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Preface

Marketplace Books is committed to innovative and fresh ways to deliver
exceptional trading and investing education. Our new trading e-guides
are another step forward to get you, the reader, as much actionable in-
formation as quickly as possible.

Inside this e-guide book, you will find new features which help you get
the most out of the content.

Table of Contents: Our table of contents has been created to act as a
portal page for the book’s content. Click on any chapter header and you
will be taken directly to that place in the book. If you wish to jump
around in the text and don’t want to scroll up and down, click on the
“Table of Contents” link across the footer. You will be taken back to the
tull listing, and from there you can access any chapter or any section
you wish. It is our goal that this feature will help you to quickly reference
the information you need.

Glossary Terms: We've linked up key words throughout the text to our
online glossary. Simply click on a term and a new window will pop up
with the term’s definition. Easy reference information with just one click.

About the Author: We have created an extra web page of information
for you to use as a reference to the book. If you click the “About the
Author” link on the footer, a new window will take you to a page with
biographical information, links to pertinent websites, interviews, multi-
media, articles and texts by the author, and other creative and useful
pieces of information directly related to the author and his expertise.
This is one area that will hopefully grow as we move forward, giving you
the best place to get up-to-the-minute information.
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Preface | v

Works Cited: As you read, you will notice that we have linked books or articles
referenced in the text to either TradersLibrary.com or their particular point of
origin. This is so that as you read, you can discover new and valuable content
to add to your educational library. Again, the goal is to give you quick access
to everything you need to trade these strategies effectively.

Figures: We have tried to make it easy for you to read the text electronically, so
ifa Figure or Chart is called out on a different page, we have linked it for you.
Click the < view chart icon in the margin and it will take you to the image. When
you want to continue reading click the - hide chart icon and you will be taken
right back to your original place in the text. Easy!

We hope that you are as excited about the new possibilities that digital text
provides as we are— because we believe that these features are just the begin-
ning. We would love to hear your thoughts, so please send your feedback to
mpbpub@marketplacebooks.com. And visit our blog for even more free daily
trading education: hittp://blog.traderslibrary.com/traders-library/.

Happy Trading!

— Marketplace Books & Traders’ Library —
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Introduction

I've started writing this book more times than I care to remember. And
that’s probably because it took me awhile to fully realize what it was
I wanted to say about technical analysis in general, and momentum
indicators specifically.

There are three things about technical analysis and momentum indica-

tors that many traders either are not aware of, or continue to ignore.
These three “secrets” of momentum indicators are what this book is
all about. In some ways, these three secrets will support conventional
wisdom about price action, momentum, and technical trading. In other
ways, I think these secrets will come as a surprise to many market tech-
nicians—and will be a worthwhile introduction for newcomers.

In either event, my hope is that by revealing and discussing these se-
crets, the average chartist and trader will be able to make better use
of momentum indicators and become a more confident and profitable
market technician.

Here are the three secrets of momentum indicators:

1. The best indicator of momentum is price action. And the best way
to read price action is by way of Japanese candlestick charting.

2. Some of the most popular momentum indicators—such as the
stochastic oscillator—are far more effective when used differ-
ently from the way most traders use them.
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Introduction | vii

3. “Trend sensitive” indicators such as moving average trios, the
moving average convergence-divergence histogram (MACDH)
indicator, and the triple-smoothed exponential moving average
(TRIX) are among the most valuable tools for the momentum

technician.

These are the three secrets that this book will share. I will also spend
some time talking about the origins of momentum indicators like rate of
change, as well as how some of the standard momentum indicators such
as the Relative Strength Index (RSI) are traditionally used.

Most of the book, however, will be spent on the above three secrets that
can help momentum technicians make the most out of the momentum
trading opportunities that develop every day, every hour, and every
minute in the financial markets—from stocks and bonds to futures and

international currencies.

Traditionally, momentum indicators have been in a tricky position. The
standard criticism of technical indicators is that they lag price action
and thus tend to provide trading signals that are too late. This, for ex-
ample, explains the widespread preference for exponential moving av-
erages, which weigh recent price action more heavily than older price
action, over simple moving averages, which treat all price action equally.

Momentum indicators, on the contrary, are generally regarded as lead-
ing indicators. By leading, the inference is that momentum indicators
are better able to anticipate price than other indicators, such as trend
indicators (i.e., moving averages). Momentum indicators are said to
anticipate prices by letting technicians know when a given market is
overbought or oversold and likely to reverse.

Unfortunately, the traditional use of overbought and oversold conditions
as trading signals is a complicated one. As I will show later in the sections
on stochastics and RSI, the way that most technicians use these indica-
tors actually works against the capacity of the indicators to lead prices. In
other words, it is not so much that momentum indicators do a poor job
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viii | The Three Secrets to Trading Momentum Indicators

as leading indicators. Rather, the problem is that too many technicians
allow the momentum indicator to lead them in the wrong direction!

All of this builds to the most important conclusion of this book: there
is no faster trading signal than price action properly interpreted.
And for the momentum trader who looks to maximize reward versus
risk (to be long on the up days and short or out on the down days), the
sooner the signal is received, then the sooner the high reward/low risk
trade can be made.

This is true whether or not the trader is looking to exploit a surge in
momentum by buying a breakout or selling a breakdown. This is true
whether or not a trader is looking to exploit a temporary drop in mo-
mentum by buying a dip or selling a bounce. This is true whether or not
a trader is looking to exploit the exhaustion of momentum by buying a
bottom or selling a top.

This is why I am making a big deal out of Japanese candlestick chart-
ing. While it is true that there is much more familiarity with Japanese
candlesticks today in 2009 than there was ten years ago, it remains the
case that many technicians use candlesticks sloppily or inaccurately.
It probably would not be too much to say that too many traders have
become as lazy with Japanese candlesticks as they have with their mo-
mentum indicators!

Japanese candlesticks are powerful tools for market technicians—ar-
guably, they represent the “best thing since sliced bread” of technical
analysis. But used incorrectly, Japanese candlesticks can be just as de-
structive to accurate analysis and trading as any other technical tool.
In fact, it might be the case that misusing Japanese candlesticks is more
dangerous because their apparent simplicity can lead technicians to
think they know more than they do about how to use and not use Japa-
nese candlesticks.
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I've already warned that some of the most popular momentum indicators
are being used in ways that do not maximize their utility as momentum
indicators. The primary problem, to put it bluntly, is a tendency to panic
when momentum indicators reach “extreme” levels of overbought and
oversold. While I will present a completely different way for momentum
traders to think about overbought and oversold market conditions in
the course of this discussion, I also want to point out here that many
of the problems of momentum indicators are solved by working back
toward the way that moving average-based indicators, typically consid-
ered “trending indicators,” inform traders about price.

One example of a very effective moving average-based momentum in-
dicator is the triple-smoothed exponential moving average, or TRIX.
This indicator, developed by trader and founder of Technical Analysis
of Stocks & Commodities magazine, Jack K. Hutson, has both of the key
advantages that a quality momentum indicator must have.

One important condition is that the momentum indicator must alert
traders to momentum opportunities while momentum is still increasing
rather than cresting. The second important condition is that the mo-
mentum indicator must allow the trader to remain in the trade when
there are drops in momentum that are not necessarily reflected in price.

The TRIX indicator (more will be discussed in a later chapter) takes
an exponential moving average (A), then takes an exponential moving
average of that initial moving average (B), and then takes an exponential
moving average of that already twice-averaged moving average (C). The
trader then takes a one-day rate of change measurement of C.

As Hutson wrote of his indicator nearly 30 years ago (1982):

While this oscillator is not the answer to all our trading prayers, it
certainly is an improvement over many. It contains two essential
ingredients required in stock or commodity trading: a filter of ran-
dom market noise, and a positively timed signal.
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x | The Three Secrets to Trading Momentum Indicators

The TRIX does more than this. In a follow-up article (1983), Hutson
noted that:

TRIX reacts very fast and displays occasional leading divergence
from daily price highs and lows. This is because TRIX may also be
thought of as a smoothed-out one-day momentum (indicator,).

As you may already notice, the TRIX indicator takes into account trend
characteristics by way of the exponential moving averages of price, and
momentum characteristics by way of the rate of change adjustment.
This is part of what makes TRIX—and other momentum indicators
that are either similarly constructed (such as the moving average con-
vergence divergence indicator) or similarly interpreted—so valuable to
momentum technicians.

Although arguably one of the best examples of what I mean by momen-
tum and moving average based indicators, the TRIX is far from the only
example. In addition, much of what technicians need to do when using
momentum indicators can be done with traditional momentum indica-
tors like the stochastic. And, indeed, many of the traditional method-
ologies for using such indicators, such as locating the sort of divergences
from price that often anticipate reversals, are still important and must
be considered by technicians looking to make maximum usefulness of

momentum and momentum indicators.

But because traditional momentum indicators, and traditional ways of
using them, have often failed traders during certain market conditions
such as strongly trending markets, it becomes important for momentum
traders to discover other ways that the “bugs” of momentum indicators
can be turned into “features” when viewed and used properly. Again,
the stochastic oscillator will be the chief witness for my prosecution of
this particular case.

Lastly, it is important to remember that all technical indicators are de-
rivatives of price. Indicators can reveal aspects of price that may not be
readily apparent. But, believe me, the information is there. This, again,
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Introduction | xi

is why I am including a discussion of Japanese candlesticks and chart
patterns in this larger discussion about momentum indicators and
technical analysis.

The sooner a technician is able to observe momentum in a price chart,
however much that observation may be confirmed or clarified by the
right technical tools, the more time he or she will have to analyze the
market to make the best, most timely, trading decision possible. Recog-
nizing basic candlestick patterns and the environments in which they ap-
pear is a fundamental part of developing this ability to “see” momentum.

There are a few things this book is not. This book is not an encyclopedia
of momentum indicators, nor is it a scholarly text on technical indica-
tors. This is first and foremost a book about using technical indicators
to analyze momentum. And, as far as 'm concerned, the simpler the
technical tool, the better.

I have never been impressed by the tendency among some technicians
to complicate technical analysis. Every time I come across a new, com-
plex mathematical model for trading, I remind myself that traders were
making good money in the markets long before the advent of artificial
intelligence or computers. And until the markets are moved by some-
thing other than human nature, the old-time trading religion of fear
and greed is good enough for me.

Computers are an invaluable tool for the 21st century trader. But techni-
cians, like everyone else, need to be wary of the capacity of technology
to dazzle and distract attention from the task at hand. One of the sad-
dest things to see is a technical trader so obsessed with calculating the
number of angels on the head of an oscillator, that he loses track of the
fact that the point of all that calculus was to trade.

So in the following pages I will talk about what momentum is and why
traders look to exploit it. I will talk about three different ways of looking
at momentum trading: breakout trading, reversal trading, and swing
trading. I will talk about the most basic tool of the momentum trader:
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xii | The Three Secrets to Trading Momentum Indicators

the candlestick chart. I will talk about what is arguably the most popular
momentum indicator, the stochastic oscillator, and how it can be used in
ways more effective than those commonly practiced.

Last, I will talk about how momentum traders can eftectively use “trend-
sensitive” technical indicators like TRIX, the moving average conver-
gence-divergence histogram (MACDH), and the moving average trio.

While this book is not a book about money management, trade exam-
ples will highlight aspects of both trade and money management that
are important for momentum traders to keep in mind. Additionally,
while the methods described here are most accurately referred to as (to
borrow a phrase from Market Wizard, Linda Bradford Raschke) “sys-
tematic discretionary methods,” many techniques, such as the BOSO
method using the stochastic oscillator, are very much amenable to inclu-
sion in an automated trading system.
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History of Momentum Indicators

In a book about technical indicators, it is worthwhile to discuss briefly
the terrain in which the indicators work: the price chart.

The price chart is the hallmark of technical analysis. It is what distin-
guishes market technicians who focus on price, from market funda-
mentalists, who focus on various accounting metrics found in corporate
balance sheets and income statements. A number of technical traders
have articulately explained the difference between market technicians
and market fundamentalists. But one of my personal favorites is the ex-

planation provided by author, trader, co-founder of Pristine.com, and
current CEO of Velez Capital Management, Oliver L. Velez (2000):

“Price charts do nothing more than graphically display what we call
the “footprints” of money. They show human psychology at work
and the repetitive cycles of fear, greed, and uncertainty. What we
have always liked about charts is that they are factual ...

... Earnings reports can paint a false picture with the help of fancy
accounting, but charts don’t lie. A CEO can hold a conference and
boldly issue inaccurate statements about a company, but the chart,
my friends, won't ever lie. Investors and traders, both large and
small, bet with their money, not with their mouths ... Each bet is
what actually makes up the chart. Charts don’t lie. *
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2 | The Three Secrets to Trading Momentum Indicators

I quoted Velez at length because what he wrote goes to the heart of what
makes a market technician. As Velez points out elsewhere in his book,
Tools and Tactics for the Master Day Trader, relying on the bets that
appear on price charts does not mean that those bets will always be cor-
rect. But market technicians can be assured that those bets do represent
“true convictions...true beliefs.” By contrast, I have seen a number of
very talented, very widely-followed market fundamentalists falling on
their swords because they were taken in by the charisma of a certain
CEO with a winning smile and a gift for gab, or were just swept up in the
enthusiasm for a new product or a new market and lost track of how the
actual stock price was moving.

Whatever faults may be laid at the doorstep of technical analysis, losing
track of actual prices is not one of them. Market technicians might be
led astray by price, but we will never be accused of not paying attention.

There are a variety of price charts that technicians use: from point and
figure charts to line charts to Kagi charts. But the basis for most mar-
ket technicians is the bar chart. The bar chart consists of two axis: a
horizontal axis representing time and a vertical axis representing price.
Prices are plotted using small vertical lines, with each line representing
a unit of trading time or a trading session. This trading session can be of
any length whatsoever: a minute or five minutes, half an hour or a whole
trading day, a week, a month, or a year.

This allows market technicians to analyze price action over a variety of
durations—from the very long to the very short. It also makes it possible
to analyze the same price action in multiple ways, such as looking at a
daily chart and an hourly chart of the same ten-day period. Analysis of
different time periods is a key strategy for most traders, but especially
for momentum traders for whom low-cost entries and favorable risk/
reward scenarios are paramount.

The length of the vertical line in the bar chart represents both the high-
est and the lowest price at which the given asset—stock, commodity, or
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History of Momentum Indicators | 3

currency—traded during that session. Thus, at a glance, a trader read-
ing a bar chart can see the range at which an asset traded over a given
series of sessions (i.e., hours, days, weeks, etc.). In order to represent the
opening and closing prices, bar charts use a very short horizontal line to
mark the level in the range where the asset began trading for the session
and the asset’s final price for that session.

Compared to many other charting forms, such as line charts or the in-
explicably ubiquitous mountain graphs of financial news programs, bar
charts deliver a solid set of data to the market technician. Knowing where
amarket opened, how high it rallied, how low it fell, and where it closed, is
primary market intelligence for the technician. However, there is a form
of bar chart, the Japanese candlestick chart, which is to the bar chart
what the bar chart is to the line chart. In fact, the amount of information
traders are able to glean even from a cursory glance at a candlestick chart
is such that many traders, including traders like Velez, insist that they
“won’t even look at a chart unless it is in candlestick form.”

I will discuss Japanese candlestick charts more in the next chapters. For
now, suffice to say that for the technical trader, the price chart is the
field of battle. And for the momentum trader, the Japanese candlestick
is both sword and shield.

What Are Technical Indicators and Oscillators?

Technical indicators are derivatives of price action. Whatever else you
think of technical indicators, they are first and foremost products of the
price action they measure.

This is both good and bad for technical indicators and for those who use
them. What is good about technical indicators is that, insofar as they re-
flect price, they will be accurate more often than not. What is bad about
technical indicators is that, insofar as they reflect price, they will always
trail or lag price action. This means that while technical indicators tend
to be right, they also tend to be late.
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4 | The Three Secrets to Trading Momentum Indicators

This does not mean that technical indicators are not useful. In fact, for
one key step in trading momentum—the entry—I think technical in-
dicators are supremely helpful. The signals from the best technical in-
dicators provide what Jack Hutson called a “positively timed signal,” a
reveille or a starting gun to let traders know that the game is on.

What this does mean is that technical indicators, especially for short-
term momentum traders, may not be the best way to exit a momentum
trade. While trend traders often use the same, or similar, set-up to exit
trades as enter them, momentum traders typically cannot afford to wait
for a signal from an indicator to exit a trade. By the time the signal to
exit arrives, a signal that is a derivative of price action itself, the market
has often already moved against the trader. For a short-term momentum
trader, this movement against them might be enough to turn a winning
trade into a losing trade. To avoid this, I am going to suggest that techni-
cians trading momentum consider using indicators to enter positions,
but rely on price action itself to exit or take profits.

What Is the Difference Between Trend and Momentum
Indicators?

Technical indicators are typically divided into trend indicators and
momentum indicators. Trend indicators, such as the moving averages
previously mentioned, tend to track price itself very closely, providing a
running, cumulative price history that follows the actual price. For in-
stance, a technician can use a trending indicator like a moving average to
determine how current prices compare to their cumulative price history.

Rather than measuring price directly, momentum indicators tend to
measure the ratio between buying and selling strength. What differenti-
ates momentum indicators from each other in large part is the way they
calculate this ratio and how they measure buying and selling strength.

| Table of Contents | Glossary | About the Author | TLBlog |



History of Momentum Indicators | 5

Momentum indicators are usually referred to as oscillators, and their
values move within a fixed range (such as from zero to 100) or around a
fixed point (such as a zero line with positive and negative values above
and below). Signals from momentum indicators are traditionally from
crossovers midway through the range, from reaching certain extremely
high or extremely low levels and by diverging from price action. A
fourth way that oscillators provide signals is by taking a derivative—
such as an exponential moving average or rate-of-change—of the oscil-
lator and measuring and judging the relationship between the oscilla-
tor and the derivative.

A Brief History of Momentum Indicators

For market technicians, momentum refers to change in price over time.
The two most common technical indicators used to measure momen-
tum are the rate-of-change and momentum indicators. Essentially,
these indicators measure the same thing; they just express it differently.
Rate-of-change presents its momentum information in the form of a
percentage, while the momentum indicator uses a ratio. Expressed as
equations, rate-of-change looks like this:

ROC=P/Px

Where P represents the current session’s price and Px represents the price

“x” sessions ago. The momentum indicator, by contrast, looks like this:

M=P-Px

Where the price “x” sessions ago (Px) is subtracted from the current
session’s price.
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6 | The Three Secrets to Trading Momentum Indicators

These momentum indicators will provide traders with a single line that
will rise as momentum increases and fall as momentum decreases. As
you can tell from the formulas, as the difference between current prices
and past prices grows, then the value of the momentum or rate-of-
change (ROC) indicator grows as well.

Traders have improved on the concept of momentum and rate-of-
change in a number of ways. The most basic upgrade has been to add
a moving average and then to use crossovers between the momentum
or rate-of-change indicator and the moving average of the indicator to
generate buy and sell signals.

One criticism of these momentum indicators is that they “double count”
the data. As Dr. Alexander Elder put it in his book, Trading for a Living
(1993), “they react to each new price, and then jump again when that
piece of data leaves the oscillator window.” A solution to this double
counting was provided by Fred Schutzman, whose “smoothed rate-of-
change” indicator is constructed by calculating an exponential moving
average and then applying the rate-of-change equation to the moving
average, rather than to prices. Again, as was the case with the TRIX,
we see the relationship between rate-of-change and exponential moving
averages as key when developing and analyzing momentum indicators.

One of the most famous market technicians of all time, J. Welles Wilder,
is responsible for one of the most popular momentum indicators: the
Relative Strength Index (RSI). Wilder introduced this indicator in his
book, New Concepts in Technical Trading Systems, in 1978. His goal, he
wrote, was to provide “the analyst with upper and lower boundaries to
determine overbought and oversold conditions.” Wilder believed that
the Relative Strength Index could anticipate tops and bottoms in mar-
kets and reveal chart patterns and support/resistance levels not apparent
in the price chart, as well as present both divergences and what he called

“failure swings” to indicate waning momentum and potential reversal.

RSI measures the balance between sessions that close up versus sessions
that close down. The indicator does this by first calculating the average
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number of points gained during bullish sessions (close up) and divid-
ing that by what Wilder called the “average UP close” by the “average
DOWN close.” Dividing the average UP close by the average DOWN
close produced a figure he called “relative strength.” To get from relative
strength to the RSI, Wilder added 1 (i.e., 1 + RS) and then divided that
number into 100.

Take the quotient of 100 / (1 + RS) and subtract it from 100 to get the
initial RSI figure. The basic formula for deriving the Index from RS is:

RSI=100-100/ 1+ RS

Note that Wilder’s phrases “average UP close” and “average DOWN
close” refer to the average gain over “X” number of days, with that “X”
typically equaling 14 days. So the average UP close, for example, means
the average points gained from days that closed up over the past 14 days.
Average DOWN close means the average number of points gained from
days that closed down over the past 14 days.

Wilder’s RSI was a handy tool indeed. In addition to giving traders a
general sense of the bullishness or bearishness of a given market, the
RSI, according to Wilder, was capable of indicating tops and bottoms
in markets (i.e., overbought and oversold), creating actionable chart
patterns such as flags and triangles, delineating support and resistance,
and revealing important divergences between the indicator and price.
As one of the first momentum indicators to offer so much in one place,
it is little surprise that the RSI was, and continues to be, so popular with
technical analysts and technical traders.

Wilder’s view of overbought and oversold markets was relatively conven-
tional—and is widely accepted by many, if not most, technical analysts to-
day. Later, I will present a completely different way for market technicians
to look at overbought and oversold markets. This method not only allows
traders to exploit the surge in momentum that creates an overbought or
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8 | The Three Secrets to Trading Momentum Indicators

oversold market, but also can help traders stay in profitable trades longer
than might otherwise be the case with most momentum tools.

If there is a king among momentum indicators, then there is little doubt
that the Stochastic wears the crown. Popularized by George Lane, the
Stochastic Oscillator (often referred to simply as “stochastics”) might be
the most widely used technical indicator outside of moving averages,
Japanese candlesticks, and trend lines. And much of what Wilder said
of his RSI can also be said of the stochastics.

Stochastics are an excellent tool for market technicians looking for
swing opportunities in trends, breakout opportunities as markets move
into truly bullish or bearish modes, and reversal opportunities in mar-
kets that have overstayed their welcome to the upside or downside.

Whereas momentum and rate-of-change indicators measure the change
in price over time, and the RSI compares the bullishness of bullish days
to the bearishness of bearish days, the stochastic refers to the range of
the trading session. The stochastic seeks to reveal how close to the high
bullish sessions are and how close to the low bearish sessions are. Ilike to
think of the stochastic as measuring winning streaks and losing streaks.
If we consider it a win when bulls are able to close the market near the
highs and a loss when the bears are able to close the market near the lows,
then the winning streak/losing streak analogy becomes clear—and an
easy way to remember just what the stochastic is saying.

Both stochastics and the RSI remain exceptionally popular with tech-
nical traders. But both indicators—as well as momentum indicators in
general—have been the subject of criticism from some. Perhaps the most
incisive and constructive critique came from Tushar Chande and Stan-
ley Kroll in their book, The New Technical Trader.

Chande and Kroll criticized the established crop of momentum indica-
tors in a number of ways, including a failure to “measure momentum
directly,” the problem of fixed time periods, the problem of merely mim-
icking prices, and the problem of short-term price extremes.
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History of Momentum Indicators | 9

I will address these criticisms later on, after the critiqued indicators get
a hearing of their own. For now, suffice to say that (1) some of the “bugs”
Chande and Kroll note are now considered “features” by some market
technicians and (2) Chande and Kroll have provided a number of sub-
stitute indicators including one called “StochRSI” which, as the name
implies, combines aspects of both the stochastic oscillator and the RSI to
create what Chande and Kroll believe is a superior momentum indicator.
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Test Questions

1. A market technician would be interested in:

a. Accounting metrics
b. Corporate balance sheets

Income statements

o

d. Price charts

2. Which of the following is not a momentum indicator?

a. Moving average (MA)

b. Rate-of-change (ROC)

c. Relative Strength Index (RSI)
d. Stochastics

3. According to Penn, the best way to read price action is:

a. Bar charts
b. Pie charts
c. Japanese candlestick charting

d. Line graph

Q For answers, please visit the Traders’ Library Education Corner at
A www.traderslibrary.com/tlecorner.
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Markets and Momentum

What do we talk about when we talk about momentum?

What actually interests the momentum trader is not momentum per
se, but changes in momentum. I call these changes momentum oppor-
tunities (“MO” for short) because they are key moments in time when
a properly placed trade not only takes maximum advantage of momen-
tum, but also often provides a comfortable risk/reward scenario.

Momentum traders betting on a change in momentum need to know
exactly when their bet goes wrong. If it is a change in momentum that
the trader is counting on, and that change in momentum does not oc-
cur, then the trader needs to get out of the way as quickly as possible—
lest she be run over by the change that never happened.

At the same time, if a trader is in a trade and the momentum that he was
counting on becomes seriously threatened, the momentum trader needs
to book profits first and ask questions (or second-guess) later.

Conceptually, there are three different types of momentum opportuni-
ties that market technicians focus on: breakouts, swings, and reversals.
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Breakout Trading

Breakout trading is probably the most familiar form of momentum
trading. Breakout trading involves waiting for a market to gain sufficient
momentum to power through an established resistance or support level.
Breaks beyond resistance are called breakouts and lead prices higher.
Breaks beyond support are called breakdowns and lead prices lower.

Support and resistance are important concepts for all traders, but they
are critical concepts for momentum trading in general and especially for
breakout trading. Think of support as an area in the price chart where
downside momentum is weak and, resistance as an area in the price
chart where upside momentum is weak.

Breakout trading can be as exciting as it can be profitable. Traders can
use tools like the “Swing Rule” to determine profit points, or rely on
a set percentage goal for each breakout trade they take. For example,
Gary Smith, formerly of TheStreet.com, was one of the most impres-
sive breakout traders I've come across. During his trading for the first
few years of the 21st century, Smith relied on a 5% price target for his
breakout trades.

For the momentum technician, any time prices are able to push beyond
support or resistance, a breakout is taking place. Support or resistance
may take the appearance of a consolidation range, a chart pattern like a
triangle, or simply the evidence of failed rally attempts as reflected by the
shadows of Japanese candlestick lines. Understanding breakouts in this
way reveals that there are breakouts occurring all the time as markets
move to new relative highs and lows. This means that there are constantly
fresh opportunities for momentum technicians to ply their trade.

The downside of breakout trading, of course, is the false breakout.
There is simply little that anyone can do when the side that appeared to
have the upper hand is suddenly revealed to be weaker than previously
thought. False breakouts are the bane of momentum and trend trader
alike. Fortunately, momentum technicians are focused on evidence of
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waning momentum above all else. This means a false breakout that
might mean a missed opportunity, or worse, for a trend trader might
simply mean an opportunity in the opposite direction for the shorter-

term momentum trader.

Swing Trading

Swing trading rose to prominence in the late 1990s. In his Swing Trad-
ing presentation, Oliver Velez suggested that swing trading was a sweet
spot between the more cumbersome, slow-moving institutional trading
desks, and the frenetic, top-speed approach of day-traders (“What? Me
hold a stock for longer than five seconds?” quipped Velez in light-heart-
ed teasing of the stereotypical day trader). Combined with the dramatic
increase in margin requirements for day traders in the wake of the dot.

com bubble collapse, swing trading only became more popular in the
early 2000s.

Swing trading can be defined as a short-term speculative strategy
that involves buying dips and selling rallies in uptrends, and shorting
bounces and covering lows in downtrends. For swing traders, the idea of
buying low and selling high (or, in a bear market, buying high and sell-
ing low) is both a mantra and a mission. Velez instructs aspiring swing
traders that it is their duty not just to buy “some” of the dips, not just to
buy “most” of the dips, but to buy “every single dip.” The only question,
Velez concludes, is when.

I will talk more about this question of when over the course of the book.
There are some downsides to swing trading. Perhaps the worst scenario
for a swing trader is a sideways market in which the swings are too small
to be exploited. If you consider the pattern of signal, confirmation, and
entry, those three successive closes might represent all a market will
move in a given direction before reversing and doing exactly the same
thing in the other direction. To combat situations like this, one option
is to change the time frame—from daily to hourly in stocks and futures,
and from daily to four-hour in spot currency trading or forex—and
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lower the expectations. Of course, another option is standing aside and
either waiting for the market to make larger swings (or breakout) or
change focus to a different market to trade.

Reversal Trading

Most people who think they know something about the markets prob-
ably envision reversal trading as the sin qua non of trading mastery.
Come to think of it, many people who do know something about the
markets tend to have a similar habit. Ride a market from 30 to 55, and
you will most certainly win friends and influence people. But tell folks
you were there buying stocks at the bottom of the Crash of 1987, and
they might not even bother to ask how much you made. Who cares? You
bought at The Bottom, dude.

Because of that, perhaps, reversal trading gets a bad rap from time to
time. Since people tend to be too-impressed by those who catch tops and
bottoms, there are often any number of traders, analysts, and trading
newsletter writers all too eager to anticipate bottoms. As someone who
has by now spent years learning and writing about Elliott wave theory,

for example, it is painful to admit that some of the biggest trading blun-
ders have come from people, including me, endlessly trying to call the
top of a bull market.

To be fair, more than a few perma-bulls have ruined many a trading
account by their repeated efforts to call bottoms in bear markets. But
the fact of the matter is that while misery loves company, the trader who
finds himself on the sidelines during a major advance in the markets has
little affection for anyone.

For most market technicians, such top and bottom picking can only
be made in the context of a sound and consistent trading methodol-
ogy, and even more sound and consistent money management. Unique
among all momentum trading, reversal trading (which looks for evi-
dence of waning momentum in one direction with the goal of exploit-
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ing a new surge in momentum in the other direction) has a very clear
“WRONG!” point that, if heeded, will keep the reversal trader solvent
and ready to trade again.

Unlike some trending indicators, which lose much of their value in
certain market conditions, momentum indicators are effective in both
sideways/consolidating markets as well as in directional/trending mar-
kets. Moreoever, as essentially short-term technical tools, momentum
indicators can often fit into the small spaces that other indicators, like
moving averages and trend lines, cannot. Even trend traders often use

momentum tools as triggers to initiate positions they intend to hold for
periods dramatically longer than those of the momentum trader.

Momentum may or may not be fleeting. But the changes in momentum
that produce opportunities for traders are more fleeting still. As such,
momentum trading has a sort of inherent short-term bias; though, as
I've mentioned above, longer-term trend traders can use momentum
techniques to get into positions that are then managed as trend trades.
Also, some of the methods discussed here will enable longer momentum
trades than are typical.

Using Momentum Indicators

Expectation is one of the important things to consider when using mo-
mentum indicators. Just because trend traders sometimes use momen-
tum techniques, like breakouts, to initiate trades is no reason for a mo-
mentum trader to start turning every winning (or losing) momentum
trade into a trend trade. Even some of the momentum techniques I will
discuss later that can keep a trader in a position for several weeks do so
only because they do not call upon the trader to exit the position until
there is evidence of a significant change in momentum.

In situations where the momentum trading method does not provide
its own exit, momentum traders need to be keenly focused on (1) other
momentum tools that will let them know when a market may be losing
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the very momentum that initiated the trade in the first place, or (2) on
fairly strict price targets that allow the trader to exploit the momentum
opportunity, exit (preferably with a profit), and move on to the next mo-
mentum trade.

This may be as good a place as any to point out that momentum indica-
tors can be used to get traders out of trades just as well as they can be
used to get traders into trades. There is a technique using one of my
favorite momentum indicators that I will discuss later that is a perfect
example of this.

There are two things that I demand for a momentum indicator, or really
from any technical tool I might use. The first is a major move in a market
should never happen without my technicals alerting me to it. If your
technical tools cannot alert you to the sort of market bottoms we saw in
the spring of 2009, then you need to get new technical tools.

The second thing I demand of an indicator is that it should neither bump
me out of otherwise winning momentum trades nor try and jam me into
every nondescript ripple in momentum’s tide. There are few feelings in
trading more frustrating than having a rising market sink just enough
to trigger an exit, only to then have the market resume rising shortly
thereafter. But one of those feelings might occur when dealing with a
momentum indicator that seems to want you to be taking a position
in every odd-numbered session and exiting a position in every even-
numbered one. The momentum indicators discussed here have both the
robustness to stay with momentum as long as momentum is strong and
have enough of a filter to make it easier to take the quality trades while
ignoring poorer quality ones.

Momentum, Methods, and Systems

Can I create my own momentum trading system with these momen-
tum indicators? The answer, as you might expect, is a resounding “of
course you can!”
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First, let me make a distinction between trading systems and trading
methods. Market Wizard Linda Bradford Raschke makes the point that
most traders have a difficult time blindly following a system. By contrast,
she says “many find it easier to be discretionary in a systematic way.”

For traders who like getting their hands dirty, being a “systematic dis-
cretionary trader” is an ideal option.

Whether you opt for a 100% mechanized trading system or a method that
allows you to be both systematic and discretionary, there are a few key
questions and ideas that anyone building a successful trading approach
must consider when trying to build a profitable trading game plan.

Most obviously, the first question is what market will you trade? Will
you focus on a single market such as the e-mini S&P or the EUR/SD? Or
will you look for momentum opportunities from among a virtual gal-
axy of stocks? Part of this question involves time frame. Will you look
to day-trade momentum, or trade momentum over the course of a few
days or a few weeks? Some markets that provide excellent momentum
opportunities when viewed through the lens of one time frame suddenly
become devoid of decent momentum trading setups when analyzed over
a different time frame. This was certainly my experience, for example, in
moving from intraday charts of spot currencies to daily charts—though
your mileage may vary.

Once you know what you are going to trade and when you are going
to trade it, the next questions focus directly on the trading experience.
How will you know when to take a trade? Moreover, if you are looking
to trade stocks in general, how will you select from among the numerous
momentum opportunities that arise in these stocks almost every day?
In other words, given a choice of 20 different momentum set-ups, what
rules will you use to make sure that you are consistently choosing the
set-ups with the greatest potential for profitability?

And when you determine that a trade opportunity does exist, how ex-
actly will you enter it? Will you scale in, building up a position over
time? Or will you jump in with all four feet?
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How—and how soon—will your trading system or method let you know
when you are wrong about a trade? And even when you are fortunate
enough to have a winning position, how will you manage that position
to achieve as much profit with as little risk as possible? Will you use
trailing stops? Time stops? Will you look to establish a breakeven stop
after the trade has moved in the anticipated direction? Will your stops
be real, physical stops sitting on your broker’s server, or will they be
mental stops that you will have to both recognize and execute on your
own? Will you add to winning positions?

Lastly, how will you know when it is time to exit a profitable trade? Will
you use strict price targets? If so, what will those targets be based upon?
Will you rely on nearby resistance and support as a clue to likely limita-
tions of a given market move? And when that time comes, will you take
all your chips off the table at the same time? Or will you scale out of the
profitable position, piece by piece?

Apart from these very trade-specific considerations, there are also as-
pects of money management, such as position sizing, that can be in-
corporated into a trading system. While position sizing is beyond the
scope of this book’s discussion, know that the success of some trading
methodologies has been credited as much to the method of position
sizing used as to the actual trading system itself. So important is money
management that it could be argued that even a mediocre or marginal-
ly profitable trading system can be improved with careful and strategic
money management. At the same time, even the best trading systems
and methods can leave traders broke if their money management strat-
egy is flawed or nonexistent.

What are the measuring sticks of a successful momentum trading
method? With most trading methods, traders end up choosing between
two different types of trading success. Some traders will tolerate a win/
loss rate that is 50/50, or even less, as long as the money made on the
winners is substantially larger than the money lost on the losers. It could
be argued that this is the classic trader’s trade-oft: You will be wrong as
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often if not more often than you will be right. But when you are wrong,
you will only be a little wrong. And when you are right, as the kids say,
you will be right as rain.

Trend traders in particular often find themselves making this bargain.
Because there are only so many trends to trade, trend traders often find
themselves piling into markets only to have to scramble out soon af-
terward when the anticipated trend does not materialize. For those not
prepared for this, it can be a bitter realization.

The fact of the matter is that human beings like to be right. And being
wrong over and over again—even if those wrongs are merely paving
stones on the road to being right—can be very, very difficult psycho-
logically for many, if not most, to deal with. Combine that with the fact
that being wrong means losing hard-earned money and you have yet
another reason why there are far fewer profitable traders out there than
there could be.

Momentum traders, on the other hand, tend to prefer a higher win/loss
ratio and are willing to exchange big wins and little losses for more regu-
lar wins. It is not uncommon for momentum traders, especially in mar-
kets like spot foreign exchange to accept risk/reward ratios, for example,
that are barely 1.25 to 1. Breakout trader Gary Smith looked for 5% gains
and tolerated losses up to 6% on his trades during the early 2000s.

Broadly and generally speaking, the expectations of a given method
of trading have to do with the time period during which the trade
is expected to last. Trend traders know that they will have to endure
often-painful drawdowns en route to what can be eye-popping gains.
Momentum traders know that surges (and stalls) in momentum are
temporary and that the opportunity to exploit them comes quickly and
must be traded accordingly. While the trend trader is mostly concerned
about having enough capital to withstand the worst movement against
the trend, the momentum trader is mostly concerned about getting the
lowest cost entry. Entries are important for both trend and momentum
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traders, but given the relatively short period of time that most momen-
tum trades are held, it is not too much to say that, for the momentum
trader, the entry is everything.

All that said, my biggest mistakes in trading have tended to come not
from entries, but from exits. Most of the entries I have tried in the past
few years came courtesy of the momentum indicators that will be dis-
cussed in this book. My biggest problem was recognizing when to say
when: the hows and whys of exiting positions.

I suspect that many traders do not consider themselves greedy people.
Yet you really do not know your own greed until you find yourself tak-
ing a big loss because you were either too greedy or too ignorant to know
when to take what might have been a modest gain. This is one of the
reasons why I am such a big proponent of momentum analysis and Japa-
nese candlesticks. There may be no more important step in the evolution
of a successful momentum trader than understanding that the job is to
enter when momentum is confirmed, and to exit when momentum is
threatened. Waiting for momentum to be confirmed against you often

means waiting too long.
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Test Questions

1. Momentum opportunities include:

a. Breakouts
b. Swings
c. Reversals

d. All of the above

2. The most important indicator for momentum is:

a. Volume
b. Breakouts

Trendlines

o

o

. Price Action

Q For answers, please visit the Traders’ Library Education Corner at
A www.traderslibrary.com/tlecorner.
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