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www.Quote.mobi
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stock, futures and Forex quotes, advanced charts, 5,000+
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you — no matter where you are.
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A more powertul tool for
testing your strategies.

(Along with your hunches, guesses and gut feelings.)

FIDELITY
WEALTH-LAB PRO® TRADESTATION®

Portfolio-level backtesting with margin’ YES \[0)
and money management

Integrated historic Earnings Estimate
& Analyst Ratings NO

Integrated historic Economic Indicator data [\[0)

Cost of 1,000/5,000 share trade?
(online equity and limit orders) $8/$32

Platform/Data fees* $516 per year

Date verified 3/1/07

With Fidelity Wealth-Lab Pro® you can test a whole range of stocks at once, utilize fundamental and
technical data and access historical economic indicator data. There are also over a thousand pre-loaded
strategies for you to put to the test. What's more, it's free when you're an Active Trader, a savings of about

$500 per year? Call a trading specialist today or download a free 30-day trial at Fidelity.com/wealthlab2.

™ Fidelity

INVESTMENT

Power. Price. Service. No compromises®

Smart move:

O 1.800.396.9118 | Fidelity.com/wealthlab2

System availability and response time may be subject to market conditions.

" Margin trading entails greater risk, including but not limited to risk of loss and incurrence of margin interest debt, and is not suitable
for all investors. Please assess your financial circumstances and risk tolerance prior to trading on margin. Margin credit is extended by
National Financial Services, Member NYSE, SIPC.

2 Per trade pricing comparison based on data as of 9/26/06 for the cost of a 1,000 and 5,000 share trade. Certain restrictions apply.
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arkets in Japan, South Korea, and China have all

shown incredibly strong performance of late.
With global markets going up, up, and away, should we be
getting weary of an overheated market? Asia is enjoying
remarkable growth with strong corporate earnings, strong
currencies, and favorable monetary policy. The downside
is that inflation could become a problem, which in turn

means a tightening in interest rates. Given that the funda-
mentals are still strong, I wouldn’t be averse to considering
Asia as a prime area of investment. However, at such lofty

levels it is always a good idea to expect the worst. Values
could be charging toward a resistance level just as we have seen with indexes in the past. A prime example
would be the technology sector in 2000. We saw a similar scenario with gold in the early part of 2006, and
we have seen that happen with other commodities such as crude oil.

In this issue of Traders.com, we take a look at many things going on around the world. In “Measured
Moves In The Swiss Franc” by David Penn, we look at ways to anticipate targets after breakouts and
breakdowns and how they helped Swiss franc traders exit profitably from a turn-of-the-year advance. Then
there’s “An Ascending Triangle For The Aussie” by Arthur Hill, in which we examine the Australian Dollar
Index and what happens when it broke resistance levels in two time frames.

that is only a fraction of the useful articles you’ll find here and at our online publications,
Traders.com Advantage and Working Money, or even STOCKS & COMMODITIES magazine.
Take a look at our website and see what we have to offer. Check us out — that will enable you to:

» Visit Traders’ Resource, our reference to all things technical analysis

* Check out our Online Store, where you can download PDFs of past S&C articles, from 1982
all the way to the present, for a nominal charge

e Examine our Traders’ Glossary, growing by leaps and bounds

* Visitour Subscribers’ Area, where you’ll find computer code thathas beenreferenced in S&C
articles; and finally,

* Visit our Message-Boards, where you can share your opinions of trading technical analysis,
and most everything else you can imagine with other traders.

nd there’s more to consider in this issue: We look at the real estate market in Canada and the

US, the biotech hype and whether we can believe it, how cocoa and sugar are doing, what’s
happening in gold, what’s up in crude oil — there’s so much to look at and so much to study. Asia’s
not the only region to invest in, after all — it’s only the beginning.

S—Qﬁm‘ WS/\ POnr

Jayanthi Gopalakrishnan,

Editor
http://www.Traders.com .........cccceeeeveneeneeneennenne. Home — everything starts here
http://Working-Money.com .......c..cecoeveruerenvenuennns Direct to Working Money
http://Technical. Traders.com ...........ccccceevuereennenne. Trading product information
http://Store. Traders.Com.......cceceverieenerenenennns Order products and articles
http://Message-Boards.Traders.com ..................... Ask and answer questions
http://Search. Traders.com ..........c.cceceeeverenennennns Search our websites
http://www.traders.com/S&C/SiteSearch.html...... Browse or search our websites
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Why So Many
Moving Averages?

by Rudy Teseo

So many to choose from...so little time.

you're astudent of technical analysis,
itishighly probablethat thefirst indi-
cator youlearnedtousewasthesmple
moving average (MA). Back before

technical analysiscomputer programs,
| used to manually plot asimple moving average of
my stock on graph paper. Thismay sound stone-age
primitivenow, but it waseffectivethen. Throughthe
years, in my studies of technica anadysis, | have
found references to no less than seven types of
moving averages in the literature. (If you know of
more, pleaseemail methedetails, thank you.) These
days, movingaveragesarethemaost commonindica
torsused in technical analysisand form the basis of
other indicators. For example, the famous moving
average convergence/divergence (MACD) isacom-
bination of several MAs.

THE MANY MOVING AVERAGES
When | started studying technical analysis, | was
intrigued with the different types of moving aver-
ages. Why are there so many? As | learned more
about MAs the answer became simple enough:
different strokesfor different folks. Over theyears,
technicians and programmers have attempted to
improvetheMA soitcandoabetter job of what it's
supposed to do. Moving averages smooth dataand
provideaclearer pictureof thetrendsand reversals
of thepriceof asecurity. Moving averagestogether
with price, or two moving averages together, are
useful for identifying entry and exit points. How-
ever, thesesignal stendtolag asthey arebased upon
past performance. So techniques were devel oped
toproducesignal swithfewer lagsand sowithmore
accuracy.

What makes these moving averages different is
theweight appliedtothemorerecent data. Theseven
typesof MAsare:

» Simple moving average = SVA

» Weighted moving average = WMA
 Exponential moving average = EMA

* Triangle moving average = TMA

* Time seriesmoving average = TSMA

* Variable moving average = VMA

* VVolume-adjusted moving average = VAMA

» Simple moving average: The SMA treatsdl data
equally and is simply an average of prices for a

sdl ected period (day's, weeks, months), whichchanges
with each new period. Astoday’ spriceisadded, the
oldest day’ spriceisdropped. One of the uses of the
SvA, which has the most lag among the moving
averages, is asabuy/sdl indicator. When the price
movesabovetheM A youbuy; whenthepricemoves
below the MA you sell. Theinherent lag causesyou
togetinlateand out late. Using shorter time periods
reduces the lag but |eads to more whipsaws.

Aswith al averages, thetime period selected has
agreat deal todowiththeresultsyouattain. Thetime
period you select should fit the (stock) market cycle
you are following. Every stock, commaodity, and
index has a predominant cycle — the rhythmic
movement of price swingsbetween highsand lows.
Cycles occur in some derivative of the numbers 3
and 4. The predominant cycles are three- to four-
week cycles, three- to four-month cycles, six- to
eight-month cycles, and three- to four-year cycles.
Further, cycle durations are fixed to their corre-
spondingvehicle. If anindex hasafour-monthcycle,
it will never be three-month cycle or a six-month
cycle. If astock hasathree-monthcycle, itwill never
be a four-month or an eight-month. The ideal MA
can be calculated as.

MA = (cyclelength/2) + 1

Thus, for a 30-period cycle you would use amov-
ingaverageof 16. Of course, you haveto makesure
that moving averages are right for the market you
are following. In Technical Analysis Explained,
Martin Pring statesthat moving averagesarevirtu-
ally uselessin atrading (congestion) range market
since they move right through the middle of the
price fluctuations and amost always result in un-
profitable signals.

» Weighted moving average: The WMA applies
more weight to later data through mathematical
computations (multiplying previous data by a
weighting factor based upon the number of peri-
odsintheaverage). Thereasoningisthat thelatest
datahasmoreimportancethan earlier data. Fortu-
nately, most charting programs have these mov-
ing averages built in so you don’t have to do the
math. Like the SMA, the oldest data is dropped
when the latest data is added.

» Exponential moving average: The EMA ismore
complicated. Like the WMA it gives greater weight
to thelatest data, but unlike the former two moving
averages, it doesnot droptheoldest data. Thetypeof
movingaverageusedintheMAcD andtheMcClélan
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oscillator, the EMA considers al the data in its
history. Calculationsfor thisaverage are even more
complex thanthe WMmA. Itiscalculated by applying
apercentageof today’ sclosetoyesterday’ saverage.
These percentages can be changed (if you own a
program that givesyou theflexibility todoit), butin
most programs the percentage is fixed and the only
parameter you can changeis the period.

If your program allows you to build custom
indicators, thefollowing formulawill providethe
smoothing constant:

SC =2/ (period + 1)

where SC is expressed as a percentage.

Thus, for a 20-day EMA the latest price is
weighted at 9.5% of thetotal instead of the5%that
it would be in calculating the SmA. If your pro-
gram requires the input in percentages, this for-
mulawill convert any period you want to useinto
percentage. If you need to convert percentage to
period, use the following formula:

Period = (2 / percentage) — 1

Theuse of thisformula.can be seeninthe MACD.
Gerald Appel’s origind MACD specified 15% and
7.5% EMASs. Theindustry soon changed thisto 12-
and 26-day MA, respectively, which are today’'s
default valuesin almost al charting programs.

» Triangle moving average: The TMA givesmore
weight to the middle data. This moving average is
actually an SMA of an SVA.

» Timeseriesmovingaverage: TheTsvA issmilar
tothetimeseriesforecast. Thisindicator displaysthe
statistical trend of astock’ sprice. ThisMA doesnot
haveasmuchdelay infollowing pricechangesasthe
indicator isfitting itself to the data.

» Variablemovingaverage: TheVMA weighsdata
according to the voldtility: as volatility increases,
more weight is given to recent data. Thisis accom-
plished by adjusting the smoothing constant (per-
centage) of an EMA. The more volatile the data, the
more weight given to the current data. This auto-
matic adjustment alows the average to perform
better in both trading and trending markets. In trad-
ing marketsthere are many whipsawswith an SVA,
but fewer withthe VMA. Intrending marketsthereis
quitealagwithan SMA, but muchlesswiththeVMA.

» Volume-adjusted moving average: TheVAMA
incorporatesavolumeweighting into the cal cula-
tions. The days with the higher volume get the
greater weight.

WHICH MA DO YOU USE?

Thisinformation is al very interesting, but does it
hel p the techni cian choose the best type of average?
Not initsalf. Like most thingsin technical analysis,
wherethereareoptions, you haveto resort to experi-
mentation and backtesting beforeyou gather enough
datato make adecision. One of the popular uses of
the MA is the moving average crossover, wherein
two MAs are used to identify buy and sl signals.
When thefast MA crosses above the dow MA you
buy, and when the fast MA crosses below the Slow
MA yousdll. Thesdlectionof theperiodsisyour cal,
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MOVING AVERAGES

Periods Days
Very short 2t0 10
Short 11to 21
Short-Intermediate 22 to 50
Intermediate 51 to 100
Long 101 to 200

FIGURE 1: MOVING AVERAGE PERIODS. Now select
a pair from the table that fits your immediate
time frame and test it until you have determined
thatit will produce the trading signals you would
like. Try different pairs until you’re satisfied you
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Moving averages smooth data
and provide a clearer picture of
the trends and reversals of the
price of a security.

based upon the time frame you wish to trade. The
table you seein Figure 1 isone | have compiled by
averaging many recommendations from texts and
articlesby recognized authors. Itismerely asugges-
tion, so don’'t change anything that’s working for
you.

The typical MA crossover uses one type of
moving average with different time periods. But
supposewetry two or threedifferent MAswiththe
sametimeperiod asshowninFigure2. InFigure2,
see the daily chart of Boeing with the three most
popular MAssetto 100days. Y ouget animmediate
picture of the different crossovers of the price and
the various MAs. An uptrend crosses the EMA
before the WMA, and a downtrend crosses the
WwMA before the EMA. Finding the right combina-
tionmightallow youtogetinafew days(or dollars)
sooner, and get out afew days (dollars) sooner. Be
awarethat thespacing betweentheaverageschanges
with the stock selected, and that the averages may
switch positions.

Finaly, I'd like to mention two more moving
averages, the double EMA (DEMA) and the triple
EMA (TEMA). These were developed by Patrick
Mulloy and discussedin hisarticlesinthe January
and February 1994 issuesof Technical Analysisof
StocKS & COMMODITIES. The author tested
DeMA- and TEMA-modified MACD, and achieved
much better results and lesslag. m

This article was originally published on 3/28/2007.

SUGGESTED READING

Appel, Gerald [1985]. The Moving Average
Convergence-Divergence Trading Method,
Advanced Version, Scientific Investment
Systems.

Mulloy, Patrick G. [1994]. “ Smoothing Data With
Faster Moving Averages,” Technical Analysisof
Stocks & CoMMODITIES, Volume 12: January.

[1994]. “ Smoothing DataWith LessLag,”
Technical Analysis of Srtocks &
CoMMODITIES, Volume 12: February.

Pring,MartinJ.[1985]. Technical AnalysisExplained,

McGraw-Hill Book Co.

This article — and articles like it — can be
found online at www.working-money.com.
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Classic Trading Signals
On The NASDAQ
Composite

by Gary Grosschadl

Here are some very clear trading signals,
including two reversal patterns.

Tradable: $COMPQ

harts like this daily one of the NASDAQ
‘ reminds us that at times trading does not

have to be difficult or complex; you just
have to go with the big and obvious signals. There
are no convoluted trading theories here that require
mathematical formulationsor chart patternsthat can
make your head spin.

Let’ sstart withthefirst trading signal by way of
acommon moving average crossover (Figure 1).
Traders often comment that when the 50-period
movingaveragecrossesover the 200-period mov-
ing average, abuy signal occurs. It may not bethe
earliest or timeliest signal, but it often is a safer
signal that still captures agood part of the move.
Inthiscase, had thetrader acted onthissignal and
simply stayed with the trade until the 50-day
exponential moving average (EMA), anice gain
was captured.

Thenext signal wasatimely one, asit caught the
verytop of themove. A doji candlestick hittinganew
high after agood upleg can often be an exceptiona
reversal signal. In this example, traders dancing
close to the exit sign had two days to heed the
potentia topping pattern. Confirmation of the doji
comes on the next trading day with a lower close.
The pain of the large gap down could have been
avoided without having read any market news or
listening to the myriad of market pundit opinions
from here or aboroad. That' sthe big advantage tech-
nical traders often have: chartsdon’t lie. Givemea
good chart and a great cup of coffee and hold the
financial press, please.

The next trading signal came with a bounce off
the most important moving average, the 200-pe-
riod exponential moving average (EMA) (although
some traders prefer the smple moving average).
Thisbig moving averageis often targeted by trad-
ers as significant areas of support or resistance.
This bounce off the 200-day EMA came with an-
other telling candlestick — an inverted hammer.
Thisisabullish bottomreversal signal with confir-
mation the next day. Just to drive that point home,
thefinal pattern hereisathree-day pattern calleda

A doji candlestick hitting a new high
after a good upleg can often be an
exceptional reversal signal.
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FIGURE 1: NASDAQ COMPOSITE, DAILY. There are some great trading signals on this daily chart.

morning star pattern. This is a mgor reversal
pattern made up of along black real body followed
by a small-bodied candlestick that gaps lower,
formingthestar. Thethird candleisawhitebullish
candlestick that closes well into thefirst session’s
black real body.

Severd indicators are examined. Note the nega
tivedivergencestotheindex climbing higher viathe
moving average convergence/divergence (MACD)
and the relative strength index (Rsl). The RSl is
kickingupfromavery oversoldlevel of 30whilethe
stochastic oscillator isvery oversold at under 20.

Going forward, the initial trading target is the
50-day EMA currently 2443. The danger going
forward is that this could be a bear rally to over-
head resistance. Failurethere could put thisindex

intofailuremodeuntil that moving averageceases
to be aresistance level. m

@Mders.com ADVANTAGE"

This article was first published on 3/7/2007.
See www.Traders.com for more.

I nverted hammer: A bullish bot-
tom reversal signal with confir-
mation the next day.

|
b
Morning star pattern: A maor
reversal patternmadeup of along
black real body followed by a
0 small-bodied candlestick that
gaps lower, forming the star.

STOCKCHARTS.COM
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A Bear Trap For
The Russell 2000

by Arthur Hill

The Russell 2000 broke support
on Monday but quickly sprang
back to lay the foundations of a
bear trap.

Tradable: $RUT
T he Russell 2000 established

support at 770 with reaction

lows in late November 2006
and early January 2007. With these
lows, alargeconsolidationformedand
the index broke consolidation resis-
tance at 800 with a big surge in
February. This sharp advance fur-
ther reinforced 770 asavalid support
level, but these gainswerewiped out
with asharp declineover thelast two
weeks. The index broke below key
support at 770 on Monday and things
were looking pretty bleak after this
close. See Figure 1.

The Q's Hourly

Double Bottom

And Successful
Test

by David Penn

March came in like a lion ... with a
market bottom in tow.

Tradable: QQQQ
likealionandoutlikea
lamb,” goestheold saw

44 I
I labout the month of

March. But as far as QQQQ investors
are concerned, it might be more accu-
rate to suggest that March comes in
like abear and goes out like abull.
TheQQQQ, thetrackingstock for the
NASDAQ100index, peaked near 45.50
in late February and failed to follow
through on the higher high it had just
set(seemy March2,2007, Traders.com
Advantage article, “The QQQQ's 2B
Top”). The QQQQ spent the balance of
February in freefal, plummeting to
just above42. TheNASDAQ 100track-
ing stock then spent the first half of
March scuttling along support at the

S P L S e
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Technica analysts often ap-
ply filters to distinguish fase
moves from the real McCoy.
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The support bresk at 770 was
only oneday old, and thiscould
have been caused by some ex-
cessvoldtility, alittlenoise, or a
simpleovershoot. A typicd time
filter is three days and this can
help reduce bear traps or whip-
saws. Thedownside, of course,
isthat thesignal will comeafew
dayslater andthiswill affectthe
entry point. The index did in-
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deedclosebelow supportat 770,
but the ability to immediately
recover shows resilience and
makes this a bear trap. More-
over, this whipsaw once again

reinforces support at 770 and |
will continueto watch thisarea
for signs of a breskdown —
with atimefilter, of course.
What now for the Russell 20007
The bear trap keeps support at 770
alive and this means the overall
uptrend is not finished just yet. The
stochastic oscillator dipped below
20 last week and remains below 20.
This shows an index that is both

42-42 50level, oncebouncingashigh
as43.25beforefalingback toward42.
Thisbouncing managed to produce
adouble bottom inthe QQQQ between
theinitia trough low on March 5 and
the second trough low on March 14.
Theinitia trough was lower than the
subsequent one and wes itsdlf tele-
graphed as a significant low by the
positive divergencein the moving av-
erage convergence/divergence
(MACD) histogram (see Figure 1).
The peak between troughs wasjust

oversold and still weak. | would wait
for thestochastic oscillator toturnup
and break above 20 before calling
for an oversold bounce. m

™ Traders.com ADVANTAGE"
This article was first published on 3/8/2007. |
See www.Traders.com for more.

north of 43.25, which, when the low
point of thetwotroughs(roughly 42.25)
was subtracted from it, meant that a
successful breakout from the double
bottom would create a minimum up-
sidemoveto the 44.25 level.

This move was precisely what the
Qooqdid. Breaking out on March 20,
the QQQQ one day later reached the
minimum upsidetarget of 44.25 (Fig-
ure 2). Shortly thereafter, the market
pulledback. Butinterestingly, thepull-
back appears to have found support

=<l

FIGURE 1: RUT, DAILY. The Russell 2000 established support at 770 with reaction lows in late
November 2006 and in early January 2007.
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near the 43.25 level, precisely where
the QQQQ originally broke out. There
isevenamodest positivedivergencein
the MACD histogram ontherest of the
breakout level that further confirms
the QQQQ's ahility to bound higher
from that level. The particularly bull-
ish action on Tuesday, following the
successful test, seems to indicate as
much. m

This article was first published on 4/5/2007.
See www.Traders.com for more.
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FIGURE 1: NASDAQ 100 TRUST (QQQQ), HOURLY. A positive diver-
gence in the MACD histogram helped warn traders and specu-
lators that momentum to the downside was waning in early

March.

FIGURE 2: NASDAQ 100 TRUST (QQQQ), HOURLY. The QQQQ broke
out from its double bottom and managed to reach its minimum
upside target before pulling back. Note how the QQQQ found

support at approximately the same level of the breakout weeks

before.
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TIMES (Traders International Market Expert
System) — The Award-Winning Comprehensive
Trading Course has Four Big Advantages.

E-Mini's Provide a Great Trading Market

This market offers the trader high average volatility
providing the right conditions for many short term trading
opportunities each day. A fast and liquid market makes
getting into or out of a trade quick, easy, and inexpensive.

TI's Comprehensive Trading Course

Every Tl student is given an easy to follow comprehensive

trading course that covers everything from trading terminol-
ogy and price charts to market psychology and the TIMES

trading method — and all at a comfortable pace.

Award Winning TIMES Trading Method

The TIMES method aims to identify multiple high
probability trading signals each day using a simple but
powerful method that gives you the best chance to succeed.

Live Mentoring Bell to Bell with an
Expert Trader

Become a successful trader in 90 days by learning the
TIMES method. Your mentor both educates you in the
system and informs you of opportunities by calling out the
market signals during your bell-to-bell trading classes.

> Attend a FREE (No obligation) live market
online trading workshop.

(Regular sessions on Tuesdays and Thursdays
at 2 PM EST.) «

@TRADERS

INTERNATIONAL
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Improve your trading.

Dramatically!

Trade with our high probability signals

and you’il< have the balance of
probabilities on your side.

-

The freedom of online instruction
that fits your busy schedule.

Please visit our website to
view powerful testimonials
from successful graduates.

o

Learn a proven system that takes advantage of the high probability trading
opportunities in the E-mini stock index market whether the markets are moving
up or down. We've taught thousands of traders how to use the high volatility
and liquidity of the stock index markets to produce long term results with

short term trading.

The award winning and comprehensive Traders International online course will
show you how to improve your chances way beyond 50/50. This easy to learn
system relies on years of experience, a strong trading discipline, careful money
management strategies, and proven pattern recognition methods to provide
consistent profit opportunities.

Our instructors not only explain what to look for and how to read the analysis
that a price chart can provide, but they also call out major signals as they
occur during our live trading room classes. You learn to think and trade on
your own but with the benefit of live instructor guidance. Over time, you will
rely less and less on the instructor as you gain confidence everyday to trade
independently.

This internship program is designed to give our students the best chance of
succeeding, and has earned Traders International the respect and appreciation
of successful traders and industry organizations around the world.

(44 Traders International has been of immense value to me and it is the
best investment I have made in the past 7 years. I am currently trading
successfully and around 80% of trades are profitable using your system. 99

Kenneth B.
(March 16, 2007)

l \ 15'5(1!):‘6? Award
TradersWorld - -
" Winning There is a risk of loss in trading.
b = L. Training Past performance is not indicative of future results.

For complete information:
www.TradersInternational.com (800) 670-0834

For more information, visit the S&C ad index at Traders.com/reader
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The QQQQ’s
Broadening Top

by David Penn

This pattern suggests even more upside for
the NASDAQ 100.

Tradable: QQQQ

riting about broadening tops in the sec-
Wond edition of hisbook Encyclopedia Of

Chart Patterns, ThomasBulkowski notes
clinically: “Price trend is upward leading to the
formation. M egaphoneappearancewithhigher highs
and lower lows that widen over time. Breakout is
upward.”

Thisisaperfect description of the broadening top
that hasdefinedthemovementintheQQQQsincelate
November 2006 (Figure 1). Comparedtotheir oppo-
site, the symmetricd triangle, broadening topsarea
bit morerare, and often confusechartistsat first with
their pattern of higher highs and lower lows. How-
ever, like the symmetrical triangle, the broadening
topisasoa“continuation” pattern. Thismeansthat
whatever trend wasin effect when the consolidation
pattern developed will continue once the consolida-
tion hasrun its course.

How do you trade broadening tops? Bulkowski

July/August 2007
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FIGURE 1: POWERSHARES QQQ TRUST, WEEKLY. The broad-
ening formation in the QQQQ developed over the
course of more than three months from late November
to early March, when the pattern was complete.

recommends that “ once a broadening top appears,
buy after the stock makesitsturn at thelow ... place
a stop-loss order 0.15 below the minor low.” The
trick with thisrecommendation isfiguring out when
the stock has actually made “itsturn at thelow.” In
the case of the QQRQQ — especidly in the weekly
chart— onebig cluethat thedeclineinlate February
marked “the low” was the fact that the market
seemed to find support on the 50-week exponential
moving average (EMA) (Figures 2 and 3). On the
daily chart, there was support at the 42 level, which
corresponded with thelows of the October-Novem-

BUY OPTIONS
LOSE MONEY...

Who do you think makes that money?

The option sellers, of course.
Why buy options when you can sell
them and COLLECT premium?

SELL S&P 500

OPTION CREDIT SPREADS

MOST PEOPLE WHO

PERIOD!

With our premium program learn
how you can potentially benefit from:

v Flat markets
v Options expiring worthless

v Markets with little concern for direction

Don’t buy options...Sell options $50,000 minimum to start

1.800.972.3343

Call today for free information:

Trading futures and options involves risk. Trade with risk capital only.
Collection of premium does not mean retention of premium.

For more information, visit the S&C ad index at Traders.com/reader

FIGURE 2: POWERSHARES QQQ TRUST, TWO-HOUR. The
rally from the low point of the broadening formation in
the QQQQ moves toward the top of a trend channel,
where some resistance should be expected.

ber consolidation that contributed to the QQQQ’'s
inability to movelower asthe broadening formation
was completed.

What sort of upside can tradersand speculatorsin
the QQQQ look forward to? The measurement rule
for broadeningtopswithupsidebreakoutsisstraight-
forward: measure the formation at its widest point
and add that amount to the value at the top of the
formation. In this case, that would mean adding
approximately four pointsto the value at the top of
thepattern, whichisapproximately 46. Thisprovides
for aminimum upside target of 50 for the QQQQ.

The broadening top pattern can also be seen asa
sort of measured moveupinwhichthedistancefrom
the summer 2006 lows near 35.5 to the high of the
broadening formation can beadded to thelow of the
broadening formation to provide an upside target.
Approachingthepatterninthisway —theformation
low isapproximately 42 versus aformation high of
approximately 46— suggestsan upsideof 52.5, and
that the 50 target might indeed be a “minimum”
upside destination. m

SUGGESTED READING
Bulkowski, Thomas[2000]. Encyclopedia Of Chart
Patterns, John Wiley & Sons.

Traders.com ADVANTAGE"

This article was first published on 4/26/2007.
See www.Traders.com for more.
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FIGURE 3: POWERSHARES QQQ TRUST, WEEKLY. The cor-
rection in the QQQQ — and the low point of the
broadening top formation — find support at the lower-
most of the three moving averages shown: the 50-
week exponential.
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THE SECRET
T0 MAKING MONEY IS

FINALLY REVEALED.

IT’S CALLED “LETTING SOMEONE ELSE DO IT FOR YOU”

VectorVest is the high profit,
safety-oriented investment tool
that gives clear Buy, Sell and Hold
recommendations on more than
13,500 stocks every day. It takes
the guesswork out of managing
your portfolio.

Three different mathematical mod-
els measure the Value, Safety and Tim-
ing of over 13,500 U.S., Canadian, and
European stocks stocks and gives you
clear Buy, Sell and Hold recommenda-
tions on each stock, every day.

If the stock, the industry or the sec-
tor gets a mathematical “thumbs-up” in
all three categories, you'll get a clear
BUY signal. If it’s just “so-so” you'll get
a HOLD signal. If the stock, industry or
sector doesn’t add up in Value, Safety

or Timing you’ll get a clear SELL Signal.

VectorVest mathematically defines
what makes one stock go up in price
while another one goes down.There’s
no guesswork, no hunches, and no
opinions. In short, VectorVest is an
exact equation model that makes a
stock’s price rise or fall predictable.

VectorVest gives you objective rec-
ommendations based on daily market
data.

TIMING IS EVERYTHING.

A lot of people tell you what stock
to buy, but it’s even more important to
know WHEN to buy and WHEN to
sell. VectorVest gives you a BUY sig-
nal with plenty of time to jump in
and ride the wave UP, UP, UP. Vector-
Vest will give you a SELL signal
with time get out and/or short
stocks. VectorVest will give you a
HOLD signal when it’s best to do
nothing. \

Safe returns and preservation /@47,
of capital is the name of the /1
game.Timing is the name of '
the game.Value is the name of
the game.

As a subscriber you can
check the recommendations
daily, weekly or use one of our
long-term strategies and make
your decisions monthly.

VectorVest is very easy to use. If
you have any questions you can use
the online guide, watch the CD we
send you or pick up the phone and
our staff will guide you. It’s that easy.

HOW VECTORVEST WORKS

We factor into our mathematical
models all kinds of relevant informa-
tion: inflation, interest rates, profitabil-
ity, discounted cash flow, earnings and
earnings-growth.

‘We measure Relative Value and In-
trinsic Value and we measure Safety
compared to AAA corporate bonds.

‘We measure short-term stock price
performance, and much more.Then,

we report our findings to you in a sim-
ple rating system. Our ratings go from
0.00 to 2.00.

If a stock’s Relative Safety (RS)
rating is a 1.54 it
is safer and
more
predictable
than a
stock with
an RS rat-
ing of
0.97.1fa
stock’s
price

per-
formance
looks bad, we
might give it a Relative Timing (RT)
rating of say, 0.94 as opposed to some-
thing above 1.00.If a stock’s Relative
Value (RV) is just a 1.00 or below,
you’d be better off with AAA corporate
bonds.

VectorVest does this for over 13,500
stocks every day.And, if VectorVest can
find the best stocks to buy everyday, it

can also find the stocks to sell-short.
GO TO WWW.VECTORVEST.COM AND

SEE FOR YOURSELF.
When you log on, you’ll get

proprietary market-timing indicators.

BUY-SELL-HOLD recommenda-
tions. No guesswork. No
opinion. Just mathe-
matical algo-
rithms.

Objective
informa-
tion. Built
on Value,

Safety and

» Timing. With
VectorVest On-
/' Line youwll have
/access to 10 years
4 worth of
back-testing data.
Sort, rank and
screen your favorite
stocks, your favorite sec-
tors, your favorite indus-
tries using your favorite
investing style.
You’'ll quickly and easily get
the BUY, SELL or HOLD signals
you need regardless if you invest
long or short, in blue chip stocks,
penny stocks or options.

You can use one of the 200+ strate-
gies already built into our program. Or
if you don’t see a strategy you like, Vec-
torVest allows you to create your own
investment strategies.You can quickly
and easily set VectorVest to screen,
rank, sort and analyze stocks according
to your investment style.

/

SIGN UP FOR A $9.95 FIVE-WEEK
TRIAL MEMBERSHIP AND YOU'LL RE-

CEIVE:

 The VectorVest OnLine CD-Rom.

* The VectorVest Online User’s
Guide.

e Our fast and easy instructional Tu-
torials. You can see for yourself
how easy and fun it is to use Vec-
torVest OnLine.

« Stocks, Strategies, & Common
Sense, the classic book by Dr. Bart
DiLiiddo, Ph.D., the creator of
VectorVest.

t * A special report: How To
b Short Stocks With Confi-
-+ dence And Make Big Money

..» In Bear Markets where

you’'ll discover strate-

{ gies that take the guess-

3 work out of shorting.
; * How To Use Options To
Supercharge Your Profits. Op-
tions are the overlooked darling
of investment vehicles. Options
give you better downside protec-
tion. They give you control of stocks
at discounted prices.This report will
show you different option strategies
and how to implement them with
complete confidence.

WE GUARANTEE VECTORVEST IS
THE SMARTEST, FASTEST, EASIEST-
T0-USE STOCK ANALYSIS SYSTEM
YOU'LL EVER FIND.

If you're not completely convinced
that your $9.95 VectorVest Five-Week
Trial is the best investment you've ever
made, just let us know within 30-days
and we’ll refund your money.You get
to keep all the VectorVest materials
we’ve sent as our way of saying thank
you for giving us a try.

Here’s a claim no other stock
evaluation service can make.“Over the
last eleven years, when you hold our
Top 20 Value-Safety-Timing (VST) rated
stocks for a year or more, you will
make a profit 90% of the time.” How
much profit? You would have made a
19% gain each year using VestorVest.
Go to vectorvest.com/tdr to
learn more.

Try the VectorVest Five Week Trial

for only $ 9 9_5

Call 1-888-658-7638 to sign up
or visit www.VectorVest.com/tdr.

t! VectorVest

Before You Invest, Check VectorVest.

©2007 VectorVest, Inc. * Past performance is not a guarantee of future profits.

For more information, visit the S&C ad index at Traders.com/reader
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Mind The
NASDAQ Gap

by Arthur Hill

The NASDAQ has been moving
higher since mid-March, and the
latest gap affirms this uptrend —
provided it holds and does not turn
into an exhaustion gap.

Tradable: $COMPQ

The recovery is quite remark-
able. The NASDAQ declined
sharply in February 2007 with
a gap and a long black candlestick
(Figure 1). The move extended into
early March, but theindex soon found
support and recovered all of itslosses
over the past six weeks. The recovery
rally festures aresistance breskout on
March 21, agap in early April, and a
gap thisweek. The most recent surge
above 2500 putsthe index back in the
res stancezonefromthe January—~eb-
ruary highs, and abreakout herewould
show some serious strength.
However, resistance has yet to be
brokenandtheindexisbecomingover-
bought. TheNAsSDAQ wasturned back
around 2500 in mid-January and late
February. Thethird attempt showsre-
dlience, but it ain’'t broken yet. For
overbought evidence, the stochastic
oscillator movedabove80andremains

BOSO And The
S&P 500 Breakout

by David Penn

When does momentum really
matter?

Tradable: $SPX

here are two important con-

I ceptswhenitcomestomomen-
tum: threshold and reversal.
Bythreshold, I’ mreferringtothat point
where momentum reaches a level
where it is capable of carrying prices
further even as that momentum is
waning. By reversal, I'm referring to
that point when momentum carrying
pricesin agiven direction becomesso
weak that forcesin the opposite direc-
tion are able to take control of the

a lofty levels. This indicator is
both overbought and still bullish;
look for amove back below 80 to
show someweakness. Andfinally,
theindexisupover 6%inlessthan
six weeks. TheNAsDAQwould be
up 52% if this rate kept up for a
year. This kind of pace shows
strength, but it is hardly sustain-
able.

Despite resistance and over-
bought conditions, the six-week
trend remains up and the most
recent gap isholding. | amwatch-
ing threeitemsfor atrend change:
the April 16th gap, the March
trendline, and the April 11th low.
A closebelow 2490 wouldfill the
gap and make it an exhaustion
gap, which would be quite nega-
tive. Further weakness below the
March trendline and key support
at 2450 would reverse the six-
week uptrend and reinforce the
resistance zone (Figure 2). This
would spell trouble for the
NASDAQ, and | would then expect
asupport test around 2350.

@Traders.com ADVANTAGE"

This article was first published on 4/19/2007.
See www.Traders.com for more.

market for agiventime.
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FIGURE 1: NASDAQ. The most recent surge above 2500 puts the index back in the
resistance zone from the January—February highs, and a breakout here would show
some serious strength.
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FIGURE 2: NASDAQ. Further weakness below the March trendline and key supportat 2450
would reverse the six-week uptrend and reinforce the resistance zone.
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A perfect trader would be able to
spot areversa in agiven market, take
aposition, recognizewhenthat market
has reached a momentum threshold,
teke partia profits and/or add to the
position, spot areversal, takefull prof-
its, and take a position in the opposite
direction.

One of the things | like about the
Boso approach (see my Working-
Money.com article, “Boso,” from
October 5, 2005) is that it does an
excellent job of indicating when a
market has likely reached a momen-
tum threshold. Everyone knows that
marketsthat becomeoverbought often
remain overbought for a period, and
that marketsthat become oversold of -
ten remain oversold for a period.

Sowhy not profit fromthistendency
by buying overbought markets and
sdlling oversold ones?

There are caveats to this approach,
suchasonly buying or selling aboveor
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FIGURE 1: S&P 500, DAILY. The positive divergence in the March lows of the S&P 500
was clear in a number of indicators, including the stochastic.
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FIGURE 2: S&P 500, DAILY. The highlighted oval indicates where the S&P 500 passed
a momentum threshold, becoming overbought. Also highlighted is the area where
the stock market pulled back to support, slipping below the threshold temporarily,
before moving back through the threshold en route to higher prices.

below the intermediate-term moving
average (20 to 50 period). But when
combined with a strategy or method
that aims to spot tops and bottoms —
whether that strategy or method ispat-
tern-based, cycles-based, or diver-
gence/oscillator-based — the Boso
approach can be an excellent comple-
ment to a complete trading strategy.

The last bottom | wrote about the
stock market was in the QQQQ (“The
QQQ's Hourly Double Bottom And
Successful Test,” April 5, 2007). But
consider asimilar exampleinthe Stan-
dard & Poor’s 500 (“Short-Term 2B
Bottom In The S& P 500,” March 16,
2007). Thedoublebottomthatisapart
of that 2B bottom projects to about
1450, whilethebuy signal fromthe2B
has the trader long around 1390. See
Figure 1.

TheS& P500raliesupto1440with
little problem. However, the market
begins to run into resistance at that
round number and cannot close above
it. During that time, the market closes
in overbought territory (Figure 2), in-
dicating that it has passed through a
momentum threshold to the upside.

Themarket pulledback shortly there-
after. Butanumber of important things
happened for the trader on the long
side of this market. One, the pullback
never closed below the intermediate-
termmovingaverages(the50-period).
Two, when themarket dipped tempo-
rarily out of overbought territory, there
was no further follow-through to the
downside.

In other words, when the market
closed back outside of the overbought
zone, it did not close below thelow of
that session again. Inthisexample, the
S& P500dlipped out of theoverbought
zone on March 29. The low of that
session was 1413. While the market
traded lower thanthat onthefollowing
day, it did not close below 1413. The
S& Pwasback in the overbought zone
two days later, leading the market to
new highsfor theadvance. Sevendays
after passing back into themomentum
threshold, the 1450 target from the
double bottom was reached. =

This article was first published on 4/20/2007.
See www.Traders.com for more.
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There are many reasons
to use Ocean Theory
and the new OceanPlus+

"I can’t thank you enough, Ocean Theory has
made a world of difference in my trading.”
—F.P., Virginia

"I'm doing absolutely fabulous, trading the

bond market. I am so extremely grateful for

the brilliance of your technical analysis.”
—C.D., California

The algorithms of Ocean are by Jim Sloman of
Delta fame, who employed asymtotic principles
of non-arbitrariness to create unbounded and
bounded indicators of unusual power.

"I have utilized Ocean for daytrading S&P,

Dow and NASDAQ since I received the new

bounded indicators. They are awesome.”
-].S., Virginia

"I really appreciate all the hard work you put

into Ocean Theory... It has helped my trading

and approach to the markets immensely.”
—J.T., Texas

Ocean Plus+ contains two new indicators, The
Ultimate Trend and The Ultimate Stop, also
known as the BTX and the STX.

"BTX 2-Line is brilliant! It gets me information
that I knew was there but could not quite pre-
cisely identify...This is really doing it!...The
information in it is profound. The power of the
natural order is far more evident."”

—C.E., Los Angeles

"I find the STX to be quite amazing. Its uncan-

ny ability is, to say the least, quite impressive.

I find it to be intuitive, easy to use, powerful."
—D.B. New York

For info, please visit mayyoubehappy.com and
then click on the Ocean button at the left.
Institutional inquiries welcome.

For more information, visit the S&C ad index at Traders.com/reader
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Measured Moves
In The Swiss
Franc

by David Penn

One of the most straightforward
walys to anticipate targets after
breakouts and breakdowns helped
Swiss franc traders exit profitably
from a turn-of-the-year advance.

Tradable: USD/CHF

easured moves and atech-

nique that Stan Weingtein

cals the “swing rule’ are
perhaps two of the fundamental tech-
niquesintechnical analysis. Although
measured moves tend to be continua
tion patternswhenthey occur intrends
while the “swing rule’ is generdly
employedat potential turning pointsin
the market, both chartist techniques
reflectacommonconviction: past price
action can be directly suggestive of
future price action.

As Thomas Bulkowski writes of
measured movesin the second edition
of his book, Encyclopedia Of Chart
Patterns: “The measured move ... or
Swing measurement asitissometimes
caled, is an exciting formation be-
causeitvividly tellshow far ... priceis
going.” Next to thesmplicity of spot-
ting such patterns, this is truly what
makeshothmeasuredmovesandswing
rules so valuable. Measured moves
(both downward and upward) often

begin with new highsor lows, and the
price action is often swift, with few if
any corrections along the way. The
move then develops a consolidation.
This consolidation, as Bulkowski re-
minds us, will be either horizontal or
mildly directional (rising or falling to
retraceafractionof thepreviousmove),
but should not riseor fal somuchasto
test the previous high or low.

Thekey measurement to takein the
measured move pattern isthe distance
from the beginning of the move (the
low or the high) to thetop (in the case
of a potential measured move up) or
the bottom (in the case of a potentia
measured movedown) of that consoli-
dation. Thisvauecanthenbeaddedto
the bottom (in the case of a potentia
measured move up) or the top (in the
case of a potential measured move
down) to project a minimum projec-
tion for the resumption of therally or
decline.

The case of the Swiss franc (or,
moreaccurately, thedollar/Swissfranc
currency pair) isan excellent example
of themeasured moveat work (Figure
1). The Usb/CHF bottomed in early
December 2006 near 1.1880. The pair
ralied into the end of the month, but
much of that rally (the second half of
the month) was mostly an upswingin
a consolidation. The upper boundary
of this consolidation was at approxi-
mately 1.2272. This created an initial
move of 392 points. If we add 392 to
the value at the bottom of the consoli-
dation that is, 1.2113), then we get a
minimum upsi deprojectionof 1.2505.

Starting on January 3 — the first
day of any price action, intraday or
otherwise, beyond the upper bound-
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FIGURE 1: US DOLLAR/SWISS FRANC (USD/CHF), DAILY. The rally from the early Decem-
berlowsto the top of the mid-December/early January consolidation is similarin size
to the rally from the bottom of that consolidation to the closing high of the rally in
January.

SUGGESTED READING

Bulkowski, Thomas [2000]. Ency-
clopedia Of Chart Patterns, John
Wiley & Sons.

ary of the consolidation — the Usb/
CHF moved up in six of the seven
following sessions, making an
intraday high of 1.2507 on January
11. The Usb/CHF shortly thereafter
fell intoanother consolidation pattern
(the first close above 1.2505 did not
occur until January 26). m

This article was first published on 3/7/2007.
See www.Traders.com for more.
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An Ascending
Triangle For The
Aussie

by Arthur Hill

With a big surge over the last two
weeks, the Australian Dollar Index
broke resistance levels in two time
frames and looks as though it will
be heading higher.

Tradable: $XAD

et’ sstartwiththemonthly chart
L for some long-term perspec-

tive(Figurel). TheAustrdian
Dollar Index ($XAD) surged in 2003
and then formed a large ascending
triangleover thelast threeyears. There
are two reaction highs around 80, a
reaction low at 68, and a higher low
around 70 (gray arrows). Connecting
thedotsheregivesusabullish ascend-
ing triangle and a breakout at 80 sig-
nas a continuation of the 2003 ad-
vance. The length of the pattern is
added to the breakout point for an

upside target around 92.

On the daily chart (Figure 2), the
index surged from October to De-
cember 2006 andthenformed arather
unusual consolidation from January
toMarch 2007 (magentatrendlines).
Thepatternisnot aflag or wedgeand
lookslike amegaphone. Despitethe
unusual pattern, the decline back to
77 looks like acorrection because it
retraced 50% of the prior advance
and has characteristics of a consoli-
dation. The retracement is normal
for acorrection, and the choppy na-
ture of the decline shows an even-
pitched battle between the bulls and
bears (a consolidation).

The surge and breakout at 79.50
broke consolidation resistance and
signaled a continuation of the Octo-
ber—December advance. There are
now two levelsto watch for support.
First, broken resistance around 79—
79.50turnsinto support and astrong
security should hold its breakout. A
move back below 79 would be nega-
tive. Second, the bounces at 77 in
late January and early March estab-
lished key support and abreak bel ow
thislevel would reverse the uptrend
on the daily chart. m
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FIGURE 1: XAD, MONTHLY. This index surged and then formed a large ascending
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FIGURE 2: XAD, DAILY. The index surged from October to December and then formed

a consolidation from January to March 2007 (see trendlines).
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This article was first published on 3/22/2007. |
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A 2BTop InThe
Euro?

by David Penn

Failure to follow through above the
December 2006 highs provides an
opportunity for correction or
reversal in the EUR/USD.

Tradable: EUR/USD

time lately looking at foreign ex-
changecharts. Whileoften helpful
in getting a broader understanding of
what isgoing oninassetslikegoldand
theUSdollar, theforex marketsthem-
selves can be a great opportunity for
tradersin both the short and long term
to profit using many of thesamebasic
technical tool sand strategiesthat work
for stocksand other chartablemarkets.
Oneof themethodsl liketolook for
most frequently isonethat worksvery
well on just about every time frame
I'vetried it with: the 2B test. The 2B
test is an excellent screen not only
because it often captures the exact top
or bottom of a given market, but also
becausethe pattern itself helpstraders
and specul atorsseeexactly wheretheir
risk lies. If you trade a 2B top, for
example, and the market moves back
up to set anew high, then you know it
istimeto exit. Thesameistruewith a
2B bottom setup that goesontorecord
anew low.
2B tests aso work well with other
indicators. Let a2B test tell you that a
marketisreversingdirection, andthen
let your favorite trend-following indi-
cators — be they moving averages,
trendlines, the moving average con-
vergence/divergence (MACD) histo-
gram, directional movement, andmore
— helpyoustay inthenew trend. | like
to confirm 2B testswhenever possible
withan oscillator liketheMACD histo-
gram (the MACDH has both trend-

S

I ’ve been spending more and more

Bear Hunting In
The Canadian
Currency

by David Penn

Looking for a long-term bear market
that's showing signs of reversal? Try
the USD/CAD currency pair.

July/August 2007
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FIGURE 1: EUR/USD, WEEKLY. The EUR/USD shows clearly the 2B
top between the December 2006 and the March 2007 peaks.
Failure to follow through beyond the new high created in March
will make traders and speculators suspicious of the EUR/USD’s
ability to move higherinthe near term, likely prompting bets to the

short side.

following and overbought/oversold
measuring capabilities, making it an
ided indicator for many situations).
As| wrotein an article for Working-
Money.comrecently (“Breakouts, Pull-
backs, And Gaming The2B,” January
24,2007),the2B test itself canbeused
to create atime stop to let you know
how much time you should give a2B
test to start showing the makings of a
winningsetup beforeabandoningitfor
the next trade.

The 2B top in Figure 1, the weekly
chart of the EUR/USD, sofar represents
an excellent exampleof thissetup asit
islikely tobespotted“inthewild.” The
EUR/UsD made a high in December
after rallying for a few months, then
pulled back and began a scalloped,
bowl-shaped correctionthatlastedinto

Tradable;: USD/CAD

ne of the mogt interesting —

r haunting—thingsl’ veever

read about the markets came

from internationa money manager
Marc Faber. Faber observedthatif you
made a single investment decision a
the beginning of each of the past few
decades—and maintainedthat invest-
ment throughout the decade — you

FIGURE 2: EUR/USD, DAILY. In addition to the longer-term 2B top
between the December 2006 peak in the euro and the March
2007 peak, the negative divergence in the MACD histogram that
has developed between the late February and late March peaks
is further confirmation that momentum to the upside is likely to

wane in the near term.

thespring of 2007. However, asprices
ralliedtotest theDecember high—the
other rim of thebowl — they retreated
shortly after the new high was made.
As soon as the retreat found the EUR/
UspD falling below the low of the De-
cember 2006 session that had featured
theinitial high, tradersand speculators
were al clear to bet againgt the EUR/
Usb moving higher in the near term.
The bearishness of this 2B top, as
many are, issupported by thenegative
divergence in the MACD histogram.
The MACD histogram features lower
peaksin February and March (Figure
2), just as prices are making higher
peaks. This, too, isaclassicsigna of a
market that will have difficulty mov-
ing higher and that might beripefor a
reversd or correctiontothedownside.

couldhavemadeatremendousamount
of money on anumber of marketsthat
had been virtualy left for dead.

In summary, Faber observed that if
youhadboughtgoldin1970, helditfor
10years, then sold it and bought Japa-
nese stocks, held them for 10 years,
sold them, then bought American
stocks (especialy tech stocks), held
them for 10 years and then sold them,
you would have pretty much taken

How much time should traders and
speculatorsgivethe 2B top to play out
profitably? Looking back to Figure 1,
it appearsasif thetwo peaksare sepa-
rated by approximately 14 weeks.
Based on the methodology presented
in the Working-Money.com article |
mentioned, this means that traders
should belooking to preserve gainsor
a least limit losses by the seventh
week after the patterniscomplete. As
far astargets go, the low between the
February and March peaks, alow of
about 1.3072 isone reasonable target,
and would represent a 61.8%
retracement of the EUR/UsD advance
from the early January 2007 low. m

@Traders.com ADVANTAGE"

This article was first published on 3/27/2007.
See www.Traders.com for more.
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FIGURE 1: US DOLLAR/CANADIAN DOLLAR, MONTHLY. The bear
marketinthe USD/CAD has seen the greenback lose more than
30% against the “loonie,” as the Canadian dollar is colloquially
called, since early 2002. The series of shallower troughs in the
weekly MACD histogram beginning in 2004 suggests that
momentum to the downside is gradually waning as the Cana-
dian dollar moves closer toward par with the US dollar.

FIGURE 2: US DOLLAR/CANADIAN DOLLAR, DAILY. Positive diver-
gences build as the USD/CAD moves lower, correcting the
bounce from the second half of 2006 (see Figure 1).
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For the bottom-feeders,
the best reason for
bullishness lies in the
positive divergences
that have been
developing between the
price of USD/CAD and the
MACD histogram.

the second half of 2006 was larger
— and by a wide margin — than
any of the peaks that accompanied
previousbouncesduring the 2002—
06 decline. Asl wrotefor Working
Money yearsago, the MACD histo-
gram peaksof thissort can often be
predictive of a market bottom and
reversal totheupside (seemy “ Post-
Breakdown MACDH Extremes,”
May 19, 2004). =

SUGGESTED READING

Penn, David [2004]. “Post-
Breakdown MACDH Extremes,”
Traders.comAdvantage, May 19.

@Traders.com ADVANTAGE"

This article was first published on 4/16/2007.
See www.Traders.com for more.

maximumadvantageof someof thestrongestinvest-
ment trends of the past 30-plusyearswith relatively
little effort (aside, perhaps, for the exceptiona pre-
science such investment might have required).

Thissort of thing occasionally hasmelooking at
long-term, multiyear chartsfor thekind of jumbotron
bear marketsthat can createreal bargainsfor inves-
torswilling to forage through the rubble. With my
recent attention to the foreign exchange markets,
one such supersized bear market appearsto be the
market for buying USdollarsand selling Canadian
dollars, asexpressed by the charts of the Usb/CAD
currency pair.

It would be hard to equivocate the bearishness of
the Usp/CaD pair. Although the Usb/CAD ended
2006 roughly flat to up dightly, itisnot at al unfair
to suggest that, on balance, the greenback has been
faling againg the loonie for five years running
(Figure 1). The question is whether the current
bounce, which beganwiththesummer of 20061ows,
representsthe beginning of theend of that five-year
bear market, or if itismerely apausein the midst of
abear market that has yet to run its course.

For the bottom-feeders, the best reason for
bullishnessliesinthe positivedivergencesthat have
been devel oping between the price of Usb/CAD and
themovingaverageconvergence/divergence(MACD)
histogram (Figure 2). These positive divergences
began in late 2004 (that is, thefirdt, positive MACD
histogram divergence in the monthly chart was
between the trough in 2003 and the trough in late
2004) and areclear inbothweekly and monthly chart
views of UsD/CAD.

Along those lines, the MACD histogram pro-
videsanother potential clue. Thesizeof theMACD
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histogram peak during the bounce that began in
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2B Test Of Bottom
In The US Dollar—
Swiss Franc

by David Penn

As the US dollar continues its slow-motion,
spontaneous combustion before our very
eyes, an important test against the Swiss
franc looms.

Tradable: USD/CHF
y last two Traderscom Advantage
M takes ontheforeign exchange market
examinedthepossibility of reversal in
two magjor currency pairs. the EUR/UsD and the
Usp/CaD (“A 2B TopInTheEuro?’ fromMarch
27, 2007, and “Bear Hunting In The Canadian
Currency” fromApril 16, 2007). Theformer case
wasan exampleof a2B top at work and thelatter
looked to positive divergences asa signd that a
reversal was possible.

Once again | am looking to the 2B test as the
potentia harbinger of areversa, thistimein the
case of the bear market in the USD/CHF. The
current leg down in this currency pair began in
late January 2007 after themarket topped out near
1.2575. Thisdownleg hitabottominmid-March
and then bounced over the balance of the month
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FIGURE 1: US DOLLAR/SWISS FRANC, DAILY. An April retest of
the March 2007 lows provides an opportunity for the US
dollar to gain on the Swiss franc if the USD/CHF failed to
show significant follow-through to the downside. The USD/
CHF would then need to rally above the high of the initial low
— to approximately the 1.2175 level — for the USD/CHF to
be considered having truly reversed.

and into April. The market, as shown in Figure 1,
topped out inthefirst half of April and began moving
down againthrough mid-month, taking outtheMarch
low on an intraday basis.
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FIGURE 2: US DOLLAR/SWISS FRANC, MONTHLY. It take a
monthly view on charts this small, but with this view it is
clear to see that the 61.8% retracement level has pro-
vided support for the falling USD/CHF on at least two
separate occasions during the lows of 2006.

This most recent move down finds the UsD/CHF
testing the March lowsfor support. Whilethisisnot
make-or-break territory for the Usb/CHF — the
December 2006 lows near 1.1900 wait to provide
another opportunity for support for thefalling Usb/
CHF — there is precious little by way of support
between the UsD/CHF's current level and those
December 2006 lows. This suggests that should
support at the March 2006 lows not hold, areunion
with the December lows nearly 140 pips further
downispossible.

Figure 2, alonger-term monthly look at the Usb/
CHF, shows both the 61.8% Fibonacci retracement
level that has on two previous occasions provided
supportinthewakeof thetopinlate2005. Thischart
aso reveals the downside available to UsD/CHF
should this retracement level — and the 2B test of
bottom seen in the shorter-term chart from Figure 1
— do not hold.

What would berequired for asuccessful 2B test
of bottom? Not only would the Usb/CHF need to
show little or no follow-through to the downside
beyond current levels (which approximate the
March 2006 lows), but also the Usb/CHF would
need to bounce up above the high of the session
that marked the initial March 2006 lows. That
level is approximately 1.2175, some 150-odd
points higher. Short of accomplishing this feat,
the trend in the Usb/CHF remains downward and
abet against the pair still more reasonable at this
point than a wager in favor.

SUGGESTED READING
Penn, David [2007]. “A 2B Top In The Euro?’,
Traders.com Advantage, March 27.
[2007]. “Bear Hunting In The Canadian
Currency” Traders.com Advantage, April 16.
@Traders.com ADVANTAGE"

This article was first published on 4/18/2007.
See www.Traders.com for more.
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Building A Better
Bottom

by David Penn

In the days after the market
meltdown, the Standard & Poor’s
500 continues to forge a bottom
from oversold conditions and
positive divergences.

Tradable: $SPX
T herearetwo contradictory im-

pulsesin the wake of amarket

collapse like the oneinvestors
and specul atorsexperienced at theend
of February. Thefirst is the “buy the
panic” impulse, largely borne out of
theexperienceof severecorrectionsin
bull markets like those in 1987 and
1998. The second isthe*wait until the
smoke clears’ impulse. This impulse
isgeneraly the product of abear mar-
ket psychology in which sharp de-
clinestendtolead only tofurther sharp
declines.

I’ darguethat the 2002 correction—
shortly onthehedlsof the2001 correc-
tion—wasaccompanied by thislatter
impulse. Inhindsight, it couldn’t have
been moreclear that autumn 2002 was
abuyingopportunity thelikesof which
hadn’t been seen sincethe mid-1990s.
But at thetime, those standing ontheir
desks screaming “BUY!” were rela
tively shortinnumber (Jim Cramer, in
hisexcellent dispatch, “ The Exquisite
MomentIsUponUs,” fromMarch 17,
2003, wasoneparticularly memorable

exception):

Wenow arecloseenoughtothewar
to act. | think the exquisite moment
is upon us. The idea behind the
exquisite moment is the same as it
was in 1991: Wait until 24 hours
before the war begins, and buy the
weakness of the nervouslongswho
can't take the pain.”

Areyou anervouslong?If so, how
areyoutaking the pain of the February
meltdown?
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| oncereadapoemby MaxineKumin
titled* Our Ground TimeHereWill Be
Brief.” Whilel think Kumin had more
metaphysical notionsinmind (shesaid
thetitle came to her while waiting on
the runway for her plane to take off),
that phrase comesto mind as | watch
the S& P 500 attempt to build abottom
between 1390 and 1370. The tools of
this bottom-building are standard is-
sue: indicator divergences and over-
sold readings, but the commonness of
the equipment is no argument against
their utility. The divergences in the
moving average convergence/diver-
gence(MACD) histogramand thesto-
chagtic are very clear-cut and the Sig-
nal they aresending—that thetimefor
shortingisover andthetimefor buying
has drawn near — isho less apparent.
See Figure 1.

What sort of upside is being sug-
gested by thehourly chartsof the S& P
500? There are two ways to gauge
potential bounces. Thefirst, most ob-
vious, way is to look for a possible
swing rule application based on the
location of the nearest resistance and
thecurrentlow. Inthiscase, wefindthe
nearest resistance level at approxi-
mately 1415 and the correction low at
about 1375. Adding this difference to
the value at the resistance level sug-
gests the potential for abounceto the
1455 level or almost a complete
retracement of the correction.

What makes this interesting is that
whilethereisasignificant potential for
resistance at the 1415 leve, there is
precious little resistance in the event
that the S& P 500 can rally above that
point (see Figure 2). In fact, | suspect
thereisasmall battalion of bearswait-
ing to attack any bulls that think they
candrivethemarket through 1415. As
such, any move beyond that level will
likely need to attack 1415 more than
once.

But should any of those attacks suc-
ceed, thesubsequent movehigher could
betoo swift for al but themost nimble
of tradersto exploit. m

® Traders.com ADVANTAGE"

z This article was first published on 3/7/2007.
See www.Traders.com for more.
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FIGURE 1: STANDARD & POOR’S 500, HOURLY. Negative divergences in the moving average
convergence/divergence (MACD) histogram and the stochastic suggest that the S&P
500 is running out of momentum to the downside in early March. The size of the MACD
histogram spike onthe bounce in recentdays is another sign that a significant move back
to the upside is increasingly likely in the near term.
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FIGURE 2: STANDARD & POOR’S 500, HOURLY. Any bounce in the S&P 500 is likely to first
meetresistance inthe 1410area, which coincides with the 38.2% Fibonacciretracement
level. However, there is a dearth of resistance beyond that point, suggesting the
potential for further retracement should the 38.2% barrier be breached.
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Short-Term
2B Bottom In
The S&P 500

by David Penn

In another sign of waning
momentum to the downside in the
S&P 500, a 2B pattern appears.

Tradable: $SPX

T ruth told, in spite of my suspi-
cions that an important top
wouldformat aroundthe 1460
level (seemy February 28thWorking-
Money.comarticle, “FifthOf A Fifth,”
for moreonthat projection), I’ ve been
looking for signs of a bottom to the
current correction in the Standard &
Poor’s 500 amost since the market
beganmovinglower (“ TheS&P500's
Fibonacci Foraging For A Bottom”
from February 27, “Betting On The
Bounce’ fromMarch 1, and“Building
A Better Bottom” from March 7).

So forgive meif | post ancther in-
stallment of “ TheBottomIsComing!”
A number of commentators have
pointed to the dramatic increase in
pessmism among investors as the
market made its very-long-overdue
correction in the early spring of 2007.
And that swift shift toward the“endis
near” way of looking at theworld was
part of what made me so eager to find
signsthat this correction might not be
quitedl that it is cracked up to be.

This 2B bottom in the S& P 500 is
perhapsancther initiativeinthat effort.
Two of the better ways of spotting
bottoms, in my opinion, are positive
divergencesin indicators and oscilla-
tors like the moving average conver-
gence/divergence (MACD) and MACD
histogram and the stochastic on the

onehand, and 2B testsof bottomonthe
other. At present, it appears as if the
current correction in the S& P 500 has
finally devel oped examples of both.

Figure 1 shows how the S& P 500
made alow in early March, bounced
into resistance at the 1410 area, then
moved lower to make alower low in
mid-March. However, there are two
factorsabout thislower low that should
alerttraderstothepotential for upside
inthe near term. Thefirst isthelong
“shadow” or “tail” on the candlestick
symbolizingthemidmonthlower low.
This means that the bears were com-
pletely thwartedintheir efforttomove
the market lower during the session.
The second factor follows from the
first. Rather than moving lower inthe
wake of thelower low inmid-March,
the S&P 500 moved higher — so
much so that on anintraday basis, the
session high from the previous low
(early in the month) was bested.

That kind of moveisusually enough
to trigger a buy signal in the 2B top
methodology (buy when the non fol-
low-throughfromthelower lowrallies
high enough to take out the high of the
previous low). And the context of the
positive divergences in two key indi-
cators— theMACD histogramandthe
stochastic — provides about as much
market-moving-higher insurance as a
trader can expect (see Figure 2). If
nothing el se, atrader could usethelow
of the lower low in mid-March as a
mental stop, abandoning the trade if
the market reversed its bounce, began
tomovelower, and eventually moving
to make an even lower low later inthe
month.

What sort of upside might the
bounce bring? There is significant
moving average resistance at the
14051410 level — resistance that
blocked the bounce in the S& P 500
when it was encountered in the first
half of the month. And it should be
expected that the next time the S& P

500 encounters this

level there will be
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based on the two
troughs in early and
in mid-March that
suggeststhepossibil-
ity of a move to the
1440-1450area. This
is based on the
midmonth lower low
near 1360 and the
intratrough high at
about 1410. m
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FIGURE 1: STANDARD & POOR’S 500, DAILY. The fact that the lower low in March occurred
in a session during which buyers were able to close the market far from the lows adds
to the likelihood that this 2B bottom will result in higher prices in the S&P 500 in the near

term.

SUGGESTED READING
Penn, David [2007]. “The S&P 500's
Fibonacci Foraging For A Bottom,”
Traders.comAdvantage, February 27.
[2007].“BettingOnTheBounce,”
Traders.com Advantage, March 1.
[2007]. “Building A Better
Bottom,” Traders.com Advantage,
March 7.
[2007].“FifthOf A Fifth,” Work-
ing-Money.com article, February 28

This article was first published on 3/16/2007.
See www.Traders.com for more.
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FIGURE 2: STANDARD & POOR’S 500, DAILY. Positive divergences in both the MACD
histogram and the stochastic both help support the case for a bounce in the wake of this

2Bbottom.

PROPHET FINANCIAL



July/August 2007

Fed Up?

by Austin Passamonte

Is there a trend bias in weekly
chart views?

Tradables: S&P 500,
Russell 2000

dncethebroad market plungeon
ebruary 27, tradersand inves-

ors have been seeking bottoms

ES D -Wieekly CMWE L=141375 1675 1.20% B=141350 A=1416.00 O=1405 ...

at every turn. Have the major indexes
printed recent lowsthat will last, or is
this period just a pause that refreshes
the sellers?

For the past two weeks, measuring
price action from recent highsthrough
subsequent lows seeseach lift stal out
a the 38% retracement level. That
magnet is currently 1414 in the ES
contract, with 1425 and then 1438 the
nextwidely watched linesof demarca
tion (Figure 1). These common
retracement levelsarefollowed by lit-
erally thousands of traders, with
prestaged stop orders to buy or sl
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clustered around each level right now.

Russdll 2000 levels at 801 and 810
aresswill seesdlerspressingfirsttests
of each mark if/when price action gets
therebeforedropping further first. We
can seewherethe 794 zonehastopped
out recent upside attempts prior to
now. See Figure 2.

Should price action close abovethe
62% values on a weekly basis, most
sellerswould cover ashuyersstepinto
wrest control. If therecent trend lower
still hasplenty of strength, expect 50%
retracement to hold high water. It's
possible price action could chop side-

ERZ.D - Weekly CME L=73410 970 1.24% B=r394.00 A=739410 O=759.60 Hi=\...

waysinddethesegridvalues, but plenty
of market catalysts are straight ahead
this week to shake, shock, and awe
stock index markets.

Retracement grids are one of the
most widely used measuresof pending
market action. Keeping oneeyeonthe
weekly chart and wherepriceactionis
onthescaetellsalotabout currentand
pending trend action ahead. =

Traders.com ADVANTAGE™

This article was first published on 3/20/2007.
See www.Traders.com for more.
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FIGURE 1: S&P 500 FUTURES, WEEKLY. Common retracement levels: are followed by
literally thousands of traders, with prestaged stop orders to buy or sell clustered

around each level.
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Testing The
Breakout

by David Penn

The current correction in the Dow
Jones Industrial Average so far
reflects little more than testing
former resistance for present
support.

Tradable: $INDU

bottomintheDow JonesIndustrial

Average (DJaA) wastextbook. Not
only had pessimism ramped swiftly in
the wake of the market’ sfive-session/
540-point collapseat theend of Febru-
ary, but the lower low in mid-March
was accompanied by both positive di-

I nmany ways, themid-March 2007

vergencesand a2B bottom setup. That
2B bottom setup (seemy Traders.com
Advantage article “ Short-Term Bot-
tomIn The S&P 500" from March 16,
2007) was filled three days after the
lower low in mid-March at the 12190
level. Threedayslater, theDow indus-
trials were closing above 12460 (see
Figure 1).

Sincethat close, theindustrialshave
begunto consolidate. Therangeof this
consolidation, sofar, isroughly 12510
to 12360 — with the latter level also
representing thebreskout level, which
is equivalent to the intervening high
between the two troughs in March.
There is asignificant amount of sup-
port at the 12360 level, it seems. This
support comes from both the 20-day
exponential movingaverage(EMA) —
which previoudy acted as resistance
— aswell as at the level of the inter-
vening high. Assuch, thereisalikeli-

TRADESTATION
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FIGURE 2: RUSSELL 2000 FUTURES, WEEKLY. The Russell 2000 levels will see sellers
pressing first tests of each mark if and when price action gets there before dropping

further first.
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hood that, rather than correct sharply
lower, the industrials will move side-
ways aong the 12360 support level
before vaulting higher again.
ApplyingtheswingruletotheMarch
bottom pattern — a sort of double
bottom — suggests that when the in-
dustrials again begin moving higher,
there is a good chance the current,
year-to-date highswill betested, if not
exceeded. With a formation size of
about410andabreakoutlevel of 12360,
the DJA should be ableto rdly to at
least the 12,770 level, which would
make for an interesting challenge to
thehighsof late February, daysbefore
theindustrials minicrash.
Figure2showstheDJA onanhourly
basis. Wecan seehow thebounceis, at
root, as mpleuptrend that hasover the
past several sessionsbroken down be-
low themain trendlinethat hasguided
the advance. This alows us to use

—

other trend-indicating tools to under-
stand the progress of therally and the
prospects for any pullbacks.

The 1-2-3 trend reversd test isjust
one of those trend-indicating tools.
Essentialy, the 1-2-3 test breaks the
trend reversa into three stages. The
first stageistheinitia trendline break.
The second stage represents the at-
tempt by the market to reassert the
trend that existed before the trendline
break. Thethird stage occurswhenthe
market fails to reassert the previous
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trend and move beyond the extreme
point established in the first stage, the
trendline break.

Sofar, thechart of thehourly indus-
trialsin Figure 2 showsclearly that the
first stage— thetrendlinebreak—has
taken place. Ataminimum, thesecond
stage hasbegun. Itishard to tell if the
second stage is complete; the bounce
and attempt to resssert the uptrend
appears to have fallen quite short. In
addition, the market has yet to move
beyond the low of theinitial trendline
break. Right now, thisistheareaworth
watching. Given the support nearby
below, traders should be on guard for
thepossibility of apositivedivergence
— or even another, shorter-term, 2B
test of bottom — signaling the end of
this short-term downturn aswell. m

SUGGESTED READING

Penn, David [2007]. “Short-Term
Bottom In The S&P 500,”
Traderscom Advantage, March 16.

A Rising Wedge
For The SOX

by Arthur Hill

The Semiconductor Index
bounced with the rest of the
market over the past few weeks,
but the move looks like a bearish
wedge.

Tradable: $SOX

efore looking at thiswedge, it
B often helpstolook at thelong-
term picture first. The Semi-
conductor Index ($Sox) advancedfrom
July to November 2006 and then con-
solidated the last few months. The
index reached 473 in mid-September
2006 and closed around 478 onMarch
26, 2007. That is a long time to be
moving sideways, and it representsan
extended consolidation or stalemate
between bulls and bears.

The pattern at work on the weekly
chart lookslike aflat triangle (Figure
1). Thetradingrangewasharrow inthe
last quarter of 2006 and narrowed a
little morein thefirst quarter of 2007.
The next long-term signd is depen-
dent ontheresolution of thispattern. A
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FIGURE 1: DJIA, DAILY. The industrials broke out from their
bottom pattern in late March and are spending the balance
of the month testing that level for support. Note that this
support comes in both the form of the 20-day exponential
moving average (EMA) as well as the intervening high

FIGURE 2: DJIA, HOURLY. The rally in the industrials makes a
short-term top and breakdown beneath its key trendline,
setting up a 1-2-3 trend reversal test. In spite of large volume
onthe sell days since the trendline break, the industrials have
yet to take out key support between 12,350 and 12,300.

between the two lows in early March and mid-March. The 20-
day EMA had served as resistance during the industrials’

initial attempt to move higher.

bresk above 495 would be bullishand
abresk below 450 would be bearish.
Until thereis abreakout, traders must
look to the swingswithin thistriangle
for signals.

| am turning to the daily chart (Fig-
ure 2) for swing signas within the
triangle, and these signals have not
been the easiest to catch. The current
swing isup, but theindex got hit hard
a the end of February. This sharp
declinewas not quite enough to break
the mid-February low, and the up-
swing held. The index rebounded in
March, and this rebound looks like a
risng wedge. The bulls have the edge
as long as the wedge rises, but this
pattern can be bearish and traders
shouldwatch priceaction closely over
the next few days.

| am cueing off wedge supportsand
the stochastic oscillator for a poten-
tially bearishsigna. A bresk below the
lower wedge trendline and support at
466 would bresk theriseof thiswedge.
Thiswould signal acontinuation of the
prior decline and target amove below
the January low. The stochastic oscil-
latorisalsomoving higher,andl would
waitforittoturndownbeforejumping
on the bearish side. Theindicator just
moved above 50, andthat isthethresh-
old to watch. A move back below 50
would turn the stochastic oscillator
down and thiswould confirm awedge
breakdown on the price chart. m
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FIGURE 1: $SOX, WEEKLY. The next long-term signal is dependent on the resolution of the
pattern seen here.
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FIGURE 2: $S0X, DAILY. The sharp decline seen here was not quite enough to break the
mid-February low, and the upswing held.
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TheThree 2Bs

by David Penn

For picking tops and bottoms,
always bet on 2B.

Tradable: ESM7

Q few days ago | started work
ing on an article about a 2B
bottom | spotted in the 15-
minute chart of the June emini Stan-
dard & Poor’'s 500 futures contract
(Figure 1). AsI’vewritten, in spite of
suggestingthat animportant topwould
occur in the 1460 area of the index
(“Fifth Of A Fifth,” Working Money,
February 28,2007), I’ vebeenadoubter
of the correction virtualy since the
beginning. This has made me particu-
larly aggressiveinlooking for patterns
indicative of a bottom to the genera
correction. But it has dso made me
more than a little impatient with the
shorter, smaller correction that has
occurred since the market bounced.
Withregardtothe2B bottominthe 15-
minute June emini, | wrote:

...[T]heinitial low took place dur-
ing the 15-minute session that be-
gan at about 9:45 am Est. The
high of that sessionwasat 1430.25.
When the bounce from the lower
low aday later comes, 1430.25 is
the buy stop, which was filled
shortly after 2:00 pm EST.

But a funny thing happened on the
way to the breakout. While the June
emini (Esm7) moved back tothetop of
its range and briefly exceeded it, the
contract was unableto follow through
onthesecond, higher high. Infact, the
Esm7 actualy ended up lower on a
closing, 15-minutebasis, inspiteof the
brief higher high.

| had specul atedthat, givenmy time-
stop method with the 2B bottom, prof-
its from any trade on this play would
need to be taken— or protected — by
late morning on Friday (see my
“Breakouts, Pullbacks, And Gaming
The 2B,” Working Money, January
24, 2007) (Figure 2). Unfortunately,
the market didn’'t make it that far. By
9:00 amthe Juneemini wasstruggling
to close abovethe Thursday high, and
shortly after 10:00 am, the ESM7 was
actually confirminga2B top, threaten-
ing to send the market back from
whenceit came.

The June emini S&P 500 might
have been headed lower, but it cer-
tainly wasn't staying there. Peaking
Friday morning and plunging toward
midday, the Esm7 actually formed a
third 2B, thistimeanother 2B bottom,
which suggested that still yet another
reversal wasinthe cards. Key alsoto
the reversa was the exceptionally
long lower shadow as the June emini
was making its low on Friday. This
shows an exhaustive and ultimately
failed attempt onthepart of thesellers
to closethemarket near thelow of the
range. The overwhelming volume
underscores the exhaustive nature of
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FIGURE 2: EMINI STANDARD & POOR’S 500, JUNE FUTURES, 15-MINUTE. Somewhat
irregular, the lower low on Friday morning nevertheless shows the sort of charac-
teristic lack of follow-through to the downside after making a lower low that marks
a 2B bottom. Note also the surge in volume on Friday’s low, suggesting a selling

climax and the opportunity for a bounce.
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FIGURE 1: EMINI STANDARD & POOR’S 500, JUNE FUTURES, 15-MINUTE. The highlighted
area shows the initial 2B bottom. The rally from that 2B bottom rallied as high as the
peak between the two lows on Wednesday and Thursday but failed to make a higher
high on a closing basis. Thatfailure setup atradable 2B top that sentthe ESM7 back
to the bottom of the range by mid-session on Friday.

the effort — and the likelihood that
buyers would be able to step in and
push the market higher.

This move higher began immedi-
ately. Even though the market ap-
peared to merely meander on Mon-
day, a higher low and a subsequent
higher high were both established
during that session.

Victor Sperandeo, from whom |
learned the 2B reversal method,
wrote: “Evenif you get whipped out
two, three, or even four consecutive
times, the one you catch will end up
making you a bundle.” In fact, in a
section on chart analysisin hisbook
Principles Of Professional Specula-
tion, Sperandeo goessofar asto say:
“1 recommend you doubleyour posi-
tion on the second 2B buy after a
whip. Makeit pay double!” Whether
or not you share

2B remains among the best waysto
tradetopsand bottomsin marketson
avariety of time frames. m

SUGGESTED READING
Penn, David [2007]. “Breakouts,
Pullbacks, And Gaming The2B,”
WorkingMoney.com, January 24.
[2007]. “Fifth Of A Fifth,”
Wor kingMoney.com, February 28.
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Sperandeo’s confi-
dence in trading 2B
tops and bottoms, it
isworth taking away
that not only do 2B
tops often follow 2B
bottoms — marking
excellent entry and
exit points— but also
that trades should be
ready to give 2B bot-
tomsasecond (oreven
third, apparently)
chance. As long as
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The Real Estate
Market In Canada
And InThe US

by Jacob Singer, PhC

The real estate market may be in
trouble in the United States, with
house prices dropping and mort-
gage companies that gave risky
loans facing serious problems, but
in Canada, it is still up, up, and
away.

Tradable RTRE-T

he press is full of it. Ex-Fed
head Alan Greengpan cannot

stop talking about it, and the
marketshavefallenbecauseofit. Lend-
ersbought into themyththat UShous-
ing prices couldn’'t drop, and buyers
bought and bought, lured by subprime
lenderswhotargetedhomebuyerswith
apoor credit rating and high debt.

“Wall Street failed to understand
that poorly underwritten mortgages
would make the market more vola
tilg” ssidM s, Wachter, alecturer of real
edtatefinanceat the Wharton School of
the University of Pennsylvania

But what about the Canadian red
estate market? Prices in Canada have
risenin the same spiral that US prices
rose, but where buyersinthe USwere
coaxed into buying by the wild, wild
West of themortgageworld,inCanada,
mortgage companies remained cau-
tious and stuck to their conservative
rules. House prices have risen astro-
nomically,inmany instancesdoubling
in two to three years, but mortgage
borrowers have not overextended
themsalves and falen into financial
difficulties. Many buyerswho bought
to flip may have difficulty in selling,
but probably not for long. If interest
ratesfall asthe market falsthiscould
betheir savior. ThisisshowninFigure
1, aweekly chart of the Canadian REIT
Index.

Figure 1 is a weekly Elliott wave
chart of the S& P/Tsx Canadian ReIT
index. Thewave count showsthat the
index is in a fourth-wave correction,
targeting either 158.86 or 146.19 with
aprobability factor (Pt1) of 82%. The
chartissuggesting that thewave count
could till bein athird-waverise, and
that the target of 216 could be athird-
wavetopand not afifth-wavetop. This
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FIGURE 1: CANADIAN REAL ESTATE INDEX, WEEKLY. The wave count shows that the index is a fourth-wave correction.
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FIGURE 2: CANADIAN REAL ESTATE INVESTMENT TRUST, WEEKLY. The market may decline alongside the US market, but not to

the same extent.

will only befinalized whenthefourth-
wave bottom is set.

Based on this information, the Ca-
nadian real estate market will likely
decline alongside the US market as
shownby theindex, but nottothesame
extent. The index appearsto be in a
short-term correction withavery bull-
ish long-term future. Based on the
analysis, | suggest buyingtheindex as
andwhenthefourthwaveiscomplete.
Better yet, buy theCanadianreal estate

investment trust (UN -T) asandterna-
tive asit isfaling alongside the ReIT
index shown.

The red estate investment trust is
notboundby therecent” TaxonTrugts’
announced by the Canadian Minister
of Finance; it isfalling ssimply in line
with general market sentiment. Figure
2 showsthat it isaso tracing afourth-
wave retracement, with a 79% prob-
ability and afifth-wavetarget of Cana-
dian $42.39. The ReT is paying a

3.91%yield at themoment, whichwill
rise as prices drop.

Definitely agood investment asthe
price reaches and confirms the low of
the fourth wave. The faling Rsl will
confirmabuy signal asitreachesover-
sold levels. m

See www.Traders.com for more.
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Buy The Biotech
Hype?
by David Penn

Inundated with calls to invest in
biotech stocks? There are a few
technical reasons why waiting
shouldn't be the hardest part.

Tradable: BBH

iotechnology hasbeenasector
B inwhichafew intrepidtraders
have targeted as one where
morethan afew rewardscan befound.
Asanexample, thisweek’ stopstoryin
BusinesswWeek is headlined, “More
Biotech Bets For The Fearless.” At-
tentionshould bedirected not somuch
to the “fearless’ component of that
headline, which only underscoresthe
obviousnessof risk wheninvestingin
oft-richly valued biotech stocks. In-
stead, it was the “more” that caught
my eye—“more’ asin, " Fearless' or
not, we're going to give you more
‘bets' to consider.”
| last wrote about biotechnology
stocks back in the summer of 2006
for Working-Money.com (“Betting
On Biotech,” June 13, 2006). At the
time, | wanted to focusontwothings
inbiotechnol ogy stocksthat | thought
would be helpful for traders and
speculators. Thefirst wasthetechni-
cal condition of the BBH, or biotech-
nology HoLDRs (Figure 1). The sec-

JATN

ond was the seasonality of biotech-
nology stocks. The technical condi-
tion was one in which the group
looked to be making at |east a short-
term bottom after peaking in the au-
tumn of 2005. The seasonality — per
theHirschesand their Sock Traders
Almanac — suggested that biotech
stocks have a tendency to outper-
form during the period of July
through March.

This approach would have worked
well enough for the cohort of biotech
stocks collected in the BBH up until
late January, when a clear negative
divergence in the MACD histogram
warnedinvestorsthat theupsideinthis
group was limited. Shortly theresfter,
theBBH dippedfromjust under 200to
about 175 by mid-March.

The question is whether the lows
of the summer of 2006 will continue
tohold, providing support inthe 170
area. The fact that the negative di-
vergence that anticipated the 2007
correction appeared on the weekly
chart (between the October 2005 and
January 2006 peaks) suggests that
the BBH might have more correction
in store than the current dip has ex-
acted (Figure 2). Infact, it would be
too much to say that the BBH is
approaching a make-or-break point
in the spring of 2007.

If thelowsfromthesummer of 2006
provide support, thenthe casefor buy-
ing biotechs would be a strong one
indeed. However, if thoselows do not
provide support, then adeeper correc-
tion — perhaps one that saw the BBH
make a 61.8% Fibonacci retracement
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FIGURE 1: BIOTECH HOLDRS TRUST, WEEKLY. A negative divergence in the MACD histo-
gram between BBH's peaks in October 2006 and January 2007 anticipated the sharp
correction in the first quarter of 2007.

of the advance from 2004 to late 2005
rather than the more mild 50%
retracement has compl eted thusfar —
issomethingthat biotechinvestorsand
onlookers should expect. m

SUGGESTED READING

Hirsch, Yde; Jeffrey Hirsch; and the
Hirsch Organization [2006]. Stock
Trader’'s Almanac 2007, John
Wiley & Sons.

Penn, David [2006]. “Betting On
Biotech,” Working-Money.com,
June 13.
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Tech Stocks And
A Distribution
Phase

by Paolo Pezzutti

The money flow and the on-
balance volume indicate that
investors are cautious about
investing in tech stocks after the
selloff at the end of February.

Tradable: ESNQ
fter the March sdlloff follow
Aing the one-day market
shakeup initiated by the Chi-
nese market, | was expecting a con-
tinuationtothedownside. Clearly, this
has not occurred so far, as markets
have recovered most of the losses.

Fromthefundamental sperspective,
theimpact of the housing crisison the
US economy is not yet clear. Capital
spendingisgetting lower, and with oil
prices still high, the effect on the
economy may beworsethan expected.
TheUSsituation, however, isnot hav-
ing that much of anegativeimpact on
the global economy, which continues
to grow at afast pace. How a trader
should position him- or hersalf with
respect to interest rates between the
need to control inflationand adowing
economy isdifficult to say, and aweak
US dollar can generate inflation. A
process has begun that will project
new countries and areas as important
actorsontheglobal scene. Thewestern
countries will find benefits as new
marketsfor consumersand infrastruc-
ture develop.

However, current imbalances can-
notfindsmoothsolutions. Adjustments
areusually fast and painful. Wesawin
May 2006 last year the first signs of
what could happen, then again last
month in March 2007.

Currently, buying the sdloff has
provided good returns in accordance
with gtatistics of similar past events,
but emerging markets represent the
weak ring of the chain. They have
overextended their gains; they are not
mature and are therefore speculative.
A change of risk assessment about
these markets might generate high
voltility.

Technically, afterthesdl off, wehave
seen arecovery characterized by low
volatility. Smal daily ranges on up
days, athough an eight-day consecu-
tive streak has been printed, indicate
that the public is not putting fresh
money into the market. Nonetheless,
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FIGURE 2: EMINI NASDAQ, DAILY. Both indicators show negative divergences. Investors have been more prudent after the end

of February selloff.

prices have gone up very closeto the
top. Couldthisbeadistribution phase?
Actualy, it seemsthat themarket does
not have great potential to the upside.

In Figure 1, you can see the emini
S& Pdaily chart. | usedthemoney flow
indicator (pink) to assessthe possibil-
ity of an ongoing distribution phase.
The money flow is built around the
“average price,” which is cdculated
using the average of the open, close,
high, and low of abar. Positivemoney
flow occurs when the current bar’s
average price exceeds the previous
bar' saverageprice. It iscdculated by
multiplying the current bar’s volume
and its average price. The positive
money flows are then summed over a
specified number of bars and divided
by the sum of al the specified money
flows.

Theformulais:

Money flow =
100* Sum of positive money flow /
Sum of al money flow

Inthesamechart | haveinserteda so
theon-balance volume (OBV) (bluein
the figure). The OBv digtinguishes
betweenupvolumeanddownvolume.
When prices closelower oneday than
they closedtheday before, thevolume
is considered down volume and as-
signed a negative value. When prices
close higher than they closed the day
before, the volume is considered up
volume and assigned apositive value.
Oav isarunningtota of downvolume
and up volume.

In a healthy trend, the indicators
track the price action. When a diver-
gence between price action and the
indicator occurs, it can beasignal that
the market trend is about to change.

At the daily level the money flow
displays a short-term divergence in
coincidence with the last pivot high.
The OBv moved comfortably along a
rising trendline. Overadl, the S&P is
not highlighting significant elements
to assess that a distribution phase is
ongoing.

ThesituationisdifferentinFigure2,
whereyou can seetheemini NASDAQ.
Here, both indicators show negative
divergences developed during thelast
month. Investors after the selloff have
been more prudent in putting their
money into technology stocks.

Thelong-range candleto the down-
side printed on February 27 indicated
that prices would continue to moveto
the downside. However, the
retracement has been significant, dis-
playingthat thismarket uptrendisvery
resilient. That is why, in summary, |
would not expect excessiveweakness,
but rather asidewaysmoveto develop
from here with volatility more to the
downsideand aretest of thelowsinthe
near future. In fact, for the moment |
see the markets trapped to the upside
by weak fundamental swith somecon-
cerns from emerging markets, which
could open a negative longer-term
phase. m

@Traders.com ADVANTAGE"

This article was first published on 4/16/2007.
See www.Traders.com for more.
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The Sweet
Suffering Of
Sugar

by David Penn

Will sugar find a bottom in spring-
time?

Tradable: SB, SBK7

en| lastwroteabout sugar
for Traders.com Advan-
tage(“ TheSugar Triangle,”

August 25, 2006), the commodity had
broken down severely from a sym-
metrical triangle in May 2006. With
sugar pricestill infreefdl, | wrotein
August:

... Asfar asthe minimum downside
projection in sugar is concerned,
missionaccomplished. Atthispoint,
sugar has retraced just a bit more
than 50% of its rally from the
February 2004 lows. A likely
finishing point might beaFibonacci
61.8% retracement, which would
takesugar closertothell-centlevel,
and potential support in the form of
theNovember 2005 correctionlows.

Referring back to the chart, we can
see that this 11-cent level — and the
61.8% retracement level — proved
relatively effective in providing sup-
port to the falling market.

Someof thesidewaysactioninsugar

futureslatein 2006 and into 2007 may
be attributed to a waning momentum
tothedownside. AsFigure1 shows, a
significant amount of support begins
toappear assugar futuresmovedown
toward the 9-8 cent area. It should
also be pointed out that sugar’s bear
market haslasted at |east ayear, which
should be a long-enough period of
time for a certain complacency (or
despondency) to develop on the part
of traders who've seen nothing but
lower sugar prices over the past sev-
eral months. So far, the correctionin
sugar (basis continuous futures) has
retraced approximately 61.8% of the
advance from the 2004 lows.

When you look moreclosely at the
near-month sugar futures contracts
such asthe July contract, the prevail-
ing bearishnesssurrounding sugar be-
comesall themoreapparent. Figure2
shows the long slow dlide in sugar
futures since late September, as the
July contract spent several agonizing
months dliding from 12 cents to 10.
Thisdlideischaracterized also by the
positive divergences in the moving
average convergence/divergence
(MAcD) histogram, which suggest a
dow-motion loss of momentum to
the downside.

Beyond the divergences, which
have been in effect since December
2006 and became more pronounced
asthemarket moved lower inthefirst
few months of 2007, it could be ar-
gued that a month-to-month 2B bot-
tom was developing (February low
versus March low). Even though the
lower low onMarch 15 wasexceeded
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FIGURE 2: SUGAR, JULY FUTURES, DAILY. Positive divergences in the MACD histogram
have been growing since December, when the first higher low in the histogram against
alower lowin price was recorded. The likelihood of sugar finding a bottom atthese levels
is greatly enhanced by the positive divergence.
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FIGURE 1: SUGAR, CONTINUOUS FUTURES, WEEKLY. The bear market in sugar began early
in 2006 and continued throughout the year as the commaodity fell more than 40%. Note
how sugar has found support at and around the 61.8% retracement level.

the following day, March 16 did not
show the sort of determination onthe
part of the sellers (the market closed
above the open and fought off an
intraday effort to move priceslower)
that would readily qualify the session
as having significant follow-through
to the downside. In order for that 2B
bottomtoberealized, July sugarwould
have to bounce above the 10.4-cent
level, whichrepresentsthehigh of the
initial low (on February 7).
Thereareal so some seasonal con-
siderations that make a spring bot-
tom a timely one for sugar traders.
According to the Commodity
Trader’s Almanac 2007, edited by
Scott Barrie, sugar typically gets hit
in April dueto the intricacies of the

global harvesting schedule. Buying
sugarinMay after the* April breaks’
and riding that position into June —
especialy when price appreciation
in May is strong — is one of strate-
giesthat traders should keepinmind
when trying to game the end of
sugar’ s multimonth decline. m

SUGGESTED READING

Barrie, ScottW.,and Jeffrey A. Hirsch,
eds. [2007]. Commodity Trader’s
Almanac2007, JohnWiley & Sons.

Penn, David [2006]. “The Sugar Tri-
angle,” Traders.com Advantage,
August 25.

This article was first published on 3/16/2007.
See www.Traders.com for more.
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Cocoa’s Spring
Offensive

by David Penn

After putting in a seasonal bottom
in October, cocoa futures continue
to ramp higher into March.

Tradable: CC, CCN7

ile there are a number of
swing trading approaches
that work very well with
commodities, it cannot be denied that
anawarenessof seasonal tendenciesin
thecommoditiescan beagreat benefit
to anyonelooking to trade them, short
term or long. Seasonal tendencies can
help put abull market, bear market, or
sidewaysconsolidationinto thesort of
perspectivethat can makeit easier for
atrader to pursue or abandon atrade
that might seem to have a poor risk/
reward when viewed from the chart
aone.

Here's an example. The moving
average convergence/divergence
(MACcD) histogram can be used to set
up swing trades by looking for in-
stances when a market pulls back to
support (that is, past price support,
trendlines, moving averages) and the
MACD histogram makeseither aP-p-P
or M-m-M pattern (see my Working
Money articles, “Trading the Histo-
gram,” Parts| and I1, for more on the
MACDH). Looking back over the past
sx monthsin July cocoa, therewerea
number of opportunities to make this

JATN

sort of trade. The most recent one
occurred on March 8 after CcN7 had
pulled back to the 50-day exponential
moving average (EMA) and then
bouncedhigher. Withanentry at about
1825.50 and a stop somewhere be-
tween 1780 (a$500 per contract stop)
and 1773 (the low of the March 8th
session when the P-p-P pattern was
completed), acocoatrader would have
enjoyed a gap up breakout on March
20 into which at least a portion of the
profitable trade could have been sold.
SeeFigure 1.

No sentiment, no seasonals— noth-
ing but the chart and the indicators.

Will therebefurther long-sideswing
tradesin cocoa? By considering some
of the seasonal factorsin cocoa— and
looking at long-term charts— wecan
get some sense of where cocoa might
be headed and when (Figure 2). This
can help a trader adjust his or her
expectations as potentialy significant
seasonad turning points draw near.

Cocoa has some interesting histori-
ca trends. The commodity tends to
bottom in October, according to Scott
Barrie's Commodity Trader’s Hand-
book, whichisthebeginning of harvest
season. The market for cocoa often
showsstrengthintothesummer months
— particularly July — whichisa*be-
tween mid-crop and main-crop” har-
vest time. Barrie a so suggeststhat the
rally from the October lows can be a
powerful one. Only in January has
cocoa shown a higher dollar per ton
monthly performance since 1987 than
in November.

How can those trading cocoafactor
thisinto their planning? Barrie points
out another potential turning point, in

July/August 2007

April, whencocoahistorically (at |east
since 1987) has shown a tendency to
sdll off (only in September and Octo-
ber does cocoafareworse). Given the
strength in cocoa since bottoming in
mid-October 2006, traders who are
long cocoa should be wary for the
possibility of areversal should nega-
tive divergences begin to appear. See
Figure3. m

This article was first published on 3/20/2007.
See www.Traders.com for more.
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FIGURE 1: COCOA, JULY FUTURES, DAILY. The P-p-P pattern in the MACD histogram in
early March sets up a swing buy in July cocoa. The blue horizontal line represents
the stop-loss level — equal to the low of the session during which the P-p-P was
completed. Note also the increase in volume.
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FIGURE 2: COCOA, CONTINUOUS FUTURES, WEEKLY. The range between 1700 and 1800
has provided effective resistance to rallies in cocoa for the past three years.

FIGURE 3: COCOA, JULY FUTURES, DAILY. Negative divergences build in both the MACD
histogram and the stochastic as cocoa pushes toward new highs.
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TECHNICAL ANALYSIS

Bank Index
Under Test

by Chaitali Mohile

$BKX is on moving average
support but under previous high
resistance. So although technical
conditions on charts are positive,
the resistance might change the
picture.

Tradable: $BKX

he Philadelphia Banking In-
I dex ($BKX) began its bullish
rally from mid-December
2004. After gaining about 20 pointson
thisrally, the bank index made ahigh
of $121 on March 20, 2007. Since
then, the index has corrected sharply,
losing some gainsduring the previous
bullishraly. It violated the support of
the 50-day moving average and an
additional 200-day MA. The newly
formed resistanceadded with negative
world clues when during last month,
$Bkx failed to perform.
On reaching the 50-day MA resis-
tance, the index retraced to its previ-

A double bottom is a
bullish indication,
conveying a possible
upside move in the index.

~ AT

[ A

ouslow pivot and consolidated, form-
ing a double bottom (Figure 1). A
doublebottomisabullishindication,
conveying apossible upside movein
the index. Accordingly, the bank in-
dex traveled five points, from 112 to
itsprevioushighof 117. Theprevious
high isamajor resistance by itself in
the bullish raly, so this high may
resultineither aconsolidationor adip
in the bank index.

The stochastic oscillator hasfailed
to move above 80 as the price was
under the resistance of the 50-day
moving average. Currently, the sto-
chasticis65, indicating plenty of bull-
ish room for the index. The average
directiona movement index (ADX)
(14) dips to 25 from 30, with +DI
crossover from below. Thisisabull-
ish indication, indicating a develop-
ing uptrend.

Sobothindicatorshighlight positive
signalsfor $Bkx to move ahead of its
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FIGURE 2: $BKX, WEEKLY. $BKX has a

strong bullish support of 50-day moving

average, but the previous high pivot may react like a dictator.
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FIGURE 1: $BKX, DAILY. The bank index faces previous high resistance that can lead

to consolidation.

resstanceline. With thisindication, if
the bank index moves ahead, its indi-
vidual stock might see agood bullish
raly. Now let’s find what signals we
get from the weekly chart (Figure 2).

The stochastic (10,7,3) dipped
from the 80 level to 20, with the
index correcting from 121 to 112.
Figure 2 showsthat theindex stands
on perfect support of the 50-day
moving average. The bullish run
during last week made the index
touchitsprevioushighat 117.5. The
stochasticat 37.11isgivingabullish
signal by turning above 20. The ADX
(14) has marginaly moved below

20, indicating the possibility of con-
solidation in an uptrend. A strong
uptrend will regainitsstrength if the
ADX moves 25.

Considering both the daily and
weekly charts, the $Bkx islikely to
continue its bullish rally. The previ-
ous high might maketheindex dip to
its 50-day MA support in the daily
frame. Tradersmight seeanattractive
bullish raly in banking stocks on
violating this resistance by $Bkx. m

This article was first published on 4/24/2007.
See www.Traders.com for more.
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Transports
Hesitate At
TheTop

by David Penn

Are the Dow transports failing to
confirm the new highs in the Dow
industrials?

Tradable: $TRAN

ith &l the attention being
paid to the Dow industri-
as assault on the 13,000

level, less attention has been paid on
the Dow transports, which aso re-
cently made a new, dl-time high in
mid-April. For while the industrials
marched strongly beyond the Febru-
ary highs— the biggest technical bar-
rier to the 13,000 level — the trans-
ports movebeyond itsFebruary 2007
highsso far hasbeen lessthanimpres-
sve (Figure1).

It ishard to imagine a market |0ok-
ing more like a top than the Dow
trangportsin April. Whilethe March—
April advance does not seem to have
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FIGURE 1: DOW JONES TRANSPORTATION AVERAGE, DAILY. The
month of April finds the Dow transports struggling to sustain
the breakout above the February highs. An effort to short the
transports (using the exchange-traded fund IYT as a proxy)
based on the 2B criteria would have been filled, only to have
been stopped out in the next session as a new intraday high

FIGURE 2: DOW JONES TRANSPORTATION AVERAGE, TWO-HOUR. A
2B top is created as the transports break down below and
then temporarily rally above their April trendline. Based on
the trendline break and subsequent bounce (a 1-2-3 reversal
setup), traders can focus on the 5250 level as key resistance
and the 5100 level as critical support.

was reached.

resulted in the sort of negative diver-
gence in the moving average conver-
gence/divergence (MACD) histogram
that is often a clear sign that a top of
some significance has developed, the
trangports hesitation to show follow-
through to the upside after bresking
theFebruary highsshould makespecu-
lators concerned about the near-term
staying power of the $TRAN.

Given the trading in late April,
where long shadows on candlesticks
to the upside are matched by long
shadowson candl estickstothedown-
side, thereisastrong possibility that
the transports will move sideways,
consolidating their swiftly gotten
gains, rather than break down in a
collapse every bit as vertical as the
advancewas. Watchingtoseewhether

the transports break free from the
5250-5100 range (see Figure 2) will
likely let tradersknow if aconsolida-
tion — perhaps the “handl€’ to the
particularly deep March “cup” — is
inthe cards. m

This article was first published on 4/25/2007.
See www.Traders.com for more.
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Waving The Gold

by David Penn

Competing theses on gold never-
theless suggest going lower before
higher.

Tradable: GC, GCM7

reparing for a conference cdl
Pon precious metals, | ended up
devel oping two different takes

on the gold market. Thefirst take, the
correctionthesis(Figure 1), pointstoa
gold market that is only hafway
through afourth-wave, double-3 type
of Elliott wave correction. Thesecond
take, the October bottom thesis (Fig-
ure 2), suggests that on an intermedi-
ate-termbasis, thedownsidefor goldis
over. What is interesting about these
twotakesisthat bothindicatethat gold
should beweaker intheshort term, but
intheintermediate to longer term, the
bull marketingoldislikely toresume.
Gold bullsarenolessimperviousto
greed than bullsin any other market,
and much of the time when | think of
goldproponents| get astrangesenseof
entitlement, asif gold hasbeenknocked
as an investment for so long that now
gold bullsareduefor their propers, as
thekidssay. Tothat, | say: Check the

-

A METALS

chart. If there is anyone who has not
granted gold the respect it deserves,
then that is respect not worth waiting
for. Gold has been in asolid bull mar-
ket since testing the bottom in early
2001 — the beginning of the Bush era
amost totheweek. And after alargely
sideways correction in 200405, gold
went on atear, rallying from between
425 and 450 during the correction to
nearly 723 by the early summer of
2006.

Sowhilegoldbullsshouldwelcome
acorrection, the question remainsjust
what kind of correctiongold isexperi-
encing right now.

Figurelshowsthecorrectionthess.
It takestherally fromthe 2001 lowsto
the pesk in May 2006 as a wave 3
advance. Sincethat peak, gold futures
corrected, thenretraced approximately
61.8% of that correction before mov-
ing back down to test the lows of the
initial move down. To my eyes, this
pattern isreminiscent of aflat for two
reasons. One, the B-wave retraces at
least 61.8% of the A-wave, and two,
the C-wave doesnot move beyond the
low point of the A-wave. This correc-
tion also seemsto passthe* right [ook”
test as mentioned by Robert Prechter
and A.J. Frost in their Elliott wave
classic, The Elliott Wave Principle.

If the correction thesis is correct,
then gold isalittle more than halfway
throughitscorrection. Withthex-wave
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FIGURE 2: GOLD, CONTINUOUS FUTURES, WEEKLY. The October bottom thesis sug-
gests thatthe gold market bottomed in October 2006 and has just completed afive-
wave movement to the upside. The current softness in gold prices in this scenario
is reflective of a wave 2 decline that should find support before reaching 575. The
600 level looks like one likely source of support, should gold continue to decline.
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FIGURE 1: GOLD, CONTINUOUS FUTURES, WEEKLY. My correction thesis posits that gold
futures are in a fourth-wave, double-three correction. The first “three” appears to
have taken the form of a flat. The wave labeled “x” represented the intermediary

wave between the first “three” and the second “three” to come.

complete, all that remainsisfor goldto
develop another “three” correction.
This “threg’ could be another flat, a
triangle, or azigzag. And thereisthe
possibility that gold — depending on
the psychology of those in the gold
market—will developa“triplethree’
rather thanadoubl ethree. But for now,
the correction thesis is limited to the
possibility of a double three, which
would mean atest of the 575 level.
Interestingly, theflat portion of the
correction in gold (per the correction
thesis) lasted for about five months. If

thesecondthreelastsapproximately
thesameamount of time, andweadd
that five months to the end of the
intermediary x-wave (which topped
in February), then we get a fourth-
wave bottom sometime in summer
2007.What makesthisparticularly
interesting is that gold and silver
stocksareknownto outperform sea-
sonally from July through Septem-
ber, according to the research of the
Hirsches in their Sock Traders
Almanac.

Just somethingtokeepinmind as
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the year playsout.

TheOctober bottomthesisissimilar
to the correction thesisin many ways.
Both takes see the market as having
madeawave3topinMay 2006, andto
have experienced a flat style correc-
tion from May 2006 to October 2006.
Thedifferenceiswhether youviewthe
rally from the October bottom as a
three-segmented affair or a five-seg-
mentedone(Figure3).Ifyouviewitas
the former, then the correction thesis
seems more likely. However, if you
view it asthelatter, thenthepossibility
of an October bottom and a new bull
trend upward increasingly appears as
the more probable interpretation.

Lookingclosdly attherally fromthe
October bottom, and noting that the
rally topped outjust asitwasclosingin
on the May 2006 highs, makes me
believe that if you subscribe to the
Octaober bottomthesis, thenitislikely
that the first five waves up from that
bottom were completed in February
2007. Assuch, the market should em-
bark upon athree-segmented, A-B-C
correction enroutetofinishingawave

The Gold
Correction

by David Penn

Divergences tell the tale of the
March bounce in June gold.

Tradable: GCM7

There were a few additiona
thoughts on gold that | didn’t
want to cram into my earlier
article on the subject, “Waving The
Gold.” While those thoughts aren’t
Elliott wave—related, they do support
the “lower before higher” case that
suggeststhat thecorrectioningold has
room to run.

June gold has been pretty faithful to
the limits of Fibonacci retracement.
The correction itself bounced shortly
after breaching the 61.8% Fibonacci
retracement of gold's advance from
early January tolateFebruary. Andthe
current correction appears to have
topped just as it was testing the other
key Fibonacci retracement at 38.2%.
Note that this retracement level aso
coincideswith gap resistancefromthe
early March portion of June gold's
decline. (SeeFigure 1.)

Theintraday line chart of Junegold

2that would correct thepreviouswave
1. Asawave 2, this correction should
significantly retracethepreviouswave
1 — meaning that continued move-
ment lower, perhapstesting the61.8%
retracement level near 600, should be
in the cards over the next few weeks.

Under no circumstances, accord-
ing to the October bottom thesis,
should thewave 2 correction take out
the October 2006 lows on a weekly
closingbasis. If itdid, thenthat would
be one good reason for moving (or
keeping, depending thethesisyouare
rooting for) focus to the correction
thesis. m
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FIGURE 3: GOLD, JUNE 2007 FUTURES, DAILY. Here's the five-wave advance from the
October 2006 bottom as seen through the lens of the October bottom thesis. The
March 2007 bounce appears at this point to be the second B-wave of a corrective

A-B-C pattern.
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FIGURE 1: GOLD, JUNE FUTURES, DAILY. The late February/early
March correction in June gold retraced just over 61.8% of the
rally from the January lows. The bounce that began in March
appears to have run into resistance at another Fibonacci
retracement level, 38.2%.

FIGURE 2: GOLD, JUNE FUTURES, 15-MINUTE. A positive diver-
gence in the MACD histogram signaled a key low in the
decline of June gold. But the rally that followed has been
accompanied by a growing negative divergence in the same
indicator, increasing the likelihood that the move higher will

inFigure 2 showsnot only thepositive
divergenceinthemovingaveragecon-
vergence/divergence (MACD) histo-
gramthat ledtothebounce, but alsothe
lengthy and growing negative diver-
gences that threaten to end the ad-
vance. Movingaveragesupport (inred
andblue) remainsapossibility, andthe
consequence of the negative MACD
histogram divergences could be side-
ways trading rather than movement
that is sharply downward. Yet given

be corrected.

the sharpness of the initial correction
from the late February high, and the
sharpness of the early March bounce
today, traders could be forgiven for
hoping for amore lasting meaningful
correction—asopposedtoaV-shaped
one — that might produce a more
lasting move higher to the February
highs and beyond. =
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FIGURE 1: CRUDE OIL, JUNE FUTURES, DAILY. The consolidation from mid-Septem-
ber through the end of December forms a layer of resistance that blocks crude
oil's initial rally off the January 2007 lows. Note how that failure at resistance is
accompanied by a negative divergence in the MACD histogram.

June Crude Rally
Retreats At Resistance

by David Penn

Three months’ worth of price consolidation
prove a barrier to crude oil’s attempt to move
higher in early March.

Tradable: CLM7
he June crudeoil contract topped back inthe

I late summer of 2006 and has been in abear

market ever since. Thisbear market hasseen
Junecrudefall fromitsAugust 2006 high above $80
to a January 2007 low south of $54. See Figure 1.

The only interruption in this bear market was a
consolidation that devel oped between $68 and $63
frommid-September tolate December. Anditisthis
consolidationthat hasblocked —at | east for thetime
being—thefirstsignificantrally attemptincrudeoil
in many months.

Arguably, thisconsolidationrangewastwicetested
for resistance. Junecruderalliedintoearly February,
then failed short of 63. That level represents the
lower boundary of the consolidation range from
September to December. The market pulled back to
bel ow 60 before making another push higher in the
second haf of February. This second time, June
crude managed to penetrate deeper into the consoli-
dation range, reaching as high as 64 in thefirst few
days of March before once again retreating.

Will the correction be sharply lower — or more
sdeways? While the negative divergence in the
moving average convergence/divergence (Macd)
histogram meansthat acorrection of somevariety is
likely, thereisagood chancethat any correctionwill
be relatively mild. There is the potential that June
crude will find support somewhere between the
38.2% Fibonacci retracement level just north of 60
andthe61.8% Fibonacci retracement level just south
of 58 (Figure 2). Although not shown, it is worth

noting that the raly off the January lows retraced
38.2% of the decline from the August 2006 pesk
before running into resistance.

In addition, it is worth remembering that June
crude has been in abear market since August 2006.
Whilelower crudeoil pricesseem likely in the near
term, any move lower would only hasten the mo-
ment when crude oil finally bottoms. On balance,

FIGURE 2: CRUDE OIL, JUNE FUTURES, DAILY. A 50% correction in the rally off the
January 2007 lows would find June crude oil testing the lows of February. If June
crude moves lower, there is support at the 61.8% retracement level near 58 from
the highs of late January that could stem any decline.

crude oil tends to have favorable seasondity in the
late spring movinginto the summer “drivingand air
conditioning” season. A spring bottom in crude oil
would go a long way toward paving the way for
higher crude oil prices come summer. m
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Crude Charges
Into Resistance

by Arthur Hill

Even though the recent surge in oil
shows tremendous strength, crude
is quickly becoming short-term
overbought and entering a resis-
tance zone.

Tradable: $WTIC

n the daily chart (Figure 1),
OWest Texas Intermediate

Crude (WTIC) is entering a
resistance zone from the 200-day
moving average and the October—
December 2006 highs(Figure1). Oil
formedalargeconsolidationlastyear
with support at 58 and resistance at
64. Theconsolidation breakdownwas
bearish, but crude rallied al the way
back tothe October—December highs.

is both bullish and
overbought as long as it
remains above 80.

Oil Hits A
Resistance Zone

by Arthur Hill

West Texas Intermediate Crude is
currently enjoying a nice rally, but
the advance has reached a
resistance zone and further gains
could be difficult to come by.

Tradable: $WTIC

est Texas Intermediate
Crude (WTIC) broke key
support at 68 with asharp
decline in the second haf of 2006,
setting the bearish tone for the long-
term trend (Figure 1). The drop from
80 to 51 was no ordinary decline, as

This raly is impressive, but resis-
tance around 64 isjust asimpressive
because this area stymied WTIC in
October, November, and December.

In addition to resistance, the sto-
chastic oscillator moved above 80 and
becameoverbought. Thisisnot neces-
sarily bearish; it just warns bulls that
prices have moved far and fast in a
short timeframe. Theindicator isboth
bullish and overbought as long as it
remains above 80. A dip below 80
would show someweskness, and adip
bel ow 50 would be short-term bearish
for WTic. TheS0leve isthecenterline
for the stochastic oscillator, and this
separates abullish biasfrom abearish
bias. Momentum is generally bullish
above 50, and momentumisgenerally
bearish below 50.

Now |et’ sturntothelong-termchart
for some perspective (Figure 2). In-
stead of the 200-day moving average,
| overlaid the 40-week moving aver-
age. This coversthe sametime frame
(40 weeks multiplied by 5 days =200
days) and is essentially equa to the
200-day movingaverage. The40-week
moving average offered support
throughout the multiyear advance.
WTIC broke below this moving aver-
agewith asharp declineinthesummer
of 2006, and thismoving average now
becomesres stance. WTIC movedback
to this moving average over the last
few weeks, and | would expect resis-
tance and/or a pullback soon.
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FIGURE 1: WTIC, DAILY. Here, West Texas Intermediate Crude is entering aresistance
zone from the 200-day moving average and the October—December 2006 highs.
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FIGURE 2: WTIC, WEEKLY. WTIC broke below this moving average with a sharp decline
in the summer of 2006 and this average now becomes resistance.

WrIcreturnedtolevel snotseen
sincethefirst half of 2005.
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The decline extended into
early 2007 and formed afalling
price channd (Figure 1, gray
lines). The channel breakout
around60ismedium-termbull-
ish, but | view this as a
countertrend rally. Thedecline
to51 created anoversoldcondi-
tion that can only bedleviated
with a bounce or a consolida
tion. WTICchosetobounceback
with a move back above 65.
Themovelooksimpressive on
the daily chart (Figure 2), but

WEwTIC (Weekly) 65,89

ct otomen
i W’M N Jﬁ
’1| HI HH{M | | / Ji

I.r”””IH” broken support /
IHH{ turns into resistance
|
|

theadvancepaesreativetothe

prior decline (80 to 51). The
moveretraced 50%—62% of the
prior declineandmet resistance
justbelow brokensupport. This
is where we would have ex-
pectedacorrectiverdlytofizzle,

FIGURE 1: WTIC, WEEKLY. West Texas Intermediate Crude broke key support at 68 with a
sharp decline in the second half of 2006. The decline extended into early 2007 and formed
a falling price channel (gray lines).
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and WTIC stalled the past few weeks
(gray circle).

Even though the current rally looks
likeacorrectiveadvance, themedium-
term trend remains up and we should
respect this trend as long as it holds.
The advance over thelast few months
carried oil back above the 50-day and
200-day moving averages. The move
formed arising channel, and thereisa
reactionbelow 61.35earlier thismonth.
A move below the lower channel
trendline and support at 61.35 would
reversethisuptrend and cdl for acon-
tinuation of thepreviousdecline(80to
51 on the weekly chart). | would then
expect amove below 51.

| am aso focusing on the relative

Gold Meets
Resistance

by David Penn

Are the gold stocks saying some-
thing important about the potential
for new highs in gold?

Tradable: GC, GCM7, $HUI

gold sahility tomovehigher with-

out significant pullback. Back in
late February, | wrote that whether or
not you believed that gold bottomedin
October 2006, or had till more room
to the downside, both instances in-
volved gold moving lower before
moving higher (“Waving The Gold,”
Traders.com Advantage, March 8,
2007).

While it may turn out to be that an
important bottomwascreatedin Octo-
ber 2006, the “lower before higher”
case proved incorrect, as gold futures
putinalow inlate February 2007 and
began moving steadily, if modestly,
higher. Withthecorrectionending near
640, gold futures managed to climb
more than 50 points (basis continuous
futures) by late April.

There are two levels of resstance
that bear watching. The first, more
immedi ateres stancelevel canbefound
inthecontract for Junegold (Figure1).
Here, gold had been moving steadily
higherinanattempt, ultimately, totake
out the recent February highs and the
700 level. These February highs have
already been bested by both the con-

I "ve been somewhat skeptica of

e

strength index (Rsl) for evidence of a
trend change. The indicator bottomed
inmid-January and hasbeenrisingthe
last few months. TheRsl movedabove
70 in late March and formed a lower
high in April. WTIC actualy forged a
higher (closing) highin April, and the
RsI now has a negative divergence
working. Despite waning momentum
(inthe Rs1) in April, the overall trend
remains up as long as support at 50
holds. A bresk below 50 would turn
momentum bearish, and this could be
used to confirm a support break in
WTIC. m

This article was first published on 4/25/2007.
See www.Traders.com for more.
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FIGURE 2: WTIC, DAILY. Even though the current rally looks like a corrective advance,
the medium-term trend remains up.
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FIGURE 1: GOLD, JUNE FUTURES, WEEKLY. The 700 level is one
of three resistance levels that June gold will need to surpass

en route to new, all-time, contract highs.

tinuous futures contract and the index
of unhedged gold stocks, the $ Hul.
However, the fact that the June gold
contract is struggling to clear the 700
hurdle seemsto dove-tail with thefact
that both the continuous futures and
the $Hu! are fighting to move beyond
anearlier, arguably morecrucial resis-
tancelevd intheformof theMay 2006
highs (Figure 2).

The progress of continuous gold
futuresandthe$Hul vis-avisthe Feb-
ruary 2007 highs suggests that June
gold will eventually surpass the 2007
highs — though that is by no means
certain. But | suspect the progress of
Junegoldwill bevery muchtiedtothe
progressof these other two markets. If
the $HuI and/or continuous gold fu-
turesfail to make new highsvis-avis
2006, then it is likely that June gold

FIGURE 2: AMEX GOLD BUGS INDEX, WEEKLY. Trapped in a wide-
ranging correction for at least three quarters, the $HUI is

currently testing the top of that range for resistance. The high
in the spring of 2006 — an all-time high — looms some 40-

odd points higher.

will fail aswell —and perhapsasearly
as its attempt to take out the 2007
highs.

A great deal rests on the ability of
gold to set new highs. It has been
argued that the sideways motion in
gold stocks has had to do with the fact
that investors are not completely con-
vincedthat theFederal Reserveisabout
to movefrom arate-raising posture to
arate-cuttingone. Thethinkingonthis
isclear: If the Fed movesto cut short-
interest rates, adding liquidity to an
economy that many think is aready
super-saturated, then gold is likely to
moveaggressively totheupside. If, on
the other hand, the Fed adoptsamore
hawkish tone with regard to inflation,
goldismuchmorelikely tofail at tests
of new highs, possibly even reversing
and heading significantly lower.

What isinteresting is that virtualy
all of themajor economiesof theworld
arefar moreconcerned about inflation
— to the point of openly talking about
short rateincreases— thanthe Federal
Reserve appears to be. In fact, it ap-
pearsasif American economistshave
become convinced that thereisnoway
the Fed canraiseratesevenif it wants
towithout crashingtheeconomy. This,
perhaps, adds more bullish biasto the
fortunes of gold. But traders should
make the yellow metal prove it by
taking out near-term resistance and
showing alittle follow-through to the
upsidefirst. m
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TheDallar And Deflation

by David Penn

As the dollar moves toward a test of long-
term lows, fears of inflation have completely
eclipsed the possibility of a reversal in the
greenback.

aybe it was hearing till yet an-
other commentator point to a
chart of gold and begin ridicul-
ing the possibility of the global

@ economy dipping into a defla-
tion that got me hauling out my long-term charts of
the dallar, gold, and key international currencies
such asthe euro and the yen.

Onething you can say about theinflationist argu-
ment — other than it has the Church of What's
Happening Now on itsside— if the dollar is about
to be“sacrificed” for the sake of the economy, then
wewill not havetowait muchlonger to seetheblood
fromthat fatted calf. Currently tradinginthelow 80s
(basisthe US Dallar Index), the greenback is once
again moving ominoudy close to some mgjor his-
toric lows.

Thenearest of such lowsisthelate 2004 ow near
80.48. This low came at the end of a vicious bear
marketinthedollar that began early in 2002 withthe
greenback (basis continuous futures) at approxi-
mately 120. Beforethe 2004 low, thislevel had been
repeatedly tested asthe dollar was bottoming in the
early 1990s— specifically in early 1991, mid-1992

when the greenback technically found a bottom at
78.43, andinthespring of 1995, whenthe1992lows
were tested.

Soif thedollar isgoing to hell in ahandbasket, it
could be argued that it isas closer to departuretime
asit has ever been.

But onething continuesto stymiemy appreciation
of the inflationist argument, an argument that says
that gold will continue rising into the quadruple
digits, that the dollar will be ruined, and that hyper-
inflation will swallow the economy ... and that isa
chart of the gold price since 2000. Gold has aready
rallied more than 287% in the seven years from
historiclowsinthe summer of 1999 to near-historic
highsinthesummer of 2006. Infact, gold hasalmost
completely retraced its secular bear market decline
fromtheall-timehighin January 1980 spikenorth of
850.

It may be possiblefor thegold market to beon the
verge of a move still higher, up into the
hyperinflationary stratosphere. But it would be a
mistaketonot redlizethat acertainsignificantamount
of appreciation has already taken placein gold, and
that it may be a market more primed for correction
than for further, even more vertica gains.

WHAT ISDEFLATION?

I’ve written about deflation before. And one of the
most frustrating things about the topic is hearing
deflation-skepticscry out, “Whereisthedeflation?”
as the gold price rises. To be concerned about
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deflation, to worry about deflation asalikely, if not
probable, outcome of our current economic prac-
tices, doesnot makeapersonblindtoagoldchart that
looks increasingly like the NASDAQ circa 2000. In
fact, it could be argued that a soaring gold price —
along with a stock market that is moving higher on
balance — are perfectly logica precursors to a
deflationary shock.

Wheat is deflation? If inflation refersto the Situa-
tion of “too much money” chasing “too few goods’
andservices, thendeflation, aitsmost smple, canbe
considered an example of the opposite: “too little
money” chasing “too many” goods and services.
How cantherebe“toolittle money” ? By now, most
have heard of Federa Reserve Board chairman Ben
“Helicopter” Bernanke' swidely shared notion that
should the US economy ever find itself with “too
litlemoney,” theavailability of atechnology called
a“printing press’ would hel p staveoff adefl ationary
crisis. Assuch, theideaof having“too muchmoney”
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FIGURE 1: USDOLLAR INDEX, CONTINUOUS FUTURES, MONTHLY. On four other occasions
over the past decade and a half, the greenback has flirted with the 80 level, each

time bouncing back strongly.

FIGURE 2: GOLD, CONTINUOUS FUTURES, MONTHLY. The bottom in 1999 and retest in
early 2001 signaled an end to the disinflation that characterized the boom in

financial assets — stocks and bonds — of the late 1990s.
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driving prices higher is relatively easy for most to
understand — even if you didn't live through the
inflationary 1970s.

However, an economy can aso have “too little
money” vis-a-visthedemandfor money, makingthe
currency in which the demand is denominated in
relatively more vauable than the assets that can be
purchased by that currency.

An easy way to explain thiswould beto consider
apersonwho hastoo many credit cardsor other debt
obligations. A “debt” is a promise to pay at some
futuredate. It representsa”“ demandfor money.” The
more aperson— or amunicipality or anation-state
— carriesin debt, the greater his burden to provide
thecurrency thedebtisdenominatedinat somepoint
inthefuture. That presentslittleproblemmuch of the
time, astheproceedsfrom borrowed money (or what
is called sdf-liquidating credit) are sufficient to
repay the loan, plus interest, along with providing
whatever profit or return the borrower anticipated.

But whentheproceedsof theborrowed money are
lacking, or when thereis an overabundance of bor-
rowing that is not geared toward productive pur-
poses (also caled non self-liquidating credit), an
inahility to repay in cash leads to cash being more
highly valued relative to other assets.

I think this notion of deflation or, more specifi-
cally, debt-deflationisimportant becausewithout it,
itbecomeshardtoimaginethegovernment notbeing
ableto smply “printing press’ itsway out of atruly
towering mountain of debt at particularly the gov-
ernment and individua levels. As Rick Ackerman,
publisher of Rick’ sPicksand oneof themost articu-
late commentators on the topic of deflation, has put
the problem of the “printing press’ solution:

Inflate-or-die long ago reached the point of
diminishing returns.... Inthe early 1990s, | did a
piecefor Barron’ sthat focused ontherelationship
between debt and GDP growth. At the time, we
were getting about 38 cents’ worth of growth for
each dollar borrowed at themargin. | thought this
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spelled disaster, unabletoimagineat thetimethat
ten yearshence, wewould be borrowing asmuch
as $6 in a fiscal quarter to “create” a single
dollar’ s worth of growth.

Ackerman concludes: “The fact that we have
increased borrowing in the last several years by
trillions of dollars to produce so faint a“recovery”
should be telling you something.”

THE FACES OF DEFLATION

Back in the spring of 2002, | wrote an article for
Working Money called “ Gibson's Paradox,” which
provided acomparison betweenthemarket for Japa-
nese government bonds and the Nikkel index inthe
1990s. That comparison reveal ed arising market for
bonds and a falling market for stocks. Bond yields
were leading stocks lower.

However, the past four yearshavebeen character-
ized by rising gold prices, rising long-term interest
rates and rising stock prices. As such, it is hard to
characterize the past four years as anything but an
inflationary (or at least money expansionist) epi-
sode. This movement, in which stock prices and
bond yields are moving in the same direction, isthe
exact opposite of what we saw in Japan during its
deflationary episodein the 1990s.

Assuch, | want tofocusonwhat deflationlooks
likeinthe charts. Most of us have a sense of what
issupposed to happen in adeflation from the brief
deflationary panic of 2002: asset values fall, the
burden of debt in real terms becomes greater —
evenif interest ratesremain low inreal terms, and
the currency inwhich most of the debt isdenomi-
nated becomes more valuable. So, trandating
these “faces of deflation” into charts, we should
expect bear marketsin stocks and gold (after all,
you can't pay amortgage with a stock certificate
or abar of gold) and bull marketsinboththedollar
and in US Treasury notes.

L ook at thechartsof thosefour asset classesinthe
spring of 2007, and it would be little surprise why
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there is o little support for the deflationist cause.
Both gold and the stock market (the latter as mea-
sured by the Standard & Poor’s 500) have been in
bull marketsfor yearsandwereasearly asspringand
autumn 2006, respectively, flirting with al-time
highs. By contrast, theUSdollarisperennialy onthe
ropes, dipping toward dl-timelowsin late 2004 and
again in the autumn of 2006. The market for US
Treasurieshasbeensimilarly bearishfor thepast few
years.

It is complacency in the face of these trends that
interests me mogt, the sense that both gold and the
stock market — which have aready enjoyed endur-
ing bull markets— will only continueto doso. And
while the pessimism in the bond markets is less
pronouncedthanthat of themarket for dollars(where
pessimism is all-pervasive), the fact that Treasury
notes have finished down for four yearsin arow is
not lost on anyone.

The long and short of thisis that if we can find
technical reasonsfor thesetrendstoreverse, for tops
ingold and the stock market and bottomsinthebond
and US dollar markets, then the case for deflation
will havethesort of technical foundationthat will be
hardfor theinflationiststodeny. Of course, itwill not
beuntil the bond marketsare soaring, pushing long-
terminterest ratesintothegroundasinvestorsclamor
for the safety of dependable, cash-generating assets,
even a historicaly low rates, and the dollar is
similarly arcing higher, before people seethe threat
of deflation in the way they currently see the threat
of inflation.

But if we are ableto seethe shift asit happens, to
seethetechnical foundationfor theinflationary case
give way, then wewill be in amuch better position
both to protect ourselves from deflation’s discon-
tents, aswell asto profit from the new opportunities
created, especidly in the early stages of the shift.

BOUNCING BONDS?
I’ vewritten agreat deal about thedollar, the stock
market, and gold for Traders.com Advantage —
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FIGURE 3: 10-YEAR TREASURY NOTE, CONTINUOUS FUTURES, WEEKLY. The bear market
in the 10-year Treasury began in June 2003, some eight months after stocks

bottomed in October 2002.

FIGURE 4: 10-YEAR TREASURY NOTE, CONTINUOUS FUTURES, WEEKLY. The negative
divergence at the top of the Treasury note rally that began in the summer of 2006

anticipates the market's failure at the resistance level of 110.
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so much so that here I’ d rather focus on the bond
component of the potentially deflationary picture.
For many yearsit wasargued that thebond market
wasthetruearbiter of theeconomy, insofar asthe
country’s capacity to borrow is paramount to its
financial fortunesin the modern economy. That
“strategic location” and the sheer size of thebond
market makeit an obvious placeto look for clues
that the economy’s inflationary tendencies over
the past few years might be reversing themselves
before our eyes.

Themostinteresting technica developmentinthe
long-term bond market charts— chartsthat revea a
clear downward trend in the bond market since a
peak in the spring of 2003 — isthe negative diver-

A

,“ J[

AR (S, N |

genceintheweekly MACD histogramthat devel oped
inthesecond half of 2006. Thisdivergence—which
was mirrored by a positive divergence in the long-
term chart of the $TNX, or 10-year Treasury yield
index — is important for one particular reason.
Focusing on the bond side of the mirror (rather than
the yield side), we can see that the Treasury note
market bottomed in the spring of 2006. Thisbottom
was anticipated by a series of higher lows in the
moving average convergence/divergence (MACD)
histogram going back tothefirst such positivediver-
gencein the spring of 2004.

The bounce from the 2006 bottom has yet to
take out a previous high (the high from January
2006 would bethefirst such milestone). Butinthe
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course of the post-negative divergence correc-
tion, the T-note market has established a higher
low inthefirst few months of 2007. The question
iswhether the correction anticipated by the nega-
tivedivergence— anegativedivergence between
the September and December 2006 peaks — has
been resolved by the December 2006 to February
2007 decline. If it has, then we should expect the
Treasury note market to continue moving higher
and eventually take out the January 2006. This
would be acritical step in building the case for a
move higher in bond prices, an argument that
would haveto bewon beforethedeflationary case
could even get a proper hearing.

It isworth noting that the negative divergencein
the bond chart is miniscule compared with the
positive divergencesthat have been building since
the spring of 2004. So the long-term bet remains
that abottominthebear market inbondsthat began
in mid-2003 is still in the making. That doesn’t
prevent further correction and aretest, for example
of the 2006 lows.

Infact, evenif the 2006 lowswereexceeded tothe
downside, the case for a bottom in bonds would
remain vaid aslong asthe series of positive diver-
gencesremainsintact. Given my suspicion that both
thestock and gold marketshaveanother surgehigher
before they make more enduring tops, it would not
surprisemeinthelesast if thebond market didindeed
make that test of the 2006 lows.

This assumes that the markets move in sync,
whichisnot awaysthe case. Even marketsthat are
tracking one another often lag by days, weeks, or
even months — sending off confusing signals to
traders, speculators, and investors aike.

Condder, for example, the relationship between
stocks and bonds over the past four years. The 10-
year note topped in mid-June 2003. Stocks, how-
ever, had bottomed months earlier in October 2002
and managed to test that bottomin March 2003, and
whilebondsweremovinglargely sidewaysbetween
October 2002 and March 2003, bonds rdlied into
their top precisely as the bull market in stocks was
getting under way.

So it could be reasonably argued that there was
as much as a seven-month lag between the stock
and bond market’ sinterpretation of the economy
going forward. Thisisunderstandable, insofar as
markets are no better than the human beingswho
trade them. But it is worth remembering as both
the bond and dollar marketsforagefor bottomsin
2007, even as the stock and gold markets look
poised to continue moving higher. =

This article was originally published on 4/27/2007.
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Average Directional Movement Index (ADX) —
Indicator developed by J. Welles Wilder to mea-
sure market trend intensity.

Bollinger Bands — Developed by John Bollinger.
Bollinger Bands widen during increased volatil-
ity and contract in decreased volatility, and when
broken, are an indication that the trend is power-
ful and may continue in that direction.

Convergence — When futures prices and spot prices
come together at the futures expiration.

Divergence — When two or more averages or indi-
ces fail to show confirming trends.

Directional Movement Index (DMI) — Developed
byJ. Welles Wilder, DMI measures market trend.

Elliott Wave Theory — A pattern-recognition tech-
nique published by Ralph Nelson Elliott in 1939,
which holds that the stock market follows a
rhythm or pattern of five waves up and three
waves down to form a complete cycle of eight
waves. The three waves down are referred to as a
“correction” of the preceding five waves up.
Fibonacciratios are applied to the price spans and
price targets may be projected.

Exchange-Traded Funds (ETFs) — Collections of
stocks bought and sold as a package onan exchange,
principally the American Stock Exchange
(AMEX), but also the New York Stock Exchange
(NYSE) and the Chicago Board Options Ex-
change (CBOE).

Exponential Moving Average — A variation of the
moving average, the EMA places more weight on
the most recent closing price. The formula for
calculating EMA is: EMA = (Today’s closing
price * k) + (Yesterday’s moving average * (1-
k)), where k = 2/(n+1); n = no. of periods.

Fade — Selling a rising price or buying a falling
price. Forexample, a trader who faded an up
opening would be short.

Flag — Sideways market price action that has a
slight drift in price counter to the direction of the
main trend; a consolidation phase.

Head and Shoulders — When the middle price peak

of a given tradable is higher than those around it.

Lag — The number of datapoints that a filter, such
as a moving average, follows or trails the input
price data. Also, in trading and time series analy-
sis, lag refers to the time difference between one
value and another. Though lag specifically refers
to one value being behind or later than another,
generic use of the term includes values that may
be before or after the reference value.

Moving Average Convergence/Divergence (MACD)
— The crossing of two exponentially smoothed
moving averages that are plotted above and be-
low a zero line. The crossover, movement through
the zero line, and divergences generate buy and sell
signals.

Overbought — Market prices that have risen too
steeply and too fast.

Overbought/Oversold Indicator — An indicator
that attempts to define when prices have moved
too far and too fast in either direction and thus are
vulnerable to a reaction.

Oversold — Market prices that have declined too
steeply and too fast.

Relative Strength — A comparison of the price
performance of a stock to a market index such as
the Standard & Poor’s 500 stock index.

Resistance — A price level at which rising prices
have stopped rising and either moved sideways
or reversed direction; usually seen as a price
chart pattern.

Retracement — A price movement in the opposite
direction of the previous trend

Simple Moving Average — The arithmetic mean or
average of a series of prices over a period of time.
The longer the period of time studied (that is, the
larger the denominator of the average), the less
effect an individual data point has on the average.

Smoothing — Simply, a mathematical technique
that removes excess data variability while main-
taining a correct appraisal of the underlying trend.

Stochastics Oscillator — An overbought/oversold
indicator that compares today’s price to a preset

window of high and low prices. These data are
then transformed into a range between zero and
100 and then smoothed.

Support — A historical price level at which falling
prices have stopped falling and either moved
sideways or reversed direction; usually seen as a
price chart pattern.

Swing Chart— A chart that has a straight line drawn
from each price extreme to the next price ex-
treme based on a set criteria such as percentages
or number of days. For example, percentage
price changes of less than 5% will not be mea-
sured in the swing chart.

Trading Range — The difference between the high
and low prices traded during a period of time; in
commodities, the high/low price limit estab-
lished by the exchange for a specific commodity
for any one day’s trading.

Trend Channel — A parallel probable price range
centered about the most likely price line. Histori-
cally, this term has been used to denote the area
between the base trendline and the reaction
trendline defined by price moves against the
prevailing trend.

Trendline — A line drawn that connects either a
series of highs or lows in a trend. The trendline
can represent either support as in an uptrend line
or resistance as in a downtrend line. Consolida-
tions are marked by horizontal trendlines.

Triangle — A pattern that exhibits a series of nar-
rower price fluctuations over time; top and bot-
tom boundaries need not be of equal length.

Volatility — A measure of a stock’s tendency to
move up and down in price, based on its daily
price history over the last 12 months.

Underlying Instrument — A trading instrument
subject to purchase upon exercise.

Underlying Security — In options, a stock subject to
purchase upon exercise of the option.

Log onto our website at Traders.com
for our comprehensive Traders’ Glossary. |
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