
Preface

The most incomprehensible thing

About the world is that

It is at all comprehensible.

Albert Einstein

The beginning of a trading career is filled with excitement — independence,
freedom, and the potential to make money. After building up a starting stake
and reading as many books about the market as possible, the new trader is ready
to wade into an ocean of stocks with a raft of ideas. As the trader soon discovers,
however, a good idea does not always translate into a good trade. A long string
of losing trades will have the trader jumping from one idea to another without
realizing that having a "system" is just a single cornerstone of trading success.

The most popular trading books focus on technical analysis and pattern
identification, suggesting an underlying order to the stock market. Unless the
trader has a framework for trading these patterns, the process of trading can be
both subjective and overwhelming. When certain patterns stop working, the
trader will abandon them just before they resume working again, resulting in a
never-ending quest for profits.

This is the first book to give a trader a complete, automated framework for
trading stocks: a model that encompasses money management, position sizing,
order entry, and a set of trading systems. Nothing is left to chance during the
execution process, while the trader is freed to create. The model imposes disci-
pline on the mechanics of trading, not on the creative aspects of system design.

The reader should have several years of trading experience and a background
in technical analysis. Proficiency in either trading systems development with a
language such as EasyLanguage® or software development using a computer
programming language such as Visual Basic will complete the experience.

Chapter 1 is a presentation of the trading model and its components. First,
we present a summary of the trading systems. Then, we establish the system
standards for position sizing, trade entry and exit, and filtering. Finally, we



complete the model with a brief analysis of some common technical analysis in-
dicators and t h e i r impact on system performance.

In each of Chapters 2 through 7, we design and develop a trading system
based on a single concept. We define the system rules, code it in accordance
with the trading model, and then present some examples of actual trades with
charts and rationale.

In Chapter 8, we create two market models using two different approaches.
First, we apply all of the trading systems to various market and sector indices to
create a bottoms-up model. Then, we adapt the pattern trading system to a set
of sentiment indicators to create a top-down model, comparing the results of
each model.

Chapter 9 takes the professional trader through a real-time trade analysis
from the closing bell of one day to the opening bell of the next. The daily cycle
of position management and chart review is described in detail.

Chapter 10 presents a different perspective on day trading. After a brief
Level II tutorial, we show how any trading system can be adapted to intraday
time frames. Here, we introduce several day trading techniques that integrate
traditional technical analysis with direct access tools.

Chapter 11 is the complete implementation of a trading model, including
source code for money management, position management, and a complete set
of trading systems. The code can be compiled into TradeStation, and the execu-
table code can then be run as a professional trading platform.

In writing this book, we acknowledge the achievements of some of the
lesser-known yet influential technicians who approached the market from an
applied scientific perspective: Dunnigan, Gartley, Schabacker, and Taylor. We
can only imagine their reaction to the images of charts and indicators being
drawn in real-time as a soothing voice tells the trader when to buy and when to
sell.

The next generation of trading software is already being written to merge
the world of trading with the world of software—the integration of price
streams with scripting languages, the transparency of database access to many
sources of market data, and the dynamic composition of new types of market
instruments synthesized from the fine granularity of multiple data feeds. The
evolution of trading from art to science is just beginning.

Mark Conway
Aaron Behle

San Diego, California
April 2002

Contents

PREFACE

CONTENTS

TABLE OF FIGURES

IX

XI

XVII

1 INTRODUCTION l
1.1 Acme Trading Systems 2

1.2 System Summary 4

1.3 Chart Indicators 5

1.4 A Trading Model 6
1.4.1 Portfolio 7
1.4.2 Trade Manager 12
1.4.3 The Trading System 19
1.4.4 Trade Filters 22

1.5 Performance 32
1.5.1 A Tale of Two Stocks 34

2 PAIR TRADING 39
2.1 The Spread 40

2.2 Spread Bands 41

2.3 Short Selling 44
2.3.1 NYSE Rules 44
2.3.2 Nasdaq Rules 45

2.4 Hedging 45

2.5 Pair Trading System (Acme P) 46




