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he bulls just keep going, and going, and going. With another quarter of strong earnings behind us,

itlooks like the trend is still intact. The Dow Jones Industrial Average, the Standard & Poor’s 500,
and the NASDAQ Composite show no signs of a reversal in their bullish trend. But in spite of the strength
in the US markets, investors are turning to overseas markets for their investments. According to The
Financial Times, in 2006 92.5% of all US equity fund inflows went into international equities. That’s a
significant percentage, which shouldn't come as a big surprise given the fast growth rate of emerging markets
such as China and India. Who wouldn't want to chase such a fast-growing segment?

This is why it’s always good to keep an eye on the bigger picture. With easy access to the global markets
youhave more options, and with more options, you have more products to trade. In this issue of Traders.com
we bring you articles that cover the broader indexes and specific sectors, as well as how to use different
technical indicators. For example, we have articles on the metals and energy sectors, both of which are useful
for conducting intermarket studies. We have articles on the technology sector, which, in spite of the bursting
of the technology bubble of 2000, still remains very close to our hearts even now.

Arthur Hill offers “Short-Term Moment Of Truth For The Dow” on page 14, for example, and “NASDAQ
Channels Higher,” while David Penn’s “Copper Cracks,” on page 20, and Black Gold Is Back,” on page 22,
is certainly food for thought, as is his “Sideways Conductors” (page 36). Gary Grosschadl’s “eBay Tests
Overhead Resistance,” on page 44, gives us a peek at what the company has in store.

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

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

e Visitour Subscribers’ Area, where you’ll find computer code thathas been referenced 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.

hat will the future hold, no one can say for sure. Will investors continue to look overseas, or

will they find yet another venue for their capital? We have so many options now, it’s hard to
choose what we should go for. We try to give our readers an idea of what the world of investing and
trading has to offer.

S;I_“Y‘M‘ Wﬂs/\ P

Jayanthi Gopalakrishnan,

Editor
http://www.Traders.com .........cccceeeeveneeneeneennenne. Home — everything starts here
http://Working-Money.com ...........cccceeeevuereennenne. Direct to Working Money
http://Technical. Traders.com ...........cccccoevuereennenne. Trading product information
http://Store. Traders.Com........c.oceveveeenenenennennns 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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YOU'LL MAKE MORE,
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eSignal has been voted “Best Real-Time Data” and
“Best Delayed Data” by the readers of Technical Analysis of
Stocks & Commodities magazine every year since 1993.

eSignal has been voted “Best Real-Time Data,” “Best End-of-Day Data,” “Best Software
for U.S. End-of-Day Traders” and “Best Software for U.S./U.K. Intra-Day Traders” by the
members of the Trade2Win website.
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Trading The
MACD Hisogram

Part |

by David Penn

As good as the moving average convergence/
divergence is, adding the histogram might
make it even better.

i ‘ ne of thefirst trading methodol ogies

T | ever cobbled together wasbased on
ﬁ'/ the moving average convergence/
N divergencehistogram, alsoknownas

‘ the MACD histogram (or even the
MACDH for short). | won't pretend my selection of
thehistogram cameastheresult of ascientificsurvey
— though there was enough trial and error to make
me fedl as if some sort of canvassing of available
indicators had certainly taken place. If anything, |
was moved to spend more time getting to know the
MAcCDH after reading this entry from Alexander
Elder's excdlent trading primer, Trading For A
Living:

MACD-Histogram offers a degper insight into the
balance of power between bullsand bearsthan the
original MACD. It showsnot only whether bullsor
bears are in control, but also whether they are
growing stronger or weaker. It is one of the best
tools available to a market technician.

Andlater, under theheading“ Thestrongest signal
in technical analysis’:

DivergencesbetweenM A CD-Histogramandprices
occur only afew timesayear in any given market,
but they give some of the most powerful messages
in technical analysis. These divergences identify
major turning pointsand give*“ extra-strength” buy
or sell signals. They donot occur at every important
top and bottom, but when you see one, you know
that amajor reversal is probably at hand.

If that’ s not an endorsement, then | don’t know
what is. I'm not sure if Elder feels as strongly
about the“MACD-Histogram” today in 2006 ashe
did back in 1993 when Trading For A Living was
completed, but the indicator itself continues to
have adherents. For example, Raghee Horner,
forex trader and author, hasused the MACDH asa
general indicator to determinewhether amarketis
bullish and ripefor buying or bearish and ripefor
selling.

I’vewritten about the MACD histogram beforefor
Working-Money.com, particularly about what | re-

ferredtoas“MACDH extremes,” which can oftenbe
helpful in determining intermediate-term direction
after major market moves and when dealing with
consolidations. Here, however, | want to talk about
afew of thebasicwaysthat traderscan and haveused
theMACD histogram in order to trigger trade entries
aswell as determining directionality.

MEET MR. MACD
What exactly isthe MACD histogram? What is its
relationship to the moving average convergence/
divergence indicator known asthe MACD?
TheMAcD wasdevel opedby trader Gerald Appdl,
whoalsopublishesthe Systems And Forecastsnews-
letter. Although the MACD appears with two lines
that converge and divergerédativeto each other, the
indicator is actually created using three lines. Writ-
ing in his book The Visual Investor, John Murphy
explains how the MACD is constructed:

The first line (called the MACD line) is the
difference between two exponentially smoothed
moving averages of the price (usually 12 and 26
periods). The computer subtracts the longer
average (26) from the shorter (12) to obtain the
MACD line. A moving average (usualy nine
periods) isthen used to smooththe MACD lineto
formasecond (signal) line. Theresult isthat two
lines are shown on the chart, the faster MACD
line: and the slower signal line.

Buy andsdll signalsusingtheMACD aresimilarto
those using other pairs of moving averages. When
thefast MACD linecrossesabovethedowsignal line,
abuy signal has been issued. Conversdly, when the
fast MACD line crossesbelow thedow signd line, a
sdll signal has been issued. Approaching the MACD
thisway meansthat the trader will tend to beonthe
right sideof thetrendwhenfollowingthesignas. As
I’ll show later, there can be other tools that traders
will use—frommoving averagestotrendlinestothe
MACD histogram — to determine whether thetrend
they may have recelved asignal to follow is one of
significant duration, asin abullish or bearish con-
text. (SeeFigure 1.)

For now, sufficeto say that theMACD can beused
on avariety of time frames using thissimple cross-
over methodology. In addition, while John Murphy
notesthat sometraders have e ected to use different
values for buy signals and sdll signals, he under-
scoresthat for most traders, the 12, 26, 9 valueswill
work for both bullish and bearish signals.

There are two other ways that the MACD can be
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FIGURE 1: SEARS HOLDINGS CORP., DAILY. The basic MACD
is shown here, along with one of the more common buy
signalsthat can be derived fromit. The highlighted section
inthe indicator window shows where the faster MACD line
(in blue) crossed over the slower signal line (in red). The
highlighted session shows the candlestick above which
the long trade would be initiated.

used. Oneisasanoscillator. Insofar asthetwolines
— the MACD line and the signa line — both
operate above and below azero line, some traders
have used the MACD to indicate oversold market
conditionsthat can be bought (both linesbel ow the
zeroline) aswell asoverbought market conditions
that can be sold (both lines above the zero line).

Murphy points out that sometraders combinethe
crossover and oscillator aspects of the MACD by
looking for bullish crosses (remember, the MACD
line crossing above the signal line) below the zero
lineindicating abuy and bearish crosses (the MACD
linecrossing below signd line) abovethezerolineas
indicating asdll.

Traders have dso used the MACD to spot diver-
gences. In much the same way that traders use
oscillatorslikethe Rsl (relative strength index) and
stochastics, traders look for instances when the
MAcD makesalower highwhileamarketismaking
a higher high (a negative divergence) or when the
MAcD makesahigher low whileamarketismaking
alower low (apositive divergence).

So where does the histogram fit into al of this?
According to Murphy, in away that makes it even
better. He writes:

As good as the MACD indicator is in the form
just described, there's a way to make it even
better. That technique is called the MACD
histogram. The MACD histogram will provide
even earlier warnings of potential trend changes
and greatly enhances the value of the indicator.
Sincethe histogram showsthe MACD crossover
signals (in a slightly different way), nothing is
lostinitsuse. What isgained isaway to generate
action signals much sooner.

As noted, this ability to create “action signals’
ultimately won meover to the cause of the MACDH.
The histogram simply represents the difference be-
tweenthe MACD lineandthe signal line, and plotsit
asaseriesof vertical bars. Other indicators such as
the commodity channel index (Ccr) can aso be
plotted as histograms. A positive histogram, with
vertica bars above the zero line, indicates amarket

Traders.com ¢ page 11

Trade up! Get more.

XPRESSIRADE

ONLINE FUTURES AND FOREX TRADING

See why traders worldwide love us.

““Your trading tools, ease of use,
and great customer service
are the best, bar none.””

-Los Angeles, CA

OPEN AN
- ACCOUNT NOW
and get your first

20 TRADES

FREE!

Visit www.xpresstrade.com
or call 1-866-XTRADE-1 for details.

Futures and Forex trading involves risk and may not be suitable for all investors. This is not an offer or solicitation in any jurisdiction where XPRESSTRADE is not
authorized to do business. ©2007 XPRESSTRADE, LLC,

For more information visit the ad index at Traders.com/reader


http://technical.traders.com/Products/rs.asp

PROPHET FINANCIAL

page 12 ¢ Traders.com

March/April 2007

ik

= o !E_ : _ﬁl g =

kid 74

Soldman Sachs Srp 19425 197 -1.00%

204
201
198
195
192
129

0
o IL]*#

186
183
120

M

I
ﬂD ¥+*¢H
Dtll;l 177
["] 174

171

=] 1992-2006 Prophet Financial Systems, Inc. | Terms of use apply.
FACD Hist. [12,26,3)]

1

il
21 1111]] ] LA
e

2
12/04

10009 10516 10523 10520 11406 1113 11020 11527

Mastercard Inz 3343 007 -0.07%
e
-Flﬂ+ 70
] nipuy
Sl &
i T y
0] -
D-D 60
|:| 58
IJ__l—i_ 56
54
[Z 1998-2005 Prophet Financial Systems, Inc. | Terms of use apply.
MACD Hist. (12,26 9]
0.75
0.25
IIII__ .-_III I II..II.-D
-0.25
02028 0905 09411 0918 0925 1002

FIGURE 2: GOLDMAN SACHS, DAILY. An example of an oversold L1 breakout trading using
the MACD histogram. Here, the histogram is forming the “P-p-P” pattern, which gives
a buy signal with the third bar of the pattern. This particular pattern happens to appear
at the end of a brief, largely sideways consolidation.

FIGURE 3: MASTERCARD, DAILY. Another example ofthe L1 “breakout”’ MACDH trade. The
highlighted histogram bars show a “M-m-M" pattern, which produces a buy signal above
the high of the day (or session) that the “M-m-M" pattern is completed. Also called the
“trigger,” that session is highlighted. Going long the day after the trigger session resulted

in solid gains within a few days.

inwhichtheMAcDfastline(theMAcDIling)isabove zeroline, indicatesamarketinwhichtheMACD line
thedow line(thesignal line). A negativehistogram, isbelow thesignal line.
by contrast, with vertical bars extending below the Whenthesetwo linesarecloseor are converging,
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the histogram barswill be shallow and small. When
these two lines are diverging, moving away from
each other, thehistogram barswill increaseinlength
— aboveor below the zero line. Another factor key
in creating action signasiswhat Elder pointsout as
the dlope of the MACD histogram. He writes:

The slope of MACD-Histogram is defined by the
relationship between any two neighboring bars. If
the last bar is higher (like the height of letters m-
M), the slope of the MACD-Histogramisup. If the
last bar islower (like the depth of letters P-p), then
the slope of MACD-Histogram is down.

BREAKOUTS AND CONTINUATIONS
Many — though not al — of the signals created by
the MACD histogram are related to changes in the
dope of the indicator. In fact, the primary signal in
my MACDH trading methodol ogy involvesjust such
achangeof dopeor, moreaccurately, involvesusing
atemporary changeindope(ahistogram pullback or
bounce) in order to create abuy signal. I've cdled
these sgnals “L1" and “S1” (primary long and
primary short) and remain my favoritesignalsusing
the histogram. Although Elder writes that weekly
signas are less frequent and perhaps more reliable
than daily ones, I'vefound that tradesusing the L1
and S1 methodshavebeen confirmed by buy and sell
signasusing other methodssuch asthe TRix aswell
asoften simply provingin hindsight to have marked
excellent entry pointsin trends. (See Figure 2.)
Let'slook at how theL1 and S1 breakout entries
arecreated. TouseElder’ sshorthand, withaprimary

I’'ve found that trades using the L1
and S1 methods have been confirmed
by buy and sell signals using other
methods such as the TRIX.
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longor L1trade, | amlookingfor asessoninwhich
thehistogram dopesupward. Thereareanumber of
patterns that could produce this sope shift upward
— from “M-m-M" to “P-p-P.” Numerically, these
values could be anywhere between +100 and -100,
but for an example, imagine a histogram that reads
+3, then +1.7, then +3.4. The session that received
the “+3.4” in the second example would be the
trigger session above the high of which the trader
would belooking to get long.

Thekey pointisthat themiddlevalueor histogram
bar iseither shorter (inthecaseof ahistogram above
the zero line) or longer (in the case of a histogram
below the zero line) than the pair of histogram bars
that surround it on either side.

Conversdly, totheshort Sde, apatternlike m-M-
m,” “p-P-p,” or, again numerically, reading -5, then
-3.5, then -6. The session that received the “-6"
would bethetrigger sesson. Here, thedifferenceis
that the trader would be looking to sell or get short
bel ow thelow of that “trigger session.” SeeFigure3.

| began tracking a variation on this for those
instances when a market was moving in a trend
but the trend was not showing enough of weak-
ness (in abull trend) or strength (in a bear trend)
to get the pattern key to a L1 or S1 buying
opportunity. Thecontinuation trade (or L3and S3
as | dubbed it at the time) simply allowed the
trader to golong abovethe high of any session that
showed an increase in slope from the previous
session (Mm-M). To the short side, a decrease in
dope(asin“P-p”) wasall that wasneeded to signal
a continuation trade to the downside.

While this approach has been worthwhile, there
areother methods (such asthe Boso method | wrote
about ayear ago) that do as good a job or better of
tracking markets that appear unwilling to provide
traders with a pullback (in a risng market) or a
bounce (in a faling market) from which to gain a
superior entry. Nevertheless, the continuation trade
isoneworthkeepinginmindwhenamarket advance
appears well under way, and bargain entries prove
themselves hard to come by.

Inpart 1 [found on page47 of thisissue—Editor],
I will look at trading histogram divergences, how to
tradecrossesof thezeroline, specificentry targeting,
and exit Strategies. m

ﬂf'

Thisarticlewas originally published on 12/6/2006.

This article — and articles like it — can be
found online at www.working-money.com.
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FLAGS AND PENNANTS

Short-Term
Moment Of Truth
For The Dow

by Arthur Hill

The Dow Jones Industrial Average
has corrected over the last three
days, and this correction is nearing
its make-or-break point.

Tradable: INDU

T he medium-term trend for the
Dow JonesIndustrial Average
(DaA)isclearly up (Figure 1).
The average bottomed in mid-July
and moved pretty much straight up
for the next three and a half months.
It was truly an amazing move, and
the pullbacks lasted just afew days.
The deepest pullback occurred in
August, and each pullback sincethen
has been quite shallow or simply
flat. Thecurrent pullback lastedthree
days, with short-shallow pullbacks
the norm since mid-August.

| am turning to the 60-minute chart

The decline looks like a
falling flag and the
average found support
near broken resistance.

to focus on this pullback and short-
term priceaction (Figure 2). TheDJA
hit a new al-time high by moving
above 12150 last week and then de-
clined below 12050 this week. The
declinelookslikeafdlingflagandthe
average found support near broken
resistance. Thisisall pretty normal for
aminor correction. Broken resistance
turns into support and the advance
resumes without moving back below
theres stancebreak. Brokenresistance
at 12030 isthefirst level to watch for
signsof trouble. A break below 12025
would open the door to a deeper pull-
back that could extend to the August
trendline on the daily chart.

Aslongasbrokenresistanceholds,
the decline back below 12050 is
viewed as a correction within the
ongoing uptrend. A break abovethe
upper flag trendline and Monday’s
high would signal a continuation of
thisuptrend and target amovetonew
highs yet again.

| am also watching the relative
strengthindex (Rs1) toconfirmaflag
breakout. This momentum indicator
declined below 50 on Friday and
below 40 on Tuesday. Momentumis
clearly moving down for the short
term, and the RSI needs to break
back above Monday’s high (52) to
turn short-term momentum bullish
again. =

Traders.com ADVANTAGE
This article was first published on 11/1/2006.
See www.Traders.com for more.

REVERSAL

Short-Term
QQQQ Sell?

by David Penn

What happens when long-term
bulls become short-term bears?

Tradable: QQQQ

ew things are more disconcert
ing than being on the opposite
side of someone you respect
when it comes to atrading cdl. Re-
cently, the stalled progress to the up-
side has apparently encouraged those
whothink that stock pricesarelikely to
move serioudly higher before they
move serioudly lower that there might

bean opportunity tobehad—abeitin
the short term — from a bet against
stocks.

The short-term uptrend the QQQQs
haveenjoyed camecourtesy of afairly
well-telegraphed bottom (seemy “Is
TheEndNear?’ Traders.comAdvan-
tage, November 6, 2006). Positive
divergences in the moving average
convergence/divergence(MAcD) and
stochastic, a2B bottom ... al of these
factorscameinto play to put abottom
inthemarket in early November. See
Figure 1.

So how doestalk of atop play now?
Looking at the same characterigtics
that madeit possibleto call thebottom
in early November, | detect some of
the same evidence that was so hel pful
in early November (namely, the posi-
tive divergences) coming into play as
we move toward midmonth. Assum-
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FIGURE 1: DJIA, DAILY. The Dow Jones Industrial Average bottomed in mid-July and
since then has for the most part been moving up.
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FIGURE 2: DJIA, HOURLY. Broken resistance at 12030 is the first level to watch for signs
of trouble.
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FIGURE 1: NASDAQ 100 TRUST SERIES (QQQQ), HOURLY. The QQQQ have
completed the first stage of a potential 1-2-3 trend reversal. The next stage
will be an attempt to restore the trend that began on Friday, November 3,
including a new high.
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ingthat ashort-termmovetothedown-
sde should be noticeableonan hourly
chart, it seems that the most bearish
signscomefromthe break of thefive-
day uptrend from the November 3rd
bottom. Thetrendlinebreak wasredly
aone-hour event as the QQQQ topped
on Thursday and broke below the
trendline later in the day. Almost im-
mediately, however, the QQQQ re-
bounded — a beit on weak volume—
and began moving higher, reaching
the breakdown level by the close on
Friday. This action sets up a potential
1-2-3trend reversd, particularly if the
QQQQ falls to set a new high and,
instead, reverses and fals below the
breakdown low at about 42.65 - 42.7.

In addition to the 1-2-3 trend rever-
sa setup, the hourly QQQQ reveals
negative divergences on two levels:
the MACD histogram and the stochas-
tic (Figure 2). While these negative
divergencesare, in and of themselves,
at least as apparent as the ones noted
fromthefirst three daysof November,
thereis some reason to view the bear-
ishness of these indicators with some
degree of caution. With regard to the
MACD histogram, for example, thesize
of the histogram peak on November 6
and 7 is strongly suggestive of amar-

b - -
y - ey

ket that will take out the price highs
that were concurrent with the peak.
Whilethosepricehighswereexceeded
afew days|ater, the subsequent highs
seem alittle modest given the size of
the early November histogram.

With regard to the stochastic, the
late sesson rally on November 10
helped push the stochastic up, almost
to the level of the previous stochastic
pesk. In fact, it wouldn't take very
much buying at all on Monday to push
the stochastic higher, making the only
relevant negative divergence in the
stochastic the one between the sto-
chastic peak of November 1- 3andthe
onelikely to develop the week begin-
ning November 13. Thiswould creste
aparticularly odd sort of negative di-
vergence— odd, but one I’ ve written
about before (see my Working-
Money.com article, “Did ‘D’ For Di-
vergences,” March 8,2006). Thiskind
of divergencecould becalled the“dia-
mond” divergence because of theway
the peaks and troughsin the indicator
mirror thoseinthemarket in question.
In anegative diamond divergence we
have three peskswith the higher peak
in the center (like ahead & shoulders
pattern). At the sametime, theindica-
tor will form three peaks, with the
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FIGURE 2: NASDAQ 100 TRUST SERIES (Q0QQQ), HOURLY. Negative divergences appear in
both the MACD histogram and stochastic. Divergences brought the market higher
at the beginning of the month. Will divergences now bring the market down?

center peak being the lowest of the
three.

That negativediamonddivergencewill
be in effect as long as the third price
peak does not take out the high set by
the second pricepeak. Failing that, the

bear case— for thetime being— will
be that much less potent. =
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This article was first published on 11/14/2006.
See www.Traders.com for more.
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NASDAQ
Channels Higher

by Arthur Hill

Despite a warning shot from the
stochastic oscillator, the NASDAQ
remains in a rising channel and
trend has yet to bend.

Tradable: $COMPQ

he price chart shows the
I NASDAQ Composite with a
linear regression channel
(Figurel). Thislinear regressionchan-
nel is made up of three lines. The
middle line is the linear regression
itself. Based ontheclosing pricesfrom
July 21 to November 15, the linear
regressonistheline of best fit. Some
closes are above the line and some
closesarebelow. Theupper andlower
trendlines are parallel and equidistant
to the linear regression line, which
makes the channel symmetrical.
Thetrendisclearly upaslongasthe

Meeting
Parameters On
The S&P 500

by Jacob Singer, PhC

Every morning | look for certain
stocks to buy, but they have to
meet certain parameters. What
does it mean if for the past three
days, not a single stock has come
up that meets those parameters?

Tradable: SPX

ery morning | runan explora
tionontheNew York, AMEX,
ASDAQ, and Toronto mar-

kets to look for stocks to buy. These

“Eyclic - Performance, Daily™

Results | Rejects | Exploration |

Secunty Mame
fo

zecUrties bo repork,

FIGURE 1: PERFORMANCE EXPLORATION
REPORT. Not one stock has popped up
with the parameters | was searching
for—what'’s that mean?
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lowerchanneltrendline  [f'syochastic nsc 20,5,5 ~
holds. The upper )

. . warning shot
trendline acts as ress- but still stron
tanceandamoveabove — af
thistrendlinewouldsig-
nal an overextended
situation. The lower

. 2400
trendline acts as sup- 2450
port and amove below 2400
would break the chan- 2380
nel. Asit now stands, a 2300
move below 2350 2240
would break the lower 2200
channd trendline and 2180
wecouldthen entertain 2100
thoughts  of a 20480
downtrend. Aslong as 2000
the channel holds, the || m— .|Au. T | i e | — T e
NASDAQisriSinganda gust September Qctober MHovember

move toward the upper
trendline is expected
(2570").

Despiteaclear uptrend, thestochas-
tic oscillator fired a warning shot in
early November. The stochastic oscil-
lator moved above 80 in August and
held above 78 from August 17 to No-
vember 2. Thisis quite extraordinary
and reflectsthe strength of the current
uptrend. The stochastic oscillator

stocks must meet
certainparameters.

| 11/30/06

dipped below 65 on November 7, and
this is the first sign of weakness in
months. | do not consider this dip
bearish, butit doespoint to vulnerabil-
ity as the NASDAQ becomes overex-
tended. | would consider momentum
to be bullish aslong as the stochastic
oscillator holds above 50. For a me-

I sPx - sa&p 500, Monthly

0:1377.75 H: 1407.90

1361.00 C: 1386.70

FIGURE 1: NASDAQ. The index remains on an uptrend and has yet to show signs of faltering.

dium-termtrendreversal, | wouldlook
for the NASDAQ to break 2350 and the
stochastic oscillator to break 50. m
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This article was first published on 11/16/2006.
See www.Traders.com for more.
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For the past three
days, not one stock
has come up. This
is unusua, and |
ask, whatisthistell-
ing me? Figure 1
showsmy final ex-
ploration result.
This suggests
that the correction
we have been an-
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PiNg OUL IN & B- ¢ 1cyp o: ELLIOTT WAVE AND GANN FANN OF THE S&P 500, MONTHLY. Could the index be topping out

Wav_e' . in a B-wave?
I first introduced

this chart on Sep-
tember 22, 2005. At that timethechart
suggested that 2006 would truly be a
year of misfortunefor themarket. Itis
now November 2006, and the chart
showsthat the index is till rising.
ThefirgruleinElliottwaveanaysis
isthechartmustlookright. Inthiscase,
the chart looks very right. The fifth
wavetop wasthe bubble of 2000. The
index then fell in an A-wave, and has
now recovered in aB-wave.

B-waves are not impulse waves,
usualy rising inan abc formation (not
shown). B-wavetopsarealso difficult
to predict. | have seeninstanceswhere
B-waves have exceeded fifth wave
tops. Thisusually suggeststhat the C-
wavecorrectionwill not bethat severe.
The Ganncycle, which correctly fore-
cast previouscorrections(bluearrows),
suggested a turning point on October
20. Thisasweknow hasnot happened,

althoughweshouldallow atwo-month
error on ether side of the cyclical
projection.

The B-wave has aso broken above
thesuggestedtarget of 1337.40, oneof
Gann’'sruleof 8 slines. Thissuggests
that the index could rise to the green
1x4 Gann line.

See www.Traders.com for more.
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WEDGE FORMATIONS |l

Nikkei Breaking
Down

by Arthur Hill

The Nikkei 225 is breaking down
on a number of fronts, and this
points to a continuation of the
April-June decline.

Tradable: $NIKK

n the price chart (Figure 1),
Othe current advance in the

Nikkei formedarisingwedge
andtheindex brokethelower trendline
over the past two weeks. The April—
June decline set the bearish tone and
the rising wedge is typical for
countertrend ralies. Note that the ad-
vancemet resistancenear theMay gap
and support break. The recent break

< o e -
o TiEL
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below the lower wedge signds a

and the downside target is below
the June low.

The index aso broke back be-
low the 50-day moving average
and 200-day moving average. The
50-day movingaveragehasagood
history withtheNikkel. Theindex
brokethe 50-day with agap down
in May and this moving average
turnedintoresistanceinearly July.
The index then broke above the
50-day inlate July andthismoving

RS SP-S0,

) - ) ; MR - Takyo Mikkei Index
continuation of the prior decline |~

12 EE7213

12520721

11 424250

averageturnedinto supportinlate
September. The current break is
bearish, and | would look for this
movingaveragetooffer resistance
intheover thenext oneto two months.

Inadditiontothebreakdownsonthe
price chart, the Nikkel shows relative
weaknessover thelast six months. The
price relative compares the Nikke to
the Standard & Poor’s 500. The indi-
cator broketonew lowsinJuneandthe

cHARTANALYSIS .

NASDAQ
Composite Index
Shows Pending
Downleg

by Gary Grosschadl

Has the Grinch stolen the Christ-
mas rally, or is it already over for
the NASDAQ?

Tradable: COMPQ

tech index since the summer of

2004, as Figure 1 shows. This
weekly chart showsadefiniteuptrend,
and apitchfork view or Andrewsline
highlightsthis. The good newsisthat
an uptrend is in place, while the bad
newsisthat asignificant downleg may
bein store affecting short-term and/or
medium-term traders.

Note the history of bearish engulf-
ing candlestick patterns marking siz-
abledownlegs. Thesearelargebearish
candlesthat engulf thepreviouscandle-
sticks. These can be reliable turning
points after a good upleg. After the

I t's been a good run for the high-

Bearish engulfing
candlestick patterns can
be reliable turning points
after a good upleg.

- —
-.at.s.‘.- J ,
.”m

latest 450-point rise, another suchbear-
ish candlestick pattern has struck.

Severa indicators hint at acoming
downleg. The average directional
movement index (ADX) lineat thetop
of the chart may have peaked, asitis
above the positive directional index
(+DI) and it hasflattened ouit.

The moving average convergence/
divergence(MACD) showsadownturn
from peak levels, while its histogram
showsadefinitedowntrend. Therela
tivestrengthindex (Rsl) also seemsto
becoming off itsown peak fromthe 70
level. Meanwhile, the stochastic oscil-
lator hovers in an overbought condi-
tion but needs to decline below the 80
level to confirm a negative follow-
through.

Two downsidetargets are possible.
Thefirstisazonebetween 23002350
representing the median line of the
pitchfork andaprevioussupport point.
Thelarger downsidetargetisthelower
pitchfork median line and the 200-
period exponentiad moving average
(EMA) near 2100. Watch these targets
for another possible turnaround situa-
tion, should a downleg develop from
the current position. m

See www.Traders.com for more.
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This article was first published on 12/27/2006. |

Bearish Engulfing (BEE):
Themarketistrendinghigher.
The white real body is en-
gulfed by ablack body. Itis
the signal for atop reversal.

il

recovery off the Junelowswasfeeble,
tosay theleast. WhiletheNikkei moved
to new reaction highsin October, the
pricerelativeformed alower high and
the Nikkei was not keeping pace with
the S& P 500. The price relative re-

FIGURE 1: NIKKEL. The current advance formed a rising wedge and the index broke the
lower trendline over the past two weeks.

cently broke to new lows and the lag-
gard on the way up could become the
leader on the way down. m

This article was first published on 11/20/2006.
See www.Traders.com for more.
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FIGURE 1: NASDAQ, WEEKLY. There’s a definite uptrend, and a pitchfork view highlights

that.
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FLAGS AND PENNANTS |l

The NASDAQ 100
Winds Up ForThe
Pitch

by Arthur Hill

A narrowing consolidation can’t
last forever, and the NASDAQ
100 looks poised to break the
recent trading range. Here'’s
what to look for.

Tradable: $NDX

he NASDAQ 100 hasbeen on a
I tear sncemid-July, witha25%
advanceinjustover four months
(Figure 1). Since moving above 1800,
the advance slowed over the |ast few
weeks and a pennant formed. These
are continuation patterns that repre-
sentarestintheongoingtrend. Thebig
trendisup and thispattern representsa
bullish consolidation.

The November surge added 100
pointstotheindex and it becameover-
bought. There are two ways to work
off overbought conditions: correct or

consolidate. TheNASDAQ 100 chose
a little of both. There was a sharp
decline on November 27 and then a
consolidationover thelast twoweeks.
Taken together, the pennant formed
and the next signal is dependent on
the direction of the breakout.

A moveabovethe upper trendline
and early December high would be
bullish. The upside target would be
around 1860-1870 (Figure 2). This
wasfound creating atrendlineparal -
lel to the lower pennant trendline
and extending it up for two weeks.
ShouldtheNASDAQ 100 break resis-
tance, the breakout point would turn
into support and this would be the
first test. The early December low
would mark key support.

A movebelow thelower trendline
would be bearish and open the door
to further weakness. The downside
target would be to around 1720-
1730 (Figure 2). Thiswas found by
creating a trendline parallel to the
upper pennant trendline and extend-
ing it down for two weeks. The sup-
port break wouldturnintoresistance,
andthisisthefirst level to watch for
signs of a failed signal. The early
December high would mark key re-
sistance. m
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FIGURE 1: NASDAQ 100. The NDX has been on a tear since mid-July, with a 25%

advance in just over four months.
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FIGURE 2: NASDAQ 100. A move above the upper trendline and early December high

would be bullish, with the upside target about 1860 to 1870.
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SYMME’;I;RICAL TRIANGLE

Copper Cracks

by David Penn

The much-anticipated breakout
from a multimonth symmetrical
triangle has arrived.

Tradable: HGZ6

ack in Augudt, | tipped off
BTradersoom Advantage read
ersto devel opmentsin copper

futures (“The Copper Triangle,” Au-
gust 25, 2006). In particular, | wanted
to draw attention to the sizable, sym-
metrical triangle that copper had
formed starting in May 2006. This
trianglebegantotakeformafter atruly
amazing raly inthemetal, araly that
saw copper move from $2.20 in mid-
Marchtoapproximately $3.90by May.

Generdly speaking, consolidations
intrendstend tolead to moretrend. So
the most likely resolution of the sym-
metricdl trianglethat took shapeinthe
middle of 2006 was to the upside, as
thetrendthat ledintotheconsolidation
was restored upon leaving it.
| offered no prediction with my Au-
gust 2006 article on copper. | simply
pointed out that an upside breakout
wouldlikely takecopper futurestothe
$4.40 area, while a downside break-
downwould probably seecopper dip-
ping toward the $2.40 mark. See Fig-
ure 1.

It appearsasif the break that traders
had been waiting for has findly ar-
rived. Inthefirst full week of Novem-
ber, December copper futuresfell more
than 20 cents on overwhelming vol-

LS
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ume to break down below the lower
boundary of the symmetrical triangle
that had contained virtualy al price
actioninthe contract sincelate spring.
There is the possibility that the con-
tract will find support at the lowest
point of thetriangle, aweekly hammer
candlestick with lows at about 2.85.
Such an event would invaidate the
triangle, makingtheconsolidationmore
of a garden-variety rectangular con-
solidation. On baance, however, the
breakdownfromthetrianglelooksclear
cut and, arriving on large volume asit
has, very much worth watching.

How might tradershavefaredacting
on this breskdown? The directional
movement index/average directiona
movementindex (DMI/ADX) inFigure
2 showshow sometraders might have
followed one path to profit. The Dmi
gave asdl signa on October 23 that
would have been filled on October 24
usingJ. WellesWilder’ sextremepoint
rule at approximately 3.40 (see my
Working-Money.com article, “Trad-
ing DI+/-" from October 12, 2006, for
more on the extreme point rule). An
intraday high on October 26 of ap-
proximately 3.43notwithstanding (the
market closed that day a 3.40), this
trade would have worked splendidly.
Infact, by thetimethe ADX confirmed
the DmI sell signa on November 2,
December copper was trading near
3.29, some 11 cents and $2,750 in
profit lower (each cent in copper fu-
turesisworth $250).

If the downside objective remains
$2.40, then there should still be plenty
of downsidefor traderstoexploit. With
the optimal DmI/ADX signal aready
passed, | find short entry targetsusing
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FIGURE 1: DECEMBER COPPER, WEEKLY. The breakdown from this symmetrical triangle
comes after an extended sideways correction. Nearest support is atthe 2.20 level, from

a consolidation earlier in the year.
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FIGURE 2: DECEMBER COPPER, DAILY. The DMI provides a sell signal in late October,
copper follows through to the downside after the DI- line (in red) crossed up over the DI+
line (in green). This sell signal was confirmed by the crossing of the ADX line (in black)
up and over the green DI+ liine in early November.

other screens such asthe Boso screen
(“Boso,” Working-Money.com, Oc-
tober 5, 2005) and the histochastic
screen, which uses shiftsinthe MACD
histogram to trigger entries. Based on
those two screens, there are short en-
tries at 3.075 (Boso) and 3.017
(histochagtic) that might be levels to
look for going forward. m

SUGGESTED READING
Penn, David [2006]. “The Copper
Triangle,” Traders.com Advan-
tage, August 25.
[2005]. “Boso,” Working-
Money.com, October 5.

This article was first published on 11/15/2006.
See www.Traders.com for more.
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FLAGS AND PENNANTS

Flag Breakout
For XAU

by Arthur Hill

Despite the potential for a massive
head & shoulders reversal pattern,
the Philadelphia Gold & Silver
Index recently broke flag resis-
tance, pointing to higher prices.

Tradable: $XAU

et’ sstart out withthelong-term
L picture for the Philadelphia

Gold & Silver Index ($XAu)
andlook at theweekly chart first (Fig-
ure 1). $XAu surged above 130 in
January and then embarked on a hig
consolidation that lasted the next 11
months.

The pattern at work lookslike abig
head & shouldersreversa: the January
high forms the left shoulder, the May
high forms the head, and the right
shoulder met resistance around 150.
The neckline dopesdown and abreak
bel ow thissupport level would project
further weaknessbelow 100. Thehead
& shoulderspatternisonly potential as
long as the index remains above the
October low (117).

The neckline slopes down
and a break below this
support level would
project further weakness
below 100.

As long as the head & shoulders
patternisjust apotential problem, itis
befitting to look for an aternative pat-
tern at work. Figure 2 showsthe same
time frame and a triangle consolida-
tionover thelast ninemonths. A move
above 143 would break the upper
trendline and signal a continuation of
theprior advance. Thiswould beenor-
moudly bullish and the upside target
would bewel north of 170. However,
this pattern is as yet unconfirmed as
well. The index smply remainsin a
onebig consolidation andwearewait-
ing on the subsequent breakout (up or
down) for along-term signal.
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FIGURE 1: $XAU, WEEKLY. Gold surged above 130 in January and then embarked on a consolidation that lasted the following

11 months.
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FIGURE 2: $XAU, MONTHLY. Note the triangle consolidation over a nine-month period.
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FIGURE 3: $XAU, DAILY. $XAU broke resistance around 130 with a surge in October and then pulled back to a resistance break

in November.

Until there is a long-term signd,
tradersandinvestorsshouldfocusona
shorter time frame for signals. On the
daily chart (Figure 3), $XAuU broke
resistance around 130 with asurgein
October and then pulled back to this
resstance bresk in November. The
decline formed afalling flag and bro-
ken resistance turned into support.
$XAU bounced over thelast threedays
and brokeflag resistance. Thissignals
acontinuation of the October advance
and reinforces support a 130. The
upside target isaround 150 and $X AU
would have to move below 130 to
negate thissignal. m
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Halliburton Takes
A Rest

by Arthur Hill

After a big surge on high volume,
Halliburton took a breather over
the last two weeks. Traders should
look for a breakout to signal a
continuation higher.

Tradable: HAL
et’ sstart withtheweekly chart
L for some perspective (Figure
1). TheHalliburtonstock (HAL)
formed a double top earlier this year
and broke supportin July. Thesupport
break confirmed the double top and
projected amovetoaround 24 (42- 33
=9; 33-9=24). HAL reached 26.33in
early October and bouncedback above
30 with astrong move in the last few
weeks. Brokensupportfromthedouble
top (~33) became resistance and the
stock stalled over thelast threeweeks.
Inaddition, the 25-week moving aver-
age marked support in 2005 and early
in 2006. Thismoving average marked
resistance around 32.

SECTORINVESTRG il RSN N g

Black Gold
Is Back

by David Penn

Breakouts in oil stocks appear as
the group moves toward a sea-
sonal sweet spot.

Tradable: OIH, VLO

neof themoreinteresting sec-
Otor seasonals noted by stock

market historians Yae and
Jeffrey Hirsch in their 2006 Stock
Trader’ sAlmanacisthesix months
worth of outperformancethat comes
from the oil sector between mid-
December and mid-June. Using the
Amex Oil Index ($Xor) astheir proxy
and looking at average returns over
both a 10- and five-year period, the
Hirsches found that the $Xoi had a
16.2% average return over the De-
cember—June period during the past
10 years and a 19% average return
during that same time frame for the
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The stock is clearly at its
moment of truth ontheweekly
chart, and a consolidation
formed onthedaily chart (Fig-
ure2). Thepatternover thelast
eight weeks looks like asharp
advance and a flat flag. Vol-
umesurged ontheadvanceand
the flag represents a rest or
consolidationwithintheongo-
ing trend. A break above the
flag highswould signal a con-
tinuation higher and target a
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EMERGY - Oil & Gaz Equipment & Services «

wi tdtrader.com «
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challenge to the April high
(~42).
AsnotedonFigure2, HAL has

FIGURE 1: HALLIBURTON, WEEKLY. HAL formed a double top earlierin 2006 and broke support
in July.

lots of resistance around 33. In
addition, there is resistance in
this area from the August con-
solidation and flag highs. With
s0 much resistance, HAL could
fail near current level sand break
flag support. A move below 31
would negate the flag and call
for at least a pullback or
retracement of the October ad-
vance. At worgt, a lower high
would form around 33 and a
move below the October low
would be expected. =
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FIGURE 2: HALLIBURTON, DAILY. HAL has notable resistance around 33. In addition, there is

resistance in this area from the August consolidation and flag highs.

most recent five years.

At atime when many markets are
overbought and tradersand investors
are anxioudly awaiting any pullback
in order to start buying, the prospect
of asector still coming off of abottom
and equippedwithacompelling, bull-
ish secular story is likely to be a
welcome one.

Thenagain, it dependsonyour mea-
suring tool. Compared to the $Xol,
which is closing in on its 2006 highs,
the oil service HOLDRS — aong with
many oil servicestocks— aredtill just
climbing above the 50% retracement
level (Figurel). Infact, asl review my
watchlist of oil stocks, it seemsthat for
every Conoco Phillipsand Exxon that
areat or abovetheir 2006 highs, there
aretheBaker Hughes, theHalliburtons,
and the TransOceansthat arelagging.

If there is to be a sustained move
higher inthese stocksover the next six
months, thenitispossible(if notlikely)
that thosestocksthat arenearing, at, or
have recently notched 52-week highs
will do some consolidating — as will
thosegpproachingthe50%retracement
level — beforemoving higher. Insofar
asoil stockshaveyet to gain the atten-
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FIGURE 1: OIL SERVICE HOLDRS, WEEKLY. After falling more than 26% from May to late
September, oil service stocks rebounded strongly in the autumn, retracing fully 50%
of the previous decline by late November.
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FIGURE 2: VALERO ENERGY CORP., WEEKLY. Although oil stocks like Exxon are making
52-week highs, others such as Valero have yetto truly get moving to the upside. The
stock’s recent move toward the 38.2% retracement level will be one test of whether

The Gold Bugs
Index Hits
Support

by Arthur Hill

The December decline in the
Amex Gold Bugs Index hit support
and recent firmness could fore-
shadow a break higher.

Tradable: $HUI

nthedaily chart of the Amex
OGoId BugsIndex ($Hu1), the
medium-termtrendisclearly
up (Figure 1). Theindex bottomed in
early October and moved sharply
higher over the next two months. Hul
forged ahigher low in mid-November
andahigher highinearly December. It
isaclear and present uptrend.
Degpite this uptrend, Hul experi-
enced some weakness in December.
However, the decline looks relatively
minor and support is close a hand.
Broken resistance and the October

trendline confirms this support level.

Even though the big trend is up
and the current decline looks like a
correction, the current decline has
yet to reverse and the moving aver-
ageconvergence/divergence(MACD)
5/35isstill moving lower (red line).
| am using different moving aver-
ages to increase the sensitivity of
MACD (five-day EMA less 35-day
EMA). Thewhitelineisthefive-day
EMA of the MACD 5/35 and this acts
asthesignal line. A moveabovethis
signal linewouldreflect anupturnin
the MAcD and in Hul. | would take
thisaspositive and call for an end to
the correction.

Turning to an intraday chart (Fig-
ure 2), we can aso focus on the
December decline and pick a trend
reversal point. A downtrend ismade
up of lower lowsand lower highs. At
the very last, a higher high is re-
quiredto reversethisdowntrend and
start an uptrend. Thelast lower high
formed around 351 on Monday. A
break abovethislevel would forgea
higher high and signal an end to the
December decline. m

Traders.com ADVANTAGE
This article was first published on 12/14/2006
See www.Traders.com for more.

stocks like Valero will be a part of the group’s overall move higher.
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FIGURE 1: GOLD BUGS INDEX, DAILY. Here, the medium-term trend is clearly up.
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| am using different moving
averages to increase the
sensitivity of MACD (five-day EMA
less 35-day EMA).

FIGURE 2: GOLD BUGS INDEX, INTRADAY. The last lower high formed around 351. A
break above this level would signal an end to the December decline.




PROPHET FINANCIAL

March/April 2007

Gomeuerasill  EARNEARD W 4 o

Gold’s Three
Trends

by David Penn

Bullish long-term, bearish interme-
diate term ... what does a near-
term breakout mean for gold going
forward?

Tradable: GC

riting in their classic stock
trading primer, Technical
Analysis Of Stock Trends,

authors Robert D. Edwards and John
Magee note that “the market, mean-
ing the price of stocks in general,”
moves in three degrees of trend. As
Dow theorists, Edwards and Magee
refer to these three degrees as major
or primary, secondary, and minor.
Major or primary trends, per their
classification, last at least one year
and “may run for several years.”
Secondary trends run counter to the
major or primary trend and tend to
last “from three weeks to as many
months, and rarely longer.” Minor
trends, which the authors suggest
reflect the “day-to-day fluctuations
which are unimportant,” are of even
shorter duration, “rarely as long as
three weeks — usually less than six
days.”

Whether or not you subscribe to
al aspects of these definitions, it is
true that there are often multiple

GC1E00-50ld - Continuous[Mon Adjusted)

forces at work in a market and that
these forces can often be classified
aslong, intermediate, and short term
in duration. Looking at athree-year
weekly chart of gold futures (Figure
1), for example, it is clear that what
Edwards and Magee describe as the
“tide, wave, and ripple” aspect of
marketsisvery much in effect here.
There isthe primary, long-term tide
in the form of a bull market in gold
that began at least asearly as August
2005. From May 2006 until October
2006, gold experienced a secondary
orintermediatecorrection(a“wave,”
if you will) that retraced approxi-
mately 50% of the previous primary
advance just mentioned.
Thequestion for most gold watch-
ers right now is what the advance
from the October 2006 lows repre-
sents. Does it mark the end of the
May—October correction and there-
sumption of the bull market that be-
gan in August 20057 Or isthe raly
simply a minor trend, a short-term
movement within the intermediate
correction, a short-term move that
will end without setting a new high
of any consequence and lead to an
even deeper correction?
Theweekly directional movement
indicator acknowledges the likeli-
hood of asignificant low in October
2006 (Figure 2). We can tell this by
the way the bullish DI+ line has
crossed abovethe bearish DI- lineat
thebeginning of November. Theway
that gold (basis continuous futures)
found support at the 575 level — a
level that was penetrated on an
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FIGURE 1: GOLD, CONTINUOUS FUTURES, WEEKLY. Gold’s primary or long-term uptrend
was interrupted by a secondary or intermediate correction in the second half of
2006. That correction has retraced fully 50% of gold’s advance from the lows of the
summer of 2005.
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FIGURE 2: GOLD, CONTINUOUS FUTURES, WEEKLY. Weekly directional movement sug-
gests that gold is likely to head higher over the next few months, at least. Note how
the crossover of the bullish DI+ line (in green) above the bearish DI- line (in red)
coincides with prices breaking out above the downtrend line that extends down from

the spring 2006 peak.

intraweek basisin Juneand againin
October — aso seems significant.
Thefact that gold has not yet closed
beneaththisareamakesthe5751evel
asource of support to be monitored.
It is aso worth mentioning that the
May—October correction at its low-
est point retraced fully 50% of the
previous advance. While arenewed
correction could retrace even more,
thoselong gold can at aminimum be
assured that the correction was a
significant one and that most of the
“weak hands’ had been shaken out.

Thereisabearish caseto bemade.
While directional movement on the
weekly scale is bullish, there is not
yet the sort of separation between
DI+ andDI- that assureshigher prices
inthe near term. In addition, the past
few weeks have seen

There are often multiple
forces at work in a
market and these forces
can often be classified
as long, intermediate,
and short term in 4§
duration. --

SUGGESTED READING
Edwards, Robert D.,and JohnMagee

[2001]. Technical Analysis Of
Stock Trends, 8th ed., W.H.C.
Bassetti, ed. Saint Lucie Press.

See www.Traders.com for more.
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gold futures break
down below a
shorter-term, six-
week trendline that
extendsfrom the late
October lows. If
higher goldpricesare
to arrive in the com-
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ing months, gold fu-
tureswill havetorally
abovethemost recent
minor highjust north
of 650. Beyond that,
the early July high of
669 lies ahead as an-
other potential source
of resistance. m
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Crackin’ Crude

by David Penn
Negative divergences in the MACD

histogram and stochastic antici-
pated the reversal in oil stocks.

Tradable: CL, OIH
ack in the summer of 2006, |
wrote an article for
Traders.com Advantage that
suggested that lower crude oil prices

CL1600-Crude Oil - Continuous(Nan Adjusted)

FIGURE 1: CRUDE OIL, CONTINUOUS FU-
TURES, DAILY. After trading in the high
70s in the summer of 2006, the price of
crude oil futures collapsed over August
and September before bottoming in
October.

were increasingly likely (see my
“CracksIn The Crude” from July 25).
Atthetime, crudeoil wastradinginthe
mid-tolow 70s. But | warnedthat both
weekly and daily charts of crude oil
futures were hinting at weakness that
anyone betting on higher oil prices
needed to be aware of.

Three months later, crude oil fu-
tures(basi scontinuousfutures) were
strugglingtoremainabove $58. (See
Figure 1.

Crudeoil bottomed in October, and
oil stocksin particular took thecueand
began moving up sharply. Oil futures
(basis continuous futures) were rela-
tively modest in their October—De-
cember advance, ralying some 10%.
But as measured by the oil service
HoLDRs— whichsignaledthebottom
withvery clear-cut positivedivergences
inthe stochastic and MACD histogram
— oil stocks rallied some 25% from
their October low to their peak in De-
cember.

As often isthe case, however, the
divergences that announce the be-
ginning of a market move are often
mirrored by divergencesthat antici-
pate the end of amarket move. With
oil service stocks (again, as mea-
sured by the OiH), negative diver-
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FIGURE 2: OIL SERVICE HOLDRS, DAILY. Negative divergences in the MACD histogram
and lower highs in the stochastic anticipated this correction in oil service stocks. The
depth of the histogram suggests that the 132 level, at a minimum, will be broken

before the correction has run

gences appeared by mid-December.

It was December 18 when

movingaverageconvergence/diver-
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its course.

gence (MAcCD) histogram and sto-
both the  chastic completed lower highs, just
as the OIH was coming down from

As often is the case, the divergences
that announce the heginning of a market
move are often mirrored by divergences
that anticipate the end of a move.

a higher high. As far as oil bulls were con-
cerned, December 18 might as well have been
“Black (Gold) Monday,” for thedelugehad just
begun.

Thedivergencesprovidedfor ashortentry inthe
OIH near 141. If you look carefully, you can see
that thedeclinegtalledinthisareafor roughly three
or four trading sessionsbeforethe big breakdown
onJanuary 3. Andwhilethereislikely to be some
profit-taking given the speed and depth of the
break, the size of the MACD histogram clearly
pointsto further downside. For thisreason, it may
bewisetowaitforabounce—idealy uptothe138
level — beforeputting onanew short positionvis-
avisthe OIH.

Where might the correction find support? The
132 arearepresents roughly a61.8% retracement
of theadvancefromthe October closing low, soit
would not be surprising if the bounce — in the
guiseof theforementioned profit-taking— comes
soonerthanlater (seeFigure2). Butif theOiH does
not holdupatthislevel, tradersshoul d beprepared
for asteeper declineto, perhaps, the126leve. This
level ispotentially significantinsofar asit matches
up with both a swing rule projection downward
fromthe December topping pattern (150t0 138in
height), aswell asbeingnearthe 78.6%retracement
level. m @Traders.com ADVANTAGE"

This article was first published on 1/4/2007.
See www.Traders.com for more.
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The S&P 500’s
Cup With Handle

by David Penn

A classic chart pattern suggests
more upside for the S&P 500 as
the holiday season begins.

Tradable: $SPX

or those looking for the great

autumn stock market correc-

tion, I’ve got good news and
bad news. The bad news: Y ou prob-
ably missed it. The good news. The
same as the bad news.

The Standard & Poor's 500 has
carved out a classic cup with handle
pattern in the autumn of 2006. The
patternisshortterm, consistingof about
14 trading days. But it waswell-timed
enough to help tip the bal ance of Con-
gress. Andit may be powerful enough
tosendthe S& P500 even higher asthe
end of the year approaches.

Thecupwithhandlepatternisoneof
thekey patternsrecognized by legend-
ary stock trader and investor William
O'Nell of How To Make Money In
Stocks. This pattern was treated more
extensvely in the world of chart pat-
tern expert Thomas Bulkowski, who
wrote in his book Encyclopedia Of
Chart Patter nsabout anumber of con-
ditions that traders should look for
when trying to gauge the most profit-
able opportunitiesfrom among differ-
ent cup with handle patterns (condi-
tions such as “cupsin a bull market”
and “pick tall cups’).

Bulkowski’ squantification of cup
with handle patternsis pretty amaz-
ing work. Here, | take a much sim-
pler tack, considering the late Octo-
ber—early November asaconsolida-
tion first, with a general cup with
handle shape second. Essentially,
most chart patterns are consolida
tions at root, and the method for

x V i/
Mo \ |

projecting price moves once the
market breaksfree from the consoli-
dation is often quite straightforward
and similar, regardless of the spe-
cific type of consolidaton. In most
cases, taking the width of the pat-
tern/consolidation at its widest part
and adding (for upside breakouts) or
subtracting (for downside break-
downs) that amount from the top or
bottom of the pattern/consolidation,
respectively, provides traders and
investorswith agood sense of likely
near-term price targets.

How could traders have exploited
this cup with handle? Figure 2 shows
the histochastic screen (the moving
average convergence/divergence
[MAcD] histogram and 7,10 stochas-
tic) with the two blue arrows indicat-
ing days when buy signals were is-
sued. Buy signals in the histochastic
screen comein part from pullbacksin
the MACD histogram. So when the
histogram is, for example, at -2.99,
then moves to -3.79, then to -3.00, a
buy signal is created as of the close of
the “-3.00" sesson — assuming al
other bullishconditionsareintact (such
as the close being above a significant
trendline or moving average).

Thosebuy signalsareNovember 6
and 10 would have been filled on
November 14 (long entry target =
range of signal day divided by two
and added to the high of the signa
day).

It will be worth watching to see
how the market comesin during the
shortweek of Thanksgiving. My sus-
picion isthat thisisan optimal time
for somelight profit-taking andjock-
eying for position for the bull run
that is likely to take place between
late November and the first half of
December. m

SUGGESTED READING

O’Neil, William J. [1988]. How to
MakeMoneyin Stocks, M cGraw-
Hill.

Traders.com ADVANTAGE
This article was first published on 11/21/2006.
See www.Traders.com for more.
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FIGURE 1: STANDARD & POOR’S 500, DAILY. The cup with handle pattern in the S&P 500
projects to an upside of at least 1420, given a formation size of nearly 30 points and

a breakout level of 1390.
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FIGURE 2: S&P 500, DAILY. Two buy signals were generated during the cup with
handle formation’s development — one late in the formation of the cup and the other

during the market’s breakout from the handle.
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CANDLESTICK CHARTING L. nand K

The Falling Three
Method

by Paolo Pezzutti

This candlestick pattern, which is
quite rare and usually reliable, has
provided some wrong signals
lately.

Tradable: MNST, WAT, FlI

March/April 2007
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he “falling three method” is a

I bearish continuation candle
stick pattern. The“rising three
method” patternisbasically the oppo-
ste(Figure 1). Let' slook at therules.

The market has been in a downtrend.
At that point, you observe:

m A long black candle

m A seriesof small candles, prefer-
ably with a white body. There
should be three, but there can be
aso two or morethan three. Their

FALLING THREE METHOD

L,

RISING THREE METHOD

—) |

FIGURE 1: FALLING VS. RISING. This five-candles pattern (here compared with its counter-
part, the rising three) represents a typical continuation pattern.
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FIGURE 2: MINST, DAILY. Here, the stock printed a nice pattern that, however, was negated
by the impressive wide ranging day at point 6.

TG

i

high is not above the open of the
bigblack candle. Thecountertrend
candles remain within the first
session’ srange.

m The lagt candle of the pattern
opens within the body of the last
countertrendbar andtheclosel ower
than the first big black candl€'s
close. After thislast black candle,
the market should continue lower.

The volume of the first and last
black candles should be higher than
the small countertrend candles. This
pattern issimilar to abearish flag or a
short pennant.

The concept is that prices, after an
expansion to the downside, print a
pause in the downtrend. Bulls, how-
ever, are unableto bring prices higher
than the impulse candle. After afew
days of low range and volume where
prices do not progress significantly to
the upside, the bulls give up and the
downtrend resumes. The last day of
the pattern represents the capitulation
of the bullsand the confirmation of the
ongoing downtrend.

The pattern is usualy deemed as
reliable, but last week most of the
stocksthat devel opedthepatternexpe-
rienced afailure of the formation.

InFigure 2, you can seethat Mon-
ster Worldwide (MNST) at point 1
printed along black candlefollowed
by three countertrend small candles
(points 2, 3, and 4). Note that the
three candles did not manage to re-
trace much of the first down candle.

Friday’ ssession (point 5)

candle of the pattern at point 5 did not
manage to close significantly lower
than the previous bars of the forma-
tion. In addition, the open was not
within the previous candl€’ s body. In
any case, thepatternwasagood candi-
date to be traded as the stock had
displayed ease of movement to the
downside. The next day at point 6,
prices reacted to the upside, negating
the pattern and producing aloss.
InFigure4, Federated Investors B
(FI1) printed apatterninwhichpoints
3 and 4 displayed ablack body. The
impulse to the downside of the first
candle indicated clearly that prices
would move to the downside. In ad-
dition, the last candle of the pattern
confirmed the downtrend. The next
candle at point 6, also in this case,
negated the pattern.

displaysalongblack candle

Risk control must be one of

that resumesthedowntrend.

thetop priorities. Although this

At point 6, however, anim-

candlestick pattern is usually

pressive wide ranging day
to the upside negated the
formation.

In Figure 3, Waters Corp.
(WAT) last week printed the
falling three method pattern.
Note, however, that the last

reliable, failure and the possi-
bility of aloss must be taken
into account by traders. m

@Traders.com ADVANTAGE"

This article was first published on 12/8/2006.
See www.Traders.com for more.
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FIGURE 3: WAT, DAILY. In addition, this stock printed a failure of the pattern which,

however, did not present optimal characteristics.

FIGURE 4: Fll, DAILY. Another failure for the pattern. At point 6 a trend day negated the

formation.



March/April 2007 Traders.com ¢ page 31

PICK
THE ONE
THAT'S NOT
AMYIR.

Easter Bunny. Dr. Bart DiLiddo’s VectorVest:

Takes the emotion and
guesswork out of picking stock.

Want really quick help? Try VectorVest. The high profit, safety-oriented, investment tool that gives clear
Buy, Sell and Hold recommendations on more than 13,500 stocks every day. Take the guess work out of ‘ ‘ ) ‘ ) ®
managing your portfolio. Give VectorVest a try today. k eCtor eSt

Try VectorVest for 5 weeks, only $9.95.Call 1-888-658-7638 to sign up or go to www.VectorVest.com/tdr BEFORE YOU INVEST. CHECK VECTORVEST




page 32 ¢ Traders.com

March/April 2007

CUP WITH HANDLE |

A Cup With
Handle For
Treasury Notes

f

by David Penn

A classic chart pattern suggests
bullish times for bonds.

,‘ \ Ay (™ I l\

that 2006 bottom, the 10-year hasbeen
movingsteadily higher, making higher
monthly lows up to and including
November. Itisintheimmediate con-
text of these higher lows that we need
to consider the ascending triangle that
hascontainedtheMarch 10-year note's
price action over the past two months.
This is because, generally spesking,
consolidationsintrendstendtolead to
more of atrend rather than areversal.

Most of my daily screens have

I

TYH7-10 Year T-Mote Combined [Mar 2007) 108831 0472 0016%

= | o
b W

Tradable: TYH7, TY aready given buy signals in the S 0 123:2
March2007 T-note. Theearliestbuy | A Y 1na
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than enthusiastic. This divergence day exponentia] mOVing average 400
of sorts has contributed to the bull  (Ema) that was filled the following f ‘ 50
marketinstocks, nodoubt providing  gay. The histochastic screen (which = = — = D e Ll L'::rl | =C

a steady measure of the requisite
doubt and disbelief that powers eg-
uities markets higher.

We can easily see how stocks are
pricinginapositivefuture by dint of

relies on the moving average con-
vergence/divergence [MAcCD] histo-
gram) produced abuy signal on No-
vember 17 at 108.74that wasn' tfilled
until November 24. Two later sig-

FIGURE 1: MARCH 2007 10-YEAR TREASURY NOTE FUTURES, DAILY. Over the course of
October and November, the March 10-year has traced out an ascending triangle that

anticipates an initial move to as high as 110.5 should the breakout hold.
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FIGURE 2: CONTINUOUS 10-YEAR TREASURY NOTE FUTURES, WEEKLY. Taking a longer-term
view, itis clearthatthe currentrallyinbonds is the market's latest attempt to buck a three-
year bear market.
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HEAD & SHOULDERS

Long-Term Rates
Trending Lower

by Arthur Hill

The 10-year Treasury note yield
found support over the last two
months but remains short of a
reversal, and the odds favor a
move lower for interest rates.

Tradable: $TNX

he trend for the 10-year Trea
I sury note yield ($TNX) is in
place until proven otherwise.
My goal isto establish thedirection of
the current trend and bet on acontinu-
aion until proven otherwise. First, |
will show that thebulk of theevidence
showsan existing downtrend. Second,
I will show abearish continuation pat-
tern that would confirm this assump-
tion. Third, | will show what it would
take to reverse this downtrend.
On the price chart (Figure 1), the
10-year T-noteyield broke below the
June low, the 50-day moving aver-
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FIGURE 1: 10-YEAR TREASURY NOTE. The 10-year T-note broke below the June low, the 50-day moving average, and the 200-
day moving average to establish a downtrend.

age, and the 200-day moving average
to establish adowntrend. Y ou cannot
have a downtrend without a lower
low and this support break shows
weakness. In addition, the 50-day
moved below the 200-day in early
October. Thelast crossover occurred
inearly October 2005 and theuptrend
|lasted around 12 months. Thiscrossis

less than two months old and could
have further to run.

$TNX established support around
45.40 (4.54%) over the last three
months, andthepatternat work [ooks
likeasmall head & shoulders of the
continuation variety (Figure 2). The
left shoulder formed in late Septem-
ber, the head in October, and the

right shoulder inNovember. A move
below 45.40 would signal acontinu-
ationlower and proj ect further weak-
ness to around 42.5. A decline in
ratesimpliesarisein bondsand such
amove would be bullish for bonds.

What would it take to prove this
scenario otherwise and expect rates
to rise? $TNX established resistance
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around 48.5 from the October high
and the 200-day moving average.
Thel0-year T-noteyieldwouldhave
tohold support and break above 48.5
to reverse the current downtrend.
Thepatternat work wouldbeadouble
bottom and the upside target would
be to around 51.5 or a test of the
May-July highs. m
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FIGURE 2: 10-YEAR TREASURY NOTE. The 10-year T-note appears to have formed a small head & shoulders pattern.

HEAD & SHOULDERS

A Head &
Shoulders Top
In Retail?

by David Penn

An autumn consolidation in the
retail HOLDRS hints at the possi-
bility of a move lower for retail
stocks.

Tradable: RTH

ver at “ The Big Picture,” one
f my favorite “general pur
pose” weblogs, blogger (and

money manager) Barry Ritholz made
an interesting point about retail in the
2006 holiday season:

Oneof theissueswehavebeendiscuss-
ing has been how widely and deeply
Retailerswill bediscounting, and what

. W, . {
/ A\ ia/ !

it meansto the overall economy.

The most recent review of price
cutting is that they are both deep and
broad. Our quick survey of both brick
and mortar couponsand onlinesavings
codes shows that discounting is ramp-
ing up dramatically. Thiswill likely be
pressure for Q4 profit margins.

With that backdrop, the behavior of
retail stocks — as a group — isin-
creasingly understandable. Whileprice
cutting — particularly “panic” price
cutting — isawonderful thing to the
holiday shopper, ittendstomeansome-
thing less fabulous to the companies
whofed asif sizableprice cutsarethe
only way to bring shoppers to their
stores. The market’ sinterpretation of
this price cutting — asrepresented by
thesidewaysmovementinretail stocks
— seemsto support that idea.

Specificaly, the market’s interpre-
tation seemsto have included the for-
mation of ahead & shoulderstopinthe
retail HoLDRs (Figure 1). At thispoint

(December 1), the pat-

ternisalmost perfectly
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formed, with multiple
touches of the neck-
line a 96, two well-
developed shoulders
(thelast threeweeksof
September making up
the left shoulder and
virtually al of Novem-
ber comprising the
right),anda” head” that
extends above both of
them (October). The
size of the pattern (ap-
proximately  five
points) is such that a
successful breakdown
could seethe RTH fdll

Retail Holdrs Tr Dep Receipt
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toaslow as 91 in aninitial downside
move.

There are a number of other, com-
plimentary ways to look at what is
happening in theretail HoLDRS. Con-
sider, for example, using a trendline
that extends from the low in late Au-
gust, the RTH has moved into a 1-2-3
trendreversal setupinNovember. This
setup hashel ped establish key support
and resistance levels at 96 and 100,
respectively. A break, then, below the
neckline would also be a violation of
that support leved in the 1-2-3 trend
reversal setup. If we cast a trendline
from the very bottom of the retall

||||‘|||||nn|||||h||”|h|||||||||||||||||‘II‘II.||||||||||||
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FIGURE 1: RETAIL HOLDRS, DAILY. After bottoming in July and moving strongly higher
in August and early September, the retail HOLDRS (RTH) slipped into a consolida-
tion pattern that resembles a head & shoulders top.
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HoLDRsbull market inmid-July, then
weget adifferent trendline— onethat
intersects the support line at 96 in the
fina day or two of November. If the
RTH does not find support on this
longer trendline, then the bears will
havevalidationonat least threediffer-
ent levelsthat retail stocks are headed
for an end-of-the-year correction. m
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An Oversold
Bounce ForThe
Greenback

by Arthur Hill

The US Dollar Index shows signs
of firming and looks ripe for an
oversold bounce. However, the
bigger trend is down—will resis-
tance be around?

Tradable: $DXY

T heweekly chart (Figure 1) de-
picts the big trend and the re-
cent breakdown affirms the
current downtrend. TheUSDallar In-
dex declined from 92.63 to 83.60 and
then bounced back above 87 in Octo-
ber. The advance traced out a dight
wedge and the index broke wedge
support with a sharp decline over the
last few months. This support break
signas a continuation of the prior de-
cline and the downside target is long-
term support, around 80-81.

Even though the long-term trend is

down, therearelikely tobecountertrend
ralliesand oversold bouncesaongthe
way. The October-December decline
created oversold conditionsasthe 15-
day relativestrengthindex (Rsl) moved
below 30 for the firgt time since May
(Figure 2). This oscillator is consid-
ered oversold whenitisbe ow 30, and
traders should expect some firmness
or even abounce when conditionsare
oversold. However, with the bigger
trend down, oversold bounces are
againgt the bigger trend and then are
expected to fail. But where?
UsingthepricechartandtheRsI, we
can identify price resistance and mo-
mentum resistance to predict where
Dxy is expected to fail. On the price
chart, broken support a 84.50 turns
intoresistance. Thisresistancelevel is
further confirmed by the October
trendlineand | would expect theindex
to stall or reverse around 84.50. In a
downtrend, the RSl often meetsress-
tance around 50. Therefore, | would
waitfortheRsl toalleviateitsoversold
conditionswithabounceback toaround
50. Taken together, | would expect an
oversoldbouncetofail around84.50in
theindex and 50 inthe RsI. m
Traders.com ADVANTAGE"

This article was first published on 12/12/2006.
See www.Traders.com for more.

Traders.com ¢ page 35

DD - U3 Dallar Index

-

M N
+0.75 +0.91%

C AN ©oas ©OND

© oD TG

FIGURE 1: US DOLLAR INDEX, WEEKLY. The recent breakdown affirms the current

downtrend.
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FIGURE 2: US DOLLAR INDEX, DAILY. The October-December decline created oversold
conditions in the RSI (considered to be so when it dips below 30).
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Sideways
Semiconductors

by David Penn

Waiting for signs of directionality
as the semiconductor HOLDRS
works its way through a potential
1-2-3 trend reversal setup.

Sericonductor Holdrstr 34 28 -0.20 -0.52%

31 1983-2006 Prophet Financial Systems, Inc. | Terms of use apply.
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rom a certain, long-term per-
Fspective, semiconductor stocks
havebeeninabear marketsince

the first weeks of 2004. See Figure 1.
To besure, it has been one of those
sideways bear markets that have pro-
vided enough strong rallies and clear
declinesto keep traders and investors interested in
semiconductor stocks. After peakingat 45inearliest
2004, thesemiconductor HoLDRs(SvH) fell toalow
of about 27 by September 2004. Slowly and fitfully,
the SvH rallied to a little more than 39 in the first
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FIGURE 1: SEMICONDUCTOR HOLDRS, WEEKLY. The largely side-
ways movement in SMH has provided precious few interme-
diate-term trading opportunities in semiconductor stocks.
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FIGURE 2: SEMICONDUCTOR HOLDRS, DAILY. Two steps through
a 1-2-3 trend reversal, a close below the November lows will
mark the completion of the third stage of the 1-2-3 trend

reversal and, potentially, a test of the year-to-date lows.

weeks of 2006. Since then, semiconductors have
moved downward, dipping back below 30 in the
summer of 2006 before bouncing back up to the 36
level by autumn.

Traders and investors looking at semiconductor
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stocksin late 2006 can seetheimmediate context as
an uptrend from abottom just south of 30. Fromthe
point of view of thelast few months, it appearsasif
anascent bull market in semiconductor stocks has
runintoitsfirst significant correctionbut managedto
find support near the 32.50 level. At the sametime,
however, we can see through the lens of the 1-2-3
trendreversal that semiconductor stocksareinevery
bit of aprecarious position astheir longer-term bear
market (the one that began in 2004) might suggest.
The SviH has broken down below the main July—
October trendline (the“1” in the 1-2-3 trend rever-
sd) and failed to restore the previous trend with a
new high in November (the “2" in the 1-2-3 trend
reversal). All that remainsisto seeif, following that
failure, the SVH will take out the post-trendline
break low near 32.5. Thiswould represent the* 3" of
the 1-2-3 trend reversal and set the stagefor alarger
correction than has been the case so far.

Failureto find support near the 32.50 level could
haveseriousrepercussi onsfor semiconductor stocks.
The SvH chart in Figure 2 shows a consolidation
pattern that began in September, one that measures
approximately three points at its widest point in
October. Should the SvH break down below 32.50,
then those same three points would most likely be
subtracted from the consolidation low of 32.50 in
order to produce a downside target of about 29.5.
Suchadecling, clearly, wouldfindthe SmMH retracing
the entirety of its July—October advance and seri-
oudly test the 2006 lows.

The same consolidation, of course, could be used
to project an upside to the 37.5-38 area should the
SMH break out rather thanbreak down. A rally tothat
areawouldfinditself meeting tiff resistanceinsofar
asthat level marksthespring 2006 highsin SMH (the
2006 high extends to about 40.5). Certainly any
breakout beyond that level would be exceptionally
bullish for semiconductors, just as the violation of
the 2006 lows would be exceptionally bearish. m
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Internet HOLDRS
Reaches
Resistance

by Arthur Hill

The Internet HOLDRS rebounded
sharply over the last four months,
but the rally is running into resis-
tance and the exchange traded
fund is still lagging the NASDAQ.

Tradable: HHH

igure 1 shows the Internet
HoLDRs (HHH) from Novem-
ber 2005 to the present (about
one year). The stock declined from
January to July and then ralied from
August to November. The exchange
traded fund (ETF) gained more than
20% in the last four months and the
rally looks impressive. However, the
pricerelative, whichcomparestheper-
formanceof HHHtotheNASDAQ, failed
to exceed its September high and the
advanceisnot al that impressiveona
relative basis.
In addition to less than impressive

LINEAR REGRESSION _
CHANNEL

A Banking
Breakout

by Arthur Hill

The Banking Index broke to new
highs this week to affirm the
current uptrend and project
further strength.

Tradable: $BKX

he Banking Index ($BkX) is
part of thefinancesector, which
isthebiggest sectorinthe Stan-
dard & Poor’s 500. As banking goes,
S0 goes the finance sector. As the fi-
nance sector goes, o goes the S& P
500. Needlessto say, the Banking In-
dex isan important market gauge.
TheBkXx gappedupandbrokeresis-
tance in December. Theindex surged
in July, corrected in August, surged
again in September, then corrected in
October—November. Thefirst correc-
tion formed a faling wedge and the
breakout at 112 extended to 115. The
secondcorrectionformedafallingprice
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relative strength, the HHH is running
intostiff res stancearound55-57. This
resstance zone stems from broken
support and a 50% retracement of the
January—July decline. Thestock estab-
lished support at 55 in March and
broke this level in mid-May. There
was a strong bounce in late May, but
broken support turned into resistance
and the stock was turned back. Prices
remembered this resistance level and
thestock wasonceagainturned back at
55 in late November.

Despite resistance and lagging per-
formance, thefour-month trend onthe
daily chart is still up. Figure 2 shows
HHH and the rally from early August.
The stock broke resistance at 50 and
thisisthecurrent signal. Brokenress-
tanceturnsintosupportandthislevel is
key to thecurrent uptrend. In addition,
the early August trendline marks sup-
port around 50-51. HHH isquitevola
tile and entitled to a pullback. How-
ever, 50 isabout asfar as| would let
thispullback extend. A break below 50
would reversethefour-month uptrend
and call for acontinuation of the Janu-
ary—July decline. Ouch. m

Traders.com ADVANTAGE™

This article was first published on 12/7/2006.
See www.Traders.com for more.

Traders.com ¢ page 37

Relative to the Nasdag

0oz

never exceeded

the Sept high 0.025

Ml ™o
A o 7n
il
% e 13
' ; _ -
“ﬁ%\‘uw’t resistance R50%:
i LT o S
support ,‘«M"an oL
o
Internet HOLDRS HHH UWM S
LN L T TT O[T T TI[rrrrT TTT TTTITIrrrrT T T T rrrrrrrr TT T TI[rTTrI T T
Dec | |2006 |Feb |war  lapr IMay  lun | Ll Jaug |Sep  |oet | Moy |De

FIGURE 1: HHH, MONTHLY. The Internet HOLDRS declined from January to July and

then rallied from August to November.
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FIGURE 2: HHH, DAILY. Despite resistance and lagging performance, the four-month

trend is still up.

channel and the breakout at 114.5sig-
nals a continuation of the September
advance. See Figure 1.

Broken resistance turned into sup-
port and this was the firgt test. BKX
broke resistance at 112 in September
andthislevel turnedintosupport. There
weretwo successful testsinNovember
(green arrows, Figure 1). By exten-
sion, broken resistance around 114.5
turns into support and thisis the first
test for the bulls. There was a dip to
113.6 on December 8 and | am mark-
ing support here. A break below 113.6
would call for a reassessment of this
bullish signal.

Aslong asthe breakout and support
at 113.6 holds, the upside target is to
around120early nextyear. Tofindthis
target, | first drew alinear regression
(magenta trendlines) and then drew
paralle upper and lower trendlines
(Figure 2). | tried to fit the channel to
the reaction highs and lows. There
were overshoots in May, June, and
July. | elected to draw through these
overshootsandkeepthetrendlined ope
reasonable. Theindex has been chan-
neling higher the last 12 months and
the upper channd trendline extendsto
around 120 in early February. m
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FIGURE 1: BANKING INDEX. BKX gapped up and brok

e resistance in December.
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FIGURE 2: BANKING INDEX. As long as the breakout
target is to around 120 early next year.

and support holds, the upside
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Transports Take
A Hike

by David Penn

Negative MACD histogram diver-
gences and a breakdown from a
consolidation suggest lower prices
ahead.

Tradable: $TRAN

ile the Dow Jones Indus-
trid Average(DJA) wades
into al-timehigh territory,

the Dow Jones Transportation Aver-
age (DJrA) has been decidedly less
adventuresome in recent days and
weeks.

To be sure, the transports have al-
ready done their part for posterity,
reaching new dl-time highs back in
late2004 and breaking out abovethose
levels“forgood” amostoneyeer later.
But with a new al-time high in the
transports set in June 2006, the index
has arguably set the bar higher than
even the highest-flying airline in the
group can take it. (Incidentaly, that
“highest-flying airline” would most
likely be Continental, which began
2006 in the low 20s and is currently
trading in thelow 40s.)

The transports, as shown in Figure
1, brokedown below their main, inter-
mediate-term trendline near theend of
November. After a very short, post-
break bounce, the transports resumed
their movement lower, only recently
closing below the low created by the
trendline bresk. While it would have
been clearer had the transports made
more of an effort to set anew high for
the intermediate-term advance after
breaking the trendline, the new low
that has been established suggeststhat

s
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theanemic bouncein early December
anticipated the likely breakdown that
would come afew trading days later.

Severa days before the trendline
break, however, the transports had
begun showing signs of potential
weakness. These signs came in the
form of negative divergencesin both
the stochastic and the moving aver-
age convergence/divergence histo-
gram. Negative divergences can be
tantalizing, and traders need to be
wary of believing that every negative
divergence that appears is an un-
equivocal sell signal (Figure 2). One
of the things | like about the Boso
approach | wrote about in Working-
Money.com (“Boso,” October 5,
2005) isthat it teachesmenever to bet
againstanoverbought stock. Thislittle
lesson is helpful in keeping me from
chasing tops just because price has
diverged from the indicator. As the
saying goes, marketscanremainirra-
tional for longer than most investors
andtraderscanremainsolvent. Some-
thingsimilaristrueabout divergences.
A correction or bounce of some sort
amost always follows a divergence.
But acting as if that correction or
bounceistherebeforeitreallyisthere
isarecipefor financia ruin.

Inother words, aslongasyouareon
time, thereisno reason to worry about
trying to be early — the eterna temp-
tation of the divergence trader.

In this instance, note the second
pesk inNovember, thepeak that repre-
sentsahigher highinprice, but alower
high in both the stochastic and the
MACD histogram. The negativediver-
gence is clear as of November 20,
when thelower highsintheindicators
are formed. However, it isn't until
November 28 when two things hap-
pen: (1) price bresks down below the
trendline and (2) the transports dip
from being “overbought.” It is only

s
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FIGURE 1: DOW JONES TRANSPORTATION
AVERAGE, DAILY. A failure of the 1-2-3
trend reversal test seems likely as the
transports close below the post-
trendline break low from December
1. The transports also appear to have
been tracing out a head & shoulders
top since late October. The potential
downside from such a pattern would
take the transportsto as low as 4,380.
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FIGURE 2: DOW JONES TRANSPORTATION AVERAGE, DAILY. Negative divergences in both
the stochastic and the MACD histogram suggested that the mid-November peak in
the transports would likely lead to a correction of some significance.

after the market trades under the No-
vember 28 low — idedlly onaclosing
basis— that | would feel comfortable
betting againgt an advancing market
that, as far as the 50-day exponential
moving average (EMA) is concerned,
isstill advancing.

Such a wager would have found a
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A Double Top In
Telecom?

by Arthur Hill

The North American Telecom
Index is challenging its prior high,
but a big negative divergence in
the moving average convergence/
divergence means traders should
also be on guard for a double top.

Tradable: $XTC

a1\

T hedoubletopisabearishrever-

sd pattern with two roughly

equal tops and an intermittent
low in between. It takesamove below
the intermittent low to confirm the
pattern and project further weakness.
The North American Telecom Index
(XTC) formed areaction high around
935 in late October and is again chal-
lenging this high. In between the two
highs, X Tcforgedareactionlowaround
895 and it would take a close below
thislevel toconfirmadoubletop. After
confirmation, thelength of the pattern
would besubtracted fromthebreakout
point and the downside target would
beto around 855 (935 - 895 = 40, 895

trader short transportation stocks on
December 12. m
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- 40 = 855). The 200-day moving
average is currently around 845 and
thereissupport frombrokenresi stance
at 837. Takentogether, | would expect
support somewhere between 835 and
855. SeeFigure 1.

| amentertainingthoughtsof adouble
top because the moving average con-
vergence/divergence (MACD) has a
largenegativedivergenceworkingover
thelast few months. TheMACD surged
fromlateMay toearly August andthen
traded at a relatively high level until
the end of October. This shows sus-
tained strength. This key momentum
indicator then declinedtothezeroline
in late November, and the December

bounce remains well below the prior
highs. The lower high shows less up-
sde momentum on the current ad-
vance and theraly could fail.

For early signs of weakness, | am
goingtohomeinonshorter timeframe
and use the 60-minute chart, which
coversthe December advance (Figure
2). The MACD moved into positive
territory inearly December and stayed
positive the entire time. | am looking
for twothingstoidentify atrendrever-
sd. First, MAcD should move into
negative territory and this would turn
momentum bearish. Second, XTcC
should break the early December
trendline and its mid-December low

PROPHET FINANCIAL
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FIGURE 1: XTC, DAILY. XTC formed a reaction high around 935 in late October and is
again challenging this high.

(923.6). Thiswould reverse the short-
term uptrend and call for asupport test

around895. A break below 895would
confirmthe doubletop and call for a
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FIGURE 2: XTC, HOURLY. A break below 895 would confirm the double top and call for
a medium-term trend change.

majl Um-ta'm trmd Change' u his article was first published on 12/19/2006 |

See www.Traders.com for more.
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CANDLESTICK CHARTING /m

Small Caps
Show Relative
Weakness

by Arthur Hill

The S&P Small-Cap iShares has
been underperforming the S&P
500 this month, and a bearish
candlestick reversal points to more
weakness.

Tradable: 1JR

The S&P Small-Cap iShares
(IR) remains in a medium-
termuptrend, but rel ativewesk-
ness over the last few weeks could
foreshadow a trend reversal. IR re-
mainswithaseriesof higher highsand
higher lower over thelast few months.
Thisisthedefinition of anuptrend, and
theexchangetraded fund (ETF) hasyet
to break the July trendline. This
trendlineconvergeswith brokenresis-
tance to mark support around 65. A
movebel owtheNovember low (64.62)
would forge a lower low, and this
would mark the beginnings of a me-
dium-termtrend change. SeeFigure 1.

The ETF formed a higher high in
early December, but the price relative
formed a lower high and this shows
relative weakness. The price relative
compares the performance of 1R
(small-caps) to the Standard & Poor’s

[ Ah3A

500 (large-caps). The line rises when
IR outperforms and falls when IR
underperforms. Thepricerd ativebroke
trendline resistancein October to start
a period of outperformance (gray ar-
row). The pricerelative formed lower
high in December and then broke be-
low itslate November low this week.
Small-caps are now showing relative
weskness, and that is not agood sign.

A recent bearish candlestick rever-
sdl pattern pointsto further weakness,
and | do not think support at 65 will
hold. The ETF formed a dark cloud
pattern on Thursday and Friday, De-
cember 14 and 15 (Figure 2). This
occurs when the open is above the
prior close and the closeis below the
midpointof theprior candlesticksbody.
| R opened strong on Friday but closed
wesk and thisisareversal day. A long
black candlestick followed and this
confirms the pattern. A confirmed
candlestick reversal points to further
weakness ahead and | would expect a
support test around 63. This support
level ismarked by thelate October and
early November lows. m

Traders.com ADVANTAGE
This article was first published on 12/19/2006.
See www.Traders.com for more.

A dark cloud pattern
occurs when the open is
above the prior close
and the close is helow
the midpoint of the prior
candlesticks hody.
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FIGURE 1: lJR, DAILY. This ETF remains in a medium-term uptrend, but relative
weakness could foreshadow a trend reversal.
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ATick Indicator
Overview

by Paolo Pezzutti

The tick is a valuable tool, espe-
cially when utilized in a very short
time frame, as it is quite effective at
measuring market breadth. It is
popular among daytraders and
scalpers, as it can help assess the
strength of market moves.

Tradable: $SPX

T he tick indicator measuresthe
difference between the stocks
listed on the New Y ork Stock
Exchange (NYSE) that print upticks
versusthe stocksthat print downticks.
Y ou have the same type of indicator
aso for the Dow Jones Industrial Av-
erage stocks (TikI) and the NASDAQ
stocks (TIKQ). The tick is a breadth
indicator that providestraderswith an
assessment of market strengthor weak-
ness, providing a comparison of the
number of stocks advancing to stocks
declining. Itisauseful measureof very
short-term sentiment because it cap-
tures the degree to which the broad
market reflects the strength of bulls
versus bears. Breadth is typically de-
rived from some cal culation that takes
into account advancing/declining
stocksand their volume. Inadditionto
thetick, other smilarindicatorsarethe
advance-declinelineandthe TRIN (also
known asthe Armsindex).

Typicaly, tick can be used to look
for high/low readingsto identify over-
bought/oversold points— difficult to
say which values of reading represent
oversold or overbought conditions.
Authors present different numbersac-
cording to their studies or experience.
During the past yearscharacterized by
anuptrend, theindicator hasdisplayed
a positive bias, so you will often see
higher valuesindicatedfor overbought
conditions (+1000 - +1200) than for
oversold conditions (-800 - -1000).
Should general market conditions
change, obvioudy, you would note a

negative bias. Thetick
can aso be smoothed
with amoving average
toreducenoise. SeeFig-
urel.

Another way to use
thetick isto spot diver-
gences between the
price and the indicator.
A divergence occurs
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whenpricemakesanew
high (or low) but the
tick makesalower high
(or higher low). The
concept of non-
confirmation, which is
valid for any indicator,
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herefinds several good
applications in short-
term trading.

Linda Bradford
Raschke and Laurence
Connors in their book
Street Smarts, refertoit
asasmart money indi-
cator. They propose an
interesting use of the
tickindicator exploiting
divergences between
price and the indicator
on the S&P Index fu-

10 Le1064.00 <20M 0 22% Dw16A09 An G502 Gutder 73 1

FIGURE 1: SPX, DAILY. The tick indicator displays a positive bias during the past three years’ uptrend.
As an example, you can see that the tick’'s 10-day moving average has always remained into
positive territories during the past months.

1371 G Los1 26080 Ge1264.20 Vel

tures. In particular, you
haveabuy signa when
the S& Pprintsalow in
themorning with atick
reading<350. TheS& P
then hasto make asec-
ond lower or equd low
atleast 90 minutesl ater,
whichisnot confirmed
by thetick indicator. If
the tick then improves
by 100, that is the time to enter your
long trade and apply atrailing stop to
exit your trade.

Therearemany variationsintheuse
of thetick indicator. Tradersoften use
it associating itsoverbought and over-
sold conditions to bearish or bullish
candlestick patterns, respectively, to
spot short-termmarket reversal points.
In the following examples, | will dis-
play how effectivetheindicator canbe
when used to spot short-term turning
points associated to divergences.

InFigure2, you canseehow thetick

The tick is a breadth indicator that provides
traders with an assessment of market strength or
weakness, providing a comparison of the number
of stocks advancing to stocks declining.

indicator displayed some divergences
efficiently, duringlast Friday’ strading
session of the S&P index. The chart
shows atwo-minute time frame.

At point A, thetick indicator prints
a negative divergence in coincidence
with a relative high. A down candle
associated with an expansion to the
downside of the indicator provides a
sl signdl.

A few barslater, at point B theindex
printsadoublelow andthetick indica
tor doesnot confirm pricelows. Anup
candle associated to an expansion of
the tick indicator provides a buy sig-
nal. At point C you can see another
negative divergence of the indicator.
The same occurs at point D, when a
doubletop of pricesisassociated to a
negativedivergenceof thetick indica-
tor. A long down candle is associated

FIGURE 2: SPX, TWO-MINUTE. The tick indicator can help traders spot very short-term reversal points.

toalongbar tothedownsideof tick. At
point Eyou havealongup candleafter
adoublelow of price. A positivediver-
gence and a breakout to the upside of
thetick indicator provides a nice buy
signd. At point F you can seean early
sl signd that likely would end with a
lossand at point G agood sdll signal.
The negative divergenceis confirmed
by along down bar and an expansion
of thetick indicator to the downside,
indicating that in the very short term,
prices would continue lower. m

SUGGESTED READING

Raschke, Linda Bradford, and
Laurence Connors[2004]. Street
Smarts, M. Gordon Publishing
Group.
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See www.Traders.com for more.

TRADESTATION



page 42 ¢ Traders.com

&

VOLATILITY

Remember The
Volatility Index?

by Arthur Hill

The NASDAQ 100 Volatility Index
has been slowly building a base,
and traders should watch for a
resistance breakout to solidify a
trend change.

Tradable: VXN

Index ($VxN) surged thefirst half

of theyear andfell the second half.
Degpite two big moves, the ultimate
changefromJanuary to December was
relatively small. Currently, theVXNis
trading back near support around 15,
and this area marked support from
February to May 2006. The indicator
isfirmingonceagainandtradersshould
be on guard for abreakout. Thisindi-
cator isimportant becausetheNASDAQ
is negatively correlated (the NASDAQ
usualy moves up when VXN moves
down and moves down when VXN
moves up). See Figure 1.

On the daily chart (Figure 2), VXN
remains in a downtrend and needs to
break 18.2for areversa. Theindicator
remains below the June trendline and
prior highs. An uptrend isimpossible
aslong as both hold.

There are three ingredients to an
uptrend: trendlinebreak, higher high,
and higher low. VxNiszerofor three
right now. A break above 18.2would
forge a higher high and trendline
break. This would quickly change
the count (two out of three), and the
oddsof atrendreversal would greatly
increase.

Themoving averageconvergence/
divergence (MACD) shows improv-
ing momentum and recently turned
positive. Even though the NASDAQ

I n 2006 the NASDAQ 100 Vol atility

REVERSAL

7
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100 Volatility Index is an indicator,
itisaprice series and we can apply
momentum indicators. The MACD
movedinto negativeterritory inmid-
August and remainedinnegativeter-
ritory until December 8. The early
December crossover was brief and
the indicator moved back into posi-
tiveterritory at the end of the month.
The MACD turned positive for the
first timeinmonthsand thiscould be
the start of atrend reversal for VXN.
Thestart of anuptrendinVxN would
be negative to the NASDAQ. m

This article was first published on 1/3/2007.
See www.Traders.com for more.
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FIGURE 1: NASDAQ 100 VOLATILITY INDEX, WEEKLY. VXN surged the first half of the year

and fell the second.
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FIGURE 2: NASDAQ 100 VOLATILITY INDEX, DAILY. VXN remains in a downtrend in the daily chart and needs to break 18.2

for a reversal.

Dollar
Divergences:
Up And Down

by David Penn

Negative divergences took the
dollar down in October. Will
positive divergences bring the
dollar back up a year later?

Tradable: DX

"

. few months ago | suggested
- that the US dollar was near-
" ing alow (“The Greenback
Lows” September 8, 2006). At the
time, | wasfocusing onthespring 2006
lows, which seemed to be a place of
support near the 84 level (basis con-
tinuousUSdollar index futures). That
wasn't a bad bet, at least for a little

while, as the greenback managed to
consolidate between 84 and about 87
from early May to late November.
However, in late November, the
greenback broke down again, taking
out support at 84 and threatening to
take out the October 2005 lows near
81. Dollar panic soared, perhaps cul-
minating with arecent speech by Alan
Greengpan in which the former Fed-
era Reserve Board chief announced
that “the dollar would probably keep
faling” because, among other things,

internationa fund managerswere* un-
likely” toincreasetheir “alocationsto
the US currency.”

We should remember that Alan
Greenspan was a so the man who en-
couraged Americans to load up on
adjustable-rate mortgage loans in the
spring of 2004, shortly after the 10-
year notereboundedfromall-timelows.
Ascolumnist Terry Savageof the Chi-
cago un-Times noted at the time,
“Greengpan hasatrack record of fore-
castingmistakes.” Thus, I’ [l admit that
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FIGURE 1: US DOLLAR INDEX, CONTINUOUS FUTURES, WEEKLY. Divergences on weekly
charts are often best spotted with the MACD histogram, as the negative divergences
in the second half of 2005 and positive divergence in 2006 attest. These diver-
gences are confirmed by divergences in the stochastic (lines not shown because of

space limitations).
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as soon as | heard of Greenspan's
bearishnessonthedollar, | started|ook-
ing for postive divergences on the
chart of the greenback.

And positive divergences were ex-
actly what | found. Divergences have
done an excellent job in anticipating
the major moves of the dollar since it
bottomedinlate2004. Whenthedollar
topped outinNovember 2005, it estab-
lished negativedivergencesinboththe
moving average convergence/diver-
gence (MACD) histogram and the sto-
chasticontheweekly chart (Figurel).
With weekly charts, | tend to give
more weight to MACD histogram di-
vergences than stochastic ones, but
with both indicators confirming each
other, thetopseemed particularly well-
indicated. And from alevel just north
of 92 in November 2005, the green-
back would finditself balancing on 82
approximately ayesar later.

Divergencesagai nappear tobecom-
ingintoplay inlate2006. Asthedollar
moves closer and closer to what is
largely believed to be afina god line
stand at 81, we can see that both the
MACD histogram and stochastic have
refused to confirm the most recent
lower low in the greenback. If that
pattern holdsup, thereisastrong like-
lihood that the greenback’ sworst days
are behind it, with days of perhaps
surprisingstrength all that lieahead. m

See www.Traders.com for more.
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This article was first published on 12/12l2006.|

eBay Tests
Overhead
Resistance

by Gary Grosschadl

eBay has come off a summer
bottom for a nice gain, but what's it
got in store now?

Tradable: EBAY

igurel, aweekly chart of eBay
(EBAY), shows a dogji bottom
fromlateduly. Dojisoftenmark

important turning pointsafter asignifi-
cantriseorfal. Inthiscase, theintrepid
bottom-picker who took a chance on
thispotential turnaround signal would
be ditting on a 30% gain over four
months.

Now another potential entry point
drawsnear intheform of an overhead
resistancetest at the 200-period expo-
nentiadl moving average (EMA). Note
how the stock priceis caught between
the200-period EMA resistanceandthe
20-period EMA support. The outcome
here will likely be a tradable move.
Current action seems to hint at the
successful support off theoften-telling
20-period EMA. If so, the next close
above the 200-period EMA could sig-
nal the next upleg.

Ontheother hand, asuddenreversal
to close below the 20-period EMA
would bebearish, possibly leadingtoa

double bottom test.

Severd indicators should be exam-
ined at this point. At thetop of Figure
1, thedirectional movement indicator
withitsthree parametersshowsabull-
ish cross of its positive and negative
directional indicators(Dls). Thispoints
to ashift to bullish power.

The earliest buy signa confirming
the bullish doji candlestick camewith
the moving average convergence/di-
vergence(MACD) crossover. Thenext
buy signa was the relative strength
index (Rsl) moving above the key 50
area, which coincides with the close
abovethe 20-period EMA. Findly, the
aforementioned DI crossover kicksin,
lagging the other indicators.

The cautionary indicator isthe sto-
chagtic oscillator showing adownturn
from overbought levels. However, if
supportfromthe20-period EMA holds,
it will manifest as a “high stochastic
turn.” With enough bullishness, the
stochastic oscillator can “stick high,”
indicating the presence of a strong
uptrend in place.

The upsidetargetsfor another bull-
ish upthrust are shown as a former
resistancezoneof $40-42andthenthe
previoushighof $47. Butfirst, the200-
period EMA must be beaten. m
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This article was first published on 12/18/2006.
See www.Traders.com for more.

Dqji (DJ): Thispattern occurs
when the open and the close
arethesame. Itisasignificant
reversal indicator, depicting
traders' indecision.

EBAY (eBavy, Inc.) Mazdag &5
14 Dec-2006

@ StockChartscom
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FIGURE 1: EBAY, WEEKLY. This chart shows the stock caught between two moving
average lines. Watch for a coming resolution.
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FIGURE 1: GE, WEEKLY. This stock surged in 2004 and peaked at the end of that year
before embarking on a long correction that extended until July 2005.

GE Starts To Falter

by Arthur Hill

GE has underperformed the S&P
500 since mid-October, and
relative weakness increases the
chances of a support break.

Tradable: GE

big trend isup. The stock surged in 2004

and pesked at theend of theyear (Decem-
ber 2004). GEthenembarked onalong correction
that extended until July 2005 (18 months). The
decline formed a falling wedge and the wedge
breakout in September signal ed acontinuation of
the 2004 advance. The breakout targets a move
abovethe prior highs.

Even though the long-term trend is up, the
stock is stalling on the daily chart (Figure 2),
which could spell trouble. GE surged from July
to early October and then formed a triangle
over thelast few months. Thereisalower high
in mid-November and a higher low in early
December. Thistriangle represents a consoli-
dation and the direction of the breakout will
provide the next signal. A move above the
upper trendline would be bullish and a move
below the lower trendline would be bearish.
The stock consolidated around 35-35.5 at the
end of November and the beginning of Decem-
ber. Thisestablished support at 35, and | would
view abreak below 35 as bearish.

GE led the Standard & Poor’s 500 higher
from July to early October but has shown
relative weakness over the last two months,
and thisis negative. The price relative peaked
in mid-October and moved to a new low over
the last few months. In fact, the price relative
moved below its July low and this shows ex-
cessive relative weakness. | added a 30-day
moving averagetothepricerelative (redline).
Itisclear that GE performsbest when the price
relativerisesand worst when the pricerelative
declines (gray vertical lines). As long as the

T heweekly chart (Figure 1) showsthat the

Edit ‘\ieekly » & & 7

price relative remains below the 30-day moving
average, GE remains relatively weak and this
increases the odds of a support break at 35. L ook
for an upturn in the price relative and moving
averagebreak toconfirmatrianglebreakoutinthe
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FIGURE 2: GE, DAILY. Even though the long-term trend is up, this stock is stalling on
the daily level, and this could spell trouble.

stock. m

Even though the long-term
trend is up, the stock is

stalling on the daily chart,
which could spell trouble.
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Trading The MACD
Higogram

Part I

by David Penn

Here’s a look at trading histogram divergences
and crosses of the zero line, targeting specific
entries, and examining exit strategies.

ny trader wholikestheideaof getting
into a move early probably has a
cherished spot in hisor her heart for
divergences. Whilesomeother meth-
ods work well for spotting tops and
bottoms of trends (for instance, Victor Sperandeo’s
2B method, also known asthe* Turtle Soup setup,”
asintroduced by trader Larry Connor), most traders
rely on divergencesbetween marketsand oscillators
like the stochagtic, the relative strength index (Rs),
and the moving average convergence/divergence
(MACcD) to catch the imbalance that occurs when
marketsmakenew extremesand oscillatorsrefuseto
confirm them.

DIVERGENCES AND ZERO LINES

To this group we can add the MACD histogram
(MAcDH). Although | rely more heavily on diver-
gences as revealed by the stochastic (mostly as a
matter of habit), the fact remains that the MACD

histogram is capable of revedling clear-cut, often
powerfully redized positive and negative diver-
gences. Thoseeager to buy trendsjust asthey appear
capable of reversing would do well to consider the
MAcDH aong with whatever other tool they useto
spot such divergences between the market and the
indicator.

The divergencesusing the histogram can be even
easier to spot thanin thoseindicatorsand oscillators
that use single lines to indicate values. Spotting
peaksand troughsamong aset of vertical bars(asin
the casewith histograms) tendsto reducethesizing-
up that can occur with the stochagtic or the Rsl, as
well as eliminate that annoyance of trying to deter-
mine if a peak in an indicator was actually made.
Whilenumerical indicator valuesdefinitely makesit
eader for atrader to be decisive with regard to the
different levels, the clarity of the histogram bars
makestheindicator that much easier and quicker to
consult on aregular basis. See Figure 1.

A divergence in the MACD histogram looks just
like one with any other indicator or oscillator: the
market makes a high (or low) and then goes on to
makeafurther extreme, whiletheindicator registers
either alower high in the case of a negative diver-
gence or a higher low in the case of a postive
divergence. In order to set up the trigger session, |

rely on a change in dope on the second peak or
trough in the histogram.

In the case of a positive divergence following a
downtrend, the pattern representing the change in
dopewouldresemble” P-p-P’ onthesecond, shorter
peak, with the second “P’ representing the trigger
session above which to go long. With regard to a
negative divergencefollowing an uptrend, apattern
resembling “m-M-m"” would produce atrigger ses-
sionwiththesecond“m” — belowwhichtogoshort.

Althoughitwasnot something | traded with much
frequency, histogram crosses above and below the
zeroline (that is, when the histogram switchesfrom
positive to negative or vice versa) can also provide
powerful signalsfor traders. Whilehistogramsabove
the zero line are more likely to be overbought (and
thus sold) and those under the zero line are more
likely to be oversold (and thus bought), there is
plenty of room between the time the zero line is
crossed and a market becomes so overbought or
oversold that a change in trend — or at least a
correction — becomes necessary. And it isin this
area that traders looking to buy a histogram that is
moving from negativeto positiveor sell ahistogram
that is moving from positive to negative that this
particular zero line method operates.

THE HAPPY HISTOGRAM

Essentidly, these are al ways of getting into the
market. Some of the specifics — like choosing a
specificentry level or price— will vary from trader
totrader. | takehalf therange of the“trigger day” —
the day or session on which the buy or sdll/short
signd isissued — and either add that amount to the
high of the trigger day (for longs) or subtract that
amount from the low of thetrigger day (for shorts).
Not only doesthis give me aspecific priceto enter,
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but it also providesalittlewiggle room based onthe
kind of trigger | get. A buy signal onawide-ranging
bar will forcemeto enter themarket at ahigher level
than abuy signal on areatively short-ranged bar or
candlestick. Othersmay chooseto use afixed-point
amount (15centsaboveor belowthetrigger session’s
high or low), multiples of the average true range
(ATR), or even J. Welles Wilder's “extreme point
rule,” which statesthat as soon asthe price extreme
(thehigh or thelow) of thetrigger sessionisviolated,
the trade should beinitiated.

Another small featurethat | use with the MACDH
trading method is the 50-day exponential moving
average (EMA). Every trader hashisor her preferred
moving average duration and type, and | feel com-
fortable using the 50-day EMA asabull/bear linein
the sand. By that | mean a histogram buy signa is
only valid if it occurs above the 50-day EMA on a
closingbasis. Thesession canopenbel ow the50-day
EMA, but by the close it must be above that level.
Otherwise, the buy signa is ignored. At the same
time, | only act on histogram short signal sthat occur
below the 50-day EMA. Asyou might imagine, the
exception to this rule is when dealing with diver-
genceswhich, almost by definition, will havetraders
buying below the 50-day EMA and selling abovethe
50-day EMA.

One last note: The sort of exits most appropriate
with MACD histogram trading depend more on the
sort of trading, particularly in terms of duration.
AlthoughtheMACD histogramisagood, al-around
entry signal creator, | initialy liked the approach as
aswing trading tool. This meant relying on shorter-
termexitstrategiesliketrailing stopsor specific*two
up or threedown” money management (that is, look
to gain two points or lose no more than three).

Oliver Velez of Pristine.com hasatrade manage-
ment approach that I've also found helpful. In his
book ToolsAnd TacticsFor TheMaster Day Trader,
V elezencouragestraderstomovestopstobreakeven
once the trade has gained $1, and then employ
trailing and time stops. For divergencetradeswhere
alitttemoreleeway isagood thing, chandelier stops
may be agood option. m

Thisarticle was originally published on 12/29/2006.
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ABC — Elliott wave terminology for a three-wave
countertrend price movement. Wave A is the first
price wave against the trend of the market. Wave
B is a corrective wave to Wave A. Wave C is the
final price move to complete the countertrend
price move. Elliott wave followers study A and C
waves for price ratios based on numbers from the
Fibonacci series.

Average Directional Movement Index (ADX) — Indi-
cator developed by J. Welles Wilder to measure
market trend intensity.

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

Commodity Channel Index — Developed by Donald
Lambert, this price momentum indicator mea-
sures the price “excursions” from the mean.

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

Cubes (QQQQ) — Traded on the NASDAQ, cubes
are ETFs that track the NASDAQ 100, which is
made up of the 100 largest, most active NASDAQ
nonfinancial stocks (offers broad tech-sector ex-
posure).

Diamonds (DIA) — Traded on the AMEX, diamonds
are designed to closely approximate the perfor-
mance of the DJIA blue-chip stocks. Like stocks,
they can be traded any time during the trading day.

Divergence— When two or more averages or indices
fail to show confirming trends.

Doji— A session in which the open and close are the
same (or almost the same). Different varieties of
doji lines (such as a gravestone or long-legged
doji) depend on where the opening and close are in
relation to the entire range. Doji lines are among
the most important individual candlestick lines,
and are also components of important candlestick
patterns.

Directional Movement Index (DMI) — Developed
by J. 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 arhythm
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. Fibonacci ratios 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 on an exchange,
principally the American Stock Exchange
(AMEX), but also the New York Stock Exchange
(NYSE) and the Chicago Board Options Exchange
(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 open-
ing 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.

Gann’s Square of 9 — A trading tool that relates
numbers, such as a stock price, to degrees on a circle.

Histograms —Measures the difference between mov-
ing averages, shorter and longer, and its amplitude
is greater when market activity is enthusiastic.
When it drops below the zero line a sell signal is
generated, while a buy signal is generated when it
moves above zero.

Head and Shoulders — When the middle price peak
of a given tradable is higher than those around it.

HoLDRS (Holding Company Depositary Receipts) —
Created by Merrill Lynch, they represent owner-
ship in stocks of a sector, group, or industry.

Lag — The number of datapoints that a filter, such as
amoving average, follows or trails the input price
data. Also, in trading and time series analysis, 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 below
a zero line. The crossover, movement through the
zero line, and divergences generate buy and sell
signals.

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

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

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 maintaining
a correct appraisal of the underlying trend.

SPDRs — The symbol for Standard & Poor’s De-
positary Receipts trust series, which trade like
regular stocks or exchange-traded funds (ETFs)
and represent ownership in the S&P 500 index.
Also known as spiders

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.

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 pre-
vailing trend.

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

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

Whipsaw — Losing money on both sides of a
price swing.

Zigzag — In a bull market, an Elliott three-wave
pattern that subdivides into a 5-3-5 pattern
with the top of wave B noticeably lower than
the start of wave A. In a bear market, this
pattern will be inverted.

Log onto our website at Traders.com
for our comprehensive Traders’ Glossary. |
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The best stock analysis training is FREE...

New Modular Stock - e
nalysis Tools - IVE! "

WINNER ~
Spend an eye-opening day learning Worden's brand new stock charting,

research, & analysis tools built with Blocks technology. You’ll mix &
match TeleChart data and other feeds with these unique software
modules to produce mind-bending new perspectives never seen outside Schools, or Training

e 2003+ 2004 2007 '
of institutional research rooms. Come to class and learn: ..by the Readers of

v “Must-try” studies from Worden's library of next-generation stock market indicators

v'To historically RANK stocks & industries versus each other and the overall market Let Class Attendees Tell You Why...

v How to build pie charts from WatchLists - overbought, oversold, cycles, etc. 5 just got back from training, and all
I can say is ‘WOW?!’ There’s so much
you can do with it... I drove four

v/ How to dig deeper and tinker with your own Block-based logic (yep, it's easy) hours each way for it and it was well
worth the trip.?? -R.M.

v Color coded charts that help you quickly identify technical & fundamental conditions

v~ “Myth busters”- conventional stock market wisdom tested - some pass, some fail

v/ How to make your own custom WatchList indexes - from price, earnings, anything The ease o P il R O

v/ All about the new BackScanner service and the indicators it says work best Blocks is fantastic!?? -C.0.

Plus, many more lessons AND well organized class notes you can take home!

¢ Thanks again for the class in

Sign up for your city now at LIVE.Worden.com Durham. It was a great learning
experience.??-TN.

Find that “one new tool” that could make all the difference

We'll cover so many new approaches to analyzing the market, you're
sure to come away with several permanent additions to your analysis
routine. But the most exciting thing you'll take home from class is a

¢ ] took your seminar in San Diego
Friday and learned a lot, and totally
enjoyed it all. Coincidentally, I took

new way of thinking about analysis... beyond price and volume, another seminar the next day from a
beyond two-dimensional indicators, and beyond canned indexes. huge nationally recognized financial
institution outlining their software
How is Worden Training different from what you might expect? product's operation. It was only with
Worden Live Training wins awards for one good reason - content! Our ~ that near term comparison that I was
focus is teaching you tools and ideas that will let you find the analysis able to really appreciate your stellar
answers you're looking for... not selling future seminars. presentation from what might be the

average.
i h,

' l[[ / TeleChart Voted BEST Stock Software Again! | vou o it near perfect: which is 1o say,
/// You could spend $500 on charting & scanning software, or you can get I leave your programs with a lot of

,ed Bestinits  the best for FREE. Go to www.worden.com and you'll get: information I can immediately use
category since 1993 and see benefit from the results. To
WINNER 20071 v/FREE TeleChart 2007 Software v FREE First 30 Days of Service me, that's magic. Thanks again!’’
Best Stock Analysis — /FREE 20+ Year Databank v/ FREE Tutorial Video Set -B.M.
Software Under $500

PLUS, your TeleChart Data works seamlessly with Worden's new Modular Analysis Tools!

»\WORDEN

TeleChart is a registered trademark of Worden Brothers, Inc. All Rights Reserved. Blocks Player is a trademark of The Blocks Company, LLC. Used with Permission. Free service trial requires a credit card. New users only. TD19

For more information, visit the S&C ad index at Traders.com/reader
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Better software for
better trading decisions.

NEW! OptionVue 5 Daily Volatility Charts, &
expanded scanning, and integrated news!

NEW! Daily Volatility Charts are here! Overlay daily price and
volatility to identify correlation patterns and market moves. Add

technical indicators and view put/call volume data, and you have Dan Sheridan Mentoring
the MOST POWERFUL options charting at your fingertips.

Learn from Professional Traders

What are the probabilities of
trading options successfully
after attending a 2-day seminar?

NEW! Earnings Search to find big moves! Quickly scan for
stocks scheduled to announce earnings after the close of the

current trading day or before market opens in the morning.
Did you learn your job in 2 days?
NEW! Now get Company News in OptionVue 5! Access company

news directly from the Quotes Display. Learn from professional

traders during this
exclusive THREE MONTH
mentorship program:

With OptionVue 5, you also get accurate risk graphs show P/L
over any range of prices, dates or volatilities. Plus, there’s no
limit on analyzing any strategy! Identify higher probability trades

that provide a better return on your capital. - Personalized, one-on-one instruction
- Online classes and training

Add OptionVue 5’s customized scanners, integrated portfolio and - Live paper trading sessions

risk management tools, and BackTrader™ strategy testing module, - 90-day access to OptionVue 5

and you have the most advanced options analysis software to - ONE YEAR of continuing education

fully manage your risk and profitability. -
www.optionvue.com

Test drive OptionVue 5 for 30-days. 1-800-733-6610

Call or log on today.

[O

OPTIONVUE

Systems International, Inc.

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