CHAPTER 2

SWING TRADING

"Speculation, in its truest sense, calls ‑for anticipation.


Richard D. Wyckoff

It is important to understand the basics of swing trading to understand how our strategies work.

Since the days of Charles Dow, traders have written about two distinct methods of trading. The first is playing for the Iong pull.‑‑‑This involves trying to determine the underlying value of a market or security through fundamentals. A trade is then held until a revaluation takes place. This is analogous to trend‑following strategies which ultimately depend on longterm economic policies or fundamental shifts in supply and demand. The second method of trading, as described by Dow back in 1908, was to "deal in active markets making many trades, and relying on stop loss orders for protection." This came to be called "swing trading." Trading opportunities presented themselves on both the long and short side, regardless of what the underlying long‑term trend was.

Swing trading is anticipating the market's next move, and asking what is the most probable outcome. For example, if a market broke support and had a sharp move down, the strongest trade to make would be to sell the first rally. This is because the most probable event would be for the market to at least make a retest of the new low before it could, with any high degree of probabilitybe expected to reverse direction again.

The main goal of each trade is to minimize risk rather than maximize profit. Positions are managed according to the market's behavior after we've made our trade. We can't really predict the outcome. For example, if we are trading on a test, we don't know if it will lead to a true reversal or just a consolidation pattern before further continuation of the preceding move. We are trying to achieve a "headstart" in the right direction together with a chance to put in a tight stop.

Trend following gives a trade room to breathe and allows for drawdowns. Swing trading depends on NOT riding out reactions or giving up profits already won. Trades should be exited either in the direction of price movement or just as the price reverses. Trailing stops will lock in any profits gained.

Trading should take advantage of extremes in price action, high volume, and liquidity. All the patterns in this book are designed to capture profits in active market conditions. We will teach you to seek out emotional extremes in the marketplace, and then show how to identify the difference between smart money and late‑public buying/selling.

The strongest pattern in swing trading is trading on tests of previous highs or lows. These tests form a "double stop point," and offer ail excellent trade entry location with the least risk of loss. A low test at which to

EXHIBIT 2.1 "Double Stop Point"
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go long can make either a slightly higher or lower low, but support cannot be established until there has been a test! It is after a successful test (that is, the market has tested a previous high or low and stopped there again), that many of our setup patterns occur.

The second type of trade is made by entering on a reaction or retracement. This is "buying a higher low" in a sequence of higher lows and higher highs (or selling a lower high in a series of lower lows and lower highs). In this case there will only be a single stop point, but since the trade is entered in the direction of the prevailing trend, no test should be required.

EXHIBIT 2.2 "Single Stop Point in a Trend
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The final type of trade is a climax or exhaustion pattern.

The most successful climax trades will occur in a high volatility environment, and AFTER the market has already reversed. You must see the "climax stop point" already in place before you enter your position! If your entry is correct, the market should move favorably almost immediately.

Swing trading is also learning to ANTICIPATE one of these three types of plays. With the majority of patterns in this book, resting orders can be placed ahead of time, so it is not necessary to watch every tick. However, over time, you should find that your tape reading skill (your ability to follow the market's action) has become greatly refined!
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EXHIBIT 2.3 "Climax Stop Point

[image: image3.png]



Here are some of the other basic tenets of swing trading:

•
Stay in one time frame! Yes, it is important to be aware of the big picture, but it should not affect where you get into or out of a trade or how you manage it. Don't turn short‑term scalps into "big picture" trades.

•
When in doubt, get out! If the market goes dull and quiet after you enter a trade and makes no progress in the direction of your entry, do not wait until your stop is hit. Just get out! Seek a more active market or better trading opportunity. All of the strategies in this book should reward you immediately. If they don't, it is likely your trade will turn into a losing one.

•
Don't trade in quiet, dull markets. Dow, Livermore, Rhea, Taylor, Gann‑all the greats say this over and over. There must be activity and liquidity in order to trade profitably.

•
Don't carry losing positions overnight. Exit and try entering at a more favorable level the next day.

•
If the market offers you a windfall profit on a trade, lock it in! (Windfall means a much bigger profit than anticipated.) Take profits on half or all of the position. Trail an extremely tight stop on any balance!
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•
Finally, remember that both in short‑term trading and mechanical systems, the distribution of winners is skewed. Most of a month's profits might come from only two or three big trades. Much of the time the individual profits may seem small, but more importantly the losses should be small, too.

It is vitally important to lock in" the best trades. Be defensive and don't give back profits when swing trading!

