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TRADING TECHNIQUES

Using Fibonacci
Ratios And Momentum

Do any of these samples of sage advice sound famiee levels for buying pullbacks or selling rallies?
iar? “Don’t buy it here, but wait for a pullback.” “I One popular technique is to calculate and project a
would wait and sell on a bounce.” What does thgercentage retracement of the prior swing and use
really mear? Where and when do you act? Herethatas an entry level. Butwhat percentage retracement
one technique for calculating retracement levels suitable? One popular set of retracement levels is
using that tried-and-true favorite, Fibonacci ratioshased on a mathematical series discovered by an
as well as using momentum to define the trend. Italian mathematician more than 700 years ago.

SON OF BONACCI
Fibonacci ratios which are used by traders, is based
on the work of the 13th-century Italian mathemati-
arkets trend in a zigzag mannercian Leonardo of Pisa, better known by his nickname,
rallying, leveling off, and surg- Fibonacci (an abbreviation blius Bonaccj filius is
ing again, only to be hit by alLatin for “son of”). Fibonacci, through the process of
wave of profit-taking before set-solving a mathematical riddle, discovered a unique
tling into a trading range, await-mathematical sequence or series wherein the ratio of
ing the next reason to advance or retreat. This activatyy two consecutive numbers approximates 1.618 or
carries on in the general direction of the trend, eastlyinverse, 0.618. The Fibonacci sequence is the sum
seenonaprice chart. Technically, the trend shoulddfeany two adjacent numbers that forms the next
considered up as long as the market unfolds witlh@mber in the series. The first 14 terms in the se-
series of higher lows and higher highs. Similarly, thience are 1, 1, 2, 3,5, 8, 13, 21, 34, 55, 89, 144, 233,
trend is considered down if the price action is a ser@g7. The ratios of each two consecutive numbers
of lower lows, with lower highs before each new lovitom the series are 1, 0.50, 0.666, 0.60, 0.625, 0.615,
A marketis considered not to be in a trend if the priog619, 0.618, 0.618..., and between alternate num-
movement manifests itself in a series of fits and stalstsrs, the ratio is 2.618 and its inverse, 0.382. The
or if it fails to sustain levels beyond the previousibonacci ratio is also referred to as@mden Ratio
extreme points, often reversing and forming the range theGolden Mean
During an uptrend, good traders will buy the pull- These ratios or proportions are often noted to be the
backs, positioning themselves with the trend, takingathematical basis for various aspects of nature,
advantage of the market's tendency to ebb and flawusic and art. Recently, in a television interview, a
When the marketis in a downtrend, however, the strateggonstructive plastic surgeon detailed how he set out
is to sell rallies, awaiting for the downtrend to resumeo understand what the attributes of the facial features
So what is the appropriate strategy to calculasephysically attractive people were. He studied dif-
ferent cultures to see if he could find any consisten-
cies of those attributes among them. Eventually, his
|| research led him to using Fibonacci ratios for propor-
by Thom Hartle tioning facial features. He even designed a computer
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during reconstructive surgery.
Technicians use the Fibonacci ratios fg

multiples of trends to set profit objectives. | {5

this paradigm for modeling nature and afi ¥
appropriate for trading the markets? Pe (i
haps. If you look on a chart, markate §
appear to resemble the path of ariver, mea
dering from periods of stillnessd apparent
apathy to swiftly moving ahead, only to sud
denly reverse, leaving investors with the sen
that their favorite stock has just gone over
waterfall. Whether or not you accept thg
premise, using Fibonacci ratios can provid
you with price levels to trade off of, as well a
profit objectives.

TREND AND COUNTERTREND
An advancing market will often run a quick
series of daily bars, three or four days in
row, with the high of each day exceeding th
previous day’s high and the low of each da
holding above the previous day’s low. The
the market will spend a few days in congeg
tion, perhapseatracing the previous advance]
then again trending upward (Figure 1). ldg
ally, you should see this retracement as §
opportunity to place a position in the directio
of the trend, trading like the pros — buying ¢
pullback, not chasing the market.

But first: To calculate a retracement, yo
have to identify the beginning and ending
points of the trend to be retraced. One tec
nique for labeling these points is known afj
anisolatedhigh or low, which | first read
aboutin Charles Drummond+ow to Make |
Money in the Futures Market®rummond
defines anisolated highas a day with a
lower high one bar before and after; af
isolated lowis a day vith a higher low one bar
prior and one bar following. These patterng
which make up three bars, represent a supp
area for the isolated low and a resistance le
for the isolated high (Figure 2).

The isolated low for an uptrend would b
the beginning point of a short-term uptren
or the market only entering a simple sidg
ways trading range before a downtrend co
tinued. Because the market has held supp
for up to three days, price action indicate
that demand was strong enough or the abg!
ment of selling stopped the decline, whig
couldinturnlead to higher prices. Likewisi%
an isolated high would be the end point
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FIGURE 1: TRENDS. An advancing market will often run a quick series of daily bars
three or four days in a row, with the high of each day exceeding the previous day’s high

FIGURE 2: ISOLATED HIGHS AND LOWS. An isolated high is a day with a lower high
one bar before and after; an isolated low is a day with a higher low one bar prior and

and the low of each day holding above the previous day’s low. Then the market will
spend a few days in congestion, possibly retracing the previous advance, before
trending upward again.

one bar following. These patterns, which make up three bars, represent a support
area for the isolated low and a resistance level for the isolated high.

the short-term uptrend, leading to a possible reversal oretacement would be 109-03. Four days after the isolated high

trading range. the market opened at 108-31, slightly below the 38.2%
retracement level. The low for the day occurred on the opening

THE RATIOS and, as you can see in the chart, the market rallied from the

Having established criteria for beginning and ending pointsrefracement level to new highs.

trends, you can now determine the percentage retracemepin example of a retracement in a downtrend can be seen in

levels to buy if in an uptrend and to sell if in a downtrend. TRégure 4. Here, March 1997 T-bonds formed an isolated high

percentage retracements are 38.2%, 50% and 61.8%. M@sDecember 3, 1997, at a price of 116-17 and then fell to 112-

trading software have a drawing tool that will automaticalB2 on December 6, forming an isolated low. The next day, the

measure these points by a mouse click on the beginning estthcement rally reached 114-19, hitting the 50% retracement

ending points of a trend. level. This was a short-term retracement against the trend, as

Let's look at some examples. Figure 3 is the June 138é market fell to new lows within three days.

Treasury bond contract. On April 28, the market formed an

isolated low at a price of 106-30 and then advanced for f@@UIDELINES

days, forming an isolated high on May 2 at 110-10. A 38.2Phese two examples show a short-term retracement of a short-
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FIGURE 3: JUNE 1997 T-BONDS. On April 28 (A), the market formed an isolated low
at a price of 106-30, advanced for four days and formed an isolated high on May 2 at
aprice of 110-10 (B). Four days after the isolated high, the market opened at 108-31,
slightly below the 38.2% retracement level (C).
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FIGURE 4: MARCH 1997 T-BONDS. T-bonds formed an isolated high on December
3, 1997, at a price of 116-17 (A) before falling to 112-22 on December 6 (B), forming
an isolated low. The next day, the retracement rally reached 114-19, hitting the 50%
retracement level (C).
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FIGURE 5: JUNE 1997 T-BONDS. The contract peaked on May 13 at a price of 110-
22 (A). Over the next two weeks, the price fell to 108-17 on May 27. Therefore, the
isolated low established on May 8 at 108-30 (1) was broken as well as the isolated low
established on May 15 (B). Either of these events would have indicated that short-term
levels of support were broken and a correction was under way. Count back three

FIGURE 6: MARCH 1997 T-BONDS. On December 20, the contract reached a high
of 113-21 (A), passing the isolated high of 113-18 established on December 16 (B).
Counting back three isolated highs results in the December 3rd high at 116-17.
Calculating the Fibonacci retracement levels, we see that the high of 114-06, which
traded on December 30 (C), touched the 50% retracement level.

consecutively lower isolated lows for calculating the retracement percentages. That
isolated low is 106-12 from April 11 (3). As you can see, the retracement to 108-17 on
May 27 leveled off at the 50% retracement level (C).

term trend. Often, a retracement will take out a former isolat&8. Either of these events would have indicated that short-term
high or low, creating a countertrend movement that is correlevels of support were broken and a correction was under way.
ing a longer-term trend. Another condition that suggests aHowever, if you werestill bullish, then count back three
larger retracementis under way is if the retracement trend itsmifisecutively lower isolated lows for calculating the retracement
is marked by isolated lows or highs being surpassed. In thircentages. The isolated low found in this fashion is 106-12
case, as a simple guideline, count back three isolated highfr@m April 11. As you can see, the retracement to 108-17 on
lows to determine the appropriate points to measure the suppaty 27 leveled off at the 50% retracement level. This is a level that
or resistance levels. you could have identified when the3tQ 2level was broken on
Let's walk through an example of using this guideline. INay 21.
Figure 5, the June T-bond contract peaked on May 13 at a pricEigure 6 is an example of a bear market rally where the
of 11022. Over the next two weeks, the price fell to 108-17 @reviousisolated high is surpassed. This example is a continua-
May 27. Therefore, the isolated low established on May 8tain of the market activity illustrated in Figure 4. On Deben?0,
108-30 was broken as well as the isolated low established on May March 1997 T-bond contract reached a high of 113-21,

<+ 12:43 USU7 - Treasury Bond-Day Pit. Sep 97. Daily P005 <+ 12:25 USU7 - Treasury Bond-Day Pit. Sep 97. Daily P005

Page][105 ][3][[Window] system ] [Exit][2 ]
1700
1389 11616
11600
<intD>
11516 11516
<Hist>
1.000
= Study 1 os1e)
11500 = 11500
Bar B 1 ¢
| 4 I 0500)
. 1416 @ - 1416
I_ F-I | Trend | I_
. 0618 1140 1400
_I B BDIF 41

]
. 1 L 2
11316 MACD 11316
ol
1 I 11300 RS 11300
Vol
1_ 11218 1_ 11218
0.000 11200 A U@‘uznn
Aug Aug
| | Jos Joa Tt Tis | | Jos Joa Tt Tis
NUM P05 (1243 NUM P05 1225

FIGURE 7: SEPTEMBER 1997 T-BONDS. Here, the contract peaked at 116-31 on
August 1, 1997, and fell to 111-31 on August 13. Next, the market formed an isolated
high on August 14 at 113-24, and the next day, the low was surpassed; however, the
market rallied to a new high, forcing anyone who shorted the selloff to cover.

FIGURE 8: SEPTEMBER 1997 T-BONDS. If we measure from the August 13th low
of 111-31 (A) back to the high of August 1 at 116-31 (B) and calculate the retracement
levels, we can see that the 50% level nearly matched the 75% level (C).
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FIGURE 9: SEPTEMBER 1997 T-BONDS. The bars are colored green when the RSI
is above 50 and red when the RSl is below 50. During three months between late April
and mid-August, the majority of the bars are green, indicating that the RSI has not
moved below 50, a very strong sign of strength. In addition, when the RSI did move
below 50, it stayed above 40, indicating the decline was within the context of a bull
market.

FIGURE 10: SEPTEMBER 1997 T-BONDS. Market momentum is positive, indicated
by the green bars, and the market traded back through the previous isolated low.
Therefore, we count three isolated lows back and measure our retracement points. On
June 30, the market hit the 61.8% retracement point. The next day, the market rallied
above the previous day’s high as well as violated adowntrend line (A), signaling a point
to go long the market. The trend was up, a corrective retracement ended and the

market moved to a new high.

passing the isolated high of 113-18 by three ticks, a highove 50, but very rarely will it surpass 60.
established on December 16. Counting back three isolate®uring bull markets, the ® may drop below 50, but the 40
highs results in the December 3rd high at 116-17. Calculating lénel will be coincident with an upward turn in prices. The
Fibonacci retracement levels, we see that the high of 114-€@ndard notion that 20 is oversold and 70 or 80 is overbought
which traded on December 30, touched the 50% retracement leskgbuld be modified. Consider that during bear markets, the
As an example of overlapping retracement points, FigureoVerbought reading is 60, while during bull markets, the
shows that the September 1997 T-bond contract peaked at 116v&tsold reading is 40.
on August 1, 1997, and fell to 111-31 on August 13. Next, theThere is one drawback to usingiRor determining the
market formed an isolated high on August 14 at 113-24, andtiend. As the market peaks or troughs, th@ WRill have
next day, the low was surpassed; however, the market rallied sustained high or low levels, but the signal, a crossing of 50
new high, forcing anyone who shorted the selloff to cover. indicating that the trend has changed direction, will/ésy
At this point, the market continued higher to the 75%te. Thus, another method should be considered for exiting a
retracement level, which is unusual for a downtrend. Howevegde to avoid a disastrous loss of profits.
if we measure from the August 13th low of 111-31 back to theAs an example of good and bad, let’s look at Figure 9, which
high of August 1 at 116-31 and calculate our retracemeras the bars colored green when teasabove 50 and red when
levels, we can see that the 50% level nearly matched the 1h&RsI is below 50. During three months between late April and
level (Figure 8). mid-August the majority of the bars are green, indicating that the
RsI has not moved below 50, a very strong sign of strength. In
M OMENTUM addition, when the & did move below 50, it stayed above 40,
So far, | have alluded to using Fibonacci retracements fonting — that is, not as a rule but as an indication — that the
trading with the trend. But trading with the trend of momentudecline was within the context of a bull market.
is the real key. There are many technical indicators for measurof course, by the time ®kdid move below 50, a generous
ing momentum; my personal favorite is J. Welles Wilderjsortion of the rally had been retraced, which is why | recom-
relative strength index @. Most people think of the®®as an mend using an additional tool for exiting trades. One trick to
overbought/oversold indicator, used to spot divergences afedermining whether any single day is going to flash a change
market reversals. by closing below or above 50 is to calculate for each day arange
Let me introduce another technique that usesd® an ofclosing values and determine what ttsevill be for that day
indication of the direction of the trend. To do this, | use a 1l4the market closes at this level. In that way, you will know the
period Rsi and look at its current reading. As a rule of thumiprice level you need to consider for positioning in anticipation
if the RsI is greater than 50, then the trend of the momentwhthe closing price.
will be up and | look for higher prices. Likewise, if thelis
below 50 and the trend should be considered down, and | |doKE GENERAL APPROACH
for more falling prices. But | should note here that this is on§o how can you combine these guidelines into some semblance
a guide; there are times when a bear market rally will edgiea plan?
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First, for a buy, look for the ®to be in a bullish mode — trend, but placing positions after the end of a countertrend
persistent readings greater than 50, indicating a bullish tremehvement, can aid you in your overall performance. | pre-
Next, establish retracement levels of 38.2%, 50% and 61.8%nted one set of guidelines for this style of trading. Develop-
Itis not advisable to simply place resting orders at these levalg.a similar set of guidelines, something specifically designed
One trading approach is to place a buy stop over the high oftiheneet your own needs, and reviewing the technique on a
bar that penetrates the retracement level; then, if the matkistorical basis on your favorite market can take you to the next
moves higher (that is, through your buy stop), place your stégvel of tradingWhether this takes into account the Fibonacci
loss order below the low of the same bar. A second approacdeiges or momentum is up to you.
to draw a tight trendline along the highs of the bars of the
correction for a decline, and along the lows for a rally in a begtnom Hartle is Editor of 8 cks& COMMODITIES
market. Enter into a position at the violation of the trendline.

For example, in Figure 10 you can tell by the green bars that
the market momentum is positive; the market traded baREFERENCES AND RELATED READING
through the previous isolated low. Therefore, we count thrPeummond, Charles [1979How to Make Money in the Fu-
isolated lows back and measure our retracement points. Onures Markets — and Lots of Brummond Publications.
June 30, the market hit the 61.8% retracement point. The nésdst, A.J., and Robert Prechter [198H]iott Wave Principle,
day, the market rallied above the previous day’s high andNew Classics Library.
violated a downtrend line, signaling a point to go long théorob’ev, N.N.[1961]Fibonacci Numbergergamon Press Ltd.
market. The trend was up, a corrective retracement ended @fldler, J. Welles [1978New Concepts in Technical Trading

the market moved to a new high. SystemsJrend Research.
FINISH
Developing technical skills that enable you to trade with theee Traders' Glossary for definition
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