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Preface

Over the past 20 years the use and misuse of the Fibonacci Summation series has proliferated
to the point that commentators on the nation’s TV business channels are now resident experts.
1 lay no claim to being an expert. I have, however, studied the subject of Fibonacci numbers ex-
tensively, especially how it relates to trading. I have always taken the pragmatic position that if
I could not use what I was studying to help in trading, then I was not interested in pursuing it
any further. If this material can stimulate your interest in the subject, then introducing you to
the subject will have been worthwhile. A word of caution, this material is based on the prob-
abilities of trading. The art of trading is one of risk management. Amos Hostetter, one of the
founders of Commodity Corporation in Princeton, New Jersey, used to say, “Take care of losses
and the profits will take care of themselves.” 1 use this quote a lot because 1 believe it is very im-
portant!

The pattern recognition methodology illustrated in the text will be of interest to anyone
that has ever traded using technical charts. I can say with confidence that there are very few
who have researched patterns to the extent I have. Some of the references date back to the early
1800s. Each of these patterns is based on ratio and proportion. A technical chart is nothing more
than a road map with a price and time axis. These patterns repeat with a great deal of regular-
ity. Some of my best students have been airline pilots. They seem to approach trading like they
approach flying, following a flight plan. The similarities to trading are numerous.

Finally, one of my goals in writing this book is to expose you to the subject of ancient ge-
ometry. Fibonacci numbers are an integral part of the numbers that make up the subject of
ancient geometry. It will be of interest to some of you that many of these sacred ratios have
their origin in the cosmos. I will not spend a significant amount of time relating my experiences
in astro-harmonics research. The subject is too vast for me to consider here. More importantly,
it is not necessary for profitable trading.
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Stock Trading Using Pattern Recognition and Geometric Ratios

Introduction

Leonardo de Pisa de Fibonacci and Beyond

On the eastern seaboard of Italy, about an hour’s drive from Florence, lies the town of Pisa. It
was here that Fibonacci was born. He was a thirteenth century mathematician who primarily
worked for the royal families of Italy. The work for which he is most famous is the Libre Abaci
(Book of Calculations). His award for this work was the present day equivalent of the Nobel
Peace Prize. Fibonacci was largely responsible for the use of arithmetic numbers versus Roman
numerals. Before Fibonacci, the number 30 was written XXX. After his Libre Abaci, it was writ-
ten 30.

Legend describes his journey to Egypt as one of great discoveries. He went to Egypt to
study the mathematical relationships contained in the pyramids.

Those of you who really want to study the math contained in the pyramids should read
Peter Thompkin's book The Secret of the Great Pyramids. 1t is not my intention to explore all of
the geometry in the pyramids, only the Fibonacci Summation series. Fibonacci found this series
when he studied the Great Pyramid at Giza. The series is the sum of the two previous numbers
0,1,1,2, 3,5, 8 13, 21, 34, 55, 89, 144 to infinity. Dividing one number by the next after
the eighth sequence yields 21+ 34 = .618. This just happens to be the relationship of the height
of the Great Pyramid to its base.

|
|
|
|
:.618
|
|
|
|

Base=2.00
Half Base=1.00
Height=1.27
Slope=1.618

Diagonal =1.902 V(2.618 +1)

This additive series of numbers is based on the equation: Phi+ 1= Phi squared (¢ + 1 =¢?).
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What Fibonacci did for me was to open my eyes! These are the relationships that are con-
stantly in the market, | first started using Fibonacol numbers in 1974 at the urging of John Hill,
Sr. of the Commodity Research Institute of Hendersonville Morth Carolina. I read all of Elliott's
papers and his correspondence with Charles Collins, Years later, Frost and Prechter wrote the
hook Elliott Ware Theory, which explained the wave structure and the use of Fibonacci numbers.
It concerned me that not all the waves were 382, 500, .618, 1.618, It was not until 1988 that |
began using the square root numbers of the Fibonacci series V.618 = 786 and V1.618 = 1.27.
Armed with these two sguare root relationships, the wave structure can be more easily ex-
plained. Bryce Gilmore's first book, Geometry of Markets, brought the ratios to the public's atten-
tion. The Ellion Wave Newslerter hag never used these ratios as far as 1 know, 1 used to fax infipr-
mation to them on the square root numbers, but they never responded. Robert Miner of the Dy-
namic Traders Group in Tucson, Arizona, uses all of the harmonic ratios. It is my opinion that
his newsletter and technical work i3 the best in our business. If you don't have the time to do
the work, Robert Miner, one of the best techniclans on this planet, will do it for you at a small
monthly cost. This reminds me of one of my favorite guotes from my friend and fellow trader,
Jim Twentyman "Defy Human Nature—Do the work yourself.”

What this book is going to do is {llustrate how to use the Fibonacci ratios, their sqguare
roots, and their reciprocals to determine the structure of wave vibrations. Of al] the hooks I
have in my library, none of the Elliott Wave material covers this important concept. I am going
to keep it as simple as possible. If you can glean only one or two concepts or patterns, then this
material will not have heen written in vain. I can promise you this much. If you study the ratios
and patterns shown here, you will realize that markets have a definite pattern hidden within
their chaos. Sortdng through this chaos can enlighten you. The goal here is not to try to predict
the future or even to know what is going to happen next, No one knows that! (Well, there is One
who knows, but He doesn't trade.) It is not necessary to know what 18 going o happen in 5 days.
What iz necessary is to determine how much risk and profit potential is available in the next 5
days. Probability is the name of the game. Risk contro] is of tantamount importance, Winners
think in terms of how much they can lose, Losers focus on how much they can win, "Take care
of your Insses and the profits wall take core of themselves.” — A BT

By the time T have finished, T hope you will see the correlation of geometric patterns to
the ratios and proportions illustrated. 1t 15 going o be as simple as 1 can make it for vou.
Should you want more elaborate reading material it will be listed in the bibliography.

The material here has always proven exciting to me and my fellow traders who also sub-
scribe to this approach to the market. In my opinlon, it answers the question, “Can there be order
in the chaos of the market™ 1 wish I could have known this much about the market 20 years ago!

One more thought about the square root number from the golden mean. These numbers
were first revealed in William Garrett’s incredible book The Torgue Analysis of Stock Market
Cycles. This is hands-down the best book on cycles [ have ever read. There were only 200 copies
sold in 1972, The remainder were destroved by Prentice-Hall due to lack of interest, The book
was recently republished by Ruff Publishing (509-448-6739). An excellent choice for every library.
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There are a lot of charts in this book, 1 know of no other way to illustrate these concepts.
Charts were selected from all areas, from commeoedities to the Dow Jones stocks, Several differ-
ent time frames were selected because these patterns are found in all time frames,

Do not be disappointed if you do not see the traditional Elliott Wave pattern labeling, 1t is
not neccesary when you are using short term pattern recognition. What is important is the ra-
tio and proportion of each wave. Frankly, I never felt too comfortable about exactly identifying
the precise Elliott Wave count. This was brought to my attention most vividl y several years ago
at my trading house in Pismo Beach, California, Bryce Gilmore and Robert Miner were discuss-
ing T-Bonds. They both came up with different Elliott Wave counts. They humbly admitted that
they were both righi' And these are two of the best technicians 1 have ever met. Bryce intro-
duced the technician to the true geometry of the market, with his software program and book,
Wave Trader, 1 count him as ane of my very good friends and I will always be indebted 1o him.
Although Elliott Wave devotees may cringe at this thought, you need not be overly concerned
with wave labeling, but the square roots and their reciprocals can go a long way in analyzing a
wave in the true Elliott sense,
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Harmonic and Vibratory Numbers

I included the section on Harmondc and Vi-
bratory numbers early in this book so the
reader will begin to think in terms of repeti-
tions and swings.

Reluctance to share some of their most
precious trading secrets is probably inherent
in all traders, 1 am no exception. What you will
observe in this chapter s, in my opinion, one
of the best kept secrets in technical analysis.
These harmonic, or vibratory numbers as I re-
fer to them, can be incredibly useful for profit
projection and stop placement. Every com-
maodity, stock, or speculative instrument has
its own vibratory number, It is as natural as
each element on a chemical chart having its
owtl humber. Traders who specialize in trading
one speculative vehicle use these numbers all
the time. They don‘t know why, except that
they repeat day after day. The next few pages
and charts will describe these numbers and il-
lugtrate their usage. Make no mistake about
this section: it could be one of the most effec-
tive tools you can wse as a trader.

My first interest in these harmonic or vi-
bratory numbers occurred in 1979 while 1 was
operating the commaodity department for
Drexel Burnham Lambert in southern Califor-
nia. Jim Twentyman was working with me and
occupied the adjointng office. A small window
was located between the offices so we could
talk without using the phone. Jim had just
moved from Contl Commodities where he was
a very successful broker/trader. He was now
helping me manage my C.T.A. firm, A V.M. As-
sociates. Jim purchased a Wang computer in
1977 to do research on cycles and numbers.
He also took a two year sabbatical to study the
works of the legendary trader W.D. Gann,

I had access to the library of the Invest-

ment Center Bookstore in West Los Angeles,
This library had the finest collection of books
that I had ever seen. Any book that I ever
heard about was there, including rare astrologi-
cal books and old technical books from the
19205 and 19308, Once you go through this vin-
tage material you will realize there is not a lot
that is new to technical analysis. Most assur-
edly there are new concepts and idcas, but
most material can be traced back to earlier
traders. I think you will agree that the concept
of harmonic or vibratory numbers fits into the
“new idea” bracket.

The easiest way to describe why har-
monic numberz work the way they do is to use
an analogy. Suppose you were to drop a rock
into a pool of water. (See illustration below.)
Once the rock hits the water, waves will vi-
brate from the center of impact unti] the

Why Harmonic Numbers Work

Ripples or
Wava Vibrations
A
3 ,f‘ﬁ
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thrust of the rock hitting the water dissipates.
There are four things that will determine the
consistency and duration of the waves: 1) The
height from which the rock was dropped; 2)
The weight of the rock; 3) The depth of the
WHTET,

Markets react to thrust in much the same
way. Typically, a new announcement or sched-
uled economic report will cause this thrust in
the speculative markets, Currently, the finan-
cial markets respond to Gross National Prod-
uct, employment data, both the Producer Price
Index and Consumer Price Index, pluz many
athers, Veteran traders remember vividly how
the Money Supply numbers of M'and M?
would shock the markets each week. Now you
must search to find these economic numbers.
Spon a new leader of economic fundamentals
will emerge and the current leaders will take
their place in the history books.

Jim Twentyman has an obsession with
correct data. He has the best data [ have ever
seen. 1t is flawless! What Jim and I did was to
categorize all the price swings over a five
minute bar chart in all major commodities.
The S5&P data was done in 1985, We entered
cach of these into the Wang computer by
hand. The computer would then search for
values of the price swing and report the fre-
quency distribution of each price swing. When
the distribution is skewed vou would get a
Poisson distribution and your first hint of a
harmonic or vibratory number. It was then ap-
parent that the only way you could prove this
theory was to look at thousands of charts to
see if the premise was valid. We tested the idea
and found it statistically accurate and quite
usefu! in technical analysis.

Technicians will agree that chart analysis
is tantamount to reading a road map. There 1s
an X axis and & Y axis. Chartists depict the X
axis for time and the Y axis for price. Onece the

coordinates are found, you know the exact
spot where price and time meet. This informa-
tion is not going to tell you what will happen
next. Nothing can do that! What it does tell
you is that a pattern may be completed at that
time. The neural network | am using does just
that; and harmonic numbers help with this es-
timation. It has categorized these patterns in
time and price.

As a trader, | must decide when to enter
and exit the market, This i3 what trading is all
about. I then ask myself two guestions: 1) Is
the pattern and ratio signal present? and 2)
Can I afford to take the risk? If the answer to
both of these questions is “yes,” then [ must
take the trade. Mo one can tell which trades
will be successful. This is a game of probabili-
ties, but the odds and payoffs are on my side.

The only way you can use harmonic
numbers is to go through example after ex-
ample yourself and see how they work. It is
not necessary w know why they work—they
Just work! Revealing something as important
as those numbers used to be of concern to me.
Jim Twentyman put my mind at ease with this
original quote: “Defy human nature—do the
work yourself™ That sums it up! Most traders
want the work done for them. Is it laziness,
lack of commitment or desire? I really don't
know. What I do know is that only 10-15 per-
cent of those reading this book will actually go
forward and study intraday charts to prove the
value of Harmonic Numbers.

The harmonic numbers illustrated here
are onés that 1 am sure work. (There is a big
clue on how to find vibratory numbers if you
are interested and I'1] give you that clue if yon
call me in Tucson, Arizona- 520/529-0469.)
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Order from chaos in the
Fibonacci Summation series?

I found it helpful ever the years to view
any matket as a vibration from some energy
point. What happened leaves clues wo the fu-
ture of price movements. The Fibonaccl Sum-
mation Series is related to chaos theory.
Within the chaos of market action are identifi-
able patterns that repsat with great frequency.
One of the unusuat properties of the Fibonacei
series can be illustrated by the following ex-
ample: take any two numbers from 1 to infin-
ity. Any two numbers will work, but I will start
with 124 and 963. Notice what happens when
you do the following: add the sum of

124

+ 963

1 1087
+ 063

z = 2050
+ 1087

3 = 3137
+ 2050

4 = 5187
+ 3137

5 = 8324
+ 5187

6 = 13,511
+ 8324

7 = 21,835
+ 13,511

a =35,346

When yvou divide the seventh harmeonic vibra-
tion by the eighth harmonic vibration you get
the number .618 (21,835« 35,346 =61 8). Once
the eighth harmonic is reached there will he
virtually no change in the ratio of the numbers
as you approach infinity. This is a good ex-

ample of how two random numbers can be re-
lated in the future. Price and time patterns
show the same characteristics when they re-
peat.

S&P—The S&P 500 has a total of five har-
monic numbers; three primary and two sec-
ondary numbers. Secondary harmonic num-
bers are important in strongly tréending mar-
kets. Primary harmonic numbers are: 270, 350,
540, Secondary harmonic numbers are: 170,
110.

Treasury Bonds—Treasury Bonds have a
harmonic number of 20. When Treasury Bonds
exceed 20 Bticks they will most often proceed
to 40 ticks. In strongly trending markets, mul-
tiples of the tick harmeonic should be expected
(i.e., 2x20, 3x20, 4x20).

Dow Jones Imdustrials—The Dow
Jones Industrials have a total of three har-
monic numbers: two primary (3% and 105) and
one secondary (70).
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Proportions of Importance
Sacred Ratios from 1-5

Ratio

1.000
1.272 .
1414254 ..

=+ 3.000
3.142
4.000

- 5.000

These ratios are not “sacred” in the religious sense, but they are
sacred 1o the study of geometry. Just aboul every price swing imagin-
able can be found using one of these ratics. For trading the patterns

 use, you only need to look for five ratios: .618, .786, 1.00, 1.27 and
1.618.

It can be very helpful 1o know the market you ara following is
vibratory to .707 or 1.414 inglead of the 618 or 1,618,

Finding out why the market did not make one of five ralios can ba
vary important in determining what it is going to do naxt. The following
charts are examples of ¥2 and 142




Procter & Gambie (PG) Butterfly Pattern
Utilizing the Root 2 Numbers

I Butterfly Top

Butterfly Pattern forms at

an exacl 1,414 sxpansion. First reaction
gtops at 1.414

of pravious
1.414 = V2 swing.

Ensnsaaﬁsnsﬁsistgﬁsasﬁsm

gL
™
93
m
;|
i
a7
Bs
a4
a2
a1
k)
F
)
75
P
T2
]
63
67
66
61
fi3
61

Dupont (DD) Head and Shoulders Pattern
Utilizing the Root 2 Numbers

1.414 = V2
707 = 1+
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The Geometric Characteristics of a
Price l:hart
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Geometric Principles
by Bryce Gilmore

Philosophical Geometry

Anciﬂnt philosophers taught pupils the
arts of Sacred Geometry in order to develop
their faculty of tnduition.

Geometry attempts to recapture the or-
derly movement from an infinite formlessness
to an endless interconnecited array of forms,
and in recreating this mysterious passage from
one to two, it renders it symbolically viable.

The practice of Sacred Geometry is one
of the essential techniques of self<levelopment.

Geometry deals with pure form, and
philosophical geometry reenacts the unfolding
of each form out of the preceding one.

The Canon of Proportion

The binding natural law of mathematics
as we know it today originates from the cos-
mos. It was not invented by man, just revealed
to him through his study of the planets.

The Seventh Wonder of the Anclent
World, the Great Pyramid of Giza, holds within
its structure all the math *secrets” we need to
know,

The pyramid is a graphic representation
of the Earth and Moon and their combined
movements arpund the Sun, It demonstrates
the binding relationships between the square,
circle, and the Golden Mean,

i R
4 ™

Modern day scientific studies have {among
other things) confirmed the measurements of
the Moon and the Earth

The radius of the Moon is 1090 miles and
the radius of the Earth is 3960 miles. A com-
bined total of 5040 miles (Plato's mystical
number and in calendar days equal to 720
weeks, 2 times 360, 3 times 240, 4 times 180, 5
times 144, and 8 times 90).

A square encompassing a circle repre-
senting the Earth has four sides, each egual (o
the diameter of the Earth, i.e., 3920 by 2 or
7920 miles. The perimeter of this square calcu-
lates to 31630 miles (4 times 7920, 44 times
720, 88 times 360, 132 times 240, 176 times
180, 220 times 144, and 352 times 90).
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If the Moon and the Earth were placed
side by side (see illustration on previous
page), the distance between the two centers
would be equal to the sum of the radii, i.e.,
3920 plus 1080, which equals 5040 miles. A
circle drawn using the combined radii of 5040
would have a gircumference of 2 ror 2 x 22/
7 % 5040, which equals 31680,

The relationship of the circle's circumfer-
ence to the square's perimeter is 1.000:1.000.
This geometric exercise is known as sguaring
the circle. Pi is the Pythagorean measure of
22/7 used to calculate the dimensions in a
circle or sphere. In decimal form P i the irra-
tional number 3,14159.

The radius of the circle 5040 (1080 +
3960} as a factor of the Earth's radius is egual
to 5040:3960 or 1.2727:1.000. And 1.272 is
mathematically the square root of 1618,

Squaring the Circle

/R
\\

1618
1000 \

SOLUARING THE CIRCLE
Parimeter of the square is ecual
1o carcumderance of tha drde,

N

SOUARE = 8000 CIACLE = 8.000

/

51.8 deg

2,000

A hypotenuse calculation for a right-
angled triangle using the 5040 radius of the
above circle and half the side of the above
square, i.e., the radius of the Earth 3960,
would give the following result.

Using the Pythagorean theorem, i.e., the
length of the hypotenuse in a right triangle (90
degree triangle) will be equal to the square
root of the sum of the squares of the other two
sides.

Hypotenuse = sguare root [{(5040 x 5040)
+ {3960 x 39607)) = 6409 miles.

If we call the base of the triangle the
Earth's radius, i.e., 3960, then the hypotenuse
6409.6 as a ratio of the base 3960 is 64093960
or 1.618:1.000,

The irrational number 1.272 is the square
oot of 1.618, L.e., 1.272 = ¥1.518.

It can be demonstrated by this exercise
where the designers of the Great Pyramid of-
Giza procured their measurements, It can also
be seen that the irrational numbers of §=
1.618 and & = 3.14159 are related,

1/4 (3.142) = 0.786 {1./4.618)
1/4 is the harmonic ratlo from the square and
1.618 iz the Golden Mean.

Harmonic Ratios from the Square
The Diagonal of the Square
{Root 2 = 1.4142)

The square is bounded by four equal
sides at right angles to each other.

Using the Pythagorean theorem we can
calculate the diagonal length. This number
will always maintain the same relationship to
any side of the square (1.4142:1).

A square with sides equal to 1.000 has a
diagonal of: ¥{1* + 1% or V2, which is 1,4142

The diagonal of any square relates as
1.4142:1.000 with 1ts side.

Expanding a square by the ratio of its df-
agonal produces the Harmonic Ratio Series.

1.0:00 1.4142 2000 2.828
The inverse ratio relationships are:
0.354 0.500 0,707 1.000
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1.618 is commonly known as the Golden
Mean, is represented by the Greek symbol @
and iz called PHI.

If we call the height of the triangle the
combined radii of the Earth and Moon, L.e.,
3860 + 1080 or 5040, then the hypotenuse 6409
as a ratio of the height is 6409:5040 or
1.272:1.000.

Those of you who would like to explore
the many complexities of the geometry of mar-
kets should get Bruce Gilmore's book Gepmetry
af Markets and Robert Miner's Dynamic Trader.
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Stock Trading Using Pattern Recognition and Geometric Ratios

The Primary Patterns

Thiﬁ section discusses the primary patterns [
use in trading. Many of my students ask me
why I share this information. It is quite simple
and has a two part answer. First, all of these
patterns were found by someone else over the
past 70 years. Second, every trader has his
own time frame that he likes to trade, so the
chance of a self-fulling trade expectation is
very remaote.

One very important difference will
emerge from this section on pattern recogni-
tion. That difference is that all of the patterns
discussed will be illustrated using the math-
ematical ratios of ancient geometry, of which
the Fibonacci Summation serles is a part. What
I tried to do is show how you can use only four
numbers of the Fibonacci Summation series to
mathematically identify these patterns. I al-
ways thought that the mathematical relation-
ship of these price swings is what the origina-
tors of these patterns fafled to bring up. This is
especially true for the Elliott Wave theoreti-
cians. I studied the Elliott Wave principle ex-
tensively from 1974 to 1978. 1 thought his te-
nets on wave patterns were more like guide-
lings than immutable laws. Tb this day, if you
get 12 Elliott Wave theorists in a room you will
end up with 24 or more interpretations of the
price actien, There is nothing wrong with
that. It is just another way of showing that no
one knows what is going to happen next in the
markets. More importantly it also reitierates
that it 18 not necessary to know what is going
to happen next. What is necessary is to know
the risk on the trade. Since we are dealing
with mathematical relationships, the control of
risk can be quantified easily.

I spent the better part of 30 years looking
at these patterns, My sources originated from

Don Mack at the Investment Center in Santa
Monica, California and John Hill at the Com-
modity Research Institute in Hendersonville,
North Carolina. I de not think I overlooked
anyone who éver described a price pattern.
There are two books that I highly recommend:

1. Profits in the Stock Markef by H .M.
Gartley (1935). This was Gartley’s Stock Mar-
ket course in the 1930s. It cost $1500 which
was eguivalent to 3 Ford automobiles at the
time. On pages 200 to 250 most of the patterns
eéver discussed are found., More trading sys-
tems were rediscovered and sold from this
book than any ather book. This includes: The
Tubbs Stock Market Course, The Trident Strat-
egy, The Reversal Point Wave, and many oth-
ers. The book iz more than 700 pages and
comes with huge wall charts illustrating the
action of the stock market in the 1920's and
1930s. It can be purchased for under $100 from
Traders Press in Greenville, SC, §00-927-8222.

2. Torgue Analysis of Stock Market Cycles
by William Garrett (1971), This book 15 a true
gem. It was the first book ever written that ex-
plores the mathematical and geometrical rela-
tionships of price patterns and how they re-
late tp the numbers of ancient geo-
metry.Garrett's book came out at about the
same time as another book on cycles. James
Hurst's The Prafit Magic of Stock Transaction
Timing. Hurst's book was less expensive and
much ¢asier to read. But the content of
Garrett's book held the key to many answers
about cycles and Fibonacel numbers. Only 200
copies of Garrett's book were ever sold,
Prentice Hall destroyed the remainder of cop-
ies due to the need for warehouse space.

If you spend some time looking through
my bhibliography, you will see that a great
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number of authors are covered. I always felt
that eéach of them contributed to the science of
technical studies,

The Ten Basic Patterns

Fatterns One and Two were first de-
scribed on page 249 of H. M, Gartley's Profirs
tn the Stock Market (see the original illustration
below). It is the basic pattern in the theory of
parallel channels. From this one page in
Gartley's book, two of the most famous trading
systems were s0ld. The first was the Tubbs
stock Market course ($§1500 in the 1950s) and
The Trident Strategy (33000 in 1970s).

Practical Use of Trend Lines

SELLINEIA ST 48 -
PARALLELIS AFRHOACHERY - 5
B e T CTHIYING PONT

Pattern Three
Gartley “222"

The Gartley 222" Pattern (illustrated in
Patterns Three and Four) is one of the best |
have ever found. I named it the Gartley “222*
pattern because it is on page 222 In Gartley's
book, He spent more time describing this
patiern than all the others, This pattern shows
why it is not necessary to pick a top or
bottom—just wait for the first “222* pattern
following the top or bottom. The real beauty of
it is that it contains an AB =CD pattern within
it. This allows the trader to calculate ratio and
proportions of various price waves in order to
determine the risk on the trade. If the day
trader learns only this pattern he will do very
well. It is worth noting that when the *222"
pattern fails (market moves beyond point X) a
major continuation move is in progress.
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Pattern Five

 SellatA

Patterns Five and Six are reaction pat-
terns. The move from point 1 can be 38%,
50%, 61%, 70.7%, T8%, 100% (double top or
bottom), The only time 1 use the 38%
retracement level to find a trade entry iz when
the move from X to 1 is one of tremendouns
thrust (three to five times normal trading
range bars), The market will give you strong
clues as to what 1t will do next if vou watch the
retracements in new moves. If it reacts only
38% on the first reaction swing, then a high
probability exists that the next swing or two
will also be 38% reactions,

Pattern Seven

Patterns Seven and Eight are extension
patterns. It was this pattern that changed my
approach to trading. As I was trading from
Switzerland, where I had spoken to a group of
Swiss bankers, almost every trade I put on
over the last severzl days had been stopped
out on a penetration of point X. In my hotel
room, 1 was calculating why my stop was right
at the high/low of the day. I had placed my
stop right at the 1.27 move of X to 1. It was
upon hitting the square root button on my cal-
culator that I first began to séé the importance
of the 1.27 ratio {(V1.618 = 1.27).

A good rule of thumb is to wait for a
candlestick pattern such as a dofi or hammer
{page 97) when point A is reached. Remember
that this pattern 15 an extension pattern and
there are no guarantees that the swing cannot
go much higher.
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Pattern Nine

Patterns Nine and Ten are the most diffi-
cult to find on daily charts. They are found
more frequently on intraday charts (5 minute,
30 minute, etc.). Willlam Dunnigan described
this pattern in Dunnigan's One-Way Method and
the Dunnigan Thrust Method. The three drive
pattern should be very esthetic to the eyes of
the trader. It should jump out at you. If you
find that you are forcing the pattern to fit
three drives, it is probably not correct. The
most imporiant thing to keep in mind {5 sym-
metry: The waves should be symmetrical in
price and time. (Noite: In her book Street
Smarts, Linda Bradford Raschke refers to this
pattern as the Three Little Indians.)

The diagram above is an example only. It
shows the number of periods could be 3 to 13,
The price swing could also be 1.618,

Characteristics of Patterns

1. Price swing from A to B will be equal to CD
60 percent of the time. The other 40 per-
cent of the time CD will be 1,27 or 1.618
of AB.

2. The BC swing will be 618 or .786 of the AB
move. In very strongly trending markets
the BC swing will only be at the 382
retfracement.

3. Ifthe AR swing is very strong. it will give a
good clue what to expect on the BC
move,

4. The time bars from point A 1o B should be
equal to the CD time bars about 60 per-
cent of the time. The other 40 percent of
the time these time periods will expand
to 1.27 or 1.618 of AR,

5. Should the CD price swing have a price gap
or a very wide range bar, the trader
should interpret this as a sign of extreme
strength and expect to see price expan-
sions of 1.27 or 1.618.
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1. Price swing from A to B will be equal to CD
60 percent of the time. The other 40 per-
cent of the time CD will be 1,27 or 1,618
of AB.

2. The BC swing will be 618 or .786 of the AR
move. In very strongly trending markets
the BC swing will only be at the 382
retracement.

3. If the AB swing is very strong, it will give a
good clue what to expect on the BC
move.

4. The time bars from point A to B should he
equal to the CD time bars about 60 per-
cent of the time. The other 40 percent of
the time these time pertods will expand
to 1.27 or 1.618 of AB.

5. Should the CD price swing have a price gap
or & very wide range bar, the trader
should interpret this as a sign of extreme
strength and expect to see price expan-
sions of 1.27 or 1,618,
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Pattern Three
Bullish Gartley “222"

1. The swing down from point A will termi-
nate at point . This will be at the .618 or
786 retracements 75 percent of the time.
The other 25 percent of the time, the
retracements will be 382, .500 or .707.

2. There must be an AB=CD pattern ob-
served in the move from A to D,

3. The BC move will be 618 or 786 of AB, In
strongly trending markets expect a .382
or S0 retracement,

. Analyze the time frames from point X to A
and A to D, These time frames will also
be in ratio and proportion, For example,
the number of time bars up from point X
to A is egual to 17 bars. The time bars
from A to I egqual 11, Seventeen is ap-
proximately 1.618 of 11.

5. There will be a few instances where the
AB=CD move will give a price objective

at point X. This will be a true double bot-
tom formation.

m

If point X is exceeded the trend will con-
tinue to move down (o at least 1.27 or
1.618 of the X to A move.
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Pattern Four
Bearish Gartiey “222"

—

-
~~$1g

"’33 ——

1. The swing down from point A will termi-
nate at point D, This will be at the 618 or
786 retracements 75 percent of the time.
The other 25% of the time, the
rétracements will be 382, .500 or .707.

2. There must be an AB=CD pattern ob-
served in the move from A to D.

3. The BC move will be .618 or .786 of AB, In
strongly trending markets expect a .382
or 500 retracement.

4. Analyze the time frames from point X to A
and A to D. These time frames will also
be in ratio and proportion., For example,
the number of time bars up from point X
to A is equal to 17 bars. The time bars
from A to D equal 11, Seventeen is ap-
proximately 1.618 of 11,

5. There will be a few instances where the
AB=CD move will give a price objective
at point X. This will be a true double bot-
tom formation.

6. If point X is exceeded the trend will con-
tinue to muve down to at least 1.27 or
1.618 of the X to A move.
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Bearish Gartley “222"

Example of Primary Pattern Four

C
786 of XA

m
-
=]
=
~—
-
-

]
(=]
Q

AD

Dow Jones Transportation Index
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Pattern Five
1

1. The time frame between point X and
point A will be between 5 and 13 time
bars (1.e,, 5 minute, 30 minute, or daily).
Om rare instances 21 time bars. These are
Fibotiacci numbers.

2. There are no swing patterns present be-
tween points 1 and A,

3. When the move from X to 1 is very explo-
sive, the pullback to point A may only re-
trace tn 38.2 percent or 50 percent 1X,

4. If the price difference between the 618
and 786 retracement is greater than the
trader is willing to risk, the trader should
wait for further confirmation (i.e., a
change in momentum or candlestick pat-
tern: dofi, hammer). In the S&P 500, for
example, if the difference between the
618 and .786 numbers is greater than
1.70 points, I will wait for further confir-
mation to enter the trade,

5. Time periods, the next swing will usually
be dramatic to the downside. If the time
frame down from point 1 to A is longer
than 8 periods, the ensuing pullback will
most likely be less dramatic.

6. The trader will never know which of the
refracement numbers the market is going
to reach. It is the trader's decision to de-
termineé how much risk is in the trade.

7. This pattern forces you to trade with the
short term trend, You are not trying to
pick & top or bottom.

8. After entry, once prices move 61.8 percent
in the direction of the trend, the protec-
tive stop should be moved to point A,
This gives a risk free trade,

9. The minimum price objective should be
the same distance from point A to 1.
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Pattern Six

1

1. The time frame between point X and A
will be between 5 and 13 time bars (i.e.,
5 minute, 30 minute, or daily). On rare
instances 21 time bars.

2. There are usually no swing patterns
present between points 1 and A

3. When the move from X to 1 is very explo-
sive, the pullback to point A may only re-
trace to 38.2 percent or 50 percent of 1X.

4. If the price difference between the 618 and
.786 retracement is greater than the
trader is willing to risk, the trader should
wait for further confirmation (i.e, change
in momentum or candlestick pattern:
doji or hammer). In the $&P 500, for ex-
ample, if the difference between the 618
and .786 15 greater than 170 points T will
wait for further confirmation to enter the
trade,

5. The time bars between points X and A give
a strong clue to the next swing, When
the distance from point A is very short, 3
to 5 time periods, the next swing will be
explosive to the upside, If the omeframe
down from point 1 to A is longer than 8

periods, the ensuing rally will most likely
not be as strong.

6. The trader will never know which of the
retracement numbers the market is going
to reach. It is the trader's decision to de-
termine how much risk is in the trade.

7. This pattern forces you to trade with the
short term trend. You are not trying to
pick a top or bottom,

8. After entry, once prices move §1.8% in
the direction of the trend, the protective
stop should be moved o point A, This
gives a risk free trade.

9. The minimum price objective should be
the same distance as polnt X to 1.
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2.

3.

Pattern Seven

1

. Time frame between X and point A will be

5 and 13 time bars (1.e., 5 minute, 30
minute, daily). On rare occasions 21 time
bars.

This is a reversal or extension patiern. Ex-
pect prices to reverse at point A.

If the dellar amount between the 1.27 price
and 1.618 price is too great, the trader
should wait for more confirmation (i.e,
dafi or hammer or another indicator) of
an exhanstion move.

The thrust down from 1 to A will give a
good clue as to what to expect. If prices
get to the 1.27 within 5 bars or less prices
will most probably extend ¢o the 1.618,

There should be no price swings between
paint 1 and point A. If there is 2 price
swing Pattern #6 hecomes a Gartley
“222° pattern

This is a very immportant patterm when day
trading because point X i5 often the
opening price of the day.

7. When prices react in the direction of the
trade, the protective stop should be
raised to break even.

8. Profit objective should be the total distance
between points 1 and A,
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1. Time frame between X and point A will be
3 and 13 time bars {i.e,, 5 mminute, 30
minute, daily). On rare occasions 21 time
bars,

2. This is a reversal or extension pattern.
Expect prices to reverse at point A,

3. If the dollar amount between the 1,27 price
and 1.618 price is too great, the trader
should wait for more confirmation
(ie., doji or hanrmer or another indicator)
of an exhaustion move.

4. The thrust down from 1 to A will give a
good clue as to what to expect. If prices
get to the 1.27 within 5 bars ot less prices
will most probably extend to the 1.618,

5. There should be no price swings between
point 1 and point A, If there is a price
swing Pattern #6 becomes a Gartley 222°
pattern.

6. This is a very important pattern when day
trading because point X is often the
opening price of the day,

57

7. When prices react in the direction of the
trade, the protective stop should be
raised to break even.

8. Profit objective should be the total distance
between points 1 and A.
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Pattern Nine
Three Drives io a Top

1 2 3
+¥ ¥+ ¥
A

1:3:1.-' g

-

1. The pattern should be easily identified, If
you have to force the numbers, it is prob-
ably not this pattern.

2. Symmetry is the key to this pattern. Points
2 and 3 should be 1.27 or 1.618 price ¢x-
pansions of the A and C swings.

3. The time frames from point A to 2 and C
to 3 should be symmetrical,

4. If there is a big price gap in this pattern at
any time it is a sign that the 3 drive pat-
tern is wrong and the trader should wait
for further confirmation that a top is in
PTOZTOSS,

5. Price swings A and C will usually be at the
618 or 786 retracement of the previous
swing. When the market is a vertical

(blow off) pattern, these retracements
will only be 382,

6. Three drives to a top i3 a rare pattern. Af-
ter you start to see this patttern, it will be
much easier o interpret. Don't search for
the pattern, it should jump out at you as
you study the chart.
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Pattern Ten
Three Drives to a Bottom

A
'
.
r‘.'l.
e
+ 4+ 2
i 2 5

1. The pattern should be easily identified. If
you have to force the numbers, it is prob-
ably not thiz pattern,

2. Symmetry is the key to this pattern. Points
2 and 3 should be 1.27 or 1.618 price ex-
pansions of the A and C swings,

3. The time frames from point A to 2 and C
to 3 should be symmetrical

4. If there is a big price gap in this pattern at
any time it is a sign that the 3 drive pat-
tern is wrong and the trader should wait
for further confirmation that a hottom {s
in progress.

5. Price aswings A and C will usually be at the
618 or .786 retracement of the previous
swing. When the market is in a free fall
(exhaustion), these retracements will
only be 3832,

6. Three drives to a hottom is a rare pattern.
After you start to see this patttern, it will
be much easier to interpret. Don't search
tor the pattern, it should Jump out at you
as you study the chart.

Larry Pesavento
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Decemher S&P Exampie of Primary Pattern Ten
9 minute Three Drives to a Botiom

RR223
2

e e PP P T 0Y

4
TR
Hlm 'ﬂﬂﬂﬁWwa1

. h

Maotice how perfectly this three
drives to a bottom has set up.

=] =]
(=2l =]
[

Agadagusradgagase

A word of caution: When the
three drives pattern fails, it often
leads to a huge continuation mave
in the direction of the trend.
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Glassical Chart Patterns Using
Ratio and Proportion

ThDSE of you who follow the standard trad-
ing pattern discussed in technical analysis
may find this section interesting, I have se-
lected the four more common patterns traders
encounter: Head and Shouders (Bottoms and
Tops); Double Bottoms and Tops; Symmetrical
Triangles (Broadening Tops and Bottoms); Dy-
namite Triangles.

If the trader will analyze the pattern us-
ing the ratios discussed in this book, it will
mast probably be enlightening, besides in-
creasing probabilitites of & profitable trade.
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Bonus Pattern: The Butterfly

This pattern was discovered by Bryce
Gilmore and mysell while we were running
analysis routines on his Wave Trader Software
It is a very powerful pattern and is seen at sig-
nificant tops and bottoms only, The "Butterfly’
beauty lies in its symmetry. It is my second
favorite pattern, just after the Gartley 222,

When several of my close friends re-
viewed this book for me, they suggested that |
omit the Butterfly pattern. I already knew my
response to the suggestion. 1 firmly believe
that you can give the trading public the Holy
Grail and they still don't grasp the principle.
The reasons for this are probably related o a
general level of skepticism and inability to ac-
tually do the work involved. This pattern is far
removed from any Holy Grail' Find a few on
your own and make your own judgement, I
know you will find the time well spent.

Characteristics of the“Butterfly”
Pattern

1. It is formed by the connecting of two tri-
angles.

2. An AB = CD pactern is present in the ex-
tension move.

3. The extension move can be either 1.27 or
1.618. Any move beyond 1.618 negates
this pattern. Should this occur, a very
strong continuation move is in progress.

It is found only at significant wops and bot-
toms.

5. The time bar relationship usually is in ra-
tio and proportion to the price bar,

It is correct over 80 percent of the time.

7. The retracement moves inside the butter-
fly will usunally contain 618 and .786

MOvEEs.
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AB = CD
BC = .618 of AB
CD = 1.618 of BC
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The Opening Price

I first met John Hill of the Commodity Re-
gearch Institute in Hendersonville, North
Carolina in late 1974 or early 1975, At that
time, [ was recovering from a tremendous loss
in cattle, soybean oil and soybean meal. [ was
long many contracts during the 1974 October
break. 1 started with nothing, but ran it up to a
great deal of money. I then realized that I had
the ability to make that kind of money. How-
ever, 1 neglected to realize that I confused suc-
cess with a bull market and [ was unprepared
when the bear market finally came,

During these last 23 years, John and I
have remained good friends and have shared
numerous good trading ideas. In 1982 [ went
to John's ranch in Hendersonville and spent
two weeks with him looking at various ways of
trading the markets. One of the best discover-
ies we made was a computer study which re-
vealed to us the principle called Trading in the
Direction of the Opening Price. We worked for
two solid weeks in several different markets,
relating the opening price to the price action
of that day. It is probably one of the most
amazing statistics that I have ever seen as a
technical indicator in trading commeodities.

Several years later, Earl Haddady of the
Haddady-S5ibbett Corporation published the
game statistics in a book called The Imporiance
of the Opening Price. We heartily recommend
this book to anyone intérested in trading com-
modities and especially to thgse involved in
day trading. It puts 2 tremendous advantage
on your side when you're trading in the direc-
tion of the opening price

The principle behind the importance of
the opening price probably stems from the fact
that the markets are open only six hours a
day. That leaves 18 hours for decision making

te occur. When you consider the fact that the
foreign markets are open in Hong Kong, To-
kyo, Singapore, Sidney, London and Amster-
dam, you get an even greater flavor of what
occurs during the 13 hours when our markets
are closed, It Is my opinion that decisions are
made during the 13 hours that are effected on
the opening of our market, I realize that most
of the volume is not done on the opening— it
is done during the complete day. However, to
explain how the opening price is so signifi-
cant, one must remember that theze people
have been making thought decisions and ana-
lytical decisions during the past 18 hours in or-
der to come up with strategies for the follow-
ing days.

The Opening Price Principle is this: the
opening price will be the high or low of that
day B5-90 percent of the time, In other words,
the price at the opening will be either within
10 percent of the high or the low of the day on
that particular day. There are two ways that
yvou can prove this principle to yourself. First,
take a commaodity chart like Commodity Per-
spective or Futurés Charts, something that
shows the opening price which would be the
small left-hand bar on the daily bar chart—not
the closing price, but the lefi-hand side which
is the opening price. Take a red pencil and
draw a little circle around the opéning price.
Continue that through the life of the contract.
Set the chart down and you'll see that the high
or the low of the day was the opening price
approximately eight or nine times out of 10.
The second way to test the importance of the
opening price is 1o use the day trading charts—
that is Intraday charts—if you have access wo
them. Using an intraday chart, mark the open-
ing price and draw a line across the time zone
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for the rest of the day—a horizontal line where
the opening price is indicated. You'll be sur-
prised how often prices meander around that
opening price whether it is the high or the low
of the day. Even when it's not the high or the
low of the day, the opening price seems to be
some kind of harmonic or equilibrium price
that the market bounces against several times
during the day.

Armed with this information, a day
trader and, actually, a position trader can en-
ter the market two his advantage with probabili-
ties om his side. The charts on the following
pages show examples of how to use the open-
ing price advantage as part of your armamen-
tarium for strategy in entering a market for a
position trade and also for profiting on a day
trading basis. Keep in mind that this technique
does not work all of the time, but that it does
put probability in your favor a great deal of the
time,

There is an important concept here to
remember: forget abour the closing price of
yesterday. It means absolutely nothing when
you're dealing with the opening price con-
cept. Whether the price gaps up or the price
gaps down is of no consequence to you when
you are using the opening price to enter a
market. You must forget the closing price of
the previous day; the opening price is your fo-
cus, especially when day trading. Whenever [
taught this principle, students always seem to
want to hang onto the closing price of yester-
day. You wusi remember not to use
yesterday’s closing price when using the
opening price principle.

You will see that this technigue does get
easier with practice as you become more ac-
customed to its use. The charts on the next
several pages present examples of how to use
the opening price in conjunction with patterns
and pattern recognition formations in order to

set up day trading probabilities. You may want
to use the *Key of the Day® (Opening + High
+ Low divided by 3) with this technigue. If
prices are above Key of Day, only go long, If
below Key of Day, only go short.

Keep in mind that in day trading—and
also position trading—you must be concerned
with both the Price and the Time Axis. Some
people who day trade will inadvertently lose
money because they forget about the Time
Axis. They think they are trading just for sev-
eral days when, in fact, they put a trade on for
d day trade and it turns into a position trade
which gaps the opposite of what position they
are holding, resulting in a loss. When you are
day trading, you should be out on the close. If
you are position trading, you should position
yvourself for a longer term move somewhere in
the neighborhood of three days to three
months, depending on your style of trading.

One of our favorite day trading tech-
niques is to buy that (.618) retracement from
the opening price with a stop at the (.85)
retracement. In other words, if the market
dropped more than 25 percent below the (.618)
you would be able to say that you were wrong;
your stop limitation is very small and you
would be able to profit as the market moved
higher. The Microsoft chart on page 92 illus-
trates this point perfectly. The market did, in
fact, move higher and you turned a profit at
the end of the day,

Two important things to0 remember when
day trading: 1) Get a very fair commission
rate. A $25 - $30 range is completely accept-
able. 2) Good volatility is essential. Trade the
markets that are quite volatile and highly ac-
tive with a great deal of volume,

Examine the following intraday charts
(Yahoo, Intel, Pfizer and September 5&F 500)
and you will see how the opening price fits
nicely with intraday Fibonacci retracements.
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Remember: Trade in the direction of the open-
ing price. If athe prices are below the apening
price, look for (618) or (.786) intraday rally o
get short. If prices are above the opening
price, look for a (.618) or (.786) to get long,
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Entry Techniques

Here are some of my favorite entry tech-
niques used in conjunction with the geometric
pattarns. They are listed in their order of im-
portance (importance to me!)

The Shapiro lteration
Described in the following pages.

Limit Orders

Placed a few ticks above or below the ex-
act geometric price measurements. A prede-
termined stop loss (approxiamtely $600) is
placed at the same time.

Candlestick Patterns

These patterns graphically display the
importance of the trading range for that time
emphazing the opening price. Here are four fa-
vorite patierns:

Tweezers—This formation is the
equivalent of a double bottom.
Tweezers occur when 2 lines
have egual highs or lows in suc-
cession. They help wo gquantify
risk at the completion of the
geometric patterns.

Dojis—The market opened and
closed at the same price after
making the highs and lows.
They occur when the market is
in transition from bullish to
bearish mode or vice versa,
Daoji’s are even more important
at the end of a geometric pat-
tern, This is also true when they
ocour after very volatile mar-
kets. It is a sign that all of the

market plavers—bulls and
bears—are nervous.

Hammaers —The hammer is a pe-
riod when the market has met
strong support after a sharp sell
off. It gets its name from "ham-
mering out a bottormn.” A ham-
mer should be twice the length
of the candle. Hammer should
be esthetically easy to see. If
you have a doubt, it is probably
not a hammer,

Shooting Stars—Thease are accom-
panied by an upside gap on the
opening with the market closing
near the lower end of the trad-
ing range. These are particularly
useful entry technigues at the
end of the geomtetric pattern.
They appear as the opposite of
the hanging man,

Many other candlestick patterns may be
helpful as well. I only use these four because
they seem to go hand-in-hand with the geo-
metric patterns.
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The Shapiro Iteration

When I day trade and use only one caleu-
lation to decide on an entry or exit value, 1 ap-
ply what I like to call the "Shapiro Iteration”
before putting on the trade. It involves waiting
one bar value of whatever the time value is of
the chart I am using o decide on the trade. For
example, I wait five minutes if I am using a
five minute chart to make trading decisions, 30
minutes if I am using a 30 minute chart, etc. It
was proposed by Steve Shapiro one day after
the market went against him, literally almost
before he had put the phone back into its
cradle after placing an order. Like the rest of
us, he too, has made decisions using emotion
rather than logic more times than he cares to
admit. Since we bagan applying it, the tech-
nigue has saved both of us a great deal of
money. There is more than one lesson in his
explanation of what he calls his "Five Minute
Rule,” but what I call the "Shapiro Iteration.”

The most difficult thing for any trader to
do is isolate the emotional part of his thinking
and keep it from interfering with his trading,
One of the best ways to accomplish this task is
to plan and place both the entry point and
price objective before you make the trade.

Including both of these price points with
a stop loss when you place your original order
will reduce the emotional element of trading.
The problem with this concept is that, for
whatever reason, most traders simply cannot
operate this mechanically.

It is necessary, therefore, to be realistic
and try to develop a safety valve that can pro-
tect us from gurselves if we cannot behave this
rationally. The closest concept to a fail-safe
rute I have found to use in the heat of trading
is the "Shapiro Iteration” or “Five Minute
Rule."

When a decision to put on a trade is

made during market hours, it is often made on
the basis of only one calculation, rather than
the more reliable confirmation of a number of
decisions drawing the same or similar conclu-
sions about price,

Many times as we sit and watch the
screen we experience the urge to make a trade
because it is beginning to move in the direc-
tion we anticipated. We saw the trade before
the move began, but for some reason did not
put it on.,

As the price moves our way, and particu-
larly if it begins to accelerate, there is an emo-
tional surge we experience that comes from a
combination of being right about the trade,
and feeling indecisive about not putting it on,
as well as guilty/angry about losing the profit,
It ia precizely this eagerness to still want o
*hop on the train before it gets too far from the
station” that usuwally gets us in tronble. Unless
the price action suddenly slows down drasti-
cally, or reverses altogether, the emotional
surge will continue to swell and many times
we will put on the trade, even though we logi-
cally know it is not the best course of action.

The resalt is too often what appears to be
the vengeance of the trading gods. We have all
had the experience of struggling with our-
selves about placing such an order, and when
we finally make the decision to do it, almost as
s00m as we put the phone back in the cradle
the price action changes. We almost believe
that the market was active and alive and just
waiting for the exact moment we put on our
one or two contracts to réverse the price
maovement.

It is especially important at these times
to remember that when this happens, the mar-
ket is not alive or right or wrong, and it is not
punishing us for doing the wrong thing. The
market simply and always just is, It is we who
are right or wrong. It is we who punish our-
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selves for anger, or greed or indecision or not
doing our homework.

After acting more times than I care to ad-
mit on this emotional impulse to place the
right trade at the wrong time, a very simple
conclusion presented itself. Because the time
between actually putting on the trade and the
time the market seemed to reverse was so
small, {often it seemed to happen simulta-
neously no matter how hard I tried to *out-
smart® or *beat” the market), the only logical
way to deal with this seemingly insurmount-
able temptation was to write down the exact
time and price when I finally decided to make
the trade, and force myself o wait at
least five minutes, 300 seconds, before actually
initiating ix.

The logic was elegant in its simplici ty. If
the trading gods really were waltin £ in ambush
for my emotions to drive me to make the trade
at exactly the wrong moment, in five minutes
I would abserve a noticeable change in trend
in the price action, proof that I should not
have put on the trade,

When this is the case, the amount saved
usually turns out to be substantial, This is true
for two reasons. First, when the price reverses
after a fast move in one direction, it is often an
equally speedy and sitzable retracement of the
previous move, If T placed z close stop to limit
the loss, it is usually hit rather quickly. If a
stop was not put on, it became a destructive
game of playing catch up and possibly letting a
small loss that should not have ocourred in the
tirst place develop into a larger loss. When this
happens your focus usually follows the loss in-
stead of looking for another profitable situation,

If, in fact, the trade still looked good five
minutes after my emotions told me I couldn't
wait 2 minute longer, then all 1 did was lose a
little of the profit that was still to be made, [n
either case the net is still a gain.
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It's Different This Time...

The shoeshine boys have computers and are trading stock on the internet

Tl'lf: legendary Joe Kennedy reportedly said
that one of the primary reasons he sold his
entire stock position in Angust of 1929 was the
fact that the shoeshine boys were giving the
stock tips, All one has to do today is get on any
one of the hundreds of chat rooms on the
internet and you will be totally amazed at
what is said. It is so absurd that I'm sure there
iz not more than a handful of knowledgeable
investors/traders contributing on the net. The
net surfers seem to thrive on rumor and
inuendos,

The internet has brought financial infor-
mation to the fingertips of any investor—and
with lightning speed. Reuter's Instinet is a vir-
tual private cyberspace. No one really seems
to understand what really happens there and it
is not under the watchful eye of the 5.E.C. Vol-
ume figures are very hard (if not impossible)
to ascertain. Soon after any late breaking news
item or earnings report is reported by finan-
cial television channel CNBC, the reporter
gives the indication that the stock is up or
down but with the caveat, "it i8 very thin trad-
ing' on instinet. In my opinion, the use and
application of the internet is where television
was in the 19508, 1t will continue to be an in-
fluential factor in Wall Street and around the
world. 1t will only get better. The abuses that
occur witl, hopefully, be manageable. But, rest
assured, there will be abuses—and they will be
the feature of the evening news program.

The 1987 Oliver Stone movie, “Wall
Street,” is the fictitious account of financier
Gordon Gekko's shady financial dealing (i.e.,
trading on inside information). It's ironic that
the film was made in 1987 and it starts with
Frank Sinatra singing *Fly Me o the Moon."

One sequence in the movie depicts Gordon
Gekko talking on the phone with the eager
young broker, Bud Fox. Gekko tells the hopeful
protege to buy up Teldar stock. He then tells
Fox to call the Wall Streer Chromicle (fictional
newspaper) and ask for extension 197, “When
the man answers,” he says, “tell him 'Blue
Horseshoe loves Teldar and then hang up the
phona.”

Gordon Gekko has now taken a backseat
to the financial news rooms and cyberspace.
Money Magazine had an article in the June
1998 issue relating how the internet surfets
operate.
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I spent several trading hours in a level 11
NASDAQ trading room. They specialize in
Small Order Execution System (5.0.E.8.) trad-
ing. Traders typically trade 500-1000 shares of
stock looking for profits of eights and quarters,
trading 50-100 times per day. Traders in the
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room have access to about 20 monitors [21-
inch color) that give current bids/ask on any
stock and the amounts offered. It is a simple
process of clicking a mouse button to enter a
trade and receive instant confirmation. As
soon as the stock moves up a quarter point,
the mouse button clicks again and the trader
has taken a one-guarter point profit (1000
shares x $.25 = $250, less a $15 commission).
The more he trades, the less commission he
pays. On the day I was observing, the Stock
Market was very strong in all sectors and very
few stocks were down. Just before the open-
ing, CHNBC's Squak Box program announced
that Flatinum Entertainment was going to of-
fer music tapes and CDs on the internet. One
of the traders, a young man in his early 20s,
dressed in a tank top and shorts, stood up and
shouted, “Blue Horseshoe loves PTET.” The
huge entertainment television had the infor-
mation being released and the sound was
turned up very loud. The energy level in the
room was approching Super mBowl levels,
PTET closed at §7.50/share on July 14th with
average an datly volume of 45,000 shares. Tt
opened at $8.50/share. As soon as the stock hit
$9/share, the noise level in the room eploded.
Mouse buttons clicked as the traders bought,
PTET moved staright up to §11/share in the
next five minutes, A young Oriental woman in
her late 20z proudly stated that she had five
profitable trades during that run. The stock
stopped going up in the next 15 minutes and
fell back to $9.75/share. Moise in the room had
dropped to near normal levels, PTET suddenly
jumped $1.50/share to go above $11. The
whole process was repeated again. All the trad-
ers bought as the stock quickly moved to $13/
share which is the high of the day. Now the
excitement levels are thunderous. Some of the
traders were still buying, but most of those
trades are breakevens or losses. These were all

day trades. Subsequently, PTET fell back to
$8/share over the next few days. The play was
over—at least for then!

Source Media was the next stock that
came into play. CNBC oncte again announced
that the internet company had some an-
nouncement pending—a potential buy out can-
didate! SCRM opened at $21 and moved to §25
in the first two hours of trading, but it went
sideways for about an hour at $24/share. In an
instant, the stock exploded and in ten minutes
it was trading at $30/share. Volume was about
20 times normal, running at over six million
shares. The large screen television flashed a
news announcement on Source Media!
NASDAQ had halted trading in SRCM pending
an investigation, The stock had sold off to 525
just before trading was halted. After a two-
hour halt, trading was resumed! No announce-
ment from NASDAQ was forthcoming, The
stock shot up from its reopening price at 330
(35 higher than before it was halted). It went
to $39/share in the next ten minutes with only
an occasional downtick. Only a handful of the
traders in the office were involved in the fren-
zied buying spree. The stock subsequently
dropped back to $20/share,
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Advanced Tissue Sciences was men-
tioned on CMNBC's Squak Box before the open-
ing. Blue Horseshoe shouted that ATIS was in
play. The chart of ATIS popped up on the large
color monitors around the trading floor. Trad-
ers anxiously awaited the opening of the stock
market. Advanced Tissue opened at just under
$4/share and moved to $5.50/share in less
than an hour. None of the traders had lost
money. Euphoria reigned supreme.

Mindspring Enterprises, one of the few
internet stocks that are making money, was
rumoréed to be a potential buyont candidate.
But, there was not the same electricity or en-
ergy in the trading room as there was with the
previous "Blue Horseshoe plays.” Then it hit
me: This was a very high-priced issue and the
trading firm did not allow undermarginal ac-
counts to trade heavily. Mindspring opened
higher and immediately moved ten points
higher, On a perceéntage basis, this was a very
small move on such a2 high-priced stock.

One of my most vivid memories of the
early 1970s was waiting in line to get gas for
the cars. The lines were long and everyone
was impatient. It was during one of these en-
counters that I heard on the car radio that the
price of a New York City taxicab medallion ex-
ceeded the price of a seat on the New York
Stock Exchange (approximately $250,000). As a
broker at Drexel, 1 was well aware that you
could not get anyone to buy any stock after
the last bear market of 1973-74. Real estate and
commodities were the biggest games in wown.

Now it iz 1998 and there are more mutual
funds (by a large margin) than there are stocks
listed 2t the New York Stock Exchange! Finan-
cial Radio and television programs are every-
where and broadcast 24 hours a day. The Wall
Street Jowrnal and Barrons are three times the
thickness of the same publications in the
18708! Investor's Business Daily has been a wel-

come addition to the financial community.
The average daily volume on the NYSE regu-
larly exceeds 500 million shares. I can remem-
ber a time in 1969, at the Walston & Co. office
in San Luis Obispo, California, when the mar-
ket traded over five million shares in one day.
One of the physicians in town sold a block of
American South African ADRs (50,000 shares)
and we watched it cross the Bunko-Ramo
broad tape in the office. We all cheered!

The stocks of that era that were the
newsmakers were International Chemical and
Nuclear, Computer Science, Memorex and Na-
tional Video, Computer Sciences was particu-
larly interesting because 1 had met the
founder, Fletcher Jones, in Solvang, California
and he told me the computer age was just
starting. I had the “inside* information in
1969, Jones was killed a few short years later
as he tried to land his private jet at the
Solvang airport on a foggy night. He landed at
the foot of a small mountain. This mountain
would later become famous as the the site of
Nancy and Ronald Regan's Western White
House. Native Chumash Indians refer to the
small mountain as caming de cielo—the road to
heaven.

Returning to the current “mania® in the
internet stocks, Maria Bartaromo, one of my
favorites on CNBC, was interviewing one of
the members of the NYSE, This is a a regular
feature of CNBC programming. On this par-
ticular interview, Miss Bartaromo asked the
trader what internet stocks he liked. This was
on a day when most all stocks were higher,
but the internet stocks were flying. His
rsponse was something like, *Pizza com looks
interesting.® Maria took the bait and said that
she wasn't familiar with Pizza.com, but why
did he like it? The trader, embarrassed by his
playful joke, immediately tried to assure her
that he was only joking, She sheepishly ac-
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knowledged the prank. Anything with .com in
its name was in vogue on this day on Wall
Street. This is just one example of the ludi-
crous storigs that propel worthless stocks
higher and higher Thirty-plus years of study-
ing every bull and (bear?) market since the
tulip mania to the Florida Land Boom makes
this observation valid.

Fredrick Lewis Allen's book, Omly Yester-
day (Bantam 1946), is a vivid account of the
1919-1932 period of the economic and moral
aspects of the quality of Hving in the United
States. Virtually no one reading this book was
alive or trading stocks in that era. But the big
bull gasped it's last breath on September 3rd,
1929. Ten weeks later (in early November), the
Stock Market had dropped 50 percent. A rally
would then take stocks up 50 percent the old
high in April 19300

There is an unusual company name that
pops up in both the current stock market era
and the 1929 era, Cable and Wireless was one
of the growth stocks in the early 1920s. It sure
had a great story—communication (radio, tele-
phone) was the thing of the future. By the mid
1930z, the stock had gone into oblivion and
was worthless. Every morning on CNBEC they
réport on the European stock markets. These
markets have far surpassed the United States
in percentage gains during the last three years,
And you will probably be surprised to learn
that one of the big speculative plays on the
London Stock Exchange is none other than a
new version of Cable and Wireless, I wonder if
history will be kinder to this company,

Stocks that have already gone through a
catharsis in the 1990s are Western Digital Cor-
poration, off 80 percent of its highs;
Quarterdack, $38 to 62¢ per share; lomega,
lost 80 percent of its value; Micro Technology,
lost 80 percent of its value. There are many
others. It has always intrigued me that over 85

percent of the professional mutual fund man-
agers cannot beat the returns of the S&P 500
Index.

As [ follow the stock market actively
{seven days a week), several things pop out
that give me canse for “grave”® concern:

1. The Gross Domestic Product
was 89 percent of the stock mar-
ket in 1829, In 1998 it is 130 per-
cent. Once stocks drop, con-
sumption will drep becaunse in-
vestors will have less assets,

2. The velume of these paper
stocks is well over 100 times
that of the 1974—the last time
wWe saw a bear market,

3. The expansion of credit and
credit cards is beyond ludicrons.
The rates these banks charge
used to be called usuary and it
was a felony,

4. It seems that most of the CNBC
investment stars were still in
grade school during the crash of
1987, They have no concept of
what a bear market can do. And
they all are trained tw think long
fETT™m.

5. Major economic upheavals have
already occured in Japan, South-
east Asia, Korea and Russia.
Should this economic depres-
sion cast its pall over China, it
would place one-half of the
world in a depression,

6. The money has poured into the
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stock mark in the last 25 years.
Since 1990, it has been a deluge.
They all say that “they are in for
the long haul,” But, that will not
be the case, They will panic,
they will cease to invest, they
will pull what's left from their
accounts. Another bottom will
form and another generation
will begin to play the game.

Larry Pesavento
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The 1929 Bull Market

High
Price
9/3/29

American Can 77 181 7/8
American Telephone & Telegraph 179 1/2 304

Anaconda Copper 54 1/2 131 1/2
General Electric 128 3/4 396 1/4
General Motors 139 3/4 72 3/4
Montgomery Ward 132 3/4 137 7/8
New York Centrai 160 1/2 256 3/8
Radio 84 1/2 101

Union Carbide & Carbon 145 137 7/8
United Btates Steel 138 1/8 261 3/4
Westinghouse E. & M. 91 5/8 289 7/8
Woolworth 1680 3/4 100 3/8
Electric Bond & Share 89 3/4 186 3/4

Sourca: Only Yesterday, Frederick Lawis Allen

The slocks listed above illusirale the last push upward in stocks during 1928-192,
Most of these stocks doubled in price in 18 months, much like we have seen in 1998,
What is interesting about these slocks is that they dropped S0 percent in value over the
next tour years. After the April 1930 rally, Radio Corp. was reorganized as ACA Corp.,
Efectric Bond & Share went bankrupt. It would take these stocks over 35 years to re-
cover to the 1928-29 levels.
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The Non Random Nature of Chaos

Theory

The Tomahawk Neural Network

—

My Introduction into the world of artificial
intelligence came about purely by accident.
About eight years ago (1992), one of my stu-
dents called to tell be about 2 man in Bakers-
field, California who had been working on a
neural network, [ had no idea what a neural
network was or how it could be applied to trad-
ing. Fortunately for me {and | always seem to
be fortunate), my good friend Jim Twentyman
and I were sharing a trading house in Pismo
Beach, Califernla. Jim's expertise is in num-
bers and computers and he jumped at the
chance to start working with neural networks.
Little did he realize that he was taking on a
monumental task—one that would go on in-
definitely.

The first experience we had with neural
nets was amazing, to say the least, The man
we would eventually work with sent us a fax
oneé morning indicating that the $&P 500 was
geing to have a 10 point ($5000) move that
day. Now I'm sure most of of you reading this
have been a giver or receiver of this type of
“boardroom tipsters.” I certainly confess to that
fact. But this time it was different! Not only
did the neural net forecast a huge move in the
S&T 500, it also forecast a very large counter
trend move shortly after the opening (about
one hour). Imagine my elation and surprise
when the S&P did exactly as the neural net-
work had predicted. Had I finally sturnbled on
the infamous "Holy Grail?" Stumbled is a good
word to use because, over the course of the
next four years, I would almost lose my life

and two very special people in my life because
of my dedication to neural networks. You must
realize that I am “computer phobic.” [ know
very little about computers and have been
afraid to learn anything about them, although
I do have sense enough to hire the best to
work with me. My fear of computers began in
1970 when I finished my Master of Business
Administration. I was offered a job with every
major company, except IBM. I had taken a
computer test and the recruiter said it was the
lowest score at my school. Later, I found out it
was a test for software programming, for
which I had no interest. But this experience
anchored my fear of computers and it has
stayed with me for 25 years.

After the first experience with a neural
network, Jim and I embarked on our journey
to find out what it was all about. Very little was
writtén on the subject and those who knew
anything were not talking. Our only source of
information was from the gentleman in
Bakersfield who sent us the fax predicting the
huge move in the S&P

In the 25-plus years I have been in this
business, many incredibly bright people have
crossed my path. Dennis Regan was certainly
one of the brightest. He was an electrical engi-
neer by trade, obtaining a Ph.D. and working
for the United States Navy on the Tomahawk
missile. His project was to use a heat-seeking
device to make the missile hit its target. For
this purpose the Navy employed a neural net-
work. Dennis had been working on a neural
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network for market analysis for over two years
when Jim and I first met him. As it turned out,
the first S&P prediction we received, although
startling, was not indicative of things to come,
Dennis had very little experience in financial
matters, especially trading. He was self-taught
in all areas of his life. He professed that he
knew more than anyone and he really be-
leved it, This later became a great ohstacle o
any improvements in the neural network. The
reasons will be readily apparent later, but first
let me explain what happened on the day after
the first neural net S&¥ prediction.

I do a lot of trading. Probably too much,
at times. It takes very littdle to get my interest
in a trade. If you can, picture someone at the
racetrack giving a tip on a horse that gocs off
at 50 to one and wing. What will his next tip
be? It retninds me of a classic racetrack scam.
A man approaches a bettor and shows him his
winning ticket {usually $2) on the race that
iust finished. Little does the bettor know that
the scam artist has purchased a ticket on every
horse in the race and kept them in separate
pockets, pulling out the winning ticket as if by
magic. He now sells his information on the
next race for an exorbitant price due to his
"magic touch.” He then disappears into the
crowd to find another "dupe.” Should the horse
win by some miracle, he knows where to find
his pigeon, If the horse doesn't win (which is
usual) and the dupe accosts him, the scam art-
ist simply says, "That's horse racing—nothing
is guaranteed!”

But this time [ knew I wasn't at the race-
track when I saw the neural net prediction.
Intuition was with me on this one. T have been
involved with cycles for many years from lin-
ear regression, Fourier analysis and astro-har-
monic planetary cycles. One of my favorite
quoies from ancient Chinese literature (Lao
Tse) is: “When the student is ready, the

teacher will appear.” As the day of the predic-
tion unfolded I was on the phone with Dennis
several times. Fortune was again smiling on
me as the S5&P opened sharply lower, complet-
ing a perfect pattern recognition signal. [
bought near the low of the day, and away the
S&T went. My excitement level increased in
direct proportion to the rising prices of the
S&P 500. 1 remember this trade quite well be-
cause, after about two hours, 1 had made about
four points which is more than the average
daily trading range. I closed out the trade with
a sizable profit and was guite happy. When I
told Dennis, his behavior put me in a state of
shock! He scolded me For exiting too soon and
then he hung up abruptly. It was at this point
that I realized he was two French fries short of
a4 Happy Meal. This was not t0 say he was
crazy, he was just ecoentric in every phase of
his life (and 1 emphasize every),

Over the next several days, Jim and I
talked with Dennis several times each day.
This phase of the relationship lasted several
weeks, Dennis wanted several thousand dol-
lars a month for his fax predictions. I paid this
in cash to him. Part of his eccentricity was his
protesting the payment of taxes to the Internal
Revenue Service. He had a longstanding dis-
pute with them and owed them over $1 mil-
lion in interest and penalties. These weeks
were very frustrating to me because Dennis
was so unreasonable and obstinate. Day afier
day we listened to the genius and his right-
wing philosophies.

I can't recall exactly what happened, but
Dennis and I argued about something (prob-
ably money) and 1 decided it was in my own
best interests to let Jim communicate with
him. I then could listen to the conversations
and sit back and laugh about it later with Jim.
What I didn't realize until much later was that
I had shirked some of the responsibility of
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working on the project. All I did was pay the
money - which was the easiest part! The diffi-
cult part was working with Dennis. He was a
classic workaholic with paranoid tendencies.
He was afraid of the IRS and trusting anyone!
As you can imagine, this was a far ¢ry from a
perfect working environment. So you ask me
the big question: Why didn't I just te]l him to
take a hike? Believe me when T tell you that it
crossed my mind many times. You must re-
member that Jim Twentyman was handling
the day to day combat with Dennis so that
pressure was relieved from me. Unfortunately
the pressure didn't disappear. It was simply
transferred to Jim. Dennis had an unbridled
desire to be perfect and this was reflected in
his work habits. Many times he would work
day after day without sleep, becoming more
obstinate as each hour passed. Stress was get-
ting to Jim and it became a very touchy sub-
Jject. Dennis would sometimes call in the
middle of the night wanting Jim’s advice or
Jjust to talk shop. Classic signs of a depressed
genius were everywhere, but when you want
something s0 bad you overlook the obvious, I
don’t quite remember what triggered Jim's an-
ger, but he finally threw up his hands in dis-
gust and dropped the neural network project
right in my lap. In retrospect, he was using his
own body's defense mechanism to survive,
Approximately eight or nine months
transpired. The money was going down a bot-
tomless black hole. First, there was Dennis'
consulting fee (always in cash or gold). Next it
was a very expensive ($12,000) personal com-
puter with every bell and whistle imaginable
Of course, the price dropped in half shortly
after I purchased the computer and sent it to
Dennis. Later it became necessary to buy a
work station in order to increase the speed of
the neural net—another $20,000. Ironically, I
was almost as bad as Dennis in my zeal to find

answers. The difference was that I kept it in-
ternally and only those very close to me were
aware of what was happening. Tt wasn't too
long when everyone would know what was
happening.

A normal trading day for me starts at 4
a.m, checking on the foreign equity markets
and the major currencies. It was August 15th,
18982, and over two years of neural network
had been completed. I was having a normal
day and a student was with me watching me
trade. It was a fun day and we were just about
finished trading and getting ready to go to
lunch. The student commented that I looked a
little pale and was soaking wet. Sure enough,
he was right, My first response was to assume
that T was coming down with the fla—that’s
the standard response. We decided that 1
wouldn't go to lunch and I proceeded to go
home and take a nap, alchough I didn't feel ill.
However, 1 was a bit tired, Sleeping for an
hour or so refreshed me and I decided o
watch the Market Wrap Show on CNBC. We
were scheduled to go to the State Fair that
eévening, but I was too tired. I went to bed
around 7 p.m. At 3:30 a.m. I began to make
moaning sounds and stumbled into the bath-
room. One look in the mirror told me T was in
trouble, I had a rapid pulse, my skin color was
grayish yellow and 1 was sweating profusely.
Even with my limited medical training I knew
it was internal bleeding. Paramedics rushed
me to the hospital emergency room and 3 vas-
cular surgeon greeted me. After X-rays and
blood tests, he diagnosed an aneurysm in my
esophagus. I had been bleeding internally for
several days and T didn’t have any clue as to
what was happening. Immediately following
laser surgery to repair the bleeding, I was
placed in intensive care for four days. Suppos-
edly, I was within hours of dying. I had no
pain or discomfort at all. The only complaint
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was fatigue and muscle weakness. Recupera-
tiom was very lengthy and required that I only
work part time for several months. My general
health had been excellent and my physician
commented that i3 probably why I handled the
crisis as well as I did. ‘This was my first official
hospital visit and it scared me beyond belief,
Two months before the incident I took out a
health plan. As it turned out, it was my best
trade of the year because it saved me $25,000
in out-of-pocket medical expenses. Having
been in excellent health up to that time, 1 as-
sumed T was oblivious to an emergency or an
accident. My appreciation of the simple things
in life was increased iImmensely. Several
months later I was back in the same work rou-
tine, but this time I was very cautious abgut
my health, Irenically, the most vivid memory
I had was in the ambulance on the way to the
hospital, The paramedic kept telling me we
would be at the hospital s00n and not to panic.
Quite the contrary, 1 was very peaceful and
thought that if this was how death was to be, it
was nothing to fear My children held my clos-
est thoughts as well as my fiancée, Benida.
Without her I would surely have died. T will al-
ways owe her a debt of gratitude

Dennis completely changed his relation-
ship with me once I returned to work, He was
cordial, patient and understanding. I didn't
know at first if he was being genuinely kind or
if he had finally realized that all of his support-
ers had abandoned him because of the diffi-
culty working with him. It became guite ap-
parent that he was truly kind and caring.

Now that I was working with Dennis on
my own it became neceéssary to travel o his
home in Bakersfield. Several trips were made
to deliver computers and others to discuss how
to proceed with the neural net research. The
trip across the desert took about 2 1/2 hours.
Upon arriving I was totally amazed at what 1

found. Dennis and his wife and two small chil-
dren were living in a small three room house.
And I do mean a small house, My office was
much bigper. It was incredibly messy, with
Pepsl cans and empty potato chip bags on the
floor The scene did not change on subsequent
visits. You must imagine how it felt to leave a
£20,000 computer In this environment, espe-
cially with Dennis' background as an RS pro-
tester. But [ now felt comfortable with him and
knew he trusted me,

Dennis was a2 huge man of 6'3* and over
300 pounds. He was totally bald and kept his
head cleanly shaved—a very imposzing figure.
His office wag in an 8x10-foot room with wall
to wall computers and a small cot which he
slept on. There was a huge steel safe five feet
high with double door—the kind you used to
see in Western movies. I never knew what was
in the safe because, when I asked, he would
change the subject abruptly. He always had an
open can of Pepsi and a big bag of potato chips
handy. Exercise was out of the question be-
cause it took time out from the neural network
research. T really did not like to visit him be-
cause there was no place to sit down in his of-
fice, so I planned trips only when necessary.

The next few months ran smoothly. Den-
nis’ demands for more money abated. As long
as he had a steady income each month he was
happy. It enabled him to provide for his family
and research neural networks. When I first
met Dennis he was managing a 3100000 com-
modity account in which he received 25 per-
ceént of the profits. In the first three months,
the profits were over $250,000. The client then
stopped trading closed the account and moved
to Costa Rica. Later, Dennis iold me that the
man was also an IRS protester. Dennis found
another client with $50,000. It was my good
friend, Dy. Jim Elder. Jim is an M.D. specializ-
ing in Pathology. We had been friends about
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three years at that time and, on one of his vis-
its to Pismo Beach, he was very impressed at
what the neural networks could do. Immedi-
ately after Jim opened his account I went to
Mexico for a vacation. During that week Den-
nis lost over half of the account. His trading
was wild and erratic and had nothing to do
with the neural networks. There was no
money management strategy of any kind.
Shock could not adequately describe how [
felt. [ knew what Dennis had tried to accom-
plish. He assumed that he could trade the
sgame way that he did in the other account.
What happened to him has happened to many
other traders in the past. His first few trades
were guite large and incurred losses. Not cata-
strophic losses, but substantial enough to hurt.
He then tried to make the money back on the
next trade. Each time he would fail to put in a
stop loss, hoping for the market to turn around
and save him. This reminds me of one of Mark
Douglass’ favorite quotes from his book The
Disciplined Trader—"Don't expect the market
o save You, You must save yourself.”

Dennig 1ost mote than B0 percent of the
350,000 in just a few short weeks. It was im-
poszible to talk to him about his trading. He
thought he knew more than anyone. Finally,
he became paranoid that the brokers in the
pits were “picking off* his two and three lot
trades. This was totally absurd, but he refused
to listen. Dr. Elder's account was down to just
a few thousand dollars when Dennis decided
to quit trading due to total frustration and lack
of confidence. It would prove to be the best
thing for all of us later on because he was able
to return to his research and it released him
from the stress of trading. Dennis and Jim El-
der became friends and spoke often on the
telephone about the neural network researche
Jim Elder came to Pismo Beach to visit me
severdl times each year. On one of these visits

in December of 1992 he mentioned that he
wanted to visit Dennis. We drove together to
Bakersfield one foggy morning, Jim was also
startled by the living conditions of Dennis.
Since only two people could be in the room at
any one time, [ decided to go to a movie while
Dennis and Jim talked computers. It was the
smartest thing to do because the two of them
knew computers and [ would have only been
in the way. There was not room to get in the
way! After the visit, Jim and I drove home. As
we drove across the desolate stretch of desert,
Jim told me that only a handful of people had
the intelligence of Dennis. He was a true ge-
nius! That helped explain his bizarre behavior
to a great extent,

As the Christmas holidays approached,
Dennis and I focused our attention on how to
market the nearal net program. The program
was copyrighted by me under the name
*Tomahawk._* Tomahawk was chosen for two
réasons, First, it had the cutting precision of a
tomahawk. Second, the principles of vibration
and harmonics in the formulas were similar to
those in the neural net software used by the
Tomahawk misgiles. They are by no means se-
ctet formulas because they are used by electri-
cal engineers frequently. Even though the soft-
WArt program was not perfected, it certainly
was betier than anything 1 had ever seen in
my 27 years in the commodity business. Most
of the improvements would come at a later
date.

This closes the opening chapter of the
neural net saga. Little did I realize how my life
was going to change over the next few weeks,
The anclent Chinese adage, "That which
doesn't destroy me shall make me stronger,”
was certainly coming my way without any
forewarning

Bells began to toll for me soon after
Christmas 1992, one of the most enjoyable
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holidays [ can remember. [ was able to visit
with many old friends, and especially with my
two daughters. My health was excellent, but
this was not unexpected because [ have always
been in good shape physically. Dennis had
called me early one morning and it was guite
apparent that he was sick with a horrible case
of the flu, complete with fever, sore throat and
lung congestion. We agreed that he should rest
and recaperate before we proceeded any for-
ther. This was really the appropriate strategy
primarily because his health was s0 important,
but secondarily because he had not taken a
day off in the three and a half years [ knew
him. He remained bedridden gver the next
few days. Meiko, his wife, and 1 kept in daily
contact on the progress of his health. Antibiot-
ics were used to protect against pneumonia.
For a short time he appeared w be recovering.
Then his health took a turn for the worge and
he had to be rushed to the hospital for admit-
tance. Mow I was really worried! Dennis
welghed over 300 pounds and never exercised,
a deadly combination. The doctor came back
with news that Dennis had a serious heart
problem and would have to lead an even more
sedentary life and reduce outside stress. He
would be a cardiac invalid! All of us who were
friendly with Dennis were very sad, but not
surprised. The compulsive work habits and the
absence of any diet/exercizse program had
taken its toll, The cardiologist assigned w Den-
nis wanted to do bypass surgery. Risk in sur-
gery is always present, but with his weight and
medical history, increased risk was apparent.
A cardiac catheterization test was ordered and
it verified our worst fears—Dennis’ heart was
abgut 25 percent functional. Then catastrophic
news came, Ag the physician was removing
the cardiac catheter, Dennis had a heart attack.
His heart stopped and had to be restarted, but
he made it through.

Over the next several days he improved
dramatically and his doctors were amazed at
his recovery and overall health and stamina.
He was scheduled to be released in a few days.
Everyone was excited. He then died quietly in
his sleep the night before his release. Later, [
was informed that only the immediate family
knew his days were numbered and they did
not want Dennis to know it was his time to go.
It is not the choice I would have made, but it
was not my cholce to make. He was cremated
the next day by his family.

Meiko called me to see if I could pick up
my computers and if I wanted to buy any of
Dennis' office supplies. My trip to his home
was very sad. I had grown to really care for
Dennis and his family and it was now over. |
was also facing a dilemma. How was I going to
continue the neural net project? Computers
were foreign to me and I had a phobia of them.
Jim Elder stepped in to help me. Without his
help [ would have abandoned the project at
that moment. How was I going to handle a
project as computer intensive as a neural net-
work?

Cal Poly State University was located in
San Luis Obispo and was blessed with an excel-
lent computer science department. Placing an
ad for a computer jock was one of my better
decisions, Offering to pay $3 per hour above
the going hourly rate inundated me with appli-
cants. I finally settled on a computer science
major, Chris Nichol, in his junior year, Chris
Was Very energetic, capable and personable. 1
think he would have worked for me for free,
With Chris' help and Jim Elder's support, we
were able to gét the neural net working in
about a month. Jim had begun to make
changes in the program that dramatically in-
creased the accuracy of the neural nets. Chris
had little experience with financial markets,
but he learned quickly what we needed. It be-
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came Necessary o purchase a work station in
order to process the data each day. Memory
was not our problem—the speed of the calcula-
tions were the problem. I bought the best
available computer Why not get the best for
something with as much potential as our pro-
gram?

The Comdex computer show was in Las
Vegas s Chris and I traveled together to buy a
work station. [ had never seen so many people
in one place (except for the Indianapolis 500
Motor Speedway). There were over 250,000
people registered. It is the biggest single event
of the year for Las Vegas convention resorts,
Everything you could ever imagine for com-
puters is there: Companies are showcasing
their research and development capabilitie,
new products are being introduced, orkshops
are held hourly, technical support people are
everywhere to answer questions and demon-
strate their products. It would take three full
days to go through the exhibits and that's not
leaving much time to stop and chat. Meals and
rooms in Las Vegas are at premium levels. You
must have reservations at any of the good res-
taurants in order to be served, It is a classic
zoo-like scenario for the entire week of
Comdex.

Chris and 1 spent one day going to the
companies that offered what we needed. 1 had
no idea what the technicians were describing
to Chris on what we needed versus what they
offered. I might as well have been in China be-
cause the language was so foreign. The next
two days [ wandered about the exhibits trying
to learn anything I could by osmosis. All it did
was confuse me even more. My phobia of com-
puters was apparent once again and it was in-
tensifying. But there were neat little gifts such
as T-shirts, tool kits and posters that § col-
lected. My rationale was that I was out to get
something for all the money [ was spending, |

did purchase a trackball keyboard system with
a built-in mouse that i3 very helpful in my
day-to-day charting. Chris spent all of his time
going back and forth from vendor to vendor
asking every conceivable question about their
products and how it might fit our needs. Fi-
nally, we had exactly what we wanted and or-
dered it for-30 day delivery, because part of
the computer had to be customized for our
specific purpose.

The computer was delivered in February
1994. It increased the speed of training time
by a factor of five, We needed this speed to
make three- to five-day projections. Having
such price and time projections would in-
crease the flexibility of our neural net, particu-
larly as it relates to the option markets. For
example, if the neural net forecast iz predici-
ing a substantial price move in the next three
days, a volatility spread could be instituted.
Buying both a put and a call would insure you
would be in the market when it starts its
maove. One would be worthless, but the other
would have increased in value, Conversely, if
the neural net indicated a flat market over the
next three to five days, you could sell a put
and sell a call, gathering the premium on both
gides of the trade. As 1994 iz drawing to a
close, we have not made any significant
progress o make these three to five day pro-
jections. Our problem is one of time and man-
power. Chris returned to finish his college edu-
cation so it was necessary to replace him, Dr.
Pat now enters the picture.

Dr. Patrick McGuire is a 27-year-old Ph.D.
in applied mathematics from the University of
Arizona. He is extremely well qualified and
very interested in neural networks. Patrick has
been working with me over the last slx months
trying to solve this problem. We are making
progress, but it is much slower than [ would
like to see. For the first few months it seemed
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that I was only buying more memory and ex-
tra gadgets for the computer. The daily neural
nets work so well I frequently wonder if I
should be satisfied with what I have and leave
it at that. There must come a time when you
finally stop pouring money into a project due
to the concept of diminishing returns, What-
ever happens from this point forwand is not as
important as what has happened so far. The
Tomahawk neural network software system
demonstrates that speculative markets are not
totally random, Within the chaos of the mar-
ket, vibrations are identifiable patterns that re-
appear over and over again. Each of these pat-
terns brings a trading opportunity. It is the re-
sponsibility of the trader to determine which
pattern is present and the risk involved. Risk

is the only thing we can control in a trade! No
one ¢an tell us with 100 percent accuracy what
s going to happen next.

He who knows not
what he risks—risks all!

Risk!!
The perception becomes real!
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When the sirike of a hawk breaks the body
of its prey, it is because of timing.
—Sun Teu, Tha Artof War

Tony Robbins lists seven beliefs in success that
all successful people use in their quest for
éxcellence. Success belief number four really
describes my relationship with the Tomahawk
neural network. Mumber 4 states: "It is not
necessary to understand everything in order to
be able to use everything.” It would he about as
€asy as teaching brain surgery to you in a few
pages as trying to explain a neural network. But
here it is in layman's terms with the least
amount of technical jargon,

Machines that think, that use reason and
logic to solve problems, have long been the ul-
timate fantasy of science fiction writers. Now
it is the computer scientists who are poking
about the fundamental concepts of how the
mind works in an effort o develop programs
that imitate the brain's behavior and actually
think.

In 1955 Herbert Simon of Carnegie-
Mellon University developed a program that
worked out simple REM (Rapid Eye Move-
ment). Since then, research in theoretical
mathematics, coupled with advances in
microtechnology developed for the space pro-
gram, has led to development of the science of
Artificial Intelligence. A driving force in this
field is neural network technology, a new class
of computing that uses from hundreds to hun-
dreds of thousands of simulated neurons, all
connected to one another, to perform analyses
and draw conclusions in a primitive imitation
of how the human brain functions

These simulated newrons, or nodes, are
simple processors wired so that each gne can
communicate with or send signals to a group
of other nodes. This internal exchange of in-
formation teaches the network relationships or

associations. When a single node is given an
input data point A it responds with an output
resule B, “Training” a neural network means
presenting it with a series of input-output
pairs, or associations, called “facts.”

The output portion of a fact is referred to
4% a training pattern. Meural networks are
trained by presenting them with a set of facts
over and over!

It takes over 500,000 iterations for a
gingle analysis. Every time a neuron reads an
input it calculates what it determines the an-
sweT, or output, should be, Qutputs from one
neuron are used as inputs for another,

Although individual neurons, or logic
points, may each only work on a small portion
of a total problem, collectively this training
process is repeated until the network uses all
of the "facts" correctly, meaning the final re-
sult or “solution” is within an acceptable group
of parameters, and the problem is solved. In
the brain this process is known as parallel dis-
tributed proceszing.

It is the job of the programmer to prop-
erly define the problem and select the appro-
priate set of facts for the network o analyze in
order to get a “correct® answer,

Ne¢ural networks as an analytical tool
have a number of advantages over standard
computing, They ¢an process a great deal of
information virtoally instantaneously and si-
multaneously, making them much faster than
conventional programming,

Nets are also more reliable because they
distribute data throughout the entire system
for processing, This means most of the net can
still function if a few nodes break down, or
some of the inputs are questionable. This
“graceful degradation® allows analysis if
enough input passes are made in the training.

Perhaps the neural news' greatest advan-
tage 18 their ability to generalize. Training
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teaches the nets to recognize more than just
the specific examples or patterns they have al-
raad}r seen. They can also recognize patterns
that resemble the training examples and inter-
polate and manipulate them as well.

These attributes make neural network
theory a logical choice for commeodity analy-
sis. One of the most promising applications
uses cycle theory data to determine output
patterns that define timing points to identify
trend changes in commodity price move-
ments.

The Tomahawk® neural network program
is incredibly complex. The idea began with a
neural network system used by the United
States Navy in offensive mechanisms in the

Tomahawk heat seeking missile. The missiles
had to differentiate between submarines, large
whales, rock formations and other large oce-
anic forms. The harmonic vibrations illus-
trated by the Doppler effect give a simplified
explanation of how the missile operates. The
feedback vibrations of a submarine are charac-
teristically different from any other ohject.
Wave vibrations in speculative markets also
have identifiable patterns. These wave pat-
terns can be categorized. Armed with this in-
formation, the neural net forecasts the next
day's market forecast. This is why I think the
Tomahawk works 50 well: 1) Markets are non-
linear; 2) markets are chaotic, but within the
chaos are predictable patterns; 3) The patterns

RE=S>

A Simplified Graphic Descripticen of
How Neural Networks Can llnarata
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are repetitive in both price and time; 4) The
vibrations and harmonics are predictable
within certain limits, but they can be indexed
and categorized; 5) Time and price are the
only vehicles in the input data,

Those of you familiar with Excel can ap-
preciate what 50 to 100 spread sheets would
look like with each connected to the other and
some overlapping. Then you would have a
brief glimpse of the very basics of simple new-
ral networks. The Tomahawk was developed to
predict what would happen the next day in
any liquid speculative market. This holds true
for listed stocks, bonds or any popular invest-
ment vehicle that 1z actively traded. It has
been tested on Mew York Stock Exchange stock
favotites such as IBM, Eastman Endak, Coca-
Cola and most of the Dow Jones stocks. Active
NASDAQ stocks were tested with positive re-
sults. The Tomahawk does not work with illig-
uid stocks or bonds. Nor does it work with
IFOs (Initial Price Offerings) because of the
lack of any back data and low liquidity,

The process that the Tomahawk goes
through to forecast the next day's trend 13
started automatically at the close of the S&P
500 at the Chicago Mercantile Exchange (4:15
p.m, CET). All two minute price bars for the
past 30 days are saved; the oldest date is
dropped automatically. Macro keys process the
data. It is then transferred to the neural net-
work computer by floppy disk, After three
hours of hard work, the neural net is Anished
and the predictions are ready for the next day.
I then transfer the foppy disk from the neural
net computer back to the trading computer
which has on-line price guotes from all major
eéxchanges.

The neural net forecasts are then laid
over on-line price bars. Now it {5 in the trader's
hands. He must look at the comparison of the
actual market versus the forecast of the neural

net. If the patterns match two guestions must
be asked: 1) Is the price pattern matching the
neural network? 2) Can I afford to take the risk
In the trade? If the answer to both of these
questions is yes, then the trade must be taken.
The reason it must be taken is simple: no one
knows which trades will be profitable. We are
operating in a world of probabilities. Losses
are as natural as breathing! If you cannot take
a loss, or find it difficult to admit you are
wrong, then find another career. It will save
you a great deal of money and, more impor-
tantly, it will increase your chances for peace
of mind and happiness.

The segment of computer science fo-
cused on problem solving comes under the
branch of artificial intelligence, commonly re-
ferred to as AL by its supporters. Within the
realm of A_1's kingdom are several substates.
Here are only a few of them:

A, Expert systems—These programs try
to mimic the human brain by providing solu-
tions automatically when a whole series of
questions are answered. The sequence takes
the form of “what-if* questioning.

B, Case-based reasoning—Here all past
probléems and solutions are indexed and classi-
fied. They are stored in memory and will be
recalled when the appropriate solution is indi-
cated or repeated

C. Chaotic systems—MNonlinear differen-
tial equations are used to find the predictable
patterns within the chaos. This is particularly
suited to financial markets because it may
alert the trader to an impending change in
market dynamics (i.e., trend change, increased
volatility).

D, Fuzzy logic—This mimics the human
brain by its ability to make judgments. These
judgments are then classified and stored for
use in the next set of problems/solutions
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The Doppler Effect

The Doppler Effect is a change in the observed frequency of sound or ight resulting from the
motion of a source or abserver

Successive wave cresls emitted by a stationary source in all direclions approach any stationary
observer (A) at a constant distance, or wavelength, behind each other and at a constant frequency.

if the source movas away from an observer or the observer moves away from the source {B), the
waves seem to be drawn oul to longer wavelengths and are received at a lower frequency.

It the source approaches an observer or the observer moves loward the scurce (C), the waves
are crowded together; appearing shoner in wavelength and follow each other at a higher frequency
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Schematic of Tomahawk©
Neural Network

-
N K
Py

w] F Y +
NEJwon Tima and Price Patterns
Time and Prica Pattarns

My theory of market dynamics s based on the principle that markets react io two basic
emotions: fear and greed. Through a complex system of patterns and cycles, all very liguid spacu-
lative markets behave in the same manner. In doing o, they can be quantified, thereby permitting
eslimation of the amplitude and duration of these cycles. Greed is dominant at cycle tops and fear
& predominant at market bottoms.

That all markets behave the same way over time can be proven sasily. If you were to take an
active chart and randomly select a period of time, then remove the x and y axis headings, what

remains 15 a bar chart, No one can tell you what the chart is describing—over time, all charts wil
look the same.
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Appendix |

Description of Gartley “222"

This is the description of the Gartley "222*
pattern exactly as it appears on pages 221- 222
of Gartley's book, Profits in the Stock Market!,

One of the Best Trading Opportunities

In the life of those who dabble on Wall
street, at some time or another there comes a
yearning—"just to buy them right, once, if
never again.” For those who have patience, the
study of top and bottom patterns will provide
such an opportunity every now and then—the
chance does not arise everyday, but when it

does, a worthwhile opportunity, with small
risk becomes available.

Figure 27 (A)

Buy

B Place Stops

Let us look at Figure 27(A). When, after
an intermediate decline in either abull or a
beat market, such as A-B in the diagram, has
proceeded for some time, and activity has
shown a definite tendency to dry up, indica-
tion that liguidation is terminating, a minor
rally like B-C sets in, with volume expanding
on the upside. And when a minor decline, af-
ter cancelling a third to a half of the preceding
minor advance [B-C) comes t0 a halt, with vol-

ume drying up again, a real opportunity is pre-
sented to buy stocks, with a stop under the
previous low,

In eight out of ten cases wherein each of
these specific conditions occurs, a rally, which
will provide a worthwhile profit, ensues. In
the other two cases, only small losses have to
be taken. In trading this formation, the ob-
server is depending upon the probability that
either a head-and-shoulders, or double bottom,
which are the two reversal patterns which oc-
cur most frequently, is developing.

The art in conducting an operation of
this kind Hes in:

a. Having the patience to wait until a de-
cline of substantial proportions has de-
veloped:

b. Observing that all conditions laid down
are present;

¢. Having the courage to buy just as soon
as the minor reaction which tests the
bottom shows signs of terminating;
and

d. Having the courage to get out with a
fair profit (10-20 per cent), or at least
protect it with stops.

Hourly charts of the averages, avallable
for guiding the operation, repay the market
student for all the efforts he puts into keeping
them day after day, when they are of less prac-
tical use,

Similar opportunities occasionally de-
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velop for that small part of the trading frater-
nity which has the intestinal fortitude and
temperament to sell stocks short. The case in
reverse is laid out in of Figure 27(B).

B  Place Stops
Sell
[
A Figure 27 (B)

Gartley's book was written in the 1930s
and things have changed dramatically about
the markets. Not the markets themselves, but
the way they are reported. Communication is
now instantaneous because of the statellite
dishes around the world connected to all the
computer trading desks around the world.
During Gartley's era, the Western Union
tickertape was the method of communciation.
As I wrote that last sentence, I realized that is
how I learned to trade soybeans with Dave
Nelson on his Trans Lux ticker tape.

Thousands of new stocks and commodity
markets have been introduced since Gartley's
time. Most of these are very liguid and easy two
gain access to the chart patterns. This is par-
ticularly true for the intraday charts. In this
section of the appendix, I have selected some
intraday charts illustrating these patterns,

[ncluded in teh appendix is the page on
my monitor that shows what commaoditites
and stocks T follow. Each has a monthly, daily
and intraday chart pattern. Intraday charts are
Z minutes, 5 minutes, 30 minutes, 60 minutes
as well as a tick chart to record every tick.
This is helpful to gauge whether or not you are
filled on your order and at what price.

As one reads the “222" pattern described
by H. M. Gartley, three basic virtues are sug-
gested for trading.

1. Patience o wait for the market forma-
tion {0 develop

2. Courage to put the order in and a pro-
tective stop to minimize risk.

3. Fortitude and temperament to sell
short. Agaln protecting the positions
with stops.

The 222" is one of the best patterns a
trader can expect, When it does not work it
usually means that a greater trend continua-
tion is in progress. Failure of the “222" patiern
can be anticipated in several ways:

1. The presence of a huge gap near the D
termination point.

2, Wide range price ranges as point D is
forming.

3. After the formation of point D the
market fails to reverse. This may indi-
cate a level of consolidation before re-
suming the trend.
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March S&P 500 Formation of the Gartley
5 minnte 222" Pattern

This is a potential “222° pattern in the making. There are three reasons why a
short sale should be avoided today: 1) Prices are far above the cpening price {12
points); 2) No time symmetry in AB = CD; 3) There arg anly two hours lafl in the
trading day.

383
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-
4= Opening price (limit down) - 12 points

R L Er TP LA L LT

ailure of the Gartley
"222" Pattern

765 .88
705 .68
7Ed . BB

S&P stalled at .786 retracemeant for
about 20 minutes betfore exploding to the
upside. A short sale was suspect for
three reasons (I order of their impor-
tancel). 1) Prices 12 points above the
opening price; 2) AB = CD move was not
symmetrical in time bars; 3} There were
anly two hours left in the trading day.
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Appendix II

Some Practical Tips on Cycles

Cycles are a funny lot—

Totally random they are not—

Just when you think you have a great find—

Along comes another to challenge your mind.
—SW5.

The above poem sums up the study of
cycles. I believe that speculation markets are
non-random and chaotic, Within this chaos are
reapectable patterns of price and time, My
Tomahawk neural network program has shown
this to be true on a very consistent basis

There are two cycle principles that I
think ¢ach trader should explore. These were
first brought to my attention when 1 studied
Jim Hurst's Cyclitic material in 1971. The Frst
principle is that of high translation. This
means that bearish and bullish cycles have dis-
tinct characteristics.

Bullish Cycle
High Translation to Right
Cycle crest
Bullish markels * ,:f to right
spend mara thne
P gl or late in

the cycie

Bearish Cycle
High Transiation to Left

Cycle crest &
far to left mtiiurn
or early in going down.

18 perlod cycle

The second cycle principle is that of
nominality. Cycles usually repeat in equal in-
crements. For instance, if there is a 9 period
cycle it will usually repeat for at least 2 cycles
= 18 periods. On occasion it will repeat for
more than 5 cycles (5 waves) but then it will
shift. The trader can learn two valuable les-
sons from this phenomenon, First, once the
cycle has changed begin to look for the new
nominal cycle. S¢cond, once a nominal cycle
has been identified keep using it untl it stops
working, That certainly sounds simple enough.

The study of cycles can be improved by
using the principles of rational proportion. If
you think of a price chart on any stock and
commodity as nothing more than a road map,
then all you have to do is t0 connect the dots
to get to the destination, The following dia-
gram is an oversimplification of what I'm try-
ing to convey.

If the trader (analyst) will use the prin-
ciple of ratic and proportion it can leave valu-
able clues as to the validity of a cycle. Re-
minder—we are dealing with probabilities
only. Nothing is written as absolute law.

Taka care of your logses and your profits
will lake care of themsalves,
—Amos Hostaltar, Commaodity Corp.
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Fibonnaci Trading Card

My method of trading while on the floor
of the CME was actually quite simple, Each
night I would prepare the next day's trading
from my apartment at McClurg Court. I kept
daily charts on about 20 commodities and
Intraday charts on all major CME futures con-
tracts. While on the floor, I would still trade
Silver and Soybeans regularly, but the bulk of
trading was in T-Bills and Gold. Later, it would
be in the S&P 500 pit, but that wasn't traded
until April of 1982. Because I did not like to
enter the pits to trade for myself, I would
physically hand the pit broker my order. T kept
a swing chart on a trading card in my jacket.
This is what it would look like:

94"

As prices would approach my buying or selling
points I would watch the “runners” bringing
orders into the pit from their respective com-
mission houses. During a sharp rally or sell-
off, this activity is really easy to see, As the
activity slackened | would then move to the
pit and take the opposite side (sell rallics —
buy dips). I used a trading card with all of the
Fibonacci numbers and the 618 and 1.618 rela-
tionships. As [ mentioned earlier, I did not
know the importance of the sguare roots of
these numbers until 1989, The following 2
pages are a réplica of the trading card I car-
ried. I've included a card with the .786 and
1.27 relationships for your convenience. 1 still
use these cards to this day, but now they are

much larger and are placed on wooden frames
hanging over my desk.

MNotice the price of the 5&F in the chart.
That is the price it was trading at in 1982-83,
The nearby futures would routinely trade at a
discount to the cash S&F
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FIBONACCITRADING CARD .618/1.618

060 2113 372 522 682 845
0704 2214 382 533 694 855
086s 231 392 54s 70s 86
090s 241 40 55 71« 87s
1006 2515 4125 5635 724 88s
oz 2666 42 575 7345 89ss
1207 277 432 58 744 90ss
1306 2817 442 593 754 91ss
1400 2918 452 6057 764 925
1505 3019 4628 613 774 9357
1600 3119 472 0623 78 94ss
174 3220 483 633 794 9550
181 332 49 644 804 965
1912 342 505 6540 815 97
2012 39521 51z 664 825 98

362 674 8351 991

Exampie: 3521 Mutply 25x S5 21 Add21 ¢ 35 561,618 of 15)
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FIBONACCI TRADING CARD

4056
50065
6079
60810
7091
81013
917114
91215
101317
111418
12191
131620
13172
141823
151924
162025

Exampie: 283628

1?212? 29374? 42535? 546933
1?2228 3ﬂ3843 425459 557059
182329 313950 439570 s6/ 190
19243-5' 314051 4456?1 5?7291
2&2532 3241 52 4557?2 5?7393
202633 334253 4658?4 537494
212734 344355 4559?5 597595
222835' 354456 4?60?6 EU?BB?
23293? 35455? ¢861?}’ 517798
243033 354655 11962?9 517899
243139 3?476& 5ﬂ633ﬂ 52791[![}
253241 334851 5ﬂ6431 53801{12
253342 394962 516583 64811{]3
213443 300064 52008 6482104
283544 4l}5165 536785 55831{]5
283645 415266 536835 558410?

Mutiply 36x.J85.28 36513748

.786/1.27

ET851{IE
6380109
58871"]
6988112
T{IBQHB
?190114
T291 116
?29211?
7393118
?494119
T595121
?596122
?597123
??98124
?399125
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Appendix 1

Some More Practical Tips

Money Management

I. Money management in rigsk speculation
should be kept simple. Here are some un-
hreakable rules and some guidelines.

A Unbreakable Rules

1. Never add to a losing position.

2, Never risk more than 10 pevcent
of your trading capital on any one
trade.

3. Always have a2 protective stop in
place.

4, Ifyou don't have a profit in three
days, exit the wrade.

B. Guidelines

1. Never close a trade without a rea-
S00,

2. Take 100 percent responsibility for
your trades

3. Markets that have higher lows are
in uptrends. Markets that have
lower highs are in downtrends.

4. Always do your analysis prior to
the market open.

II. Ask these questions before closing a posi-

o

A. Does the position show a loss?

B, Has it reached the price objective?

C. Are you convinced your opinlon is
winng?
If the answer to all three questions is
N}, then you must hold your posi-
tion. If the answer to any one of the
three iz a2 YES8, then you may close
the trade if you wish.

11I. Ohservations

A

Calculate your trading capital and
multiply by three percent. This will
give you the amount of 1088 you can
take on any trade, Example: 310,000 x
3% = 5300, You should only risk 3300
on the trade.

AS yOuUT account grows you must still
use the three percent guideline, but
WL Can trade more contracta.

If you are able to trade multiple con-
tracts you should consider using a
“trailing” stop on one of the positions.
This brings the risk closer o break-
EVED.

The trader must always protect him-
self from his own fallibility. Stops are
placed for protection against yourself,

Markels are seldom wrong:

men offen are,
—HRoy Longstrast

IV, Recommended reading

Al

RN

Reminiscences of a Stock Operation,
Edwin Lefevre '
The Disciplined Trader, Mark
Douglass

The Warrior Athlete, Dan Millman
The Art of War, Sun Tsn

The Psycheology of Winning, Dennis
Waitley

Life is a do-it-yourself project.



156 Larry Pesavento

Gontrolled Risk
Money Management

30,000 x 10

“#1 Money Contract
#2 Trading Contract |
#3 Long Term Contract. | 1.0

Take profits on both #3
contracts as long term price
objectives are met

Take profits on #2 contract

as TC price objective is met o

I-I“
TC bottom falls ﬁ‘
Take profits on #2 contract o o 10 retrace enough -
as TC price objective Is met  p* J.i" to add 3 contracts
*

y Exit #1 Contract
P with $1,000 profit
#‘" Buy 3 contracls
* TC Botiom
. TC bottom
Exit #1 contract with
$1,000 profit

*
]
.ﬂ"

This charl is courtesy of Walter Bresserl. Mr. Bresseri is a pioneer in cycle
research and a director of the Foundation for the Study of Cycles. The chart is pre-
senlad to alert our readers of the importance of risk contral in trading all markels.
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Danger Signals

Markets are seldom wrong! There is one
fact that is always present in the markets: If
prices go up there are more buyers; if prices
go down there are more scllers, Here are a few
technical indicators that suggest a market may
be changing character:

Gaps:
A big price gap on a chart is indicative of
a change in sentiment and deserves your
attention. Use the Shapiro Iteration (wait
one time-bar) before acting.

Wide Range:
When price ranges become abnormally
wide, then price ohjectives are more likely
to be exceeded (1.618). You should know
the average daily range of the commodity
¥ou are trading,

Tail Close:
Markets that close at the extreme top or
bottom are indicating strength or weak-
ness. Look for several days of tail closes in
the same direction.

Take care of your losses and the profits
will take care of themselves,

—fmas Hostatter

Commodily Corparation {c. 1987)

Rules of Jesse Livermore

excerpted from Reminiscences of a Stock
Operator by Edwin LeFavre

1,  Of all the speculative blunders, there are
few greater than trying to average a losing
game.

2. Always sell what shows you a loss and
keep what shows you a profit.

3. You cannot try to force the market into
Eiving you something it does not have to
Eive,

4. The courage in a specualtor is merely the
confidence to act on the decision of his
mingd,

5. A loss never bothers me after | take it I
forget it overnight. But being wrong —not
taking the loss—that is what does the
damage to the pocketbook and to the soul,

6. The man who is right always has two
frces working in his favor—basic condi-
tions and the men who are wrong

7. The trend is evident to a man who has an
open mind and reasonably clear sight. It
is never wise for a speculator to fit his
facts to his theories.

8. In a narrow market when price moves
within a narrow range, the thing two do is
watch the market, read the tape to deter-
mine the limits of prices, and make up
your mind that you will not take an inter-
est until the price breaks through the limit
in either direction.

8. You watch the market with one objective:
to determine the direction or price ten-



.

14,

11.

12,

13,

14

dency. Prices like everything else, move
along the line of least resistance,

In the long run commodtiy prices are gov-
erncd but by one law—=the economic law
of supply and demand.

It costs me millions to learn that a danger-
ous enemy to a trader 18 his susceptibility
to the urging of a magnetic personality
combined with a brilliant mind

Have a profit—forget it! Have a loss, for-
get it even quicker!

It never was my thinking that made the
big money for me, It was always my sit-
ting, my sitting tight.

There is only one side to the stock market
and it is not the bull side or the bear side,
but the right side.

HE WHO KNOWS NOT WHAT HE
RISKS...RISKS ALL!

There are three rules you need to de-

velop in order to trade successfully:

1, Build & foundation of trust in yourself
g0 that you will act in your own best
interests—without hesitation

It

. Follow a set of steps that will build
confidence and a belief In your own
consistency. This includes learning to
Nnot give your money away.

3. Execute your trades flawlessly when 3
signal is given. Ask vourself these
three questions:

Larry Pesavento

a, Is it an identifiable pattern?
b. Are the sacred ratios present?
c. Can I afford to take the risk?

If the answer to these three questions
is ‘“yes!' then you should take the trade.

Keep in mind these important faciors:

1, Money management always takes pre-
cedent over any trading methodology.
You must never expose yourself o un-
limited risk. Stops are placed for pro-
tection against yourself

2. Never get into a trade where the risk
15 unknown,

3. The mistake is not being wrong; the
mistake is in staying wrong!

4, Fear causes us o narrow our foows of
attention and distorts our perception
of the environment,

3. Self-discipline is the ability of main-
taining your focus of attention when
all the things in the environment are
in conflict.

6. Never let the market save you—you
must save yourself, Use stops!

7. We deal in probabilities! The market is
always greater than anything we can
ever anticipate. No methadology of
trading can tell you what is going to
happen next. Profits come from string
of trades and not from one particular
trade.
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B, Take care of hour losses and the prof-
its will take care of themselves! Re-
lease yourself from being wrong or the
fear of losing money, Trading is not a
game of right or wrong, it is the pro-
cess of making money.

9. Be rigid in your rules and flexible with
your ohservations.
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Appendix IV

Additional Reading

Art of War. Sun Tso.

Astro Cycles in Speculative Markets. Jensen,
L. {Lambert-Gann Publishing).

Astro-Cycles: The Trader's Viewpoint,
Pesavento, Larry. (AstroCycles, 1938).

Astro-Economic Imterpretation. Jensen, L.
(Lambert-Gann Publishing).

Business Cycles Versus Planetary Move-
ments. Langham, J.M. (Maghnal).

Capital Ideas: The Improbable Origins of
Modern Wall Street. Bernstein, Peter
(New York Free Press, 1992)

Chaos and Order in the Capital Markets.
Peters, Edgar. (John Wiley & Sons, 1991),

Commaodity Futures Trading with Peint and
Figure. Maxwell, Joseph.

Cycles — The Science of Prediction, Daiken,
Dewey. (Foundation Study of Cycles).

Cyclical Market Forecasting: Stocks and
Grains. Langham, J.M. (Maghnal).

Divine Proportion. Huntley, (Dover Press).

Economic Cycles: Their Law and Course.
Moore, H. (Macmillan).

Elliptt Wave Principle. Prechter Robert. (New
Classics Library).

Extraordinary Popular Delusions and the
Madness of Crowds. Mackay, Chuck.

Fibonacci Applications and Strategies for
Traders. Fischer, Robert,

Forecasting Financial Markets: The Truth
Behind Technical Analysis. Plummer,
Tony. (Kogan Page Ltd., London, 1990).

Forecasting Prices. Butaney, T.G. (Pearl
Printing).

Geometry of Markets. Gilmore, Bryce T.
{Bryce Gilmore & Assoc., Pty Ltd.,
Melbourne, Australia, 198%9).

Geametry of Markets I1. Gilmore, Bryce T
(Bryce Gilmore & Assoc., Fty Lud.,
Melbourne, Australia, 1993).

Investing for Profit with Torque Analysis of
Stock Market Cycles. Garrett, W, (Ruff
Pub. 508-448-6739)

Investor's Guide to the Net. Farrell, Paul (John
Wiley & Son).

Market Wizards: Interviews with Top
Traders., Schwager, Jack D. (Simon &
Schuster, 1989).

Mastering Elliott Wave, Neely, Glenn.

Mathematics af Money Management. Vince,
Ralph.



Stock Trading Using Pattern Recognition and Geometric Ratios

161

R —

Planetary Effects on Stock Market Prices,
Langham, J.M. (Maghnal),

Flanetary Harmonics of Speculative Mavkets,
Pesavento, Larry. (Astro-Cycles, 1890).

Profit Magic of Siock Transactions Timing.
Hurst, J. (Prentice Hall).

Profits in the Stock Market, Gartley, H.M
(Lambert-Gann Publishing)

Rocky Mountain Financial Workbook. Foster,
W. (Box 1093, Reseda, CA 91355).

Secret Teaching of All Ages. Hall, M.F. [ Philo-
sophical Society of Los Angeles).

Stock and Commaodity Trader's Handbook of
Trend Determinators. Baver, George.
{Out of Print.)

Stock Market Prediction. Bradley. (Llewellyn
Publishing)

Technical Analysis of the Futures Markets.
Murphy, John

Technical Analysis of Stock Trends. Edwards
and Magee

The Dimensions of Paradise: The Propor-
tions and Symbolic Numbers of Ancient
Cosmolagy. Mitchell, John, (Harper &
Row, 1988)

The Disciplined Trader: Developing Winning
Artitndes. Douglass, Mark (Mew York In-
stitute of Finance, 1990)

The Kabala of Numbers.
(Newcastle).

Sepherial

The Magic Word. Gann, W.I). (Lambert-Gann
Publishing).

The Major Works of R.N. Elliott. (New Clas-
gics Library).

The Outer Game of Trading. Koppel, Robert

and Abell, Howard. (Proteus Publishing,
1974).

The Secret of the Ages. Collier, Robert.

Time Factors in the Stock Market. Baver,
George. (Out of print.)

Tunnel Through the Air. Gann, W.D.
(Lambert-Gann Publishing),



