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ost experienced traders use technical analysis to help them predict
market moves, and then make trading decisions based on those
predictions. Typically, these traders are knowledgeable about many
different technical indicators, have used a number of them, and
subsequently have settled on a few that they use over and over again.

To most newer traders, however, technical analysis remains somewhat of
a mystery. To some, the term “technical analysis” itself takes on an
almost mystical meaning.

In reality, technical analysis is no more than the study of market action
using any of a variety of mathematics-based tools called technical indica-
tors, with the objective being to accurately predict future activity. In a
sense, traders use technical analysis as a diagnostic tool to study the
markets, much like a doctor uses radiology as a diagnostic tool to study
the human body.

The understanding of these diagnostic tools is essential to your growth as a
trader. Without them, you will be severely handicapped in your trading.

This booklet can help you understand and apply these technical tools.
The contents first appeared as a series of articles in Futures, the world’s
leading monthly magazine devoted to trading the futures and options
markets for profit. It is designed to take the mystery out of technical
analysis by explaining the popular indicators in non-technical language,
with graphic examples to demonstrate their use.

We hope you enjoy reading about these proven tools and applying them to
your own trading program.

The Editors of Futures Magazine

Futures

News, analysis and strategies for
futures, optlons and derlvat]ves traders




Spreads

A firm grasp of the principles and price relationships between
contracts or markets can improve your understanding of the
markets — whether you trade spreads or not.

By the Editors of Futures

preads sometimes are touted

as a no- or low-risk trading

option, ideally suited to smaller

or more risk-averse traders.
Although some do have limited risk
in certain circumstances, spreads
are by no means risk free, and in
fact contain some unique risks,
especially for traders who don't have
a clear understanding of the limita-
tions and possibilities of these trans-
actions.

In options markets, the term
spread covers everything from simple
time spreads to complex butterflies,
boxes and conversions. Although
futures spreads are, at least on the
surface, more straightforward than
many of their option counterparts,
understanding the basic price rela-
tionships between different futures
contracts as well as the function of

FIG. 1: Old-crop/new-crop overlay chart

spread trading is integral to a well-in-
formed market perspective.

In the most basic sense, a spread
refers to the price difference between
two or more trading instruments,
whether they are two contract
months of the same commodity, two
different commodities or the cash
and futures price of a particular com-
modity. (The cash/futures spread is
commonly called basis.) If June Trea-
sury bonds are trading at 105-02,
and September T-bonds are trading
at 104-16, the spread between these
two months is 18/32.

When putting on a spread, a trader
establishes a long position in one
month or contract while simultan-
eously establishing a short position
in another month or contract. For
example, a trader might buy Sep-
tember bonds and sell June bonds,
or buy October cattle and sell Oc-
tober hogs. In putting on a spread,
the trader seeks to profit from an in-
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crease or decrease in the price differ-
ence between the two contracts (legs)
of the spread, rather than the out-
right price movement of the com-
modities involved. In the T-bond
example, if a trader put on a spread
at 18/32 (the price difference be-
tween the long September position
and the short June position), and the
spread then widened to 26/32, the
trader could offset his position and
make a profit of 8/32 per spread.
Spread orders commonly are
placed and executed at the price dif-
ference (differential) rather than at
the individual prices of each leg. An
exception may occur when a trader
deliberately buys or sells one leg of
the spread outright. and then waits
to complete the other half of the
spread, usually to secure a better
spread differential. This process,
called legging, can be very risky.
When buying the spread, the trad-
er expects the spread differential to

The July-November soybean
spread is a popular example of
an old-crop/new-crop spread,
so called because the July con-
tract is part of the old crop
year and November is part of
the new crop year. Fig. 1 shows
a typical chart representation
of this spread, with charts of
the daily price movement on
the two contracts overlaid
together on a single grid.



increase; when selling, he expects
it to decrease. Suppose the
September S&P 500 contract is trad-
ing at 461.00 and the June contract
is trading at 459.00. A trader expect-
ing the September contract (which he
feels is underpriced) to gain more on
the upside than the June contract in
the near future, might “buy” the
spread, going long the September
and short the June at a 2.00 differen-
tial. If he is correct, the September
might rally to 462.50 while the June
might only rally to 460.00. The
spread now has widened to 2.50, and
the trader could “sell” his spread at a
.50 profit (see Fig. 3).

Reduction Spreads can reduce risk
and offer expanded trading opportu-
nities for two main reasons. First, be-
cause a spread contains both a long
and short position in the same or
related contracts, losses on one leg of
the spread are countered by gains on
the other. This will limit profit as
well, but for many traders, this is an
acceptable compromise. Second, by
virtue of this reduced risk, some
spreads also will have the added
advantage of lower margins, often
significantly lower than the margin
on outright positions. This offers the
option of putting on a greater num-
ber of spread positions, but will, of
course, increase exposure.

Two questions naturally arise
about spreads: Why do price differ-
ences occur, and how do traders
profit on spreads if losses are offset
by gains in different legs?

Spreads occur between different
months of the same contract for a

variety of reasons. For many agri-
cultural contracts, the cost of stor-
ing and insuring the physical com-
modity from month to month
(referred to as carrying cost) is
incorporated into the price of the
back months in relation to the
nearby month or the cash price,
and will account for at least a mini-
mum price difference between two
contracts.

Changes in the supply and de-
mand picture from month to
month, as well as basic uncertain-
ty about the future, will contribute
to a fluctuating spread. Seasonal
differences, such as the change
from an old crop year to a new
one, also influence the spread. For
financial contracts, changing inter-
est rates, the relationship between
short-term and long-term interest
rates, and currency rates also will
affect the value of contracts from
month to month and account for a
widening or shrinking of the
spread. The same commodities on
different exchanges can differ for
locally specific economic reasons, like
the varying transportation and carry-
ing costs in the different markets.

Intense market volatility and con-
fusion, such as often occurs during
rollover periods (when the front
month of a commodity is nearing ex-
piration and many positions are
reestablished in the next nearby
month), also will create spread op-
portunities. Traders commonly will
put on spreads to roll positions into
the next month. A long June S&P
position could be rolled over by sell-
ing the June-September spread, that
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is, selling the June contract and buy-
ing the September. The June position
is liquidated, leaving a new outright
position in September. In every mar-
ket, speculators and hedgers will
have a fundamental knowledge of the
factors affecting the spread, and will
sense when prices are out of line.

Basics The three basic types of
spreads that can be performed in
the futures markets are intracom-
modity spreads, intercommodity
spreads and intermarket spreads.

Probably the most comumon, intra-
commodity spreads (also known as
intermonth spreads), refer to the
simultaneous purchase and sale of
different months of the same com-
modity, as in the S&P and T-bond
scenarios. Strategies will vary from
market to market, depending on the
nature of the contract. Many com-
modities trade the back months at a
premium o the front months, or vice
versa. The latter is known as an in-
verted market, or backwardation.
Some traders use “inverted” to refer
to a market trading in a manner
opposite to its normal pattern,
regardless of whether the front
month is at a premium or a discount
to the back months. Even in markets
that have a fairly established pattern,
these relationships sometimes will
flip-flop due to seasonal changes or
extreme market conditions.

For example, in early June, Sep-
tember oats may be trading at a dis-
count to December oats. If there is a
dramatic increase in demand for
September oats due to unexpected
orders, September might well trade

Spreads also can be charted
using the spread value itself, as
shown in Fig. 2. Points A, B and
C mark areas where it would
have been advantageous to buy
or sell the spread as the price
differential increased or
decreased.



at a premium to December oats,
wreaking havoc on spreaders who
were counting on the discounted
relationship.

Looking at the S&P example, you
may ask why, if the trader expected
the September contract to rally, he
didn’t just buy that contract at
461.00 and make a profit of 1.50
points outright, instead of .50 points
on the spread. Look at what might
have happened if the mar-
ket dropped instead of ral-
lied. Had the September
contract broken to 459.00
and the June contract
dropped to 457.50, the
trader would have lost only
.50 points on his spread
[(459.00 - 457.50) - 2.00 =
-.50] but would have lost
2.00 points on his outright
position, a difference of
$750. The trader also
would have benefited from
the lower margin rate
applied to intracommodity
spreads.

Intercommodity
spreads involve buying
and selling separate but
price-related contracts,
such as T-bonds and T-
notes or wheat and corn.
Certain contracts, mostly
those within a commodi-
ty group, historically
have exhibited related price move-
ments that make them attractive
candidates for spreading. Wheat
and corn might move in the same
direction, but at different rates at
different times.

One difficulty with this type of
spread is a conflict in the size or de-
nomination of contracts. You must
then buy and sell different numbers
of contracts to establish an equiva-
lent money ratio for the spread.

Crush and crack spreads illustrate
this phenomenon. With the crush
spread, traders who feel soybeans are
underpriced compared to soybean
meal and oil will buy the spread, buy-
ing 10 soybean contracts while sell-
ing 11 soybean meal and nine soy-
bean oil contracts. Traders who feel
beans are overpriced in relation to
meal and oil would sell the beans and
buy meal and oil in the same ratio.
Soybean contract size is 5,000 bu.,
soybean meal is 100 tons and soy-
bean oil is 60,000 lbs., so the ratio

of the spread approximates an
equal proportion of soybeans to
what will be produced, meal and
oil. The crack spread is a similar
trade in the energy markets, where
crude oil, gasoline and heating oil
are spread in a 3-2-1 ratio.
Intermarket (or interexchange)
spreading entails going long and
short the same commodity in a dif-
ferent marketplace — CBOT wheat

FIG. 3: Anatomy of a spread

per spread.

September: Buy 461.00
Sell 462.50
= 1.50 gain

against MGE wheat, or New York
vs. London coffee. This type of
spreading is similar to the arbitrage
trading performed in the financial
markets, where traders might look
for discrepancies in the price of a
particular stock traded on two dif-
ferent exchanges. The trader buys
the lower priced and sells the high-
er priced for an immediate profit.
Opportunities like this are rare and
short-lived, and usually require
putting on extremely large positions
to take advantage of the small price
differentials.

Understanding spreading concepts
and having a good idea of where dif-
ferent contracts should trade in rela-
tion to one another can still help you
if you simply want to put on an out-
right position. After you decide you
want to go long a particular com-
modity, you still have to pick which
month to buy. After performing some
spread analysis, you might deter-
mine that December oats seem un-
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June: Buy 460.00
Sell 459.00
=1.00 loss

.50 gain overall

derpriced in relation to September
oats, and show greater bullish poten-
tial over the next few weeks. Rather
than placing your order in the front
month automatically, you could then
place your buy order in December.

Downside Despite their advantages,
spreads are not without their
drawbacks. Transaction costs,
while still less expensive than
putting on two outright
positions, are greater
than they are for single
transactions.
Intercommodity and
intermarket spreads,
depending on the rela-
tionship of the com-
modities and exchanges
involved, may not have
the same margin reduc-
tions available for intra-
commodity spreads.
Also, where low mar-
gins do exist, traders can
be tempted to put on too
many spread positions,
thus exposing them-
selves to as much, if not
more, risk than they
would have had they put
on an outright position.
Also, if a market
inverts after a trader
puts on spread, the
basic price relationship
he based his position on is gone,
and he can face unlimited losses.
Another trap in the spread game
is the practice of legging in and out of
spreads. In most cases this is an un-
advisable strategy. A good rule is not
to put on a spread unless prices are
already conducive to doing so. If you
have to wait, don’t. Buying or selling
one-half of the spread outright and
then waiting for a more favorable
price in the other outright market
leaves a trader open to the distinct
possibility that a market will go
against him before he can complete
the spread. Furthermore, if the initial
position was established in a back
month with little liquidity, getting out
could be a real nightmare. FM



Dow, Elliott,

Fibonacci and Gann |

Some of the more obscure schools of
market analysis can teach you a lot

about price behavior.

By the Editors of Futures

n this chapter we outline some

of the more sophisticated and

obscure analytical techniques:

Fibonacci numbers, Elliott Wave
Theory, Gann techniques and cycle
analysis. We also will touch upon
Dow Theory as it relates to the other
schools of thought.

Some of these theories are closely
related, and interesting parallels
exist between almost all of them.
Like most areas of technical analy-
sis, however, debate continues over
the value of each method in predict-
ing market behavior. Some people
swear by these techniques; others
scoff. At the very least, they provide
additional (and interesting) angles
from which to approach trading.

The common theme running
throughout these theories is the idea
that markets obey the same forces
that govern the natural world and
human behavior. R.N. Elliott’s final
treatise on wave theory was titled
Nature’s Law: The Secret of the
Universe; W.D. Gann’'s major work
was called the Natural Law of
Vibration. Markets, functioning as
barometers of human emotion and
psychology, reflect predictable pat-
terns of human behavior.

Dow Theory Some technicians con-
sider Dow Theory the bedrock of
technical analysis, incorporating
such ideas as pattern recognition
and the use of confirming indica-
tors (e.g.-volume) to gauge the
strength of a trend. Charles Dow (as
in the Dow Jones Industrial
Average) developed a theory of stock
index price movement which,
among other things, held that
prices progressed in recognizable
wave patterns, which he classified

into three types based
on magnitude — prima-
1y, secondary and minor
— which he equated
respectively with the
tide, waves and ripples
of the ocean. The time
span covered by these
wave forms ranges from
over a year to less than three
weeks. Dow also defined trend
retracements, finding 1/3, 1/2 and
2/3 to be common levels. These
retracements reappear throughout
technical analysis.

Fibonacci numbers The work of a
medieval mathematician studying
the reproductive rate of rabbits, the
Fibonacci series is an infinite string
of numbers in which any member of
the series is the sum of the two
numbers directly preceding it, i.e. 1,
1, 2; 3,5, 8, 13, 21, 34; 5h, 89,
144...etc. The fascinating relation-
ships among the numbers in this
deceptively simple set are too nu-
merous to list here in their entirety.
The most important elements for
our purposes are the numbers
themselves and the ratio of adja-
cent numbers. The ratio of any two
consecutive Fibonacei numbers ap-
proaches 1.618 as the series con-
tinues to infinity. For example 13/8
= 1.625, 21/13 = 1.615, 34/21 =
1.619, etc. So what, you say? Well,
the informed Fibonaccian or El-
liottician would point out that
1.618 is the famed “Golden Mean”
dating back to antiquity, a ratio
that is evident in many natural and
manmade phenomena, such as the
dimensions of the Parthenon and
the spiral progression of galaxies.
Many analysts have related the
size and duration of price moves in
stocks and commodities to this
number. Its inverse, .618 (dividing
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FIG. &: The Fibonacci number series

2 = 50 (50% retracement of atre

= 67 (67% retracement)

2 important.
3/1.618 = .382 (38. 2% retracemen

a Fibonacei number by the number
immediately after it), also figures
heavily in Fibonaccian studies, as
does the ratio of these two major
ratios (.618/1.618 = .382, a com-
mon retracement percentage). The
ratios of the first few Fibonacci
numbers, 1/2 = .50 and 2/3 = .67,
correspond to Dow and Gann theo-
1y retracement percentages.

Two of the more common applica-
tions of Fibonacci numbers have to
do with timing future market events
and estimating the size of price move-
ments. One way to apply them to a
price chart would be to pick a par-
ticular price event, such as a new
high or low, and then move forward
along the time axis by increments
corresponding to numbers of the Fib-
onacci series (i.e. 21, 34 or 55 days in
the future). You might then look for
recurrences of the original event or
reversals of a trend at these points.

Some traders use this method to
confirm analysis they are already
performing. If, for example, you have
been following an uptrend in the gold
market and you see evidence of a
head-and-shoulders formation that
might peak in a week or so, you
could check to see if Fibonacci analy-
sis places a likely market event
around the same time, say 55 days
since the last major top you marked.

Elliott Wave Theory Like Dow Theory,
Elliott Wave Theory categorizes
price movement in terms of pre-
dictable waves. Beginning in the
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late 1920s, R.N. Elliott developed
his own concept of price waves and
their predictive qualities. In Elliott
theory, waves moving with the
trend are called impulse waves,
while waves moving against it are
called correction waves.

Impulse waves are broken down
into five primary price movements,
while correction waves are broken
down into three (see Fig. 5, “Impulse
waves,” below). An impulse wave is
always followed by a correction
wave, so any complete wave cycle
will contain eight distinct price
movements (3, 5 and 8 are all
Fibonaceci numbers). Breaking down
the primary waves of the im-
pulse/correction wave cycle into
subwaves produces a wave count of
34 (21 from the impulse wave plus
13 from the correction wave), pro-
ducing more Fibonacci numbers.

Elliott analysis can be applied to
time frames as short as 15 minutes
or as long as decades, with smaller
waves functioning as subwaves of
larger waves, which are in turn
subwaves of still larger formations.
By analyzing price charts and
maintaining wave counts, you can
determine price objectives and
reversal points.

A key element of Elliott analysis is
defining the wave context you are in:
Are you presently in an impulse wave
uptrend, or is it just the correction
wave of a larger downtrend? The
larger the time frame you analyze,
the larger the trend or wave you find

yvourself in. | 53 it G SR i 45_ :'6'3 perties of certain
Because waves 52|35 [26]25]30 43|64 geometric figures
are almost never 57 |34 |33 132131 |44 |65 and angles to pre-
straightforward, —1 = dict price behavior.
but are instead 20|42 4847146145166 Guyn had a cyclic
composed of 73172171170169168167 view of market

numerous sub-
waves and minor
aberrations, clear-
ly defining waves
(especially correc-
tion waves) is as
much an art as any other kind of
chart analysis.

Fibonacci ratios play a conspicuous
role in establishing price objectives in
Elliott theory. In an impulse wave, the
three principal waves moving in the
direction of the trend (see I, Ill and V
below) are separated by two smaller
waves moving against the trend (II
and IV). Elliotticians often forecast
the tops or bottoms of upcoming
waves by multiplying previous waves
by a Fibonacci ratio. For example, to
estimate a price objective for wave III,
multiply wave I by the Fibonacci ratio
of 1.618 and add it to the bottom of
wave II for a price target. Fibonacci
numbers also are evident in the time
it takes for price patterns to develop
and cycles to complete.

Gann Theory W.D. Gann was a trader
in the early 1900s who devised a
unique and complex trading method
that parallels some of these other the-
ories. His technique is sometimes
referred to as geometric because of
his use of the mathematical pro-

FIG. 5: Impulse waves
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behavior and
placed enormous
emphasis on pro-
portional relation-
ships between
price and time. He
believed market events occurred at
intervals that could be determined
mathematically. And like Elliott, he
believed the relationships he “discov-
ered” reflected the natural law of the
universe.

Gann calculated price retracements
on percentages derived from dividing
price action into eighths, i.e. 2/8 =
25%, 4/8 = 50%, etc. He also includ-
ed the Dow and Fibonacci retrace-
ments of 1/3 (33%) and 2/3 (67%) in
his list of key percentages. He con-
structed support and resistance lines
(Gann lines) based on varying ratios
of time units to price units. His most
important trendline, plotted at 45
degrees (up from a market bottom or
down from a market top) represents
one unit of time movement per one
unit of price movement.

He also placed lines with other
time/price ratios, like 1:2, 2:1, 1:3,
3:1, etc. The angle of these lines cor-
responds to the strength and speed
of a trend. As long as prices stay
above (or below, depending on the
direction of the trend) the 45-degree
line, the trend will continue. Once
prices break that line, they will theo-
retically proceed to the next line of
resistance, 1:2 or 1:3, for example, as
the trend is played out.

Gann determined “anniversary
dates” for timing market events
based on the degrees of a circle (30,
60, 90, 180 and 360 days) as well
as periods of 12 months and 144
days (144 is the only square
Fibonacei number). For example,
when a market made a high or low,
Gann looked for another significant
price milestone 144 days or a year
in the future.

He also predicted future support
and resistance points using “cardi-
nal squares.” Starting with a low
price for a contract, he spiraled
prices clockwise around it on a grid
until the prices reached the current
trading range. Prices that fell on the
“cardinal cross,” the perpendicular



FIG. 7: Five schools of thought
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lines equivalent to the X and Y axes
of a graph, represented probable lev-
els of future support and resistance.

Gann techniques are most effective
when used together. Instances in
which a trend reversal corresponds
to a previously calculated retrace-
ment ratio, a cardinal square price,
an anniversary date and the break-
ing of a trendline would represent
important market events.

Cycles Like the other theories, cycle
analysis draws much of its philo-
sophical basis from a projected
relation to the natural world, in
this case the recurring cycles of
the seasons, planets, and events
like the regular ebb and flow of
species populations, as well as
social cycles of war and econormic
expansion. Astronomical cycles
apparently influenced Gann.
Cyclists look for manifestations of
this repetitive behavior in the mar-
kets in regular progression of price
tops and bottoms.

Traders and analysts disagree
about the existence of different
cycles and their usefulness in pre-
dicting price movement. Cycles
may span such a great length of
time it may be difficult to apply
them pragmatically in a trading
strategy, unless you plan on
putting on a decade-long position.

Certain cycles are fairly well
known, such as those related to the
seasonal changes affecting many
agricultural commodities. Other
commonly applied analytical cycles
run in lengths of five, 10 and 20
days, which correspond to popular
oscillator and moving average peri-
ods. Another popu-
lar cycle is the 28-
day cycle, which
revolves around the
lunar month.

The value of
cycles, if and when
they are clearly defined, lies in time
regularity. The length of a cycle,
measured from trough to trough, is
called the period. Once this time
span has been established, whether
it is 20 days or 10 years, it can be
extrapolated to determine future
price patterns. A basic tenet of cycle
analysis is that two or more cycles
can be added together to formm com-
posite ones, a rule known as sum-
mation. The peaks and troughs of
the various cycles in a market may
coincide, pushing prices higher or
lower. At other times, the cycles will
work against one another (one cycle
is up while another is down), flat-
tening price movement. Markets are
thus driven by numerous cycles of
varying lengths, and price patterns
are the result of these overlapping
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forces. The problem lies in the diffi-
culty of defining the component
cycles of a market and understand-
ing what is driving them.

The benefit of cycle analysis is
similar to identifying the larger
trends in wave analysis: If you know
where you are, you will have a bet-

If you know where you are, you'll have
a better idea of where you're going
and how to trade with the cycle.

ter idea of where you are going and
how to avoid trading against the
cycle. Another application is to use
moving averages and oscillators that
correspond to cycle lengths.

One cycle that has drawn partic-
ular attention over the years is the
54-year Kondratieff cycle, the work
of Stalinist era Soviet economist
Nikolai Kondratieff. Studying num-
erous commodities and economic
indicators (as well as social trends)
in capitalist societies, Kondratieff
concluded that prices move in a
54-year cycle.

Kondratieff's government sponsors
were not impressed with his findings,
though. They apparently rewarded
him by shipping him off to a labor
camp. The life of a market analyst is
indeed fraught with peril. M



Price/Time Relationships

Understanding the theories of W.D. Gann and the relationship
between price and time can help you pinpoint the best time to

enter or exit a market.

By the Editors of Futures

he element of time is an
important, if commonly over-
looked factor in trading. A bar
chart has both a price axis
and a time axis, but most traders
think of time simply as an offshoot
of price: the "when” theyre getting
in or getting out of a trade mean-
ingful only in terms of the price.

W.D. Gann, a trader and market
analyst in the early 1900s, took a
different stance. He believed time
was a critical element of market
behavior, and that understanding
the dynamics between price and
time was the key to forecasting
prices. He developed a unique sys-
tem of retracement percentages, geo-
metric trendlines (“Gann angles”),
and time cycles (“anniversary dates”)
based on strict mathematical rela-
tionships to gauge trend strength
and pinpoint reversals.

Gann analysis can become incred-
ibly layered and complex. Anyone
who has wandered through the
maze of Gann’s original writings can
testify to the number of ideas he tied
together in his theory.

Despite some of its more mystical
aspects (apparently Gann was influ-
enced by astrology and numerology),
his theory is based upon a cyclical
view of market behavior and propor-
tionality between price and time.
Many of his time theories are com-
mon to other schools of analysis,
such as his rule that the length of a
trend is directly related to the length
of the eventual correction. He
defined another circumstance called
the “overbalance of time,” referring
to instances when the time span of a
countertrend move is longer than
previous price swings, indicating a
likely trend change.

Gann placed great emphasis on
fundamental trading and risk man-
agement techniques, like using stop
orders to limit risk, trading with the
trend and analyzing markets from a
macro down to a micro scale —
monthly, weekly, daily.

Like his contemporary R.N. Elliott
(developer of the Elliott Wave
Principle), Gann believed his meth-
ods were based on the laws of sci-
ence and nature. To him, markets
were manifestations of human
behavior, and human behavior fol-
lowed predictable patterns deter-

mined by natural law, and natural
law in turn revealed itself in the
markets through the repetition and
proportionality of price movement.
In his book How to Make Profits in
Commodities (Lambert-Gann Pub-
lishing, Pomeroy, Wash.), his com-
ments that “mathematics is the one
exact science...everything in exis-
tence is based on exact proportion
and perfect relation,” and “the
future is but a repetition of the
past” underline his penchant for
seeing strict mathematical relation-
ships and cycles in markets.

FIG. 8: Gann time & support lines

Prices initially are contained between the 1x2 and 1x1 lines before breaking below
the 2x1 line. It remained to be seen whether or not the high of 1580 in mid-July
constitutes the beginning of a significant downtrend. New angles can be plotted
down from this point to gauge the possibility of an emerging trend.

Source: FutureSource



Some of the most used Gann tech-
niques include Gann angles, retrace-
ment percentages and anniversary
dates (cycles). Gann analysis com-
bines these indicators to find and
reinforce trends and reversal points.
A key point on a price chart to Gann
was something he referred to as the
“gravity center” — the point at which
a 50% price level retracement coin-
cides with a 50% retracement of the
time length of the previous trend. For
example, if a 30¢ corn down move
spanned two months, the gravity
center would occur one month into
the uptrend correction when the
price had regained 15¢ from the
low. This point represents a likely
future target for the market.

Angling for trends Angles are prob-
ably the most important single
component of Gann analysis.
Gann constructed trendlines
based on proportions of price to
time, referring to price and time
as “squared” when one unit of
time movement coincided with
one unit of price movement on a
chart. This is represented by a
diagonal line joining the corners
of a square, meaning time and
price are perfectly balanced in a
1:1 ratio. This line (often referred
to as the 45-degree line, though
its actual slope will vary depend-
ing upon the scale of a particular
chart), drawn up from market
bottoms or down from market
tops, is the primary trendline in
Gann analysis.

Subsequent lines representing
2:1 (26 1/2 degrees) and 4:1 (7 1/2
degrees) time/price ratios reflect
increasingly weaker trends, while 1:2
(63 1/2 degrees), and 1:4 (75 degrees)
lines represent stronger trends. As
prices break through stronger trend-
lines, they move to the next strongest
line and continue, or the trend
reverses. As with all trendlines, for-
mer support becomes future resis-
tance, and vice versa, conveniently
forming price channels as the market
progresses (see cocoa chart, Fig, 8.)

The definitions of time and price
units depend on how a trader cali-
brates his chart, and can range from
the minimurm tick value to large trad-
ing ranges. You can plot Gann angles
two ways: “geometrically,” that is, by
isolating a section of a price chart
using the time span and price range
of a trend for the boundaries, and

drawing the trendlines from a top or
bottom using straight degree calcula-
tions (45 degrees, 26 1/2 degrees,
etc.); or by using the time/price
ratios of 1:1, 2:1, 1:2, etc. The second
method will not always produce true
angles of 45 degrees or 26 1/2
degrees, but more often will provide
the most accurate and useful picture
of trend strength and direction.
Gann referred to points where
price breaks through a line only to

FIG. 9: Gann support & resistance lines
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Prices rally from April to June, then break from
June to July. In the uptrend (and most of the
downtrend) prices remained on the “strong” side
of the 1x1 (45 degree) line. The low of 1117 in
early July is approximately a 75% retracement
and occurs roughly one month after the top (50%
of the time of the uptrend).

move back above or below it as “lost
motion.” This represents market
momentum, and traders must
determine whether or not such
events signal reversals, based on
similar moves in the past. When the
price breaks through a line for a
second or third time, especially by
progressively larger increments, it
may indicate the end of that leg of
the trend or a reversal.

Retracing your steps Gann calculated
trend retracement levels by dividing
price activity into eighths and con-
verting to percentages, ie., 1/8 =
12.5%, 2/8 = 25%, 3/8 = 37.5%,
4/8 = 50%, 5/8 = 62.5%, 6/8 = 75%
and 7/8 = 82.5%. A rally in the S&P
500 from 440.00 to 464.00, for
example, would have a 50% (4/8)
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Source: FutureSource

retracement level of 452.00, a 37.5%
(3/8) retracement at 455.00, etc.
Gann also included 1/3 = 33% and
2/3 = 67% in this list of significant
retracements. (Some of these per-
centages will look familiar to those
acquainted with the Fibonacci
series.)

The key Gann retracement levels
are 50%, followed by 25% and 75%.
The outer extremes of 12.5% and
82.5% are the least important. CTA
and analyst James A. Hyerczyk
links the significance of division
by eighths to such phenomena
as price movement in the grain
markets (1/4 cent for futures,
1/8 cent for options) as well as
the $12.50 (1/8) tick values of
many currencies and the $25.00
(2/8) tick values of other con-
tracts.

Gann also used a second
method to determine future lev-
els of support and resistance.
He created the “cardinal
square” chart that spirals
- prices outward from a center
price, usually a starting price
or significant low for a contract.
Prices that fall on the vertical
and horizontal axes, and the
diagonals, represent future
support and resistance levels.
(See previous chapter.)

It is unclear whether Gann
felt there was some hidden
mathematical relationship in
the spiraling prices of his chart.
Many traders and analysts con-
sider this technique, on its
own, one of the least useful
Gann applications. The propor-
tionally higher support/resistance
levels that are created as the chart
unwinds, however, are in keeping
with Gann’s general tenets of
price/time relationships.

Happy anniversary Consistent with
his emphatic belief in the impor-
tance of time, Gann believed in
cyclical recurrence of significant
market events. He dubbed the
term “anniversary dates” to denote
likely points in the future when
important highs or lows might fall.
Gann specifically cited periods of
12 months (the basic one-year
“anniversary” cycle) and 144 days
or weeks as significant timing peri-
ods. He also used the 360 degrees
of a circle as a basis for determin-
ing future price milestones, for



example, counting forward 90,
180, 270 or 360 days from a previ-
ous top or bottom.

Although at first glance these
may appear to be rather arbi-
trary figures, the 90-day period
is roughly three months respec-
tively, 180 and 360 days are
approximately six months and
one year. Monthly and seasonal
cycles are commonly studied by
many other analysts.

Also key is that dividing the 360
degrees of the circle into eighths
(as Gann did with price to deter-
mine retracement points) results in
45 degrees — the primary Gann
trendline. Time, like price, can be
described as a percentage of a pre-
vious move. The same percentages
used in the retracement levels,
25%, 50% or 75% can be applied
to the duration of a trend. The cir-
cle also was important to Gann
and the departure point for many
of his calculations.

More is better The various Gann
techniques are best applied in
unison to help locate pivotal sup-
port, resistance and reversal
points on a chart. For example,
when measuring a trend, you can
calculate retracement levels by
dividing the trend into eighths
and plotting the corresponding
percentages as horizontal lines.
Next, plot the Gann angles based
on. the =k, 122, Zsl, el
time/price ratios from the high or
low. Also, determine the duration
of the previous trend so you have
a basis from which to gauge the
relative time span of the new
trend or correction and can locate
such milestones as the 50% time
retracement.

Look for key market events at
points where the various indica-
tors meet. Is the price breaking
the 45-degree trendline at the
50% retracement, or is it bounc-
ing off this price level? Does this
also correspond to the point at
which the new move has taken
half the total elapsed time of the
previous trend?

Applying Gann’s dictum “The
future is but a reflection of the
past,” a convenient way to project
the dynamics of a previous price
move into the future is to con-
struct a box using the absolute

price length of a move from high
to low and the time frame covered
by it as the vertical and horizontal
sides, respectively. This box is
then “flipped” forward horizontal-
ly, pivoting at the reversal point.
Because in Gann theory the
future price move will in some
way reflect the previous one in
both size and duration, percent-
age retracements and trendlines
are plotted in this new box to
identify support, resistance and
reversal points. Trendlines, such

FIG. 10: Nearing Gann support

as the 45-degree line, then can be
plotted geometrically, that is, by
thinking of the newly created box
as one large price-time square,
and constructing a diagonal line
connecting the corners of the box.

Gann himself urged traders to
practice and experiment with his
techniques to become comfortable
with them. Most traders, in fact,
incorporate Gann analysis into
their larger arsenal of technical
tools and charting techniques for
a more rounded perspective. M
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Prices are approaching both the 1x1 line and the 50% retracement level of the
steep uptrend at the end of May. Breaking through this support area (and staying
below the 1x1 down angle) would be a good indication a new downtrend is in force.

Source: Ganntrader



Elliott Wave Principle

Increasingly accepted into the “mainstream” of technical analysis, the Elliott
Wave Principle can help you apply strict discipline to your market timing.

By the Editors of Futures

at do waves have to do

with trading, other than

retiring to a tropical island

after making a killing in

the markets? Well, if you're one of

the growing number of traders,

investors and analysts who have

rediscovered the Elliott Wave
Principle, everything.

An almost forgotten art in the
not-so-distant past, the Wave
Principle experienced a significant
rebirth in the late 1970s and early
"80s. Although it saw a slight drop-
off in popularity after the 1987
crash, the Wave Principle continues
to attract new supporters looking
for a holistic approach to analysis.
Don Evans, president and chief
trading strategist for FX500 Ltd.,
says the often misunderstood Wave
Principle is “not the Holy Grail, but
it’s the best thing out there.,”
because it allows a trader to “use
some discipline in market timing.”

Forced by illness into an early
retirement from his career as an
accountant and business consul-
tant, Ralph Nelson Elliott began
studying stock market behavior in
the late 1920s. Until his death in
1947, he steadily refined a theory of
recurring price waves in the mar-
kets, publishing his thoughts and
forecasts in a series of books, mono-
graphs, magazine articles and
newsletters.

The fundamental premise of the
Wave Principle is that markets move
in repetitive wave cycles that reflect
the ebb and flow of mass psychology.
Although he clearly owed much of
his basic concept to Dow Theory,
which also defines price movement in
terms of waves, Elliott went into
greater depth, identifying the specific

Oand 6 =2 Waves

(1),(2).{3).(4),(5).(a).(b}.(c) = 8 Waves
1,2,3,4,5,a,b,c, etc. = 34 Waves

Here is the “idealized” Elliott Wave impulse and corrective patterns. @ repre-
sents the end of the five-wave uptrend and the beginning of the three-wave
downtrend, which ends at@. Note that the subwaves conform to the wave count
structure of the larger waves they belong to.

©19786 Robert R. Prechter Jr. & A.J. Frost,

characteristics of wave patterns and
making detailed market predictions
based on them. He believed (as the
title of his final work, Nature’s Law:
The Secret of the Universe, indicates)
the Wave Principle reflected universal
laws that guided everything in exis-
tence, including human behavior in
the markets.

Impulses and corrections Elliott's the-
ory rests upon the concept of two
major types of price wave forma-
tions: impulse waves, which define
the direction of the prevailing trend,
and corrective waves, which move
against it. The impulse wave forma-
tion has five distinct price move-
ments, three in the direction of the
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trend (I, IIl and V) and two against
it (I and IV). The corrective wave
formation has three distinct price
legs, two in the direction of the cor-
rection (A and C) and one against it
(B). An impulse wave formation fol-
lowed by a corrective wave forma-
tion constitutes a complete Elliott
cycle of trend and countertrend
(refer to “The basic Elliott Wave pat-
tern,” above). The terms “impulse”
and “corrective” themselves do not
signify either bull or bear trends,
merely the direction of the major
trend in force at a given time.

A crucial element of the Wave
Principle is that large wave forma-
tions are composed of smaller “sub-
waves,” which are in turn composed




of even smaller waves, etc. This is
similar to a mountain range: When
viewed from a great distance, it
appears to consist of a few large,
smooth crests, but upon closer
inspection reveals a much more
detailed and jagged outline.
Subwaves conform to the struc-
ture (impulse or corrective) of the
larger wave formation they are part
of. In other words, if wave III of an
impulse formation contains a sub-
wave pattern one degree smaller,
those subwaves will adhere to the I-
[I-I-IV-V impulse formation of the
wave it belongs to. Conversely, the
subwaves of wave IV, which moves
counter to the trend, would display
the A-B-C corrective structure, as
would the subwaves of a B leg of a
corrective wave formation. Although
Elliott himself recognized exceptions
to this rule, the basic premise re-
mains a bedrock of wave analysis.
“The Basic Elliott Wave pattern”
shows subwaves of the basic
impulse/correction wave cycle.
Wave analysis can be performed
on everything from five-minute bar
charts to periods spanning decades.
Elliott defined nine distinct degrees
of a trend ranging from two cen-
turies to a number of hours: Grand
Supercycle, Supercycle, Cycle,
Primary, Intermediate, Minor,
Minute, Minuette and Sub-minuette.
The catch is, like any other
method of technical analysis, aber-

FIG. 12: Waves overlaid on DJIA chart

FIG. 13: Impulse wave on copper
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This chart shows an impulse wave structure containing a subwave formation one degree
smaller in wave lll. The triangle formation in wave IV illustrates the rule of alternation: A
simple corrective wave (in this case, II) is followed by a complex or irregular corrective
wave, The parentheses denote the larger impulse wave structure.

rations and exceptions make the
Wave Principle more of a subjective
art than an objective science.
Markets almost never behave as we
would like them to in theory, and
precisely defining wave patterns
(especially corrective waves, which
can take on numerous forms) in
context can be a daunting task. The
fact that any wave can extend adds
an element of uncertainty when try-
ing to pinpoint tops and bottoms.
For example, just when you think
you've reached the top of impulse
wave V in a rally and the market is
forming the A wave of the major A-B-

Trading days In blue
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| 3900

i

3800
3700
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The waves in the DJIA chart display Fibonacci time spans between the tops and hot-
toms, and variations of the Fibonacci ratio 1.618 in the proportions of the waves.

©1984 Elliott Wave International
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C correction, the price quickly takes
off again to the upside and com-
pletes a smaller five-wave impulse
formation before beginning the actu-
al correction — revealing the pattern
to be an extension of wave V.

Elliott identified three versions of
the impulse wave structure and 10
versions of the corrective wave
structure. Many Elliott Wave chart
formations, such as bull and bear
market failures and triangles,
would look familiar to students of
standard chart analysis as double
tops and bottoms, flags or wedges.

The Fibonacci connection One thing
you quickly learn when investigating
the Wave Principle: Wherever it goes,
the Fibonacci series is sure to follow.
The Fibonacci series is a mathemati-
cal sequence in which any number
is the sum of the two preceding
numbers (1, 2, 3, 5, 8, 13, 21, 34,
55, 89, 144, etc.). The properties of
this sequence appear throughout the
natural world and in the arts and
sciences, most notably in the ratio of
1.618, the “Golden Mean” that is ap-
proached by dividing a Fibonacci
number by its preceding number as
the sequence extends into infinity.
(See “Dow, Elliott, Fibonacci and
Gann, chapter 2.) Ratios of .618 (the
inverse of 1.618) and .382
(.618/1.618) also figure prominently
in Fibonaccian studies.

Charles Collins, an associate of
Elliott’s, first brought to Elliott’s
attention that the Wave Principle
exhibited Fibonacci relationships.



The wave counts of the impulse and
correction patterns (5 + 3 = 8 total)
are Fibonacci numbers, and break-
ing down wave patterns into their
respective subwaves produces
Fibonacci numbers indefinitely.
Fibonacci is often used to define
support and resistance levels in a
market, using the ratios of the
numbers of the sequence (1:3 =
33%, 1:2 = 0%, 2:3 = 67%, 5:8 =
62.5%, as well as the aforemen-
tioned ratios of 1.618, .618, and
.382) to determine percentage
retracement levels. Others use the
sequence to time market events,
counting forward using Fibonacci
numbers from a past top or bottom
to locate a future top or bottom.
The Fibonacci sequence
also manifests itself in the
proportions of one wave to
another. Waves are often
related to each other by the
ratios of 1.618, .618 and
.382, or variations like 2.618.
This fact can aid in estimat-
ing possible price objectives
for future waves. For exam-
ple, in the early stages of an
impulse wave formation, mul-
tiplying wave I by 1.618 and
adding it to wave II can locate
a probable top for wave III.
These relationships are hard-
ly carved in stone, but they are con-
spicuous enough to make them
worth investigating when defining
wave patterns and looking for
future tops and bottoms. The Dow
Jones Industrial Average daily chart
(Fig. 12) illustrates some interesting
Fibonacci relationships, both in
wave duration and size.

Trading with the wave Elliott (like
Dow before him) developed his the-
ory studying the various stock mar-
ket averages of his day, and debate
continues over the Wave Principle's
usefulness in different situations.

Robert Prechter, president of
Elliott Wave International in Gaines-
ville, Ga., and the foremost figure of
the Wave Principle renaissance that
began in the late 1970s, says the
Wave Principle is “most applicable in
markets that are widely traded and
most likely to reflect mass emotion,”
noting that many commodities,
especially meats, reveal little in the
way of definable wave patterns.

Glenn Neely, head of the Elliott

Wave Institute in Laguna Beach,
Calif., also feels that many “con-
sumable” commodities, i.e., grains,
meats and softs, do not exhibit reli-
able wave patterns.

Don Evans sees few weaknesses in
Elliott Wave, citing its ability to “pro-
vide a highly reliable road map of the
market,” but recognizes certain
anomalies in commodities, noting
that “the fifth wave can more often
contain the largest move, perhaps
due to short squeezes because of
[high] leverage.”

Robert Miner, of Gann/Elliott
Educators in Tucson, Ariz., says the
Wave Principle “has great practical
application under limited circum-
stances, mostly in analyzing stock

According to Elliott Wave
expert Robert Prechter,

the Wave Principle is most
applicable in markets that

are “widely traded and
most likely to reflect
mass emotion.”

indexes. For commodities, it's more
useful for intermediate rather than
long-term time frames.” He also
thinks that a major deficiency of
many Elliott practitioners is their
“failure to admit when the market
doesn't unfold in a predictable man-
ner” as dictated by the Wave
Principle.

As far as futures contracts are
concerned, highly liquid financial
contracts with active public partici-
pation such as currencies, interest
rates and of course, stock indexes,
seem to provide the best opportuni-
ties for successful wave analysis.

By understanding wave patterns
and knowing where you are in the
larger wave context, you can deter-
mine the probabilities of the market
taking one course over another, and
base entry and exit points on the
success or failure of pattern comple-
tions. The weekly copper chart (see
Fig. 13) shows a five-wave impulse
rally, starting from the October low.
Previous longs would plan on liqui-
dating their positions, seeing that
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the rally likely is in its final stage.
Sellers could anticipate getting in on
the A-B-C correction, looking for a
pullback to the bottom of wave IV, If
prices rise after a downtrend begins,
you could immediately exit your
position rather than wait for a stop
to kick in.

A starting point is to find a signifi-
cant high or low, determine where
you are in the overall wave pattern,
then focus on the level of analysis
required for your trading objectives.
Practice and familiarity with the idio-
syncracies of a particular market will
go a long way toward successfully
applying the Wave Principle.

More than markets As his study
progressed, Elliott became
increasingly certain his
principle was a manifesta-
tion of natural law, the
influence of which extended
far beyond the circles of
finance, and that social
trends and popular mood
swings corresponded to the
wave patterns exhibited in
the markets — in fact, were
the impetus behind them.
Today, such organizations
as Elliott Wave Inter-
national accompany market
analysis with critiques of

popular culture, tracking the flow
of positivism and negativism in the
entertainment and political arenas
that mirror bull and bear financial
sentiment.

Market behavior in this light is
seen as the reflection of a prevail-
ing social mood rather than a
series of isolated reactions to
news events. In other words, key
market events (like the stock
market crashes in 29 and '87) do
not "cause” subsequent social
circumstances (i.e.- the Great
Depression), but are inevitable
results of a change in mass psy-
chology. The crash of '29 was a
“direct recording of the mass psy-
chological change,” as Prechter
says, and the events that followed
a “result of that change.”

The Wave Principle can pay div-
idends if you apply it in the cor-
rect situations and don’t look for
it to answer all questions for all
markets. If you catch the right
wave, though, you could be in for
a great ride. M



An Options Primer

To be a successful futures trader, you must
also have knowledge about options. This
options primer provides basic terminology,
pricing and volatility fundamentals, plus
some popular options strategies.

By the Editors of Futures

ptions on futures have come

of age. In fact, at some

exchanges, options trading

outstrips growth in futures
trading by a 2:1 margin. But this
growth has a major flaw: Many people
use options for the wrong reasons.
Sound options trading begins with
understanding basic concepts and
dispelling common misconceptions
about the potential benefits and limi-
tations of these instruments.

The basics An option contract gives
you the right to buy or sell something
at a set price for a limited amount of
time or at a specific future date.
Options are common in many busi-
nesses, such as real estate, where an
investor might purchase an option
that will give him the right to buy a
parcel of land at an agreed upon
price for a six-month period, regard-

less of fluctuations in the

FIG. 14: Anatomy of an option

Expiration
month

Strike price

June[d450]S&P call[15.25]

June futures trading at 455.25
Consists of:

5.00 intrinsic value and
10.25 time value and volatility.

market price of the land.
Options on futures are no differ-
ent. A trader can buy an option in
June allowing him to buy December
T-bond futures at 100-00, even if
the market price in December is
105-00. The buyer pays a price for
this opportunity, called the premi-
um. The option buyer is sometimes
referred to as the holder, and the
seller is sometimes called the writer.
There are two kinds of options:
calls and puts. A call option gives
the owner the right to buy futures at
a specific price; a put option gives
the owner the right to sell futures at
a specific price. This predetermined
price is called the exercise price, or
strike price. A call option owner who
“exercises” his right becomes long
futures, while an option seller is
“assigned” a short futures position.
When a trader sells an option, he
risks having a losing futures position
at any time. In return for assuming
this risk, he receives the
option premium.

It’s Greek to me
Commonly known as option “Greeks,” these variables mea-
sure an option’s sensitivity to changing market conditions.

Delta: How much an option price moves in relation to a
one point move in the underlying contract. Usually ex-
pressed as a percentage. An option that moves .75 points
for a one-point futures move has a delta of .75, or 75%. At-
the-money options normally have a delta close to 50%.

= change In option price + change in futures price
Gamma: The “delta of the delta.” How much the delta

changes in relation to the underlying contract.
= change in delta < change in futures price

Theta: Time decay factor, commonly quoted in points
lost per day.

= change in option price = change in time (until expiration)
Vega or kappa: How much option price changes for a
1% change in volatility.

= change in option price = change in volatility

The owner, on the other
hand, is under no obliga-
tion to exercise, and may
sell the option or hold it
through the term of the
agreement. The last day a
buyer can exercise an
option is called the expi-
ration date, which is
established by the ex-
change. For example, the
owner of a March 445
S&P call can buy March
S&P futures at 445.00
until March 17, if he so
chooses. The option ex-
pires at the end of trading
on this day.

Most listed options in
the United States are
American style options,
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which allow the holder to exercise
any time up through expiration
day. European style options can be
exercised on expiration day only.

Ins and outs The strike price of an
option can be described three ways:

In-the-money refers to calls with
strike prices below the current mar-
ket price of the underlying future
and puts with strike prices above
market price. If coffee futures are
trading at 195.00, a 194.00 call is
in-the-money, as is a 196.00 put.

At-the-money options are calls
and puts with strike prices equal to
the current futures price. If coffee is
at 197.00, both 197.00 coffee calls
and puts are at-the-money.

Out-of-the-money refers to calls
with strike prices above the current
futures price. and puts with strike
prices below the futures price. With
coffee at 194.00, a 195.00 call and
a 193.00 put would both be out-of-
the-money.

With March bonds at 100-22, the
owner of a March 98-00 call could
exercise his option, become long
bond futures at 98-00, sell the
futures and make 2.22. If the trader
paid less than 2.22 for the option. he
would make a profit on the trade.

Because option buyers are not
required to exercise, their market
exposure is limited to the premium
paid for the option. For sellers,
however, risk is equivalent to an
outright futures contract, because
they can be assigned a futures posi-
tion at any time.

The price is right There are four com-
ponents to an option’s price: under-
lying contract price, intrinsic value
(determined by the strike price),
time value (time remaining until

Premium




expiration) and volatility. (A fifth ele-
ment, interest rates, also can affect
option prices, but for our purposes
is unimportant.)

Intrinsic value refers to the
amount an option is in the money.
With Eurodollar futures at 95.55, a
95.00 call has an intrinsic value of
.55. The more an option is in the
money, the greater its intrinsic value.
At-the-money and out-of-the-money
options have no intrinsic value.

Options are referred to as “wasting”
assets because their value decreases
over time until it reaches zero at expi-
ration, a process called time decay.
Time value refers to the part of an
option’s price that reflects the time
left until expiration. The more distant
an option’s expiration date, the
greater the premium because of the
uncertainty of projecting prices fur-
ther into the future.

Consider two equivalent call
options. With May corn futures at
232 1/4, July corn futures at 236
1/4 and 10 days left until May corn
options expire, a May 230 call might
cost 2 3/8 while a July 234 call
costs 6 1/2, even though they are
equally in-the-money.

Volatility, perhaps the most impor-
tant and most widely ignored aspect
of options, refers to the range and
rate of price movement of the under-
lying contract. The “choppier” the
market, the higher the price that will
be paid for this instability in the
form of higher option premiums.

Volatility usually is expressed as a
percentage, and is comparable to the
standard deviation of a contract.
Higher volatility means higher pre-
miums. Lower volatility means lower
premiums. A trader familiar with the
volatility history of a contract can
gauge whether volatility at a given
time is relatively high or low, and
can profit from fluctuations in
volatility that will in turn increase or
decrease option premium (see
“Trading volatility,” next page).

The Black-Scholes price model,
first introduced by Fischer Black
and Myron Scholes in 1973, is the
most popular theoretical options
pricing model largely because it was
the first relatively straightforward
arithmetic method for determining a
fair value for options.

Weighing your options Many people
like options because they believe

them less risky than futures.

Options sometimes offer reduced
risk, but usually at the cost of
reduced profit potential.

One drawback of options is a trad-
er must consider market speed
(volatility) as well as direction.
Traders who buy or sell options
outright to profit from up or down
moves in the underlying market can
find themselves fighting an uphill
battle against volatility and time
decay. With futures, if you're right
about market direction, you’ll win.
With options, you can be right

FIG. 15; Options strategy profiles
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about the market and still lose.

If a market is trading at 200 and
you buy a 210 call expecting a rally,
you’ll still lose on the trade if the
market only rallies to 205 by expi-
ration; your 210 call will be worth-
less. The same thing would happen
even if the market rises as high as
220 — but does so one week after
expiration. In each case you would
be right about market direction, but
would not profit.

The advantage of options is their
flexibility. Because of the variety of
strike prices and expiration dates a
trader can choose, options natural-
ly lend themselves to spreading
strategies (simultaneously buying
and selling different options),
accommodating varying views of
market direction and risk levels.
Traders can design option strategies
that will profit if the underlying
market goes up or down, moves in
either direction by a certain degree
or remains unchanged.

Options also allow you to profit
without predicting market direction
because of time decay and fluctua-
tions in volatility that increase and
decrease premium. For example, a
trader might sell an out-of-the-
money call on a relatively volatile
futures contract he thinks will fall.
Over the next two months, however,
the market does not fall, but gradu-
ally moves higher, trading in a nar-
row range (but still below his strike
price). The trader was wrong about
market direction, but finds the
combination of decreased volatility
and time decay has eroded the
value of his option to the point that
he can buy it back at a profit (or
perhaps hold it until expiration).

Spreading your risk Two of the more
common option strategies are hori-
zontal spreads (identical strike
prices, different expiration days)
and vertical spreads (different strike
prices, same expiration day). Other
spread types are combinations or
variations of these categories:
Diagonal spreads are a mixture of
horizontal and vertical spreads;
butterfly spreads combine two dif-
ferent vertical spreads.

Selling a March 450 S&P call and
buying a June 450 S&P call is an
example of a horizontal spread, also
known as a time, or calendar
spread. The object is to profit from
the quicker decay of time value of



the nearby short option compared
to the more distant long option. The
trader is, in effect, selling time
value. Most time decay occurs in
the last three months, and especial-
ly the last month, of the contract.
This strategy is generally more prof-
itable with equity options than with
futures options.

If you sell the March option at
7.75 and buy the June option at
11.75, you establish the calendar
spread at a 4.00 debit. (Debit
spreads are spreads that the trader
pays to establish, while in credit
spreads the trader collects premi-
um.) The March contract then
drops to 1.25, while the June
option drops to only 10.50. You
could then “lift” (offset) the spread,
buying the March back at a 6.50
profit and selling the June for a
1.25 loss, for a total profit of 1.25
(5.25 minus the 4.00 paid to estab-
lish the spread).

In a vertical spread, the options
share the same expiration date but
have different strike prices. An
example would be buying a March
445 S&P call at 6.50 and selling a
March 455 S&P call at 3.00 with
the futures at 450.00, for a 3.50
debit on the spread.

If the market rallies, the deeper
in-the-money long option would
gain more than the short option
would lose. If the futures are
unchanged at expiration, the 445
call will be worth 5.00 (its intrinsic
value) and the 455 call will expire
worthless, for a 1.50 profit on the
trade. Once the futures price rises
above the higher strike, gains on the
lower strike are offset by losses on
the higher strike, so profit is limited.
If the market falls, loss is limited to
the amount paid for the spread.

Option spreads are characterized
as bear or bull strategies depending
on whether they will profit in up or
down markets. The previous example
is a bull call spread, because it would
make more money in a rising mar-
ket. A bear call spread would consist
of selling the lower strike option and
buying the higher strike option.

Bull and bear spreads also can be
established using put options. For
example, a bull put spread would
consist of buying a December 445
S&P put and selling a December
455 put. Selling the 445 put and
buying the 455 put would be a bear
put spread. Generally, you should
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use calls for bull spreads and puts
for bear spreads.

You can alter spreads by modify-
ing the number of options, for
instance establishing a vertical bull
call spread with two short calls for
every long call, also known as a
ratio spread. Whether all or some of
the options in a spread are in-, at-
or out-of-the-money also will affect
the risk/reward profile of a spread.

Other strategies focus on the
magnitude of price movement ra-
ther than direction. Straddles and
strangles are two strategies traders
use to take advantage of volatility
swings. A straddle consists of buy-
ing at-the-money puts and calls
with the same strike price and expi-
ration day, for example, buying a
June 100 bond call and a June 100
bond put. The straddle buyer
expects a futures price move large
enough (in either direction) that the
profit on the in-the-money option
will be more than the cost of
putting on the spread. If you
thought the market would remain
virtually unchanged, you could sell
the straddle (at a credit) and reap
the profits as time eroded its value.

A strangle consists of combining
out-of-the-money calls and puts.
With June bonds at 102, a strangle
buyer might purchase a June 104
call and a June 100 put, again
expecting a sizable move in either
direction. (An advantage to this
strategy is it is cheaper than a
straddle, but the market also has to
move more to make it profitable.)
For a trader who expects bond
prices to stay between 100 and
104, however, selling this straddle
offers an excellent opportunity to
“sell volatility.” If the market does
stay between these prices, the seller
will keep his premium. “Options
strategy profiles,” (Fig. 15) illus-
trates some spread strategies,
including straddles and strangles.

A final note on option trading:
Traders should be aware that
because of higher commissions and
increased slippage, a marginally
profitable options trade can actual-
ly be a loser when all is said and
done. Understanding volatility and
time decay concepts will help iden-
tify strategies with the highest
probability of success. FM



Money Management

Managing your money is one of the best ways to manage your risk.
Here are some “nuts and bolts” tips on effective money management
from experienced professional traders.

By the Editors of Futures

rucial but often overlooked,

money management practices

can mean the difference

between winning and losing in
the markets.

Plenty of books, manuals and
software packages will help you
form an opinion of a market, but
not many will tell you how to trade
once you have decided to get long or
short. The goal of money manage-
ment is to increase the odds of high
quality trades. And as we'll see,
leaving the money management
variable out of your trading equa-
tion can lead to ruin, even if you're
correct about the market direction.

In a broad sense, money manage-
ment can encompass those ele-

ments of trading outside the initial
decision to get long or short in a
given market or markets — that is,
how much money to risk on a
trade, how many positions to put
on, when to get out, where to place
protective stops. More specifically, it
refers to the strategic allocation of
capital to limit risk and optimize

trading performance in the long

run. Allocation of capital can refer
to how much money to put into any
one market or how much money to
risk on any one trade. These deci-
sions directly affect how many posi-
tions to put on and where to place
stop orders.

Given the negative odds inherent
in trading (a successful trader can
expect to lose money on 60% of his
trades), how do you go about maxi-
mizing the profit potential of the few

winning trades you can expect to
have? The answers vary with the dis-
position and trading style of the indi-
vidual trader. There exist, however,
basic concepts that can be success-
fully adapted and modified to individ-
ual needs, and when followed in spir-
it, can boost the promise of long-term
trading profits and take some of the
stress and uncertainty out of trading,

Establish a goal Having a clear idea of
what you want to accomplish by
trading, whether it is a short-term
profit on a singdle trade or the desire
for a long-term trading career, can go
a long way toward building success-
ful trading habits. Regardless of
whether or not the goals are set on a
per trade, daily or long-term basis,
establishing from the outset basic
levels of acceptable risk and financial

nt elements of money management
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pital. Placing conservative stops to
ick to the limits determined by your

_potential loss or profit might be for a
Ip direct capital toward trades with the



reward will help curtail avoidable risk
and exireme losses. Also, determine
a specific time frame in which to
trade: Will a position have to be liqui-
dated by a certain time for tax pur-
poses or for some other reason?

Diversification Just as in the stock
market, a portfolio of different
instruments can be one of the best
hedges against severe and unsus-
tainable losses; a loss in one mar-
ket will hopefully be offset by gains
in others. Traders must take cau-
tion, though, to truly diversify their
portfolios with contracts that are
price independent. Spreading your
trading among three or four differ-
ent interest rate contracts that
move in a similar fashion is not a
good example of diversification,
because a loss in one contract is
likely to be mirrored by losses in
the others. But over-diversification
is dangerous, too. A trader can
spread his money over too many
markets, and not have enough cap-
ital in any one of them to weather
even small adverse price swings.

A good rule of thumb is to stick
with what you are comfortable; do
not venture blindly into unknown
markets just for the sake of diversifi-
cation. A balance must be struck
between available resources and a
manageable trading scenario. Capital
constraints will, of course, limit the
choices traders can make, forcing
those with smaller trading accounts
to bypass or minimize diversification.

Amount of money to risk It’s difficult to
come up with hard and fast rules to
determine how much money to risk
on different markets and trades. For
our purposes, though, it's best to
think conservatively. Although some
studies suggest initially allocating
equity in broad terms of original mar-
gin (40% to 50% of total equity com-
mitted to the markets at a given a
time in the form of original margin,
15% to a particular market, 5% to a
single trade, etc.), many traders con-
sider these percentages too high, and
do not consider margin to be an
accurate measure of risk or a sound
basis on which to allocate funds,
because a trader can always, techni-
cally, lose more than the margin
amount. These traders find it more
beneficial to think in terms of the
actual money amount they are will-
ing to lose on any particular trade or

FIG. 16: A typical trading scenario

Position: Long two T-bond futures at 101.14
Current market price: 104.06

Unrealized profit; $5,500

Initial trading objective: 106.14 ($10,000 profit)
Initial stop level: 100.06 ($2,500 loss, if hit)

Total trading capital: $50,000

Capital committed to other markets: $10,000
Capital available for T-bonds: $5,000 (10% of total)
Capital available for this trade: $2,500 (5% of total)
Estimated reward/risk ratio: 5 to 1

For the trader to reap his $10,000 profit, the market must rally to 106.14.
While the trader thinks the market will inevitably return to this level, he
also sees the possibility of the market testing its recent low (100.08)
before that level is reached. If the low is reached, he feels the market will
continue to drop and he will get stopped out. In addition, the trader is anx-
ious to free up some of his capital to trade in other markets, and also
wants to protect his current profits. He could therefore sell one bond at the
current market price (104.06) and take an immediate profit of $2,750 while
putting in a new stop at a higher level to protect his remaining position
and lock in a profit on the overall trade.

trades, determined by their stop level
or through some other calculation.

Although in specific circum-
stances professional traders may
actually risk comparable or even
greater percentages of total equity
than those listed previously, on
average they risk much less — per-
haps 12% to 20% of total capital at
a time, and 2% to 4% per trade.
Depending on the size of your trad-
ing account, these levels might seem
overly strict, but again, the idea is to
conserve money for the long haul.

In developing your trading goal,
determine how much you could
accept losing on a trade, both finan-
cially and psychologically. Based on
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total capital and the number of mar-
kets in which you are active, allocate
your equity proportionally between
individual trade, market group and
total trading activity levels.

These guidelines protect you
from dangers of extreme leverage
in the futures markets. Though it
may seem attractive to have the
chance to make big money on a
small initial investment, the risk of
loss is just as great.

Determining reward/risk ratios Another
common rule in trading is never to
put on a position unless your possi-
ble profits outweigh your possible
losses by a ratio of 3 to 1, or at the



very least 2 to 1. So, if a particu-
lar trade has the potential of los-
ing $100, the profit potential
should be at least $200 to $300.
This is not a bad rule, but like so
many other aspects of trading, it
is somewhat intangible. Once you
have formed an opinion of a mar-
ket, determined your entry point
and calculated the maximum
amounts you could win or lose
on a trade, you still are left with
the uncertainty of the probability
of your trade winning or losing,
and unfortunately there is no
secret formula for removing this
uncertainty.

Some traders don't consider
probabilities valid at all. The most
any trader can do is perform his or
her best analysis of the market,
and, along with experience and
intuition, come up with some
rough idea of the probability of
success for a given trade. This
probability can then be weighed
against the reward/risk ratio in
selecting trades. For example,
would it be better to put on a trade
where the reward/risk ratio is four
to one and the probability of suc-
cess is 30%, or would it be advis-
able to put on a trade where the
reward/ risk ratio is only two to
one but the probability of success
is 75%? Using this rule, you'll be
ahead of the game by directing
resources to the trades with the
greatest chance of success.

Placing stop orders It's helpful to
think of these by their more formal
name, stop-loss orders, because
that is what they are designed to
do — stop the loss of money. Stop
orders are offsetting orders placed
away from the market to liquidate
losing positions before they
become unsustainable.

Placing stop orders is more of an
art than a science, but adhering to
money management rules can
optimize their effectiveness. Stops
can be placed using a number of
different approaches: by determin-
ing the exact dollar amount a trad-
er wishes to risk on a single trade;
as a percentage of tolal equity; or
by applying technical indicators.

Realistically, methods may over-
lap, and you’ll have a certain
amount of leeway in deciding
where to put a stop, but always be

wary of straying too far from the
basic asset allocation parameters
established earlier. For example, if
a trader is long one S&P 500
future at 450.00, and based on his
total equity he has $2,500 to risk
on the position, he might place a
sell stop at 445.00, which would
take him out of the market with a
$2,500 loss ($500 per full index
point, per contract). But after con-
sulting his charts, he discovers
strong support at 444.55, a level
he believes if broken will trigger a
major break. If this level is not
broken, the trader believes, the
rally will continue. So he might
consider putting a stop at 444.55
to avoid being stopped out prema-
turely. Although he's risking an
extra $225, he's staying close to
his money allocation percentages
and modifying his system to take

advantage of additional market

information.

Of course, the size of a position
will affect the placement of stops.
The larger the position, the closer
the stop has to be to keep the loss
within the established risk level.
Also consider market volatility.
You run a greater risk of getting
stopped out in choppy, “noisy™
markets, depending on how far
away stops are placed. This can
cause unwanted liquidation when
the market is actually moving your
direction.

Now suppose our hypothetical
trader, who started with $50,000, is
now looking at a $10,000 gain
(which happened to be his goal for
this trade) on a long position. What
should he do? That depends
entirely on his trading goals. He
can take the $10,000 profit and,
assuming he leaves the money in
his trading account, turn to other
trading opportunities. If he desires,
he can increase the size of his
trades proportionally to his
increase in trading equity. This
would give him the potential to earn
greater profits, with the accompa-
nying risk of greater losses.

He also could choose to keep the
size of his trades identical to what
they were before he made his ini-
tial profit, thus minimizing his risk
(as he would be committing a
smaller percentage of his total
equity to his trades) but at the
same time bypassing the chance
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for larger profits. If his winning
position had consisted of more
than one contract and he believed
the market was still in an uptrend,
he could opt to take his profit
immediately on some of the trades,
while leaving other positions open
to gain even more. He then could
limit his risk on these remaining
trades by entering a stop order at a
level that would keep him within
his determined level of risk, as well
as protect his profits. He does run
the risk of giving back some of his
money if he is stopped out, but
counters that with the potential for
even larger gains if the market
continues in his direction.

Good money management prac-
tices dictate stop orders be placed
at levels that minimize loss; they
should never be moved farther
away from the original position.
You should accept small losses,
understanding that preservation of
capital will in the long run keep
you in the market long enough to
profit from the winning trades that
make up for the losers.

Trading in the real world almost
never seems to go as smoothly as it
does on paper, mainly because
paper trading typically never fig-
ures in such real world factors as
commissions, fees and slippage.
“Slippage” refers to unanticipated
loss of equity due to poor fills
(especially on stops) that can result
from extreme market conditions or
human error. Factoring these ele-
ments into your overall money
management program can help cre-
ate a more realistic trading sce-
nario, and reduce stress and disap-
pointment when gains do not seem
to be as large as they should be.

One final note Do your money man-
agement homework before you
start trading. This helps you
decide what to trade and how to
trade it. On paper, money manage-
ment sounds so obvious and based
in common sense that its signifi-
cance can be overlooked. The chal-
lenge is to apply its principles in
practice. Without money manage-
ment, even the most astute market
prognosticator may find himself
caught in a downward trading spi-
ral, right on the trend, but wrong
on the money. FM



