected market low, the current day’s low must be less
than the previous day’s low and the current day’s close must be less than the previ-
ous day’s close, but at the same time the current day’s close must be greater than
the current day’s open. In this scenario, we would look to execute a small portion
of our low-risk call-buying position at the close of the pattern day and the balance
at the opening of the following day. Conversely, for a put-buying opportunity at a
suspected market high, the current day’s high must be greater than the previous
day’s high and the current day’s close must be greater than the previous day’s close,
but at the same time the current day’s close must be less than the current day’s
open. In this scenario, we would execute a small portion of our low-risk put-buying
position at the close of that day and would purchase the balance on the next day’s
open. In each instance, the critical price relationship and comparison exists
between the current bar’s open and close, whereas most traders concentrate upon
the less-important and -relevant relationship between consecutive closes.

Our primary trading style with TD Fib Range, TD Exit One, TD REBO
Reverse, and TD Camouflage is to simply buy the call or put option outright upon
reaching these price levels and objectives. However, if these indicators conflict
with the overall market picture, we will consider trading a long option spread so we
do not have to put up as much money and can still participate in the market’s move.
Our exit points ate obtained once a profit target is reached or, if one were so
inclined, once an intraday indicator reading in the opposite direction is recorded.
Our stop loss levels are either nothing at all in cases where the options are cheap or
we don’t have a large position, or simply a dollar loss in cases where the options are
expensive or we have a large position.

TD Range Projection. We utilize TD Range Projection to approximate the fol-
lowing day’s price range. While this indicator can also be used intraday, we prefer
a broader time frame, such as hourly charts, and prefer to use this indicator to pro-
ject daily ranges. To arrive at TD Range Projections, three mathematical formulas
are applied depending upon the current day’s relationship between the close and
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the open. While we can use TD Range Projections to make trading decisions out-
right, it is primarily used to confirm other indicators and form opinions as to the
probable direction and price activity of a particular market.

How one trades TD Range Projections is determined by the opening price rel-
ative to the projected high and low. If the market opens within the projected high
and the projected low, a trader can expect resistance at the projected high and sup-
port at the projected low. In this instance, when price exceeded the projected high
to the upside, a low-risk put-buying opportunity occurs; conversely, when price
exceeded the projected low to the downside, a low-risk call-buying opportunity
occurs. If the market opens outside the projected range, meaning it opens above the
projected high or below the projected low, it qualifies as a possible price breakout,
provided price follows through by at least one price tick in the direction of the
breakout. In this instance, an option trader can trade in the direction of the trend
breakout, by buying calls upon opening above projected high breakout, or by buy-
ing puts upon a downside projected low breakout. However, this practice would be
described as trend-following and the option premiums would more than likely have
already been affected. In addition, if the opening price exceeds the projected high
to the upside, then this level would now provide support and should be held on a
closing basis; similarly, if the opening price exceeds the projected low to the down-
side, then this level would now provide resistance and should be held on a closing
basis. When trading with TD Range Projections, our exit points are obtained once
we are satisfied with our profits or once an intraday indicator reading in the oppo-
site direction is recorded; our stop loss levels are either nothing at all or a dollar
loss, depending upon the size and the value of our position.

GAME PLAN SUMMARY

In each trading example highlighted in the preceding section, once we have utilized
at least one of the prior 20 or so indicators to enter into a trade, we are on the look-
out for a low-risk intraday signal in the opposite direction to indicate that we
should exit the trade. The best indicators that do so intraday are TD Sequential, TD
Combo, and TD Setup Trend, all of which can be applied effectively anywhere
from daily charts to one-minute charts; and TD Lines and TD Relative Retrace-
ments, where qualified intraday breakouts are preferred over disqualified intraday
breakouts. This doesn’t mean the other indicators cannot be applied intraday, espe-
cially on larger time frames, such as hourly charts, but they are not tailored to iden-
tify the types of price momentum swings that the former five indicators do. Unless
we receive a long-term indicator informing us not to, and unless we have not
already done so, we typically exit our day trades prior to 15 to 30 minutes before
the close of that trading day, since most of the day trading public and floor traders
tend to exit their positions around that time, which can cause an unexpected
adverse price swing in the market. However, keep in mind that we do not require
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that one must exit one’s position that trading day, as most of the indicators pre-
sented—especially when applied to daily charts—are effective for more than sim-
ply one price bar, or day, of activity.

Therefore, to summarize, what we are looking for in selecting an ideal trading
candidate is an option that is liquid, is close to expiration, and trading at-the-money
or slightly in-the-money. We will also consider trading options that have a low total
cost in order to have a lower level of risk. Additionally, option trades resulting from
low-risk entry indications that have sufficient time to develop, are in alignment
over several different time periods, and are synchronized with other indicator read-
ings increase the likelihood of success.

OTHER OPTION TRADING TIPS :

We have presented a series of indicators designed to make a trader’s job of identi-
fying market turning points simpler. Not all may suit your trading needs and some
may require adaptation before their implementation. We encourage you to
research and establish a level of trading comfort with at least a few of these tech-
niques. Make certain you understand their intricacies and the nuances associated
with each. Apply the methods to the market on paper before trading with your
own funds. Try to integrate the indicators into your own trading regimen. Once
completely understood, follow the plan religiously and detach your emotions from
any decision making. Once trading has begun, establish intervals of trading eval-
uation and only then begin to introduce any enhancements and revisions to your
methodology. Once again, the testing phase should be extensive before any
deployment of assets. Trading survival is crucial and traders must avoid any inter-
ference which may jeopardize or place into risk a substantial portion of their cap-
ital at any one time.

For those who trade as a hobby as opposed to a full-time profession, we rec-
ommend that one shy away from using these indicators on an intraday basis. To be
a successful day trader, one must devote an extraordinary amount of time and effort
to following the markets, evaluating each of several different market situations as
they unfold. Unfortunately, day trade options or the underlying security with these
indicators is just not for everyone. However, this does not preclude or prevent one
from utilizing these market-timing techniques altogether, it simply means one must
alter one’s time horizon. In fact, for those who can’t afford to day trade for one rea-
son or another, we encourage you to apply these indicators to daily price charts to
see how they can enhance your investing abilities over the following days, weeks,
or even months. The beauty of these indicators is that they are versatile and are not
limited strictly to one time frame-—they can be applied on both a daily and an intra-
day basis, each with consistent and effective resuits. If one does not wish to take on
the larger risks inherent in, or the greater time commitments required for, day trad-
ing, one can become a longer-term position trader, or an investor, and reduce each
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of these items considerably. These indicators can provide the framework, the struc-
ture, and the discipline to analyze and trade the markets; it’s just up to you to decide
what you will choose to do with them.

We realize that trading options is a game of chance and statistics. By including
various proprietary indicators, as well as our market-timing experience and insight
in this book, our goal has been to tilt the option playing field in your direction
rather than in favor of the option writers. We attempt to provide you with a per-
spective on the overall market environment and from there to make certain that you
are anticipating trend reversals properly. Our entire concept is to buy weakness and
to sell strength, thereby removing the emotional premium attached to so many
trend-following trades. We are not implying that one should buy (buy calls) when-
ever the market is down or sell (buy puts) whenever the market is up, regardless of
the reasons the markets have perpetuated these moves, we are simply saying that in
these environments one should look for low-risk opportunities in which to initiate
these contratrend positions. The common denominator of most all of our market-
timing approaches to option trading is a theme of price exhaustion or antitrend
analysis. Each approach is designed to be purely objective and mechanized. It has
always been our belief that our research work is an unfinished project. We do not
want to force our settings and qualifiers for the various indicators upon any user,
rather we encourage others to experiment and perfect our techniques. This is not to
imply that the work is unfinished or indecisive, by any means, but we are open-
minded to the possibility that you may be able to contribute to the enhancement of
these indicators. If we had presented this information as systems, then the impres-
sion would be that they are turnkey and complete and not subject to any chance of
improvement. This is not the case. We have found and continue to be firm believ-
ers that results derived from creativity and development are unpredictable and
oftentimes very rewarding. Unless an approach is near perfect, there is always a
need to perform additional research to improve it. So, our invitation is extended to
you to work with the concepts we provide, paper trade them, put them into effect,
and further research and upgrade these techniques. In time, doing so should greatly
improve one’s trading success.

EXPANDING YOUR HORIZONS

Having read this book, a reader may conclude that to arrive at a number of option
trading possibilities many of the indicators must first be applied to the underlying
security. One could ask, “Well, why can’t I simply day trade the underlying secu-
rity itself?” Well, the truth is, you can. The majority of these indicators were cre-
ated prior to the advent of the options market to predict price movement in
different securities markets. It was only once standardized, publicly traded options
came into existence and became popular that we realized these indicators which
applied to the securities markets could be used as well to initiate positions in a
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derivative securities market such as options. In other words, for those indicators
that are not directly applicable to options trading, one can use the results obtained
from applying the indicators to the underlying security. The primary reason we are
recommending trading options based upon our indicators is because they provide a
structure which allows traders to limit their risk, keep their rewards unlimited, and
allow them to control more size for less money. However, this does not mean
traders should necessarily trade options exclusively. If traders feel more comfort-
able day trading the underlying asset, then they should by all means do so.

Likewise, a trader is not restricted to day trading when applying many of these
indicators. We appreciate the fact that not all of our readers are either prepared or
capable of enduring the emotional and physical demands of day trading. Addition-
ally, the time commitments for day trading either options or the underlying securi-
ties are great. Therefore, for those of you who are not ideal candidates for
short-term day trading, we suggest applying these indicators in the context of posi-
tion trading. Because all of our indicators are dynamic and apply equally well to all
markets, regardless of the time frame in which they are utilized, traders can expand
their time horizons and become position traders in either options or securities, as
opposed to simply day traders of options or securities. Because these indicators are
so versatile, traders can customize the work to meet their trading needs.

Also, there is nothing in our work that says one can’t find a balance between
day trading and position trading. What may begin as a day trading position can, and
oftentimes will, evolve into a longer-term position—this added dimension will
increase one’s trading opportunities and profits dramatically. By trading rigidly,
traders limit their rewards—always. Traders must be willing to experiment with
and rationalize trading positions. This practice will make a successful trader.

For those of you new to trading, either options or securities, the path you
choose is up to you. However, the questions you must consider are many and can
have a drastic impact on your livelihood. If you feel unsure about the trading style
you should take, our suggestion is that you start on a longer-term time frame, ana-
lyzing daily charts and applying the indicators to positions over a period of days or
even weeks, and consider trading small. Once a level of comfort in the options
and/or securities markets is attained, you can gradually increase your participation
and your exposure. Taking small losses and letting profits run is much easier to
manage, both financially and emotionally, than taking large losses and then trying
to recover. Keep in mind that the name of the trading game is to live to see the next
day of trading. In the investment business, there is no life after financial death.

The important fact is that readers understand we are not providing them with a
trading prescription, rather we are offering a new way of analyzing and trading
existing markets. Hopefully, they will find the most ideal means of implementing
this work into their trading arsenals in a way that is harmonious with their trading
styles.




Conclusion

OR SO MANY YEARS the stock market has defied the laws of gravity. Any
and all pullbacks were perceived correctly by investors as opportunities
to buy. From the corner grocer to the teachers at school, everyone was
participating in this meteoric market rise. Almost each and every stock
market investor, regardless of gender or age was on an unprecedented
historic financial roll, making money hand over fist in the process. Mutual funds,
bursting with cash inflows at a record pace, were the vehicle of choice for most
preoccupied investors; whereas independent-minded investor entrepreneurs chal-
lenged themselves to the task of investing their own money. The testimony to their
successes is chronicled each and every day in the financial pages of the press.

Needless to say, a secular tide into the stock market of record proportions has
been afoot and has made even the most reckless, unsuitable, and ill-timed invest-
ment decisions appear near genius. By definition, as the market records all-time
highs, no previous buyer will have incurred a loss. The question posed by this audi-
ence of investors has not been how much longer this perpendicular market rise
would perpetuate itself, rather it has been how long it would take the market to
exceed each 1000-point threshold barrier. Throughout this unprecedented move,
the only concerns expressed were those of veterans of past bear markets. However,
it became clear that the barometers and the benchmarks these professionals applied
successfully to markets past had no bearing, application, or relevance to this
record-breaking stampede. Fortunately, for the sake of the public’s portfolios, the
concerns and admonitions of these pros by and large fell upon deaf ears. Investing
was never intended to be this lopsided and easy!

In hindsight, it appears to have been preordained and inevitable that many
investors would perceive the evolution from investor to trader as a natural progres-
sion, requiring no additional abilities or experience, only more time and access to
information. The first handful of defectors from the ranks of investors were
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described by their compatriots as pioneers. It was only a matter of time before
other investors exhibited similar yearnings to become traders. The resulting suc-
cess and wealth that investors have enjoyed has served to foster cravings to acquire
more quickly even more success and wealth. The pattern is predictable and, unless
properly prepared, a trader is doomed.

As Bob Dylan had groaned prophetically so many years ago, “the times, they
are a changin’” Indeed, not only have the dynamics of the market changed but so
too have the composition, mood, and outlook of its constituents. All the major
obstacles of the past which precluded broad, active public participation in trading,
such as high commissions and research costs, have been dismantled or removed.
The supply of research information, news, and data has been made available on a
timely basis to large and small investors alike. We have observed that a fledgling
trader’s market behavior is initially subdued and controllable. However, the distinct
risk to a trader exists that the lure and the expectations of large and immediate prof-
its become irresistible. Unless a trader is properly prepared to deal with these
temptations, failure is a foregone conclusion.

The accounts of a day trader who sits in front of a quote machine barking trad-
ing instructions to a broker and making obnoxious amounts of money have been
embellished over time to include exorbitant cash payments for vacation villas, pri-
vate jets, yachts, and other trappings of the rich and famous. While these and sim-
ilar outrageous stories permeate this industry and infiltrate an investor’s psyche, no
one has produced any documentation describing the process whereby traders can
educate themselves to become such enviable market trading mavens. The mystique
and reverence attached to these few legendary trading deities borders on a mania
and hysteria which surpass those associated with modern-day cults. Such individ-
uals do exist but their population is limited to but a rare few. Within the investment
community, this frenzy conjures up fantasies more elaborate and personal than
those enjoyed by children awaiting Christmas morning.

However, traders are human and are held victim by their emotions—this mes-
sage is delivered every day by the ultimate judge, the marketplace. Don’t you think
that if all traders were destined to be successful, trading would be the profession of
choice? Despite the perceptions you may acquire from exaggerated media
accounts, movies, or acquaintances, the poténtial rewards associated with trading
are just too great for this exercise to be so easy. In life, as in physics, there is a
direct correlation between energy exerted and productivity. Successful trading not
only requires the intelligence and the knowledge to select suitable trading candi-
dates, but it also requires the emotional wherewithal to act and react prudently and
reasonably, independent of the activities of other traders. An element of street
sense is a nonquantifiable but essential quality, which often distinguishes a
mediocre trader from a great trader.
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To graduate from an investor to a day trader is a feat accomplished by very few.
It’s easy to construct a profile of a successful trader, detailing the trader’s skills and
attributes, but just as it is difficult to reproduce a recipe for grandma’s famous
apple pie, the formula for creating the ideal trader is likewise vague, inexact, and
nondescript. Granted, it is virtually impossible to transform an investor into a
trader by following a prescription in a book, but there are certain prerequisites
which are obvious and essential and can be communicated. ‘

One way to accelerate a trader’s education is to provide a series of objective
techniques which should facilitate the trading process. That is our role and in order
to fulfill it we expanded the original scope of our book to include numerous
market-timing indicators. The best way for a trader to accomplish the implementa-
tion of these methods is to avoid as much external interference as possible. This
includes prudent and sound money management principles. Above all, traders
should avoid at all costs relying upon their trading successes to support their
lifestyles. Adherence to such a practice invites tendencies and excuses to wander
and deviate from one’s trading game plan. Other admonitions include the estab-
lishment of a trading structure, the refusal to be influenced by others, and the prac-
tice of trading discipline. We also suggest that a trader establish a psychological
balance between the challenge of trading and winning, and the necessities of earn-
ing a comfortable living.

If you have read this book to this point, you are likely the type of individual
who possesses the mental discipline, interest, and wherewithal to trade options
successfully. We must admit that our first few perusals of books on option trading
were bland, dry, and unappealing episodes. We recall using a magic marker to high-
light those areas of text which we believed to be the most important or were unclear
and, lo and behold, upon the conclusion of the book we realized that we had
unknowingly painted the entire book yellow. This was certainly a backhanded tes-
timony to our lack of understanding and utter confusion. Hopefully, by providing
an option trading process from the perspective of the option buyer, we have piqued
your interest in the subject matter of day trading options and, at the same time, kept
the discussion sufficiently simple and educational.

To simply declare oneself ready to pursue the profession of day trading is the
easy part. To be disciplined and control one’s emotions and to install the necessary
money management skills are essential components of success and are difficult to
acquire. To install trading indicators and to apply and follow them objectively is
likewise difficult. Day trading stocks or futures is no simple task, but to day trade
options on these securities poses other greater risks since these instruments are
more leveraged and can expire. Timing is the key to success, as is the preservation
of capital. We believe success in trading options is a result of timely anticipation of
trend reversals. Prior to the reversal of a trend, if a trader wanted to position him-
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or herself against the prevailing trend, option premiums would be low since trading
interest is concerned with the outstanding market trend. That is the ideal time to
evaluate trading opportunities. We have presented a series of indicators we believe
to be helpful in identifying pending trend reversals.-Although no person or market
model is infallible, we believe following an objective game plan or strategy gives a
trader a tremendous edge, as well as reduces the strain he or she would likely feel
blindly trading without a market-timing compass.




Appendix

OPTION CODES

Shown on the next page are the codes for the various expiration months and strike
prices. While it is not essential that one memorize or even consider these codes in
order to trade options, they are helpful to know. Among other uses, these codes are
used by brokers to place orders or write up order tickets and are listed on client
trading statements. Now, many readers may be wondering what all of these letters
and numbers mean exactly. These codes for the different expiration months and
strike prices are combined to create a technical option reference definition. When
written out, the option code is as follows: underlying asset, expiration month code,
and then strike price code. For example, the code IBM G K would refer to an IBM
July 55 Call, 155 Call, 255 Call, or 355 Call, depending upon where the market
price for IBM stock is currently trading; similarly, the code MSFT O P would refer
to a Microsoft March 80 Put, 180 Put, 280 Put, or 380 Put, depending upon where
the market price for Microsoft is currently trading. Please note that the strike price
codes presented are not applicable for all options, such as currency options and
DJX options, so contact your broker to see which options are excluded.

IS OPTIONS TRADING RIGHT FOR YOU?

As we mentioned earlier, day trading options, or even position trading options for that
matter, involve risk and are not suitable for every investor. What determines suitabil-
ity, you ask? Among other things, a trader’s required capital commitment and finan-
cial goals and needs. The CBOE offers a document entitled, “Characteristics and
Risks of Standardized Options,” that provides a prospective option trader with the
important components of option trading; this risk disclosure document must be pro-
vided to a potential option trader when opening an option trading account and prior
to buying or selling an option. Speaking with a registered broker will let you know if
option trading is right for you. For further information or questions on option trading,
please contact any of the exchanges where option contracts are listed and traded.
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APPENDIX 345

The Chicago Board of Options Exchange (CBOE)
400 S. LaSalle Street

Chicago, IL 60605

www.cboe.com

1-800-OPTIONS

(1-800-678-4667)

The American Stock Exchange (AMEX)
86 Trinity Place

New York, NY 10006-1881
WWWw.amex.com

1-800-THE-AMEX

(1-800-843-2639)

Pacific Stock Exchange

301 Pine Street

San Francisco, CA 94104

www.pacificex.com
1-800-825-5773

Philadelphia Stock Exchange (PHLX)
1900 Market Street

Philadelphia, PA 19103-3584
www.phlx.com

1-800-THE-PHLX

(1-800-843-7459)

OPTION DATA VENDORS
CQG 1-800-525-7082
Commodity Systems 1-800-274-4727
Data Transmission (DTN) 1-800-475-4755
Deltasoft 800-250-7866
Genesis Financial Data 1-800-808-3282
MIK 408-456-5000
Moore Research 541-484-1774
TBSP 1-888-827-7462
Telescan 1-800-324-8246

OPTION ANALYSIS SOFTWARE
Option Oracle 1-800-250-7866
Option Station 1-800-328-1312
Option Vue 1-800-733-6610
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Chicago Board of Trade, 109, 132
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Commissions, 2, 304, 322, 340
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as key to TD Combo, 168-174
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CXL order, 62
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Data:
reliability of, xvi
supply of, 340
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problems with, 320
services for, 80
Data vendors, 99, 320
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myths about, 340
Day trading, xi
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success in, 336
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Decline (market), 304, 305
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Defining the profit, 29
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Depression, the, 319
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Derivative market(s) (see Derivatives)

Derivatives, xi, 8,319

Derivative securities, 8n, 338

Derivative securities markets (see Derivative
securities)

Diagonal spread, 33

Discipline, xxi, 75, 341
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(See also Emotions)

Divergence analysis, 270

Dividend rate, 25

DJX options, 343
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Dow Jones Average (see Dow Jones Industrial
Average)

Dow Jones Future, 228

Dow Jones Industrial Average, 78, 319

Downward-sloping line, 330

Duration analysis, 270

Emotions, 336, 337
(See also Discipline)
Endowments, 319
Entry point, /41
problem of timing the, 82-83
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Equity securities, 14
European style options, 15, 28
Evaluation, 336
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Finangial futures, 319
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Futures indices, 256

Futures option order, 17
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Internet stocks, 134
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In-the-money option, 20, 21
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Intrabar breakout, 222, 223, 225
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Intraday option trading, 99
Intraday price exhaustion, 287
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Intraday trading, 315
Intrinsic value, 20-22, 24-25, 108, 322
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Limit-on-close order, 62
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Long call spread, 33-35, 36

- Long combination, 48, 50-51, 52

Long put, 11, 13, 19, 47
Long put spread, 38, 40, 42
Long straddle, 4748, 49
Long-term equity anticipation options (see LEAPS)
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Low-risk buying, /41, 153, 154-158, 161
opportunities for, 328
(See also Call-buying)
Low-risk exit point, 323
Low-risk opportunity zone, 187
Low risk sell, 140, 145, 150, 160
opportunities for, 328
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Magnet price, 239, 256
Market calémity (see Depression, the)
Market closings, unscheduled, 271
Market exhaustion, 322
Market high, 305
Market-if-touched (MIT) order, 6162
Market index (see Advance/decline index)
Market low, 305
Market makers, 2
Market models, computer driven, xx
Market-on-close (MOC) order, 62
Market-on-open (MOO) order, 62
Market order, 60
Market position, 304
Market price activity:

and oscillator behavior, 269-271

and TD Line Gap Rebo, 235-238
Market price momentum (see Market price activity)
Market psychology, 88, 331
Market research, 320
Market reversal, 334

and price patterns, 306

(See also Market volatility; Price reversal)
Markets, derivative, 319
Markets, worldwide, 3 IQ
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Market specialists:

and stock price activity, 304

trading propaganda about, 305

(See also Stock market specialists)
Market support, 207
Market timing:

and entry point, 8283

importance of, 81

indicators for, 71, 79, 215

principles of, 74

techniques for, 323-335

(See also Market-timing techniques)
Market-timing indicators: (see Market timing, indicators
for)

Market-timing oscillator(s), 269-271
Market-timing techniques, 323-335

adapting to personal needs, 336

enhancing with qualifiers, 332
Market trend(s), 304

reversals of, 307, 370

(See also Trends, and market specialists)
Market volatility:

and option trading, xx

reversal forecast of, 153

(See also Market reversal)
Mathematical formulas, 334-335
McMillan, Larry (trader and author), 4, 324n
McMillan on Options, 324n
Media, 340

[See also Financial media; Financial News Network

(FNN)]

Merrill Lynch (chart), /46
MIT (Market-If-Touched) order, 61-62
MOC (Market-On-Close) order, 62
Momentum-based indicators, 297, 333
Money management, Xxi, 75

and importance to trading success, 109-110
MOO (Market-On-Open) order, 62
Morgan Stanley Dean Witter, 260, 264265
Mutual funds, 339

NASDAQ, 3,78

New York Stock Exchange (NYSE), 3, 260
historical changes in volume on, 319

New York Stock Exchange Composite, 78
for determining market level, 324

NYSE (see New York Stock Exchange)

OEX Index option (S&P 100), 25, 177, 178, 184, 192
exercise of, 28
using TD Combo, 172-174
Q’Neill, William, 97
One-minute charts, 108-109, 111
Open, 334-335
Open-ended profits, xix
Open interest, 101-102
in put/call comparisons, 326327
Opportunity zone(s), 86
Option agreements, 7, 10
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Option analysis software, 345
Option buyer(s), xii
(See also Option traders; Option trading)
Option buying rules, 324-325
Option codesg 343, 344
Option contracts:
aspects of, 10-17
when to buy, 168
Option data vendors, 345
Option entry, 322
Option holder, 25
Option indicators:
and problem of trading strategies, 85-87
TD Dollar-Weighted Options as, 98-103
TD % Factor as, 85, 87-98
(See also Indicators)
Option liquidity, 66-67
(See also Liquidity)
Option market makers, 75
Options markets, 319
Option orders, 59-63
Option pool, 3
Option position(s), 332
Option premium (see Option’s price; Premium)
Options, xi, xv
exercising the, 27-30, 31-32
expiration of, 31, 326
as market investment elements, 7-9
methods of writing, selling, xx
owner’s options with, 9, 10, 27
purchasing rules for, 76-80
selection of, 6467
as trading opportunity, 68
when not to buy, 6768
Options, American-style, 15, 28
Options, European style, 15, 28
Options, histed, 7
Option’s price, 17, 20-27, 322
and buying puts and calls, 325
table, reading the, 63—64
(See also Premium)
Option theoretician, 322
Option traders, xii, xix
(See also Option trading)
Option trading:
and the CBOE, 2
information on, 343
origin of, 337-338
via over-the-counter market, 2
popularity of, 34
vs. stock trading, 9
success or failure of, xix—xxii
TD Line Gap and, 234-235
tips for, 336-337
writing strategies for, xx—xxi
(See also Trading)
Option-trading model, 32
Option volume spikes, xii
Option writer(s), 31n
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Oscillator readings, 331, 332 Price ticks (see Trades)
{See also Overbought reading; Oversold reading; Reading(s)]  Price vacuum, 76
Out-of-the-money option, 20-21 Price valuation, xx, 320
and delta of call option, 22 Price zone, 187
and delta of put option, 23 Profit taking:
when to avoid, 68 with TD Sequential, TD Combo, 206
Overbought reading, 269-270, 274, 331, 332 and trading on indicators, 187
divergence vs. duration analysis of, 270 Proxy, 11
relating market momentum to, 272~273 Public marketplace, 2
Oversold reading, 269-270, 274, 331 Put buyer(s), 11
divergence vs. duration analysis of, 270 Put-buying, 325, 328
relating market momentum to, 272-273 opportunities for, 332-334
and price projections, 335
Pacific Stock Exchange, 3 with TD CLOP, 202-203
Parameter settings, 109, 111 with TD CLOPWIN, 203-205
Parity, 26 with TD Combo, 172174
Pension accounts, 319 with TD Open, 187, 202
Philadelphia Stock Exchange, 3 with TD Sequential, 130, 132-134, 154
Point of inflection, 323 with TD Trap, 202
Points of exhaustion, 332 (See also Low-risk sell)
Portfolio, 8 : Put-call ratios, xii
Portfolio insurance, 2 calculation of, 326-327
Portfolio manager(s), 319 as indicator to measure market sentiment, 99
Position traders, 6467 Put option(s), 7, 10, 11-14
Position trading, 174, 322 defining the profit for, 29
vs. day trading, 338 . delta of, 23
Posts (exchange), 304 exercising the, 28
Premium, 15 and strike price, 14, 21-22
factors affecting, 26-27 . and TD Combo, 175
(See also Option’s price) when to avoid, 68
Price bars, 111158 (See also Long put; Puts; Short put)
calculating true range of, 205-206 . Put option spread, 32
with countdown, 126-158 buying a, 38, 40-41
with Intersection, 125126 selling a2, 41, 43
with Setup, 111-125 Put premiums, 322
and TD Camouflage, 305-308 Puts, xii
and TD Range Projections, 313 rules for buying, 78~79
Price breakout, 311 (See also Put options)
Price exhaustion, 76 Put seller(s), 11, 14
as approach to option trading, 337 Put spread, 326
Price flip, 112, 116, 117
(See also Reverse setup) Qualifiers, xv
Price frames, 85 enhancing market-timing with, 332
Price gap, 234, 330-331 for downside breakout of TD Demand Line, 223
Price lap, 234, 330-331 226
Price level, 305 for downside breakout of TD Relative Retracement level,
Price movement, 332 247-248
and news developments, 7377, 80 for upside breakout of TD Relative Replacement level,
and price change measurement, 305 245-246
Price objectives, 226, 233 for upside breakout of TD Supply Line, 222~
Price pattern, 306 223
Price points, 216 Quantity, in options contract, 10
Price pullback, 158 Quote machine, 99, 305
Price reversal(s), 136, 200
indicators that establish, 287 Rally, 140, 148, 180
and 13 of Countdown, 157-158 and market specialists, 304
(See also Market reversal) Range Expansion Breakout, 297
Price reversal zones, 107 Ratio strategies, 324

Price spreads, 32, 3343 Ratio writing, 32
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Reading(s):
calculating for TD REI, 271-273
qualified vs. disqualified, 332
(See also Oscillator readings)
Reading, extreme (oscillator), 270
Reading, faulty (oscillators), 271
Reading, mild (oscillator), 270
Real-time trading, xx
Recycling, 116, 118—120
Relative Retracements (see TD Relative Retracements)
Research, 327
Resistance levels, 207
Retracement analysis, 238
Retracements, 215, 238-268
of TD Absolute, 257, 260-268
of TD Double, 245, 249, 256-257, 258-259
of TD Relative, 239, 244--249, 250-255
cancellations of, 248-249
Return(s), xx
Reverse setup, 122123
(See also Price flip)
Reverse splits, 26
Russell Index Futures, 285

S&P 500 chart, daily, 227
S&P 500 chart, one-minute, /39, 176
S&P 500 chart, 60-minute, /60
S&P 500 chart, 30-minute, /79
S&P 500 index, 306-308
S&P futures, xiii
for determining market level, 324
projection of, 309, 316
Secular market, 92
Securities, underlying:
and buying puts and calls, 325
comparing with respective option, 321
and option entry, 322-323
{See also Underlying securities)
Securities markets, 256
and creation of indicators, 337-338
Sell Countdown, 137, 139, 143
in TD Sequential, 127-128, 130132, 154
158 :
Selling pressure, 224
Sell setup, 143
in TD Sequential, 127-128, 130-132
Sell TDST line, 207, 208, 209, 210, 212, 213
Sentiment indicator(s), xii, 102-103, 326
Settings, xv
Setup:
TD Combo and, 158-168
TD Sequential and, 111-125
applying one qualifier, 114-115
cancellations of, 120-124
within previous setup, 123124
size and recycling, 116120
trading with, 115-116
Setup qualifier, 114-115
Setup recycling, 123
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Setup series, 207
and indicator interactions, 328
Short call, 12, I8
Short call spread, 35, 37-38, 39
Short combiglation, 54, 56-58
Short put, / 3, 19
Short put spread, 41, 43, 45
Short straddle, 51, 53-54, 55
Short-term trade, xii
Sideways market, 170
and the trend-following trader, 299
Speculation, 32
Spread order, 63
Spreads, xiii, 32-46, 332
Standard & Poor’s (S&P) 500, 78
Standard & Poor’s (S&P) 100, 28
Stock dividends, 26
Stock exchanges, 3
Stock indices, 256
Stock market specialists, 75
(See also Market specialists)
Stock option listing, 63—64
Stock option provider, 320
Stock options, xi, 2
and premiums, 15-16
and strike price, 14
Stock splits, 26
Stock trading, 9
Stop-limit order, 61
Stop loss(es):
arbitrary level of, 330
and trading on indicators, 187
(See also Stop loss level)
Stop loss level, 59, 326, 332
and TD Sequential, TD Combo, 205-206
[See also Stop loss(es)]
Stop order, 61
Straddles, 4648
Strangles, xii
Strike option, 326
Strike price(s), 3, 320
and put options, 14, 21-22
and spreads, 32--33
Strike price code, 343
Supply and demand, 85
and effect on prices, 75
and market expectations, 86
Supply value, 225
Synthetic trading, 324
System(s}, Xii
System designers, xi

TD Absolute Retracements, 239
TD Camouflage, xiii, 30
and critical price relationships, 305-309, 310
gauging option trading outlook with, 332,
333
TD CLOP, 187, 202-203, 204
TD CLOPWIN, 140, 187, 203-205




INDEX

TD Combo, 88, 107, 108-110, 154
applied to price charts, 82
Countdown phase for, 168-172
examples of, 172174
as exit indicator, 335
and possible price reversal, 326
setup phrase for, 158-168
trading on underlying security with, 327329
trading with, 174-206

as short-term, intraday indicator, 174-187

TD Countdown phase, /42

TD Daily Range Projection, 311

TD Demand Line, 216-222, 329
qualifiers for a downside breakout of, 223-226

TD Differential, 293, 294, 333

TD Dollar-Weighted Options, 98103
in conjunction with TD Fib Range, 332
and measuring market sentiment, 326-327

TD Dollar-Weighted Put-Cail, 320

TD Dollar-Weighted Put-Call and Open Interest, 288, 289

TD Double Retracement, 245
and identification of potential price exhaustion, 249,

256-257, 258, 259

TD Exit One, 287, 291, 298
estimating option trading outlook with, 332-333
low-risk sell requirements for, 293

TD Fib Range, 88, 300
anticipating trend reversals with, 287-289, 291
arriving at option trading outlook with, 332-334

TD indicators (demo diskette), 347

TD Line breakouts, 216-233

TD Line Cancellations, 233

TD Line Gap, 215, 234-238
as price gap or price lap connector, 330-331

TD Line Gap REBO, 215, 235-238
as price gap or price lap connector, 330-331

TD Lines, 88, 115, 116
on computer, 174
as connectors for TD Point and price gap or price lap,

330-331
as exit indicator, 335
identifying breakout levels with, 329-330
qualifiers that validate, 222233
as trading methodology, 215-238

TD Open, 187, 202, 204

TD % F (see TD Percent Factor)

TD Percent Factor (TD % F), xi, xii, 77, 87-98, 320
as indicator with day trading options, 325-326
key elements of, 88
with TD Fib Range, 288, 332
using for call options, 8889, 91
using for put options, 89, 91-92

TD Points, 216-218
and connection to price gap or price lap, 330-331

TD POQ, 269, 273286
disqualified readings of, 280286
within a trading-range market, 299
and use with TD REI, 331-332

TD Price Oscillator Qualifier (see TD POQ)
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TD Range Expansion Index (see TD REI)
TD Range Projection, 287, 309-317
for estimating next day’s price range, 334-335
formulas for calculations, 309
TD Rebo Reverse, 287, 289, 290, 292
and momentum-based trading, 297, 299-303
option trading outlook with, 332-333
TD REI, 269, 271-273
within a trading-range market, 299
use with TD POQ, 331-332
TD Relative Retracement:
and calculating upside retracement price objectives, 239,
244-249, 250255
cancellations of, 248--249
on computer, 174
as exit indicator, 335
TD Retracements, 88
identifying breakout levels with, 329-330
TD Sequential, 88, 107
applied to price charts, 82
as exit indicator, 335
market timing with, 108-109
and possible price reversal, 326
as short-term, intraday indicator, 174187
three phases of, 110-158
countdown, 126158
intersection, 125126
setup, 111-125
trading on underlying security with, 327-329
trading with, 174-206
TD Setup Trend (TDST), 206-214
as exit indicator, 335
(See also TDST)
TDST, 88, 107, 111, 137, 140
identifying breakout levels with, 329~330
and possible price reversal, 326
[See also TD Setup Trend (TDST)]
TDST lines, 207208
TD Stop, 88
TD Supply Line, 329
creation and use of, 216~223
TD Termination Count, 130
TD Trap, 187, 202, 204
Theta, of option, xii, 24
Think tanks (see Market research)
13 count, 207
Time decay, 82
Time frames, 327-329
Time premium (see Time value)
Time spreads, 32
(See also Calendar spreads)
Time to expiration, 2324
Time value, 23-24
dividend and interest rates as influence, 25
Timing, 341
as key to trading, 322
Trade(s), 67
indications of qualified and disqualified requirements of, 332
(See also Trading)
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Trademarks, xxv
Traders, xi
and capital commitment, 322
evolution from investor to, 339-342
historical constancy of, 319-320
psychology of, 299
as trend followers, 215
Trading:
out of option position, 30-32
public participation in, 340
selecting ideal candidate for, 336
[See also Option trading; Trade(s); Trading game planj
Trading, contra-trend, 75
Trading, option (see Option trading)
Trading, paper, xvii
Trading bars, 331
Trading concepts, xvi
Trading day’s close, 80
Trading day’s open, 80
Trading game plan, 321-336
application of alignment, 323
and breakout levels, 329~330 -
estimating next day’s price range, 334-335
estimating option trading outlooks, 332-334
mutual use of TD REI and TD POQ as indicators, 331-332
option-buying rules in, 324-325
price gap or price lap connectors, 330-331
summary of, 335-336
TD Dollar-Weighted Options analysis, 326-327
with TD Sequential and TD Combo, 327-329
Trading instructions, 59—60
Trading posture(s), 4
Trading syndicates (see Market specialists)
Treasury Bond futures (U.S.), 242
(See also U.S. Treasury Bond Futures)
Treasury bonds, 150
(See also U.S. Treasury Bonds)
Trend(s), 4
and market specialists, 304
TDST as indicator for, 207
traders’ responses to, 72-76
Trend breakout, 311, 312
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Trend follower(s), 304
and call options purchase, 331
missed opportunities of, 322
(See also Trendline traders)
Trendlines, 215 =
objective means for drawing, 215-238
Trendline traders, 217, 222
[See also Trend follower(s)]
Trend revérsals, 137
calculating occurrence of, 77
proper anticipation of, 337
timely anticipation of, 341342
True price range, 288n, 289
Trust departments, 319

Underlying asset, 343
Underlying securities, 331, 332, 336
trading of, 337-338
(See also Securities, underlying)
Upward-sloping line, 330
U.S. Treasury Bond Futures, 309
[See also Treasury Bond futures (U.S.)]
U.S. Treasury Bonds, 315
(See also Treasury bonds)

Valuation, 75
Vega, of option, 24-25
Vertical spreads, 32, 3343
VIX (see Volatility Index)
VIX Index chart, 220
(See also Volatility Index)
Volatility:
measuring and predicting, 24-25
of security prices, 77
[See also CBOE Volatility Index (VIX); Volatility Index]}
Volatility Index, 25
[See also CBOE Volatility Index (VIX); VIX Index chart]
Volume, 100, 103

Wall Street Journal, 63
Warrant, 8n
William O’Neill stock option service, 97




