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 P R E F A C E
 
 The Internet is an amazing resource. As a former trader who’s used to having my firm supply me with the best information that money can buy, I’m astonished by how close the Internet comes to providing me with the same tools I’ve become accustomed to, and at little or no cost. Availability of these tools has narrowed the information gap between the professional and the amateur. At the same time, it has increased the level of confusion on the part of the individual investor. As recent studies show, an overwhelming amount of data can reduce clarity instead of increasing it. And, there exist so many alternative versions of the same information that it’s difficult for the individual investor to identify which ones are of Wall Street quality. In selecting sites for inclusion in this book, I’ve favored those that present information in the style and format I’m accustomed to as a trader. Traders are fussy about presentation, and there are usually good, practical reasons for display in one format rather than another. At the same time, I’ve found innovative sites that present data in ways that didn’t exist till recently. To be sure, professional traders are using these sites as well. I have excluded from consideration sites that require the individual to open a brokerage account. However, many of these brokerage sites have excellent tools their customers should take advantage of. Many of the sites I’ve included provide both delayed data (often for free) and real-time data for a fee. This expense is generally a function of the data, because most of the exchanges sell that data on a monthly basis. Fortunately, they charge individual investors less than institutions. Depending on trading style, the dexvii
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 layed data may be good enough for many investors. Most premium analytic sites also allow free trial subscriptions of up to 30 days. Wall Street traders use the term seat rent to describe the expense to the firm of supporting a single trader. At some firms seat rent is over $5 million per year, and the firm considers that it has not broken even until the trader has generated profits of this amount. I hope that this book serves to minimize the seat rent and increase the profitability of my readers. Christina Ray
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 P A R T
 
 O N E
 
 Technical Analysis
 
 Technology reigns at each trader’s desk, and each trader has a choice of myriad sources of information to focus on any given day. A trader may customize the computer’s screens to display whatever prices and data the trader considers most critical today. This data may come from public sources, such as Bloomberg or Bridge Data, or proprietary sources, such as systems created by the firm’s Research and IT (Information Technology) departments. Each trader has upward of 100 direct lines to select counterparties and brokers. Those who trade commodities such as S&P or bond futures may also have a dedicated squawk box that provides continuous quotes and commentary from the floors of the CBOT (Chicago Board of Trade) or the CME (Chicago Mercantile Exchange). Chapters 3 through 6 describe how institutional traders use current market prices and price history to assist them in predicting future market behavior.
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 C H A P T E R
 
 1
 
 The Tools and Techniques of Professional Traders
 
 I
 
 f there is a single characteristic common to all successful investors, it’s their intense awareness that the market is no more than the sum of its participants. The ones who know this best are locals and market makers at the commodity exchanges, who observe market flow and attach a name to each order as it comes into the pit. The ones who know this least are on-line day traders, who observe changes in the market as depersonalized video displays. Investors who are able to view the market in such human terms have an edge in predicting future market movements. They know that market moves appear random when investors’ actions tend to offset each other, but appear systematic when they act in unison. Institutional investors are expert at anticipating situations in which a large number of investors—or an important minority—are likely to act in unison. They know that certain stimuli are capable of triggering a collective response. Typical trigger
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 PART ONE
 
 Technical Analysis
 
 events for a stock, for instance, are the release of an economic statistic, an earnings report, a substantial change in price, or even just the passage of time. Likewise, when well-regarded portfolio managers go on CNBC to tout positions they already own, they’re actually manufacturing a trigger event. The power of such trigger events stems from their ability to arouse human emotions. And all investors, whether individual or institutional, are motivated by two dominant emotions: fear and greed. When faced with the imminent prospect of missing enormous gains or incurring catastrophic losses, they operate with a greater sense of urgency, chasing the market both up and down and creating recognizable patterns. Some economists would disagree with this interpretation. They contend that the markets are efficient, that is, that at any point in time, the price of a security reflects all information currently known about it. Forecasting future market prices with only public information is therefore impossible, and portfolio managers who consistently beat market averages are merely a statistical aberration. Any professional trader knows otherwise. Professional traders know that people are not computers, instantly deriving a value for each security as they digest each new piece of information. Professional or amateur, they take time to act, they are influenced by what went before, they get excited, and they make mistakes. Therefore, the most valuable skill professional traders possess is their ability to identify trigger events that might cause certain classes of investors to act in concert. And because the root source of these investors’ behavior is grounded in human nature, their reactions form patterns that repeat time and time again. So, an investor who is in tune with the euphoria or angst of the marketplace can often predict the market’s reaction to an important trigger event—both the instantaneous reaction and how it plays out over time.
 
 CHAPTER 1 The Tools and Techniques of Professional Traders
 
 5
 
 Dr. Antonio Damasio has studied the biology of emotions as it impacts the process of good decision making.1 He refutes the notion that the best decisions are the most dispassionate ones. Instead, he contends that our ability to reason is as likely to be harmed by a lack of emotion as by an excess of emotion. Let’s say that you are trying to make a complicated decision. If you try to do a cost-benefit analysis, it may take you forever to decide whether to do A or B. However, if you have previously been in similar situations, and if you have been either rewarded or punished by the choices you made in those situations, then emotional memory may help you with your current choice. It may come in the form of a gut feeling or, more subtly, in the form a nonconscious bias that leads you in a certain direction.
 
 Dr. Damasio goes on to point out that depending on emotional memory doesn’t always work. “If you have not had the right experiences, or if you have not classified your experiences in a good way, your emotional memory could be leading you in the wrong direction.” Institutional traders—if they’re good—gradually develop the ability to recognize patterns in market behavior at both a conscious and unconscious level. The information and tools available to traders in a state-of-the-art trading room provide them with both the raw and derived data that eventually become their library of relevant experience. Skilled traders recognize the market advantage that internalizing pattern recognition gives them. They are not embarrassed to justify some trading decisions based on no more than subconscious “gut feel,” a term that wrongly implies gambling rather than forecasting. Although such decisions may at times be flawed, they are fast—an advantage often more important than any other. 1
 
 New York Times, May 7, 2000.
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 PART ONE
 
 Technical Analysis
 
 The following chapters are designed to assist the individual investor in developing similar skills by using resources available over the Internet in the same way a professional might. By having the right experiences, by opening their eyes to patterns everywhere, and by classifying these experiences in terms of investor behavior, they can learn to predict the behavior of others as well as improve their own.
 
 C H A P T E R
 
 2
 
 Traders and Trading
 
 The world of institutional traders is an exclusive one. The number of traders who have substantial trading authority is probably only in the low thousands worldwide. Those in the same specialty (for example, all bond option traders) often know each other, and are able to make fairly precise guesses about the motives and style of one of their competitors or clients when they identify one of their trades. These guesses are, for the most part, based on the institution for which the trader works and the trader’s function at that institution, rather than on any individual idiosyncrasies. The type of institution for which the traders work determines the types of positions they may take, their ability to take risk, and the horizons they consider most relevant to their trading. Nevertheless, all traders have one thing in common: they are paid annual bonuses based on performance. Traders’ bonuses are generally the bulk of their annual compensation, and can be several times their salary. Similarly, fund managers report perfor7
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 PART ONE
 
 Technical Analysis
 
 mance at least quarterly, if not monthly. And showing regular performance is critical in gathering new assets to manage. Thus, the horizon for both traders and the institutions for which they work is seldom greater than a few months, and is often much less. So the tools and techniques that professionals use are intended to assist them in meeting their companies’ goals as well as their own.
 
 THE INSTITUTIONS
 
 Trading institutions generally fall into one of two categories: asset managers or dealers. Asset managers, such as mutual fund sponsors Fidelity or Putnam, invest money that belongs to individuals or other institutions, while dealers, such as Morgan Stanley Dean Witter, take positions with the corporation’s own assets. These two functions are distinct from that of a broker, who may only act as an agent for the customer. Nevertheless, some firms are broker/dealers and perform both functions. An asset manager generally makes money in two ways: by earning a good return on the assets it manages, and by increasing its asset base. Generally, mutual funds do not employ leverage, although hedge funds—funds with a limited number of relatively wealthy and sophisticated investors—may. Of course, the two ways are correlated: outstanding performance can generate performance-based fees on AUM (Assets under Management). And regular ROI (Return on Investment) quarter after quarter is the pattern that is most likely to attract new money. Conversely, a dealer is primarily interested in maximizing its profit within risk limits. It may employ massive amounts of leverage in some areas. For example, the Treasury desk—the area that trades Treasury bills, bonds, and notes—may employ leverage of 100:1 in some strategies. Therefore, ROI is not as relevant
 
 CHAPTER 2 Traders and Trading
 
 9
 
 for such an institution as is return relative to risk taken. Of course, now that most of the large dealers are public institutions, some of the gunslinger reputations of the 1980s have been tempered by the need to keep share price up. This is accomplished by showing the same pattern of regular performance to which mutual funds aspire.
 
 THE GOAL
 
 Still, the function of every professional trader is to optimize the risk/return profile: that is, maximize return while constraining the size of losses. And every tool provided in the trading room is designed to assist the trader in this goal. The serious individual investor is a trading desk of one and functions as his or her own risk manager. The individual investor should attempt to replicate the tools, behavior, and discipline of the trading room as much as possible.
 
 PART ONE
 
 10
 
 Technical Analysis
 
 A TYPICAL COMPOSITE SCREEN Source: WindowOnWallStreet.com Price: Free and Premium F I G U R E
 
 2–1
 
 Multi-Window Display from WindowOnWallStreet
 
 WindowOnWallStreet.com offers the user the ability to customize a professional-style screen composed of multiple windows. In the sample shown, news, prices, Time and Sales reports, and charts all update on a real-time basis.
 
 C H A P T E R
 
 3
 
 Current Market Prices
 
 Every tool provided to the professional trader is designed to give the trader an edge over counterparties. And the most important tool available at the trader’s desk is continuous access to live market prices for every security or market of interest to the individual trader. The ability to monitor this information is provided to aid the trader in making short-term forecasts, as well as executing transactions in the best possible manner.
 
 PRICE QUALITY
 
 Every professional trader knows the source and the data-collection method of each price quote viewed. This knowledge assists the trader in determining the level of accuracy and the timeliness of the quote, which in turn determines the execution risk the trader might take in placing either a market or limit order.
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 Quotes supplied over the Internet generally come from one of three sources: ■ ■ ■
 
 Exchange floors OTC sources ECNs (Electronic Communications Networks)
 
 The quality of the quotes depends on the collection mechanism. Some require human intervention, and others are automated. Humans directly responsible for prices generally act as auctioneers, brokers, or dealers.
 
 THE ROLE OF AUCTIONEERS
 
 An auctioneer manages order flow, matching buyers and sellers in the most efficient manner possible, without regard for the identity of the participants. An example of an auctioneer is a specialist on the floor of floor-based exchanges such as the NYSE or Amex. To assist in keeping market flow orderly, one of the specialist’s responsibilities is to disseminate price quotes back to the public. The quality of these quotes depends on the specialist; the indications may be precise to the last 100 shares, or they may be reasonable indications of price and size. For example, the auctioneer may show size on the offer of 10,000 shares when total size at that offer may actually be between 10,000 and 15,000 shares.
 
 THE ROLE OF AGENTS
 
 An agent can act only on behalf of others. The agent has no trading discretion, only the responsibility to attempt to execute orders from traders. A good broker may improve on the price limit of the order, but is not allowed to take trading discretion. For example, the broker may not hold onto an executable sell order in anticipation that the market will rally.
 
 CHAPTER 3 Current Market Prices
 
 13
 
 An example of floor brokers are those on the floor-based stock exchanges as well as the commodity exchanges. Brokers charge a commission for their services. In the case of the floor-based stock exchanges, a floor broker is not required to give orders to the specialist for the security for execution. However, the floor broker must report the transactions to the specialist to allow public price dissemination. In the case of the commodity exchanges, such as the CBOT and the CME, all trades are executed via “open outcry” in the trading pit. This system facilitates maximum price transparency. The exchanges have price reporters who observe the market action and type in market prices for dissemination. But professional traders don’t rely on these quotes. Instead, they stay on the phone (or listen over a squawk box) to a broker stationed at a booth just outside the pit. Like the price reporters, this broker watches the action in the pit, deciphering much of the raucous flow by use of hand signals. The broker transmits estimates of bid, offer, and size to the customer, ready to flash an order back into the pit if the customer so desires. Outside of normal exchange trading hours, many of the financial contracts trade electronically: for example, on the CME’s Globex system, and on the CBOT’s Project A system.
 
 THE ROLE OF DEALERS
 
 Dealers have the discretion to take risk positions on behalf of themselves and their firms as principals to the trade. This right generally comes at the expense of obligations to the marketplace. Dealers provide liquidity to the markets, and take market risk in exchange for an expectation of profit. Once again, the specialist on the floor of the floor-based exchanges is an example of a dealer, as is a market maker in U.S. Treasury bonds at a firm such as Goldman Sachs or Salomon
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 Brothers Smith Barney. Dealers do not charge a commission, but profit from advantageous transactions, buying lower and selling higher than the middle of the market. Broker/dealers in the equity markets can act only as brokers or dealers, and must reveal to the customer in which capacity they acted. On the floor-based stock exchanges, the specialist is required to act as a dealer where necessary to keep market activity orderly and to prevent order imbalances. A specialist whose order book contains a preponderance of sellers, for example, must be willing to bid for the security regardless of the individual’s opinion of the price action. Similarly, if the bid/offer spread is very wide, the specialists are expected to narrow it with their own bids and/or offers. At the Treasury dealer, the U.S. Treasury requires that its primary dealers (firms allowed to participate directly in auctions of Treasury securities) make markets to their customers in any Treasury security. Each Treasury desk has traders assigned to a particular part of the yield curve. For example, the five-year trader might make markets in each note of maturity greater than two years and less than or equal to five years. If an institutional investor (via an institutional salesperson employed by the dealer) asks for a bid on a $100 million face amount of five-year notes, the market maker must provide the investor with a price to which the market maker will stand up. This market maker has an expectation of profit (because the market maker is buying on the bid side), but no guarantee of it. The price of the bid depends on the market maker’s estimate of the ability to lay the position off within the next few seconds or minutes. For example, if the investor asked for a bid on $500 million notes rather than $100 million, the five-year trader’s bid would have been a few 32ds lower. To lay off a position quickly, the trader relies on one of several interdealer brokers who accept bids and offers from primary
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 dealers or institutional customers and display them on a private network. Quotes for Treasury securities are generally indications derived from an amalgam of the best bids and offers from each broker, and cannot therefore be acted upon.
 
 THE COMPUTER AS AUCTIONEER
 
 The Nasdaq and the ECNs are markets in which computers replace humans in the role of auctioneer and disseminator of price information.
 
 Nasdaq
 
 The Nasdaq is an interdealer market comprising more than 600 securities dealers who act as market makers in the more than 15,000 different securities. The Nasdaq has no trading floor, and securities are not auctioned. Instead, market makers post their best bids and offers for public dissemination. If they fail to do so, they may lose market privileges. Nasdaq Level II quotes show all bids and offers with size in real time. However, some transactions occur directly between market makers, and may be reported out of sequence. They are so noted in a Time and Sales report, but may create price confusion for the unwary.
 
 ECNs
 
 The ECNs (electronic communications networks) such as Instinet, Island, and Archipelago, automate the function of auctioneer. There are no locals, specialists, or market makers to provide liquidity and buffer large moves. On the other hand, they have total price transparency; traders can view not only the best
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 bids and offers, but all the bids and offers behind them. ECNs may also submit their best bids and offers to the Nasdaq. Because ECNs are relatively new, they generally have the deepest books and therefore the most reliable indications in newer stocks, such as technology and Internet stocks. They have longer trading hours than the NYSE and Amex, allowing traders to gauge the impact on price of early morning or late afternoon news or earnings reports.
 
 TRADER JARGON: READING TRADERS’ MINDS
 
 When asked the current market price of Cisco, an individual investor might respond, “61 1/2”—the price at which Cisco last traded. A professional trader would instead respond, “I’ll quote it 61 1/4 at 61 1/2, 5000 by 20,000”—that is, there are 5000 shares bid for at a price of 61 1/4, and 20,000 offered for sale at 61 1/2. The trader might even add, “But I don’t think the offer is for real.” This quoting protocol is common to all traders, irrespective of marketplace. A stock trader, a bond trader, a commodity trader, or a foreign exchange trader would all use nearly identical language. Trader jargon has evolved this way for reasons that have far more to do with utility than custom. The language of any population reveals what it considers important. The Eskimo language Yupik, which is spoken by about 13,000 people in southwestern Alaska, has more than 15 words for snow. The reasons for distinguishing muruaneq, or “soft, deep snow,” from navcaq, or “snow cornice, about to collapse,” are obvious. Likewise, professional traders are members of their own global population, and its members are also intensely interested in avoiding collapse. Trader language regarding price is the
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 Rosetta stone of trader-speak, because when seconds count, every syllable is guaranteed to contain critical information.
 
 PARSING TRADER JARGON
 
 Parsing the price quote above will show how traders humanize market prices. In fact, in trader jargon, “offer” can refer to both the price at which someone is willing to sell a security and the person who has made that offer. First, note that the trader qualified the statement by starting with, “I’ll quote it . . .” This choice of words makes clear to the inquirer that the trader is only relaying a snapshot of current market conditions, and is not taking market risk by indicating any willingness to buy or sell the security at the prices indicated. The source of this information might be screen displays of Nasdaq data feeds if the trader is an equity trader at Morgan Stanley, hands in the air if the person is a bond futures trader on the floor of the CBOT, or an educated guess if the individual is an OTC currency trader at Chase. Next, note that the professional always views price as a region rather than a point: a nebula rather than a star. The bid and offer indicate the range of prices within which the next transaction is likely to occur. And the bid/offer spread indicates the true cost of a transaction, in Cisco, in this case, under current market conditions. In our example, a round trip in and out of Cisco of 5000 shares or less using a market order will cost 1/4 point (buy at 61 1/2, sell at 61 1/4 = 1/4 loss), not including commissions. For a market maker, this is far too large an expense. And for a fund manager, all those fractions can add up to the difference between mediocre and superior performance over the course of a year. Further, note that the professional considers size (that is, the total quantity bid for and offered at the best bid and offer
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 prices) to be information as critical as the bid and offer prices themselves. Size indicates Cisco’s liquidity, or the ability to execute large orders in that security without substantially moving market prices. Although the size on the bid and offer is the total of all bids and offers at that price, the quantity may give the trader a clue about the nature of the counterparties. To the professional, the relatively large size on the offer may indicate that the seller is an institutional rather than individual investor. For example, institutions often trade in 5000-share increments, and quantities that are multiples of this often indicate a single institutional buyer or seller. Further, the professional will realize that the 20,000 shares on the offer may just be part of a 100,000-share order. The seller may be unwilling to show the entire size in one piece for fear of spooking the market lower and accomplishing nothing. Together, price and size indicate where the next trade might be executed. If a trader submits a market order (an order to buy or sell immediately at the best available price), a seller of 5000 shares or less can expect to sell Cisco at 61 1/4, and a buyer of 20,000 shares or less can expect to pay 61 1/2 for Cisco. If the trader attempts to sell more than 5000 shares or buy more than 20,000 shares at the market, the sale may well be filled below 61 1/4, and the purchase filled above 61 1/2. However, professionals don’t usually use market orders when executing a trade. They prefer to take execution risk, because their trading skills usually allow them to trade inside the bid/offer range, that is, buy below the offer price or sell above the bid price. Some, like market makers who may be in a position for only seconds, must attempt to squeeze every penny out of each trade because they work for just a tiny fraction of a point. For example, Treasury bond market makers generally work for only 1/64th of 1 percent.
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 Professional traders frequently use limit orders (that is, orders to buy or sell at a specific price) instead of market orders when attempting to execute a transaction. By placing a limit order wisely, a trader expects to improve the price at which the trader enters a new position or exits from an old one. However, use of limit orders exposes the trader to execution risk. A trader who misjudges the tone of the market may have to chase the market to get the trade done at all, often at a level significantly worse than originally anticipated. Finally, the trader’s doubts about the reliability of the offer reveal that the trader has been watching the price of Cisco intently. The trader is not indicating a lack of trust in the quote, but rather questions the bona-fide desire of the trader on the offer to sell 20,000 shares of Cisco. The trader may have noticed that every time the offer is lifted (that is, someone pays the offer price), the size of the offer drops. To a market maker, this pattern may indicate that a savvy trader elsewhere is trying to give the market a false impression: namely, that there are substantial amounts of Cisco available for sale at 61 1/2, in spite of the fact that this trader doesn’t really want to sell at all. In fact, it is quite possible that the trader on the offer is really a buyer, attempting to push the market lower in order to buy Cisco cheap. The offer is taking a calculated risk. Such manipulation is often an effective strategy; a third participant who hasn’t been paying attention may be fooled into hitting the 61 1/4 bid before the offer does, helping to drive the price down. However, the risk in this strategy is the possibility that the trader is unlucky enough to show the offer when a real buyer of size comes into the market and lifts the trader on 20,000 shares. Now, the offer has to chase the price up to buy back both the inadvertent short position as well as the intended purchase.
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 Based on what they have observed in the market, professionals make very short-term forecasts to enter and exit trades at the best possible level. Let’s assume that a professional trader wants to buy 20,000 shares of Cisco now. Not including strategies like the one above, the trader has three choices. 1. Simply lifting the offer at 61 1/2. This is quick and easy, but not the optimal price. 2. Joining the bid at 61 1/4. A trader who believes that the offer at 20,000 is for real may expect to get hit on at least 15,000 shares (the original bidder for 5000 shares will get hit, as well). It seems paradoxical, but increasing the size of the bid in this case may actually increase the probability of the market trading down. This is so because the seller may be reluctant to sell only 5000 shares, lose any 61 1/4 bid, and still have 15,000 shares (or more) to go. If the offer can sell a large block at a relatively good price, the trader will risk driving the market a bit lower. 3. Improving on the 61 1/4 bid: bidding 61 3/16, for example. Although the price isn’t as good, the trader is now first in line on the bid, and may entice the offer (or another trader) to hit the bid there. There are variations on this strategy: The buyer may submit just part of a 20,000 share order. An offer who is desperate to sell may hit the 61 3/16 bid and show his hand, turning sentiment a bit more negative for the moment and allowing the buyer to pay 61 1/4 or less for the remaining 15,000 shares. All these favorable outcomes depend on the fact that the offer is from an institution and is real. An offer who is a large retail investor may not even be watching the price in real time, and all our trader’s elaborate games would be for naught. Worse, if the
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 seller wasn’t really a seller, the trader’s buy orders may instead have 62 handles (the integer part of the price) rather than 61 handles when the tickets are finally written. Although some of these alternatives are just not practical for the individual investor, awareness of these strategies can assist in interpreting price action and placing orders. One mark of the amateur trader is placing a buy order on the bid side just to pay less. If the security trades up, the trader may very well be left behind, unfilled. Orders should be placed where the investor expects the security to trade, rather than where the investor hopes it will trade.
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 REAL-TIME STOCK QUOTES Source: MSN.com Price: Free F I G U R E
 
 3–1
 
 Real-Time Stock Quote for Intel from MSN
 
 MSN provides a quick source of real-time prices for equities (Figure 3–1), showing the entire picture (bid and offer with size on each), as well as the direction of the last tick. From this quote, a trader might surmise that the 9500 shares on the bid indicate that the next trade is likely to be higher. It also tells the trader the last tick was a downtick, and, as such, a bid at 115 5/8 or lower can’t be hit by a short-seller.
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 3–2
 
 Intraday Price Chart for Intel from MSN
 
 MSN.com’s real-time quote feature includes a convenient link to a real-time chart of intraday prices (Figure 3–2). The one-day chart shows that the size on the bid shown in Figure 3–1 may indeed have been a bullish indicator. The price of Intel traded up for the rest of the day, gaining about 2 1/2 points in the hour following that quote. This chart is interactive: by positioning the cursor at 2:51 P.M. (the time of the real-time quote) a vertical line is drawn down to the volume chart below, showing that substantial volume occurred at that time. And by putting the cursor at the last point on the price line, the box shown at 4:00 P.M. pops up, showing time and price1 at that point.
 
 1
 
 The annotation regarding bid/offer and size at 2:51 P.M. is the author’s.
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 A REAL-TIME LOOK AT ELECTRONIC EXCHANGE BOOKS Source: Island.com Price: Free F I G U R E
 
 3–3
 
 A Real-Time Book for Yahoo! from Island
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 Island ECN provides the general public with access to its Island “BookViewer”: a real-time display of the best limit buy and sell orders in price and time order. Color coding assists traders in identifying blocks of sequential orders at a single price, a feature that is exceedingly useful in a volatile market. At last count, Island averaged about 12 percent of Nasdaq volume, and often ranks number one in certain stocks such as Amazon, Yahoo!, and eBay. The BookViewer is available during Island’s extended trading hours of 7:00 A.M. to 8:00 P.M. It is possible that a trader might see her trade executed on this screen before she receives a report of the trade if her broker routes orders to Island.
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 A REAL-TIME ELECTRONIC EXCHANGE BOOK IN CHART FORM Source: 3DStockCharts.com Price: Free F I G U R E
 
 3–4
 
 2D Chart of the Cisco Book from 3DStockCharts
 
 3DStockCharts.com consolidates real-time feeds from two ECNs—Island and Archipelago—and converts the 15 best bids and offers to graphic form. For traders who are visually oriented, 3DStockCharts provides an instant impression of the relative buying and selling pressure. For example, in the snap-
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 shot of Figure 3–4, it appears as though it will be difficult for CSCO to trade above 55 or so without fresh buying interest. 3DStockCharts also color codes its displays in order to map the full range of information in the limit order book to graphic form.
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 COMPARING FLOW IN REAL-TIME ELECTRONIC EXCHANGE BOOKS Source: Quotezart.com Price: Free F I G U R E
 
 3–5
 
 Dueling Books Display for Yahoo! and eBay from Quotezart
 
 Technical Analysis
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 Quotezart.com provides a “Dueling Books” feature, whereby a trader can view Island ECN’s real-time order book for two securities side by side. When those two securities tend to track each other, indications of buying or selling pressure in one of the securities might be a leading indicator of the similar pressure in the other security. Such a short-term forecast could assist a trader in timing a transaction and selecting the best price for his order. Or, if the two securities were relatively independent of each other but were both market leaders, simultaneous buying or selling pressure might foretell a change in the tone of the general marketplace. Quotezart.com also converts the information in the order book to the user’s choice of musical format, for traders who prefer sound cues to sight cues.
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 FUTURES MARKET QUOTES ON THE CME Source: DBC.com Price: Free and Premium
 
 F I G U R E
 
 3–6
 
 Quotes for the S&P and Eurodollar Contracts from DBC
 
 DBC.com provides quotes on futures contracts, along with the direction of the previous four ticks. These two snapshots show quotes for the Sep 2000 S&P 500 contract and the Sep 2000 eurodollar contract, the most successful financial contracts traded on the CME .
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 The three-month eurodollar contract is an excellent surrogate for short-term rates, and is the best barometer of changing expectations about possible future rate changes by the Fed. The eurodollar contract is quoted in terms of 100 less the eurodollar interest rate; therefore, the quote of 93.175 (the decimal point always follows the second digit) implies that three-month eurodollar rates starting in September 2000 will be 6.825 percent (100.0 – 93.175 = 6.825). In the futures markets, the front contract (in this case, the September 2000 contract) generally has nearly all of the volume and is the one to watch. All professional traders—even those who only trade stocks— watch the financial futures contracts as an instantaneous indicator of sentiment about the course of future interest rates. Because the futures trade on a centralized trading floor with an open outcry system, they have more price transparency than any other marketplace, and respond to news nearly instantaneously. Further, the futures markets open earlier than the NYSE and Amex, and some trade electronically all night long. So, their early price action is the most trustworthy indicator of what is to come later in the morning. Traders watch futures intently at the time of major economic news releases such as the Unemployment Report, released on the first Friday of each month. Since most important economic news is released at 8:30 A.M. EST, and trading in financial instruments opens at 8:20 EST, futures market action is an excellent indicator of how traders received the news.
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 FUTURES MARKET QUOTES ON THE CBOT Source: CBOT.com Price: Free F I G U R E
 
 3–7
 
 Quotes for the Dow Jones and 30-Year Bond Contracts from CBOT 10 Minute Delayed Snapshot of Futures Quotes Jul 7, 2000 10:10 am CST - Daytime
 
 10 Minute Delayed Snapshot of Futures Quotes Jul 7, 2000 10:10 am CST - Daytime
 
 CBOT® DJIAsm
 
 30 Year U.S. Treasury Bonds
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 Although the CBOT started as a grain exchange over 150 years ago, it was the first to create a financial futures contract. Its financial instruments are now extremely successful, particularly its 5- and 10-year note futures contracts, its 30-year bond contract, and its Dow Jones index contract. The CBOT’s site includes numerous links to additional information and features, including intraday charting. The CBOT restricts dissemination of its quotes on a real-time basis if a fee is not paid to the exchange: note that the two quotes shown have a 10-minute delay. It’s important to know the rules for delivery of futures contracts before trading in them. The bond quote shows that the bond contract trades in terms of price: the 9731 last trade for the Sep 2000 contract is 97 31/32. Therefore, a rally in bonds implies a decrease in yields. The price of the bond contract is nominally based on a bond with a 6 percent coupon and 20-year maturity. But this price cannot be easily converted to an exact change in yield, because the exchange allows delivery of several different bonds in order to prevent squeezes. Therefore, the delivery rules are mathematically complex. Nevertheless, it is generally true that the change in price of a longer-maturity instrument (e.g., the 30-year bond) will be greater than that of a shorter-maturity instrument (e.g., the 10-year note), for the same change in yield.
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 QUOTES FOR OPTIONS ON FUTURES ON THE CBOT Source: TradeSignals.com Price: Free F I G U R E
 
 3–8
 
 Quotes on Treasury Bond Options from TradeSignals
 
 TradeSignals.com provides quotes on the highly liquid market in options on futures. In the options-on-futures market, the contract calls for delivery of a futures contract rather than a physical security. Options for each instrument are traded in a different pit from that of the underlying instrument, but the two are in close physical proximity to allow the options locals (members who trade for their own accounts) to arbitrage between the instruments. For the bond options above, trading is in 64ths of a point: for example, the 4-57 quote for the September 102 Puts is 4 57/64.
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 The “September” description of the option refers to delivery of the September futures contract, and not to the expiration date. In fact, expiration is instead seven business days before the first notice day for delivery of the contract, which is two business days before the first business day in the delivery month. For example, the first notice day for the Sep bond contract is late in August, putting expiration of the Sep options in the middle of August.
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 CUSTOMIZING A COMMODITY WATCH SCREEN Source: TradeSignals.com Price: Free F I G U R E
 
 3–9
 
 Customized Commodity Watch Screen from TradeSignals
 
 TradeSignal.com’s “Custom Page” allows a trader to program a page to display the trader’s choice of commodity contracts. For example, this screen shows the Dow Jones contract (DJ), a Nasdaq contract (ND), an S&P contract (SP), the 10-year note (TY) and 30-year bond (US) contracts, the Heating Oil (HO) contract, and the Japanese yen (JY) contract (the U0 at the end of each contract is code for September 2000). The screen updates automatically every 10 minutes, and the trader can easily link to a chart of the instrument or quotes on its options. The prices on this date (July 7, 2000) followed a particularly bullish employment report. Note that the bond contract is up
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 21/32, while the shorter-maturity 10-year note contract is up a full point (32/32). This implies that yields for the 10-year sector have declined much more than those of the 30-year sector, because the same change in yield will move the price of a 30-year instrument roughly twice that of a 10-year instrument.
 
 PART ONE
 
 38
 
 Technical Analysis
 
 QUOTES ON LISTED STOCK OPTIONS Source: Quote.com Price: Free and Premium F I G U R E
 
 3–10
 
 Quotes for Options on Sprint Corp. from Quote
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 Quote.com allows the user to display detailed information about listed options. Exchange-traded options have fixed strike prices (the price at which the owner of a call has the right to buy the stock, or the owner of a put has the right to sell the stock) and expiration dates (the last date on which the option owner may exercise his or her right). The price of the option is the fee or premium the option buyer pays for this right. Volume and open interest (the total number of contracts outstanding) are expressed in contracts, where each contract represents 100 shares of the stock. For example, the open interest in the July 60 Call for FON is 6064, which represents the right to buy 606,400 shares of Sprint Corp. Quote.com conveniently breaks out the two components of the price of an option: its intrinsic value (the difference between the current market price and the strike price for in-the-money options) and its time value (the value of the probability that the option may become in-the-money or further in-the-money by the expiration date). The value of an out-of-the-money option is all time value, while the value of a very deep in-the-money option is all intrinsic value. For example, with FON having last traded at 54 1/8 and its August 50 Call having last traded at 6, the August 50 Call is 4.13 points in-the-money [54.125 – 50.00 = 4.125], so its intrinsic value is 4.44 and its time value is 1.88 [6.00 – 4.125 = 1.875]. Quote.com also calculates the number of days to expiration for each option. All else being equal, the value of an option is subject to time decay: that is, its time value deteriorates as the time left for the stock to move declines. Time value for an at-the-money option (one for which the strike price is equal to the current market price) changes at a rate equal to the square
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 root of time: For example, a stock with four days until expiration will have twice (the square root of 4 is 2) the time value of one with only one day to expiration. In general, most of any option’s daily volume will cluster near the current market price, but this may not be true of open interest. There may be sizable open interest in a strike away from the current market price if, for instance, the price used to be much higher or lower than it is today for a prolonged period of time. Or, traders may be betting on a large move in one direction or another due to a potential trigger event before the expiration date. For example, in the case of Sprint, regulators had recently rejected a previously announced merger with WorldCom for competitive reasons. Professional traders closely watch the open interest and price action in the options markets. The prices that traders are willing to pay for calls or puts provides more information about their forecasts for the stock than does a simple buy or sell order in the underlying security. For example, a trader buying a July 60 Call is implicitly predicting that there is a reasonable chance that Sprint will be trading at that price by the expiration date. And by preferring to buy August 60 Calls, the trader is instead predicting that Sprint will take an additional month to reach that price. Professional traders are also very aware of the effect options markets have on the price of the underlying security at the time of expiration. Assume that on the July expiration date, the price of Sprint suddenly trades from 58 to 60 1/2. At that price, traders short July 60 calls outstanding will have their options unexpectedly exercised, causing them to sell 606,400
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 shares of Sprint in a rising market. In order to cut their losses and limit their risk, a good number of them will scramble to cover their shorts, driving the price up even further. The greater the open interest in the option, the greater the potential for such a spike in price. For this reason, traders understand that they may see high volatility on options expiration dates, particularly at the “triple witching hour,” when stock index futures contracts, options on the stock index futures, and stock options expire on the same date.
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 C H A P T E R
 
 4
 
 Market Color and Flow
 
 Traders are masters at multitasking. An experienced trader can watch every tick on several securities, execute a trade over the phone, and listen to inquiries and trades on the trading floor and over the squawk box, all at the same time. During the day, the squawk box carries nearly continuous commentary by support staff, requests by salespeople for bids or offers, and traders showing their “axes” (short for “ax to grind,” or a transaction that the trader wants to execute, preferably with one of the firm’s customers at a favorable price). When traders refer to color and flow, they’re imparting information about the nature of market participants with an “ax.” Color and flow are especially critical to market makers. For example, no institutional salesperson is allowed to ask a market maker for a bid or offer for his or her customer without revealing the name of the customer, its estimated total size, and very possibly the price that will consummate the trade.
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 Although such information helps protect the market maker from bidding or offering badly, it serves the more important purpose of assisting all traders at the firm in gauging current buy and sell pressure. One senior sales manager used to always say, “the information is as good as the trade.” He meant that it was less important for the market maker to make a fraction of a point on the trade than for the firm to use the information it could derive from the interaction. For this reason, most customer inquiries are relayed to the trader over loudspeakers for all to hear. The market maker or a proprietary trader (a trader with no market-making responsibilities) at the firm could use that information to profit from speculative positions. Or the trading manager might use it to keep the desk out of trouble when something just doesn’t smell right. Consider the case of an options trader who observes selling in put options on the CBOE. If the seller is a well-capitalized arbitrageur who generally takes large positions in attempts to profit from small inefficiencies in the options, the seller’s actions are likely to keep the markets in the stock and its options in equilibrium. However, if the selling in the puts comes from many small investors raising cash to meet margin calls, such action may start a chain reaction that drives the price of the underlying stock lower. Of course, individual investors are not privy to trading room conversations. But professional traders are not privy to most of what they don’t see firsthand, either. Instead, they watch the manner in which bids, offers, and size lead to a transaction. For example, when a trade occurs, did the bidder pay up, or did a new lower offer come in the market? And after the trade, was there more for sale on the offer, or was the next offer higher? From such flow, the skilled trader can attempt to read the minds of traders who can be perceived only as numbers on a screen.
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 MONITORING FLOW ON THE NYSE AND THE NASDAQ WindowOnWallStreet.com Price: Premium F I G U R E
 
 4–1
 
 LiveChart Price History for a Nasdaq-Listed Security from Quote
 
 Quote.com’s “LiveChart” feature shows consolidated price history and flow information. Depending on whether the security is listed on the NYSE/Amex or is traded on the Nasdaq, the specific trade details given in the Time and Sales window vary. (A trader can identify a Nasdaq stock by the four characters in its ticker symbol.)
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 Figure 4–1 shows the LiveChart screen for Nasdaq-listed Lycos (LCOS). The screen includes a 10-minute bar chart spanning two days of trading, as well as Quote.com’s Time & Sales book. Strictly speaking, Time & Sales is a recap of previous trades. But Quote.com’s version also includes new bids and offers entering the book, depth on the bid or offer, and notice of special conditions such as a sudden order influx, a trading halt for news dissemination, and more. Note that in this example the downtick indication for the trade at 13:13:31 shows that most traders are legally restricted from selling short at a price of 47 1/4. They are forced to wait for the subsequent uptick at 47 5/16 before they can sell short at that price or higher. If a new seller were to appear at that price, that flow might indicate very bearish sentiment on his part. F I G U R E
 
 4–2
 
 LiveChart Price History for a NYSE-Listed Security from Quote
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 Figure 4–2 shows the LiveChart screen for NYSE-listed General Motors (GM). Note that less depth of information is available, because the specialist on the floor does not disseminate all information on bids and offers as he receives them.
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 FLOW OVER TIME Source: 3DStockCharts.com Price: Free F I G U R E
 
 4–3
 
 Three-Dimensional Chart of Cisco from 3DStockCharts
 
 3DStockCharts.com allows a trader to view not only a current snapshot of the bid/offer book, but to view how flow has changed over the last few seconds. This extra insight gives the trader an instantaneous read on the direction of a very short-term trend. Like the 2D version shown in Figure 3–5, the 3D version shows aggregate size grouped within price bins (in this case, the bins are 1/16 of a point wide) as a function of price. But going back-
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 ward from the front of the chart, the3DStockCharts display shows that same information for the very recent past, updating about once every half second. From the chart, it appears that size on the offer has quickly built from under 5000 shares to about 17,000 shares at the 67 3/4 level. At the same time, the size on the bid at the 57 9/16 level has just as quickly evaporated to nearly nothing. This combination strongly indicates that the sellers are dominant at this moment, and that a potential buyer might either bid low or bide his time on his execution. The tabular display of the order book is useful, as well. Note that much of the offer size that rounds to the 57 3/4 price is actually at a price of 57 47/64. This is an indication that these offers are likely from professionals; individual investors don’t usually fine-tune their prices so exactly, preferring to enter orders at rounder fractions such as the 5/8 on the bid. This adds weight to the argument that the sellers will be dominant, at least for the next few minutes.
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 GRAPHIC STATISTICS FOR FLOW OVER TIME Source: FalconEye.com Price: Premium F I G U R E
 
 4–4
 
 Nasdaq Order Book and Chart for Exodus as of July 21, 2000, from FalconEye
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 FalconEye is a product of Tachyon Systems: a firm founded by former officers of Goldman Sachs and Bear, Stearns together with the former head of the Soviet Space Research Institute Laboratory. FalconEye makes the daunting task of monitoring all 6500 Nasdaq stocks in real time manageable. Nasdaq’s Level II data feed includes the price, size, and identity of each bid and offer submitted by Nasdaq market makers, including ECNs. Figure 4–4 shows both a tabular and graphic display of that order flow for Exodus Communications. The user can set the type of chart options desired. In this case, the chart displays the changes in price of the major blocks at a price (demarcated by tints) shown in the bid/offer book. The display also shows which market makers have had the largest sustained ax in the security on the bid and the offer side of the market in Exodus. The ranking is determined by a size-weighted moving average over either 3 or 15 minutes. FalconEye’s designers see the ability to search the entire universe of stocks—instead of searching one stock at a time—as one of the system’s major advantages. FalconEye allows the user to obtain its Market for 50+ Nasdaq market makers, including all the ECNs. For example, Figure 4–5 shows its Market Sleuth report, which identifies those stocks for which Morgan Stanley Dean Witter (market maker code MCSO) has notable buy and sell interest at one point in time. (The numbers shown after the stock tickers are a statistical measure of the strength of the ax.) Because Morgan Stanley is known for executing for large institutional investors, its activities can reveal axes of major fund managers.
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 4–5
 
 Market Sleuth for Morgan Stanley Dean Witter as of July 21, 2000, from FalconEye
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 AUTOMATING LIMIT ORDER CALCULATION Source: FalconEye.com Price: Premium F I G U R E
 
 4–6
 
 Order Optimizer for Microsoft from FalconEye
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 Over 60 percent of the orders entered by individual investors are market orders, but many of these could have been filled at a better price if entered as a limit order instead. Because the founders of FalconEye have trading experience, they recognize the value of optimal limit order entry. FalconEye’s “Order Optimizer” assists the trader in deciding at what price to enter a limit order. Order Optimizer is designed for the individual investor who executes just a few trades a month. Those who do trade much more should develop the skills to enter limit orders themselves, while those who trade much less will not gain much from price improvement on just a few trades. Figure 4–6 analyzes a buy order for 1000 shares of Microsoft. Based on the real-time history of the last few minutes, the model estimates the probability of execution at several prices. Note that the probability of execution on the offer side is 99 percent—it’s not 100 percent because there is a small chance that the offer might be lifted or pulled before the investor can get filled. Conversely, the chance of buying Microsoft 1/8 lower than the bid side is only 2 percent: new selling has to enter the market to execute at that price. The best bet for an investor who is willing to chance a failure to execute on the offer side is matching the best bid: the chance of execution is 48 percent, and the price improvement over a market order is $63. The gain from using limit orders on a stock more illiquid than Microsoft could be much greater. In any event, this analysis shows that brokers’ commission rates are far less important than their execution capabilities.
 
 CHAPTER 4 Market Color and Flow
 
 55
 
 DERIVING FUTURE EXPECTATIONS FOR INTEREST RATES Source: Bloomberg.com Price: Free F I G U R E
 
 4–7
 
 U.S. Treasury Yield Curve: One-Day Change from Bloomberg
 
 Michael Bloomberg is one of the founders of modern information systems. Nearly every trader has access to a Bloomberg terminal, which provides him with massive amounts of price data, history, and technical analyses for the most esoteric securities over direct phone lines. The full Bloomberg system is expensive: over $1000 per month for the first terminal. However, Bloomberg also offers a free Internet site available to all.
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 One of Bloomberg’s historic strengths is the quality of its information about the interest rates. Fixed-income traders continuously monitor the shape of the yield curve (a graph of yield as a function of maturity) for assistance in monitoring changes in expectations about rates. Figure 4–7 shows the shape of the yield curve on July 5 and at the end of the previous day. Each of the x-axis points is one of the maturities periodically auctioned by the Treasury: 3-, 6-, and 12-month bills; 2-, 5-, and 10-year notes; and 30-year bonds. The lower graph shows the one-day change in yield for each of these “on-the-run” Treasuries. On this date, the yield curve has inverted severely: that is, yields for shorter-maturity instruments have increased relative to longer-maturity instruments. Traders had recently seen the Federal Reserve leave the Fed funds rate (the overnight bank lending rate) unchanged, temporarily halting a series of tightening moves. They were more uncertain than usual about the course of future rates, and in particular the probability that the Fed might tighten in August 2000. According to expectations theory, investors’ consensus forecast about future rates is the sole determinant of the shape of the yield curve. The traders’ consensus change in opinion about future rates can be mathematically deduced from a change in its shape. An inversion in the curve, such as the one seen on this day, implies that traders have revised their expectation for future rates upward. In this example, the three-month rate went up about 8 basis points (0.08 percent) and the six-month rate went down about 5 basis points (0.05 percent). This means that on average, Treasury traders expect that three-month rates three months hence will be much lower than they were yesterday.
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 For instance, assume that a portfolio manager has cash to invest in the Treasury market for six months. The manager has two choices: (1) to invest the cash today for three months at the three-month rate and then reinvest the proceeds for three months hence at the then prevailing rate, or (2) to lock up the cash at the six-month rate today. Theoretically, both investments must produce the same amount of cash at the end of six months, or there is an opportunity for arbitrage. We can demonstrate the calculation that fixed-income traders perform using the rates of the example: 3-month rate yesterday = 5.88 percent
 
 6-month rate yesterday = 6.22 percent
 
 3-month rate today = 5.97 percent
 
 6-month rate today = 6.18 percent
 
 At yesterday’s rates, an investment of $1.00 in six-month bills today will grow to $1.0311 at the end of six months (1 + 6.22 percent × 6/12 = 1.0311). And, an investment of that same $1.00 in a three-month bill today will grow to $1.0147 (1 + 5.88 percent × 3/12 = 1.0147), which will then be reinvested for three months at the unknown forward three-month rate r. Setting the proceeds of each alternate investment equal to each other and solving1 for r: (1 + 6.22% × 6/12) = (1 + 5.88% × 3/12) × (1 + r × 3/12) r = 6.46% Performing the same calculation using today’s rates, we get an implied forward rate of 6.30 percent. 1
 
 This calculation is slightly simplified for illustrative purposes.
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 Note that, although the current three-month bill rate rose 9 basis points (5.97 percent – 5.88 percent = 0.09 percent), the implied forward three-month rate fell 16 basis points (6.46 percent – 6.30 percent = 0.16 percent). Traders implicitly forecast that the probability of an increase in short-term rates had just decreased substantially. As it turns out, this was an accurate forecast. The unemployment report released two days later showed that the economy appeared to be slowing, and yields dropped across the curve. It is not abnormal for price action to be very different as a function of maturity. Often, when rates move in opposite directions at the two ends of the curve, the curve movement indicates that traders approve or disapprove of expected Fed actions. For example, if traders believe that decisive Fed tightening action is just the medicine the economy needs to halt future inflation, even a Fed tightening that causes short-term rates to rise may induce traders to buy bonds and cause long-term rates to fall.
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 IDENTIFYING ORDER IMBALANCES ON A REAL-TIME BASIS Source: Quotezart.com Price: Free F I G U R E
 
 4–8
 
 Musical Quotes for Nasdaq Stocks on Island from Quotezart
 
 Quotezart.com urges its users to “Listen to the markets! Hear your stocks move!” Quotezart sets real-time changes in price to music. Although this audio format will be no more than a novelty to most traders, some might appreciate sound cues for key events. More useful is Quotezart's real-time calculation of the average prices of all buy orders and sell orders in Island’s electronic
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 4–9
 
 Buy/Sell Ratio for Nasdaq Stocks on Island from Quotezart
 
 book as can be seen in Figure 4–8. Quotezart color-codes the average prices displayed. For example, if the average price of sell orders has just increased, it’s shown in green. So, theoretically, if both the average sell and the average buy are shown in green, buy orders may be coming in at higher prices, lower sell prices are either being filled or cancelled, and market flow is to the upside. Of course, such averages will be more successful as a predictive device for stocks in which Island is particularly active, such as technology and Internet stocks. Quotezart has also created its proprietary BSR percent indicator, which is the simple ratio of the total number of buy orders divided by the total number of sell orders at any given time for all the Nasdaq securities in the Island electronic book. According to Quotezart, BSR percent acts as an oscillator, tending to fluctuate between 30 and 55 percent or so, and may foretell
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 short-term moves in the Nasdaq. The indicator is updated about every seven seconds, and is also available in chart form. Quotezart is monitoring the usefulness of changes in BSR percent as a leading indicator of market action. Traders might also use BSR percent as an early morning indicator of the day to come. The snapshot of Figure 4–9 was taken at 8:19 A.M. EST on July 5, 2000. Early morning trading was active, because Computer Associates had released an earnings warning on the evening of July 3 when markets were closed for the Fourth of July holiday. The BSR percent of 23.8 percent is extraordinarily low, but indications for Nasdaq futures were down only about 40 points. The intraday chart for the Nasdaq on July 5 shown in Figure 2–1 shows the aftermath. The Nasdaq closed down well over 100 points that day. Although Quotezart does not weight the individual securities in creating its indices, traders must be aware that there is an implicit weighting toward those securities for which Island has the deepest books (most orders). Therefore, one would expect it to be more volatile and less reliable for classes of securities in which Island is not active, or at times of the day when the markets are thin.
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 MONITORING INSTITUTIONAL INTEREST MESSAGES Source: ThomsonInvest.net Price: Free and Premium F I G U R E
 
 4–10
 
 Institutional Activity for Nokia from Thomson
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 The “I-Watch” feature from Thomson Real Time Quotes captures and summarizes institutional interest messages, that is, messages from broker/dealers to their institutional clients (generally, fund managers). These messages take one of two forms. A plain-vanilla buy or sell interest message indicates that a broker/dealer has an “ax-to-grind” or a particular interest in buying or selling a particular security, and solicits further discussion as to price and size. Or, a super-interest message bids or offers specific size and price, and can be traded on, at least for a few seconds. Super-interest messages are used only for blocks of at least 25,000 shares, and are therefore a more important indicator of institutional activity. Thomson allows a trader to create this report for a specific industry group (e.g., Technology), a sector within that group (e.g., Wireless Communications), or a specific stock. Or, the trader can also request the report for just the top ten securities in a group. In the upper chart of Figure 4–10, Thomson indicates interest messages for Nokia on July 14, 2000, by arrows, separating the super-interest messages from the regular messages. The direction of each arrow indicates the dominance of buy or sell orders, the point of each arrow indicates the weighted average price of the messages, the size of the arrow indicates the relative number of shares, and its color indicates relative strength. The buy and sell interest information is lagged no more than 10 minutes, and therefore should provide useful flow information to a trader, especially since buy and sell messages seem to occur in runs: that is, several observations in the same direction.
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 In the lower chart of Figure 4–10, Thomson summarizes total message volume in bar chart form, again broken out by type of interest. Note that the peak of message volume occurs near opening time for the floor-based exchanges. Thomson allows the user to set the bin width to 5 minutes or 20 minutes. Near the open, 5-minute bars would provide more information about developing order flow. Thomson also breaks out total trade volume in a pie chart at the bottom of each report. Thomson collects its data from those brokers who report back to Thomson’s proprietary communications network. This reporting is voluntary, so total trade volume does not include every transaction. Whether Thomson flags a trade as institutional or retail is a function of who reported the trade. If it was reported by a broker who primarily executes for retail accounts (such as Charles Schwab’s Mayer Schweitzer), the trade will be flagged as retail. If it was reported by a large brokerage firm known primarily for covering fund managers, the trade will be flagged as institutional. Figure 4–11 shows the Thomson message report late on July 15, 2000. Just before the close of trading, a Florida jury ordered the tobacco industry to pay $145 billion in punitive damages to 500,000 Florida smokers. The interest arrows show that this event was a case of “sell on the rumor, buy on the fact.” The price of Philip Morris—expected to be the worst hit by such judgments—had already fallen about 10 percent that week. Because the worst was out of the way, some traders felt that it was now less risky to bet that the judgment would be overturned during the forthcoming years of appeals. As the buy interest at the end of the day shows, some institutional buyers were willing to buy the stock at cheaper levels.
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 Institutional Activity for Philip Morris from Thomson
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 COMPARING INDEX SHARES Source: Nasdaq.com Price: Free F I G U R E
 
 4–12
 
 Price and Volume Data for Index Shares from Nasdaq
 
 Index shares are particularly useful to traders, both as trading vehicles and as market indicators. As the trading summary of Figure 4–12 shows, the “Cubes” (QQQ) and the “Spiders” (SPDR) generate the most trading volume. Cubes are a tracking stock that has been priced to approximate 1/40 of the value of a portfolio that replicates the Nasdaq-100 Index. Similarly, Spiders approximate 1/10 of the value of a portfolio that replicates the S&P 500 Index.
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 Unlike a calculated index, these tracking stocks can be traded directly. As a result, they reflect traders’ opinions more exactly and quickly. Unlike most stocks, they are exempt from the downtick rule that prohibits new short selling on downticks. So, index stocks might be the first choice of a short-seller who wants to bet on a general market decline, which might make these stocks more responsive to bearish sentiment.
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 MONITORING COMMODITY PRICES Source: Bloomberg.com Price: Free F I G U R E
 
 4–13
 
 Commodity Movers from Bloomberg
 
 Bloomberg.com’s Commodity Movers page provides an intraday chart of the CRB (Commodity Research Board)/Bridge index of commodity futures prices, and provides details about price action in each of its components.
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 Figure 4–13 displays just the first few lines of the detail following the chart. In addition to energy commodities, the index includes grains, industrials (copper and cotton), livestock, precious metals, and the so-called soft commodities (cocoa, coffee, sugar, and frozen orange juice). Although the choice of commodities may seem a bit eclectic, it’s based on those commodities with liquid futures markets. A substantial change in CRB can sometimes lead a change in interest rates (because commodity prices affect future inflation rates) by seconds or minutes. And, a change in interest rates can often lead a change in stock prices, even in those stocks not directly affected by the commodity or commodities responsible. But traders need to be aware of which components of the index are responsible for the change in CRB: A change in orange juice prices won’t affect many stocks, while a change in oil prices might. And a professional trader will dig deep for the reason behind the commodity price action. For example, on this date (July 5, 2000) OPEC had recently announced a potential increase in oil production. This news was reflected in the price of the August 2000 Crude Oil futures contract, which was down $1.90 for the day.
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 ANTICIPATING THE TRADING DAY Source: Nasdaq.com Price: Free F I G U R E
 
 4–14
 
 Most Active Stocks: Premarket and After Hours from Nasdaq
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 The Nasdaq’s Web site includes a feature that ranks stocks by highest premarket or after-hours volume. Many companies release earnings reports, warnings, and other material information outside of normal exchange trading hours in order to prevent market disruptions. They are particularly likely to do so if the news is bad: Computer Associates was widely criticized for issuing an earnings warning and announcing an accounting delay close to midnight on July 3, 2000. The Nasdaq’s site includes links to company news so a trader can identify the source of the volume. In this case, three of the top six stocks by volume are telecommunications companies, and the volume was doubtless due to the rampant takeover speculation at the time involving nearly every big name in the industry.
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 IDENTIFYING CHART PATTERNS AND TRIGGER LEVELS Source: BigCharts.com Price: Free F I G U R E
 
 4–15
 
 Multiday 15-Minute Bar Chart for Broadcom from BigCharts
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 The most useful tool traders have in identifying trading patterns and making short-term forecasts is the chart. BigCharts.com is another site with excellent charting capabilities, including customizable charts in the open-high-low-close format preferred by most traders. Figure 4–15 shows a chart of Broadcom from the open on Friday, June 30, 2000, to slightly after noon Monday, July 3, or 1 1/2 trading days. In trading, it’s often advantageous to be a contrarian rather than a member of the herd, but this is not usually true in charting. Traders should view charts in the same way other traders do, because important chart points or formations can trigger actions by other traders. For example, traders would consider Monday’s 192 1/2 low as a support level. If Broadcom violated that level, traders with long positions might have sell stops triggered, and technicians (traders who are primarily motivated by price patterns) might institute fresh short positions. Traders had warning of Broadcom’s potential volatility on Monday. Note that, although Broadcom actually opened lower on July 3, it trended upward for the next three hours. Traders observing Broadcom’s after-hours volume on Friday (as Figure 4–14 shows, it was the most active after-hours stock on that date) would have been warned that many traders who couldn’t or wouldn’t participate in Friday night’s activity still had a job to do on Monday.
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 ANTICIPATING THE NEXT DAY Source: Quote.com Price: Free F I G U R E
 
 4–16
 
 Top Stock Options Ranked by Volume from Quote
 
 Quote.com displays the most active options, both for Nasdaq and exchange-traded stocks (the Nasdaq stocks all have four characters in their ticker symbols).
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 The greatest profit for a trader who is very bullish or bearish on a stock will come from buying puts or calls on that stock. The options markets allow the trader to pay just a few dollars per share for the option, rather than paying for the full amount of the stock. Thus there is a greater opportunity for profit, even over a margined stock account, as well as limited downside. The call or put buyer is making a precision bet: Unless the trader accurately predicts both the size and direction of future prices, the trader will watch the value of the option decay over time, and the entire investment may be lost. So, a professional options trader who buys an option is “long volatility,” that is, the trader is betting that the magnitude of future price moves (either up or down) will be large. Otherwise, if the market traded slightly up, the trader would have been better off owning the underlying stock, and if the market traded slightly down, would have been better off with no position. Therefore, it’s useful to observe not only which stocks underlie the options with highest volume, but, more precisely, which strikes and expiration dates are attracting that volume. Quote.com conveniently displays the news items related to each of the stocks (Figure 4–16 shows just a partial list), so the trader can determine whether the options market is reacting to old news, acticipating news not yet released, or even reacting to news or rumors not yet fully disseminated.
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 SPOTTING CHANGES IN VOLATILITY Source: Optionetics.com Price: Free and Premium Optionetics.com specializes in supplying options-related information. Much of this data must be calculated from other market prices, such as the price of the option, the price of the underlying security, and the risk-free interest rate using sophisticated mathematical models. It’s nearly impossible for an options trader to monitor options by watching options prices. For example, it’s hard to tell how much of the price increase of a call is due to a price increase in its underlying security, and how much of that increase is due to increased optimism about the chance of future price increases. Further, the price of the call may drop just because time passed: It is subject to time decay because the probability of a large move falls as time to expiration decreases. Instead, professional traders monitor implied volatility, a statistic derived from the price of an option that represents its value. Professional traders think about options in terms of “implied vol” the way traders of other securities think in terms of price. As Figure 4–17 shows, this statistic can be watched from day to day without requiring adjustment for loss of time value or change in the price of the underlying security. Implied volatility is a measure of the magnitude of expected price moves until expiration. It is calculated by solving for the value for volatility that would statistically imply that the value
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 4–17
 
 Implied Volatility Chart for Infinity Broadcasting from Optionetics
 
 of the option is equal to its current market price. Implied volatility—derived as it is from the market price of the option—is, therefore, a consensus forecast about the magnitude of future price moves. Implied volatility is forward looking, unlike historical volatility (a statistical calculation based on historical prices), which is backward looking. The normal unit in which volatility is expressed is one standard deviation of the percentage change in the price of the underlying security for one year. For a normal distribution (one formed by a random-walk process), one standard deviation en-
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 compasses about 65 percent of all possible price moves. For example, the implied volatility for Infinity Broadcasting is 64.89 percent. This means the market estimates that the price of the stock is 65 percent likely to stay within a +/– 65.89 percent price range over one year. However, that one-year statistic serves to normalize all quotes, regardless of how many days each option has to expiration. In Figure 4–18, Optionetics identifies stocks whose volatility has broken out from its recent range. Implied volatility can fluctuate from day to day, just as price does. But when it changes significantly relative to its recent history, a professional trader will investigate. In this report, Optionetrics compares an option’s current implied volatility to the high and low boundaries of its Bollinger Bands: bands around its average implied volatility that generally encompass two standard deviF I G U R E
 
 4–18
 
 Stock Options Ranked by Breakouts in Implied Volatility from Optionetics
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 ations of changes to that volatility. In the case of Infinity Broadcasting, its current implied volatility of 64.89 percent broke through the upper Bollinger Band level of 59.68 percent. Infinity’s sudden spike in implied volatility is also shown in the chart of Figure 4–17. Implied volatility will generally increase for one of four reasons. First, historical volatility may have increased, and the market generally assumes that the future is best represented by the recent past. Second, a scheduled event that may be a source of volatility might be looming on the horizon. For example, the volatility of options on bond futures generally increases before Fed meetings. Third, a recent shock to the price of the underlying security may have just occurred. And fourth, volatility may change as the time to expiration changes. Implied volatility usually goes up as the time to expiration drops, especially when the time to expiration is less than a week or so. By looking at price history, news, and calendars of upcoming events, a trader can determine which of the four is responsible for a change. A search of news items, a review of price history, and the calendar suggests nothing extraordinary going on in Infinity on June 29. However, just before the open on June 30, the analyst at Thomas Weisel reiterated his “Strong Buy” recommendation and earnings estimates.
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 LISTENING TO LIVE COLOR Source: LOS.net Price: Premium Listen Only Squawk Box provides the kind of color formerly available only to the largest institutional commodity traders. LOS.net has a commentator on the floor of the Chicago Mercantile Exchange providing live commentary on price, size, and players for S&P 500 futures and Nasdaq futures over the Internet. Traders can hear about a change in the market before they see it on their screens. In addition, they offer the ability to message the pit, ask questions, and request commentary. Squawkbox.com prides itself on providing users with commentary from the same expert brokers used by top proprietary traders at the largest investment banks; the individual and the professional are both listening to the same commentary in real time.
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 Price History, Charting, and Pattern Recognition
 
 Professional traders are visually oriented. Most program their screens to display real-time charts that update with every tick in price for key securities. In addition to their own specialties, all traders watch movement in the major stock indices, interest rates, currencies, and key commodity prices such as oil. Experienced traders know that history repeats itself, and the form in which most professional traders choose to view that history is the chart. If value investing is flying on visual, then technical trading is flying on instruments. Every transaction leaves its footprints for all to see as historical prices. Charting is an exercise in pattern recognition. A trader who can identify the start of a pattern has implicitly forecast the next market move—the part of the pattern that hasn’t happened yet. Traders can rely on charts because, in doing so, they’re relying on people being people. The catalysts that dominate market action are the simplest: fear and greed. And the actions humans 81
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 take in response to those triggers create repetitive and recognizable patterns. Although few traders are pure technicians (those who depend heavily on the interpretation of charts in their trading), most traders believe that charts are often useful as a predictive tool. They use them to identify the optimal entry and exit spots from trades, and to recognize when chart conditions may trigger new orders.
 
 THE INEFFICIENT MARKET HYPOTHESIS
 
 Traders don’t accept the theory that the market is efficient (that is, all that is known about a security is instantly reflected in its market price). They know that, for a variety of reasons, humans take time to react to new information. Some estimate that prices trend about 30 percent of the time. And it can be shown that there is serial correlation (one day’s behavior is correlated to that of the previous day) in price changes. For example, one can often observe more up moves in a row (generating an upward trend) than is explained by chance. These observations are not a statistical anomaly, because they can be explained in terms of human behavior. First, there are external forces that are not random. The Fed might raise interest rates six times in a row, affecting every security in the United States in a systematic way. Or an investor might watch the price of a security degrade for a week before throwing in the towel and entering a new sell order. Or more simply, the attitudes of both professional traders and individual investors are affected by what happened to their positions the day before: Memory and emotion create serial correlation. And natural selection is at work—the winners stay in the market, the losers leave. Some events are like meteor showers to dinosaurs.
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 TRADER PSYCHOLOGY AND TRIGGER EVENTS
 
 At times, there are large groups of investors vulnerable to the same stimuli. Assume, for instance, that many individual investors bought a security at a price of 50 and watched it rally before falling back to 51. Falling below breakeven is often a trigger event for an investor. The investor will feel differently about a decline from 51 to 50 than one from 50 to 49. Many owners of that stock are willing to wait the market out as long as the price stays above that level (creating support at 50), but will be quick to liquidate their positions if it should trade below 50 (violating support and spiking downward). In such a manner, investors acting in concert as they react to trigger events can generate repetitive patterns in prices. However, traders will be most successful if they rely only on the simplest chart patterns. Humans are good at seeing patterns where none exist (as in a Rorschach test), and can often see complex chart formations where none exist. A double bottom is obvious; a head-and-shoulders formation is not, and will not carry the weight of many traders acting in concert.
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 UNDERSTANDING THE FOUNDATIONS OF CHARTING Source: Bridge.com Price: Free and Premium Services F I G U R E
 
 5–1
 
 Relative Strength with Volume at a Price Chart from Bridge
 
 Bridge Data is one of the primary providers of pricing data and market information systems to institutional traders, but it also has a Web site available to the public.
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 Bridge.com’s Relative Strength with Volume at a Price chart assists the trader in two ways. First, Bridge’s Relative Strength chart compares the performance of a single security to the performance of the index it is expected to track. This feature helps a trader determine whether the behavior or the price of a stock is due to its own merits or whether it has just been pulled along by general market action. Bridge determines the appropriate choice of index. For example, the lower line in Figure 5–1 shows that Cisco has been outperforming the S&P 500 index: an index of which it is a member. Second, Bridge’s Volume at a Price indicator helps illustrate the way in which human behavior establishes chart formations. This indicator represents the total volume that traded within a price bin, irrespective of the time at which it occurred. The largest volume for the 10 months shown in the figure occurred at or near a price of 35. Volume at a Price could be high for one of two reasons. The stock could have traded with moderate volume at that level many times, as it did at a price of 35 or so. Or it could have traded with high volume just a few times, as it did at a price of 70 or so. In either case, many new positions were instituted at that price, and the cost basis of a new position is a number always in an investor’s mind. Humans are not machines, and owners of Cisco are likely to get nervous about their position if the price of Cisco trades back down through their break-even level. When Volume at a Price is high, it means that many people will be feeling similar emotions at the same time. And when people act in concert, prices move.
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 Although it may not be logical, a trader feels differently about a position that’s slightly underwater than one that’s slighty profitable. As long as the position is profitable, the trader may hold on longer than is advisable. And when the position turns unprofitable, the trader may liquidate too soon. Traders who bought Cisco near 70 as a short-term play and saw it trade up 10 points, for example, must have been very nervous when it started approaching 70 again. Note that when the price of Cisco traded back below 60 for the first time, the price spiked downward, very likely because of stop loss orders and other liquidation. Traders say that they want to be “first in the door, but first out of the door”: meaning they do not want to be part of a rush for the fire exits when someone yells “Fire!”
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 CONSTRUCTING TREND LINES Source: CNET.com Price: Free F I G U R E
 
 5–2
 
 Interactive Java Chart with Trend Lines from CNET
 
 CNET’s site is primarily known for information about technology. However, it’s also one of the best sites around for information on technology stocks. CNET provides the trader with the ability to manipulate a chart interactively. In Figure 5–2, note that the two trend lines
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 form a channel, or two parallel lines that define a range within which prices are expected to trade. The lines were drawn by pointing and clicking, superseding the old pen-and-ruler method of charting. The channel was drawn in the traditional manner: from highs and lows generated by an OHLC bar chart of daily price action. When looking for long-term trends, daily charts rather than minute charts are more appropriate. Classic charting theory would state that the price of Yahoo! could be expected to stay within the channel. But if it breaks through the top or below the bottom of the channel, an important new trend may have started. Because the channel is about 80 points wide, it won’t provide the trader with much assistance on most days. But the trader must be on alert if the price of Yahoo! trades near the bottom or top of the channel. The price of Yahoo! can leave the channel in one of two ways: if its price moves, or if time passes. Consider what happens if the price of Yahoo! stays more or less constant for several weeks. The upper bound of the channel will come down to meet it, and a buy signal will eventually be generated if the stock doesn’t decline further. This interpretation makes intuitive sense: If a stock that was trading near 250 and then lost half its value in four months can stabilize near its current price of 116 11/16 for any length of time, perhaps it has the potential for another rally.
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 SELECTING THE APPROPRIATE CHARTING PERIOD Source: MSN.com Price: Free F I G U R E
 
 5–3
 
 Year-to-Date Price History for Salton, Inc. from MSN
 
 Figures 5-3 and 5-4 show the price of Salton for two different time periods. Figure 5–3 encompasses the longer time period: a year-to-date chart showing six months of data. This chart looks reasonably bullish; Salton appears to have good support at about the 27 1/2 level because of the double bottom at that price. But Figure 5–4 shows only the last three months of data. This chart looks more negative; Salton has retraced over half of its three-month range after making two highs close to 50.
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 5–4
 
 Three-Month Price History for Salton, Inc. from MSN
 
 Figures 5–3 and 5–4 illustrate the primary caveat regarding charting: Drawing trend lines and chart formations is a subjective process, and humans often see what they want to see. The chart of Figure 5–2 was set to display nine months of data. But if it had been set to display year-to-date data or two years of data (two other options offered by CNET), the lines might have been drawn very differently. When charting, it’s best to look at the data over various time periods, and to rely on only the simplest and most obvious patterns.
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 IDENTIFYING KEY PRICES Source: CBOT.com Price: Free F I G U R E
 
 5–5
 
 Intraday Bond Futures Price Chart from CBOT
 
 CBOT.com provides a great deal of information about the contracts traded on the floor of the Chicago Board of Trade, and includes a variety of quote and charting options.
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 Figure 5–5 shows a 10-minute OHLC bar chart of the Sep 2000 bond futures contract from July 3 to midday of July 7. Support and resistance levels are created when traders tend to act in unison at the same price. And speculative traders often rely on short-term charts such as this one to identify entry and exit spots, which then become support and resistance. When attempting to make very short-term forecasts, a chart such as this one, which displays data in bins of just a few minutes, is appropriate. On Friday, July 7, the all-important employment statistics report was released at 7:30 A.M. CST. As the chart shows, the number was surprisingly bullish, and the market immediately traded up about a point to 97-29 (97 29/32) before retracing some ground. Consider a trader who carries a speculative position through an important “number” (trader jargon for economic news release) such as this one. Before it’s released, the trader must anticipate the price levels at which to liquidate the position, either at a loss or with a profit. There is no time to do so after the number as important as this one. Even if the trader were on the phone with the trading floor in Chicago, it would not be possible to sell the bonds at 97-28 if the trader waited to see the bond trade at that price before putting in the order. Price action is exceedingly wild in the first minute or two after a number. And the market can turn in seconds as profit-taking sets in, or as traders read the fine print instead of the headlines of the news release and change their opinions. So, professional traders often put in orders (both profit-taking and loss-limiting) ahead of time, just in case. To identify the
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 best prices for these orders, a trader will turn to the charts to identify both support and resistance. Assume that the trader has a long position in bond futures, and is analyzing the charts early on the morning of July 7. Above the market, the trader sees that 97-29 was the high trade of the last couple of hours of trading on July 5—a price never reached again on July 6. Above that level was 98-06, the high of July 5. Depending on how greedy the trader is, sell orders might be entered to take profits at either of these prices. Because liquidation at the lower price is still a very good profit, the trader might either split the order (selling half at each price), or go for the lower price as a bird-in-the-hand. Below the market, the bond has nearly made a double bottom (two lows at the same price, generally considered important support) at 97-02 and 97-03 on July 6. So, the trader would likely place sell stop orders a little below 97-02 to limit the loss if the number were bearish. As Figure 5–5 shows, the bond traded up to 97-29 immediately after the number. At this point, profit taking entered the market, and sellers without the foresight to place advance orders may have liquidated their positions at worse levels. Later in the day the price made a new high of 98-02, but could not reach the 98-06 resistance level. A contributing factor to the bond’s failure to trade higher was that 98-02 is exactly one point above the support level of 97-02, a fact some bond chartists consider significant. When the price of the bond fell just short of an important resistance level such as 98-08, chartists might have interpreted this
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 to mean that the buying pressure had run out of steam—particularly since it was late in the trading day on a Friday. Speculators might set fresh short positions for the rest of the day, with buy stops above the high. But new buyers would likely wait until Monday to set new positions.
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 Analytic Indicators and Models
 
 Professional traders often select one or more analytic indicators as enhancements to their real-time price displays, that is, indicators intended to provide market predictions. Most of these indicators are calculated solely from price. They are created from rule-based models that generate buy and sell signals in an objective manner. In a sense, “analytics” is quantified charting. Analytic models generally fall into one of two categories: they attempt to identify the current trend, or provide leading indicators that identify turning points in the trend. Since most traders believe that markets trend at least part of the time, identification of a new trend provides them with an entry signal into a position in which “the trend is your friend.” But markets get overbought and oversold as well—the trend represents only a general drift. So other analytic models that attempt to identify the peaks and valleys of price history are understandably popular. Even those traders who discount the theory behind analytic models must be aware of the conditions when the most popular 95
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 models might generate a buy or sell signal. If many other traders believe in the methodology, the technique may generate self-fulfilling prophesies, because their new orders will make it so. The Internet has increased the importance of certain indicators. For example, the 50-day and the 200-day moving averages are standard choices on the MSN.com drop-down menu, and traders new to analytic techniques may take on faith that these are key indicators to watch.
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 IDENTIFYING A CHANGE IN TREND Source: MSN.com Price: Free F I G U R E
 
 6–1
 
 Salton Chart with Moving Averages from MSN
 
 MSN.com provides a very flexible charting capability. The trader can select a chart style, time period, and analytic indicators to be added to the chart. The trader can also compare a security to one or more other securities or indicators. Figure 6–1 shows the price of Salton, Inc. for the past year, along with the 50-day and 200-day moving averages of its price. The most basic type of analytic index is the moving average, the average price for the last n days plotted on a calendar axis. The moving average crossover technique is probably the oldest
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 of the analytic forecasting models. According to the rules of the model, when the shorter-term moving average crosses through the longer-term moving average, a new trend is established and a buy or sell signal is generated. For example, as shown in Figure 6–1, the 50-day average stayed well above the 200-day moving average until the end of June, keeping a buy signal intact until a sell signal was generated when the lines crossed. The basic idea behind the methodology is valid. When the two averages cross, this signals a change in momentum: recent activity is more positive or negative than earlier activity. A moving average serves a purpose similar to that of a trend line, namely, identifying the bias in the security toward movement in one direction or another. But no analytic technique can be used blindly. A trader must always be aware of the calculation methodology in order to identify conditions under which the indicator might not be valid. For instance, as the moving average moves forward in time, the old day dropped from the average is just as important to the calculation as the new day added to it. If, as is the case for the 50-day moving average for Salton, prices 50 business days (about two months) ago were much higher than they are today, the 50-day moving average will drop unless Salton commences a serious rally. It seems intuitively correct that a buy or sell signal triggered by an analytic technique will be more reliable if current data—rather than past data—triggered the signal. Therefore, this sell signal is suspect. Further, traders should be aware that a moving average lags the market, and that a moving average crossover technique will rarely indicate a sell signal at highs or a buy signal at lows. To trade by such rules, a trader must have enough capital and staying power to ride out adverse periods.
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 FINDING EXPERT TECHNICAL AIDS Source: TradeStation.com (see also OmegaResearch.com) Price: Premium
 
 F I G U R E
 
 6–2
 
 Price and RSI Chart of Microsoft from TradeStation
 
 For the trader who wants professional quality analytics, is reasonably computer literate, and is willing to pay what it’s worth, ProSuite 2000i from Omega Research is the answer. The trader can use any of three pieces of software: TradeStation, OptionStation, and RadarScreen, which enable monitoring a huge number of analytic measures on a real-time basis.
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 The TradeStation bar chart of Figure 6–2 shows the price of Microsoft for the second quarter of 2000, while the line shows the value of an RSI indicator. Figure 6–3 shows just a small sample of the analytic possibilities offered by TradeStation. Note that it also provides definitions of each indicator. One special feature of TradeStation is the expert interpretation it provides about the state of the analytic indicators at any
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 Drop-Down Menu of Analysis Techniques from TradeStation
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 given time. Note, in Figure 6–2, that the cursor is positioned on a point on the RSI line, and an “E” appears on the screen. A trader requesting an expert opinion is provided with an automated interpretation of the indicator, as shown in Figure 6–4. Besides assisting the less-than-expert technician, this feature has the added advantage of being totally objective, as it is generated by using artificial intelligence. F I G U R E
 
 6–4
 
 Automated Expert Analytic Commentary from TradeStation
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 IDENTIFYING TRENDS IN VOLATILITY Source: BigCharts.com Price: Free F I G U R E
 
 6–5
 
 Chart of Implied Volatility and Technical Indicators for VIX from BigCharts
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 BigCharts Glossary of Analytic Terms
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 Price isn’t the only thing a trader can chart and analyze. As Figure 6–5 shows, one of the indices available for charting on BigCharts.com is VIX: the CBOE (Chicago Board Options Exchange) Market Volatility Index. Volatility can form chart patterns, just as price does. By paying up for a put or call, an options trader increases volatility, just the way the price would increase if the trader paid up for the underlying stock. This indicator is useful in estimating the general level of risk in a portfolio, as well. When volatility is high, a trader who wants to limit risk might consider some portfolio restucturing, or even a move into a larger percentage of cash. On BigCharts, the user can choose various analytic indices (in this case, MACD and Momentum) as trading aids. Figure 6–6 shows BigChart’s definition of Momentum. The definition explains how the indicator is generally interpreted, and what the default parameters for its use are. For example, the default Momentum indicator of Figure 6–5 is based on the 12 most recent bars.
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 Before trading starts in full force each day, most Street trading desks have a short morning meeting, attended by traders, salespeople, and advisory staff such as economists and analysts. The advisors will provide forecasts and commentary on upcoming economic or company events. And the senior traders will describe the activity they saw in their specialized sectors of the market the day before, as well as what activity they anticipate for the upcoming day. The meeting serves two purposes. It assists each trader to form a coherent opinion from the cacophony of economic and company news transmitted over the computer and squawk box during the trading day. And it serves as a “heads up” to all, ensuring that no trader in the profit center is blindsided by an unknown catalytic event—public or not. Chapters 7 and 8 describe what kind of news professional traders consider critical, how they dig deep for additional color, and how they anticipate the effect of each upcoming event on market prices. 105
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 Economic News and Numbers
 
 In the trading room and on the exchange floor, activity stops before each scheduled release of important economic news. Traders pull their orders and wait for those first few syllables that reveal whether the “number” contains a bullish or bearish surprise. If it does, activity may be so frenzied that the financial futures contracts (such as the bond futures on the CBOT) may trade at two different prices on opposite sides of the pit, forcing exchange officials to declare a “fast market,” or one in which brokers are not held to certain executions. Seconds after release, economists at the larger firms will provide traders and salespeople with a quick-and-dirty instant analysis of the number over the squawk box. The economists will likely follow their first reaction with a more comprehensive analysis of the report a few minutes later, after they have had a chance to digest and interpret all of its details. U.S. economic news affects every market in the world. Even foreign traders stay up late to watch the important numbers, gen107
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 erally released at 8:30 A.M. EST. But the important numbers have their first and greatest impact on the bond market, where traders profit from gauging the significance of each number on future interest rates. Changes in interest rates often lead changes in equity prices, if only by a few seconds. Paradoxically, a drop in interest rates caused by evidence of a slowdown in economic growth generally means that the equity markets will rally. Apparently, the benefits to a company that results from lower borrowing costs are more important than the harm caused by a weakening economy. Exactly which types of economic news are most important can run in cycles. Today, Fed actions and the monthly Employment Report have the biggest impact on the market. But at times in the past, changes in the Commodity Price Index, the exchange rate for dollar/yen, or the Trade Deficit statistics were nearly as important. Individual investors can gauge for themselves the potential of each important economic event by being aware of market expectations for each scheduled event, and then observing market reaction to surprises relative to expectations.
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 TRACKING THE ECONOMY Source: Yahoo.com Price: Free F I G U R E
 
 7–1
 
 Economic Calendar from Yahoo
 
 Yahoo.com provides an economic calendar that details past and future news releases whose sources are governmental (for example, unemployment statistics report), academic (for example, the University of Michigan consumer sentiment index), and private (for example, the NAPM, or National Association of Purchasing Managers, report). Figure 7–1 shows the calendar shortly after release of the monthly employment report on July 7, 2000. In advance of the
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 release, the calendar detailed a forecast from Briefing.com, consensus market expectations (derived from surveys of economists), and the prior month’s value for four summary statistics. After the release, it supplied the actual values reported, along with revisions to previous months that were part of the news release. If the user clicks on the name of the statistic, Yahoo also supplies a short synopsis of the meaning of each report, a rating of the report’s importance, and links to additional sites for further detail. Figure 7–2 shows that the unemployment report is rated A, meaning it has a top-ranked ability to move markets. When the unemployment number is released, most traders give the most weight to the value for nonfarm payrolls: a change in the number of Americans employed in full-time, nonfarm jobs. But the actual value of the number is not important; only its deviation from what the market expected. Economists publicize their forecasts for this number for many days before its release, and markets build their consensus into prices. Similarly, a revision to the previous month’s values may significantly affect F I G U R E
 
 7–2
 
 Economic Calendar Terms from Yahoo
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 the market, because it may indicate a change in the trend of the statistic over time. On July 7 the consensus forecast for nonfarm payrolls was for an increase of 260,000 jobs—historically, quite a significant change. And some economists had forecast even higher values. As the calendar shows, Briefing.com forecast an increase of 325,000 jobs. But the actual increase was only 11,000 jobs: a major shock to the market. As Figure 5–5 shows, the 30-year bond contract on the CBOT reacted quickly, trading up nearly a full point (lowering yields about 10 basis points) on this indication that the economy was weaker than anticipated. To traders, this implied that the Fed might not need to tighten short-term rates in August.
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 STUDYING THE DETAIL Source: BLS.gov Price: Free F I G U R E
 
 7–3
 
 Employment Situation News Release from BLS
 
 A trader who followed the link supplied by Yahoo shown in Figure 7–2 for the employment report would have been directed to the full text of the report supplied by the Bureau of Labor Statistics of the U.S. Department of Labor, available at its own site. Figure 7–3 shows only the first paragraph of the report; the full summary report runs several pages.
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 In practice, reports such as this one are supplied to news agencies in advance of their release, but are embargoed until the precise time of release: in this case, 8:30 A.M. EDT on July 7. Because of this procedure, the full text is instantly available to traders over their real-time news services. There have been instances in the past when data was accidentally released early. As this report shows, God is in the details, and professional traders must consider all the information available to them rather than just the simple summary statistics. For example, as the text of Figure 7–3 shows, the net increase of 11,000 nonfarm jobs (seasonally adjusted) was actually composed of an increase of 206,000 jobs in the private sector, which was nearly entirely offset by a decrease in federal government employment of 190,000 jobs. This decrease in federal government employment was caused by the exit from the federal payroll of year 2000 census workers who had completed their work. But it was an event economists could anticipate. Therefore, on close reading, the number did not appear as bullish as the small net increase indicated. This detail may have been responsible for the short-term sell-off in bond futures that followed the initial spike upward, as shown in Figure 5–5.
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 WATCHING THE FED CALENDAR Source: FederalReserve.gov Price: Free F I G U R E
 
 7–4
 
 Federal Reserve Calendar from FederalReserve
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 The Federal Reserve’s statisticians also gather some of their own data and release their own numbers, such as the Industrial Production and Capacity Utilization reports. Figure 7–4 shows a typical Fed calendar of events. Such news releases are important in their own right as an indication of the state of the economy. But more important is the Fed’s interpretation of all the data it observes, whether created by the Fed or by another public or private source. The most important event on the Fed calendar is the FOMC (Federal Open Market Committee) meeting, held about once every six weeks. At the end of this one- or two-day meeting, the FOMC holds a press conference at which it may announce a change in the Fed Funds rate or a change in the Discount rate (the rate charged by the Federal Reserve bank for loans to its member banks). The FOMC can and has taken emergency action between scheduled meetings via a conference call. Generally, economists anticipate Fed actions, and most of the rate movement precedes the actual news release. But sometimes the result is less certain: The odds may be 50-50 between no action and a tightening of 25 basis points, or 80-20 between a tightening of 25 and 50 basis points. The FOMC recently started to give the market a little color at the end of each meeting. It might announce no change in rates, for instance, but a bias in favor of tightening, depending on the economic data it has yet to observe. Though the FOMC delays release of the full minutes of its meeting for about a month, the minutes are nevertheless important. The minutes help traders get a feel for the biases of each of the FOMC’s nine members, as well as information about future conditions that might trigger Fed action.
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 WATCHING THE FED Source: Bloomberg.com Price: Free F I G U R E
 
 7–5
 
 Fed Watch from Bloomberg
 
 Bloomberg.com provides the trader with a great deal of information designed to assist in anticipating future monetary policy. Figure 7–5 shows Bloomberg’s “Fed Watch” page. It includes expert commentary by Fed watchers (economists whose specialty is FOMC activity), the text of speeches by Fed governors, and surveys summarizing market expectations for Fed actions.
 
 CHAPTER 7 Economic News and Numbers
 
 117
 
 The FOMC does not want to surprise the markets, because surprised markets are disorderly markets. It would prefer that the market do the Fed’s job of tightening or easing rates by anticipating a rate change in baby steps over several weeks. The FOMC seems to keep order and give hints about its future actions via speeches by its members. Therefore, the text of scheduled speeches by its members is closely watched as a predictor of future actions.
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 FOMC Announcement Dates from Bloomberg
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 The historical summary of past actions—as well as the bias the Fed has been indicating after each FOMC meeting—is summarized in the report of Figure 7–6. Note that three out of four times in 2000 to date, the Fed’s bias was a reliable indicator of the Fed move. This history also shows that the Fed prefers to act gradually, reassessing the effect of each of its actions on the economy. It preferred to make three moves totaling 100 basis points instead of one move of 100 basis points. Because interest rates are of paramount importance to all markets, such a systematic pattern over time tends to create trends in all types of securities.
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 Market Monitor from Bloomberg
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 One of the fastest ways for an individual investor to get information about an economic news release is to watch it on television. Bloomberg.com’s Market Monitor allows users with sufficiently fast Internet connections to watch live Bloomberg Television on their computer. As Figure 7–7 shows, Market Monitor resides in a window that a trader can keep open on the computer while performing other activities. It also displays news and delayed prices for the trader’s choice of securities and the major indices.
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 Corporate Actions, News, and Rumors
 
 When an institutional salesperson attempts to sell a client on the idea of buying what is touted as an underpriced stock, the client is likely to ask, “What’s the catalyst?” In other words, the client wants to know what event is imminent that will cause other investors to recognize the security’s value and pay up for it until it reaches a lofty target price. A report on the state of the economy can serve as a catalyst. So can company announcements, news, and filings with the SEC. But individuals can serve as catalysts, too. If a well-respected portfolio manager or analyst appears on CNBC touting a stock, the price will likely react instantly. Institutional investors recognize that the price of a security rarely trends monotonically toward true value, but reaches that price in fits and starts that are often triggered by a series of catalysts. Investors prefer immediate gratification when they buy a stock; otherwise, they are exposed to market risk from unexpected sources while they wait. 121
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 The diligent trader needs to be aware of every scheduled event on the horizon as a potential market mover, as well as the market’s expectations for events such as earnings reports or merger votes. And a trader who is familiar with the company’s business and its plans for the future is more likely to estimate the impact of qualitative news on price both quickly and accurately.
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 WATCHING THE EARNINGS CALENDAR Source: MSN.com Price: Free F I G U R E
 
 8–1
 
 Earnings Calendar from MSN
 
 One of the most important catalysts for price change is the earnings report. As shown in Figure 8–1, MSN.com provides a handy heads up with expected announcement dates and credible estimates of EPS (earnings per share). Like economic statistics, the value of EPS matters far less than its difference from estimates. But the earnings of some companies are more predictable than others. MSN also allows the trader to gauge the probability of an earnings surprise in two ways.
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 First, a trader can compare past estimates to actual results. Figure 8–2 shows that the actual earnings of Limited, Inc. can sometimes deviate significantly from the estimates. Second, the trader can examine the range of earnings estimates. As a comparison of Figures 8–2 and 8–3 shows, the number is more likely to be on target if there is less deviance between the high and low estimates for all analysts. Likewise, coverage by many analysts is likely to provide better estimates than coverage by just one or two. After estimating the risk of an earnings surprise, the trader needs to estimate its impact on price. Figure 8–4 shows a chart of Limited’s price history, along with markers to indicate corporate actions.
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 Earnings Surprises for Limited, Inc. from MSN
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 8–3
 
 Earnings Estimates for Limited, Inc. from MSN
 
 There are two types shown: Markers with “D” indicate dividends or other distributions, and markers with a diagonal flag indicate a stock split. As shown on this chart, if the user puts the cursor on one of the markers, details of the events are shown in a pop-up box, as with the stock split of May 31. Note that when a stock split occurs, all charting services adjust the historical prices to account for the split, so there is no discontinuity in the chart. Because corporate actions are recorded on their effective date rather than their announcement date, the user must sometimes examine the price action a few days earlier to estimate the impact of the announcement. For example, the dividend denoted March 1 was announced on February 22. But by zooming in on the chart near that date, the user can determine that Limited closed up 13/32 on Feb 22.
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 REAL-TIME ALERTS OF NEWS AND RUMORS Source: TheFlyOnTheWall.com Price: Premium F I G U R E
 
 8–5
 
 News Alerts for All Securities from TheFlyOnTheWall
 
 TheFlyOnTheWall.com provides unique real-time alerts. Figure 8–5 illustrates its Stocks on the Flyfeature, in which the system counts the number of recent news alerts in one of three categories, in order of declining urgency: Flying High, which includes stocks with more than one story in the past hour;
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 Taking Flight Again, which includes stocks with more than one story since the previous close and one story in the last hour; and Cruising, which includes stocks with more than one story since the previous close and no stories in the last hour. What sets TheFlyOnTheWall apart from other news services is its contributors. Rather than reiterate stories from the major news wires, TheFlyOnTheWall receives its information from professional traders and fund managers. So its alerts may include interpretations of news, changing size or pricing of an IPO before trading commences, or even rumors making their way through the marketplace. F I G U R E
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 Site Cross Reference for Exodus Communications from TheFlyOnTheWall
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 TheFlyOnTheWall also allows the trader to create a watch list of ten securities. When a new item hits the tape, the system will alert the trader by sound, a pop-up box, or email. Or an investor can view the stories for just one security, as is shown in Figure 8–6. The Site Cross Reference page shows recent news, rumors, and recommendations for Exodus Communications on July 17, 2000. It also provides the trader with a heads up on upcoming events of significance, such as a company meeting scheduled for a few days hence. Since the most recent news item relates a rumor about an acquisition, such a meeting—at which material events might be revealed—could trigger a large price move. Note that Figure 8–7 shows the price of Exodus rallied that day, but most of its price appreciation came well after the 8:20 A.M. EST story.
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 8–7
 
 Daily Price Chart for Exodus Communications from TheFlyOnTheWall
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 RESEARCHING COMPANY FILINGS Source: Edgar-Online.com Price: Free and Premium F I G U R E
 
 8–8
 
 Recent Filings for Sprint, Inc. from Edgar-Online
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 Every public company in the United States is required by the SEC to file documents revealing key business and financial information. Edgar-Online.com allows the user access to these filings. The filings contain factual material about the company and its plans, as well as commentary and warnings about its future business prospects. The Edgar report of Figure 8–8 references the 8-K report of October 6, 1999, a “Report of Unscheduled Material Events” for Sprint Corp. On October 4, 1999, MCI WorldCom and Sprint announced a definitive merger agreement whereby MCI WorldCom would acquire Sprint for $115 million in stock, topping a rival proposal by BellSouth. However, the headline was just the sound bite; the details of the acquisition were more complex and uncertain. A careful reading of the actual filing (a document well over 100 pages long) revealed the primary obstacles to the merger. First, the company warned that “the merger is subject to the approvals of Sprint and MCI WorldCom shareholders as well as approvals from the FCC, the Justice Department, various state government bodies and foreign antitrust authorities.” The filing also indicated that the approval process would take many months: WorldCom expected the merger to be consummated in the second half of 2000. These were not just boilerplate caveats; given the size of the two entities, there was a real possibility that regulators both in the United States and in Europe might quash the merger based on antitrust concerns. The anticipated nine-plus months to completion were another indication of the degree of difficulty of regulatory approval.
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 When the merger was announced, some traders took positions based on the value of the new enterprise. But arbitrageurs (traders who profit on small inefficiencies between securities) quickly focused on the mechanics of the acquisition buried deep in the text. Based on the relative prices of all the securities involved, the estimated probabilities of regulatory and shareholder approval, and the anticipated length of time until resolution one way or another, an arbitrageur could model the merger and set large and complex positions from which that arbitrageur could expect to profit. Under the agreement, each share of Sprint PCS stock would be exchanged for $76 of MCI WorldCom common stock, subject to a collar (a range above and below current market prices outside of which the deal would not be done). In addition, each share of Sprint PCS stock would be exchanged for one share of a new WorldCom PCS tracking stock and 0.116025 shares of MCI WorldCom common stock. That is, a trader who bought one share of Sprint would receive $76 of WorldCom stock assuming that the deal went through. At the time of the announcement, the trader did not know how many shares of WorldCom stock $76 would buy. Conversely, a trader who bought one share of Sprint PCS would receive one share of a new WorldCom PCS tracking stock and 0.116025 shares of MCI WorldCom stock if the deal went through. This summary doesn’t begin to describe the level of mathematical complexity in the merger. Often, the rules were structured to prevent price manipulation by arbitrageurs. Not until page 58 of the filing document was it revealed how average price (one of the terms in the equation) was calculated:
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 (n) “Average Price” means the average (rounded to the nearest 1/10,000) of the volume weighted averages (rounded to the nearest 1/10,000) of the trading prices of MCI WorldCom Common Stock on The Nasdaq National Market (“Nasdaq”), as reported by Bloomberg Financial Markets (or such other source as the parties shall agree in writing), for the 15 trading days randomly selected by lot by MCI WorldCom and Sprint together from the 30 consecutive trading days ending on the third trading day immediately preceding the Effective Time.
 
 All the securities involved in the merger were mathematically linked as long as the merger appeared probable. If one security became expensive relative to the others, an arbitrageur would sell that security and buy the others in carefully calculated ratios. On November 13 and 14, 1999, the Justice Department and the FCC issued separate warnings that they would look closely at the deal. On February 21, 2000, the European Commission warned that it would require four months to review the anticipated impact of the merger. During the months following the initial filing, MCI WorldCom engaged in a lobbying effort to convince both regulators and institutional investors that the merger would have a positive impact on both consumer services and the competitive environment. It failed to do so: On May 17, 2000, U.S. regulators recommended that the deal be blocked. On June 22, 2000 (four months and one day after the start of the European Commission’s four-month review process), WorldCom officials responded with a counteroffer: WorldCom would sell off $45 to $50 billion worth of Sprint’s assets, including its long distance business and its Internet services, to a third party. This offer was a case of too little, too late. The commission said that it blocked the merger because it “would have resulted in
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 8–9
 
 Price Chart of WorldCom, Inc. versus Sprint Corp. from MSN
 
 the creation of a dominant position in the market for top-level universal Internet connectivity.” And, the last minute offer to divest itself of part of its assets was deemed “insufficient to resolve the competition concerns resulting from the merger.” Figure 8–9 shows the results of the blocked merger. The prices of WorldCom and Sprint became disengaged, and liquidation of arbitrage positions assisted in causing spikes in the price of each security.
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 EVALUATING IPOS Source: IPO.com Price: Free F I G U R E
 
 8–10
 
 IPO.com Index for July 19, 2000, from IPO
 
 IPO.com offers investors the ability to evaluate companies just before and after they have completed an IPO (Initial Public Offering). The site includes basic fundamental information about the company and its outlook, offering information, and calendars of important dates. IPO.com also tracks IPOs beyond their first trading date. Figure 8–10 shows an intraday chart of its IPO.com Index, an index calculated from the ratio of the current market price to initial offering price and multiplied by 100 for the 100 most recently issued IPOs. On the date of the chart, the index included IPOs from the previous three months. Its current price of $2500.74 meant that on average, IPOs issued within
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 the past three months had appreciated 150 percent: better than a 600 percent increase if annualized. This appreciation does not necessarily mean that IPOs are always a good buy. An underwriter first offers participation in a hot IPO to its best institutional clients, at an offering price that allegedly ensures that all of the stock is sold. And for a really hot IPO, even the best clients may be allocated only a small percentage of what they are willing to buy. An individual investor would not be able to buy the stock of such an IPO until it started to trade in the open market, and that price is often substantially higher than the final price of the IPO. F I G U R E
 
 8–11
 
 Offering Information for Support.com on July 19, 2000, from IPO
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 Figure 8–11 shows offering information for Support.com, Inc., an IPO that commenced trading on July 19, 2000. The user can also link to background information on the company, news and events, and details of aftermarket trading. IPO.com also provides schedules showing when recent IPOs will leave their quiet period (a period 40 or 90 days long, during which the issuer is not allowed to publicize the stock) and their lockup period (a period up to 180 days long during which outsiders are prohibited from selling their stock). These dates are important to an investor because they indicate the possibility of catalysts important to the price of the stock. Publicity after the quiet period may generate bullish triggers, such as an analyst’s buy recommendation. Or insider selling after the lockup period may generate bearish triggers, such as sizable insider selling by officers wishing to cash out.
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 LISTENING TO INSIDER TALK ON IPOs Source: TheFlyOnTheWall.com Price: Premium F I G U R E
 
 8–12
 
 IPO “Deals in Demand” Report for July 17, 2000, from TheFlyOnTheWall
 
 In addition to the real-time information it provides about the secondary market, TheFlyOnTheWall.com provides real-time commentary on IPOs from institutional investors. Figure 8–12
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 8–13
 
 Detail about Blue Martini Software from TheFlyOnTheWall
 
 shows its Deals in Demand page, which details current size and pricing estimates for deals considered hot. As Figure 8–13 shows, the user can click on the Details button to obtain ad hoc Street comments unlikely to hit the news wires. When these comments relate only the author’s opinion, they must be taken with a grain of salt, since the author’s name and affiliation are not revealed. However, comments that
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 8–14
 
 News and Events for Support, Inc. on July 19, 2000, from TheFlyOnTheWall
 
 relate fact (such as those shown in Figure 8–14) are more objective. Note the progress of the Support.com IPO on July 19, its first day of trading. Although the pricing estimate two days earlier had been $8 to $10 per share, the deal was priced on the evening of July 18 at $14. By 11:03 A.M. traders estimated that Support.com would open at $23 to $25, finally indicating an open of $26 to $26 1/2 at 11:23 A.M. As the chart of Figure 8–15 shows, this indication was accurate. Shortly after trading commenced, Support.com’s stock shot up to $39 3/16, a half-hour gain of 180 percent for those who paid $14. An individual investor, on the other hand, probably couldn’t have bought stock for less than $30.
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 KEEPING UP WITH THE NEWS Source: Validea.com Price: Free F I G U R E
 
 8–16
 
 New Ideas in Technology from Validea
 
 Validea.com allows the user to find recent references to a stock or sector, and rank the results by the number of occurrences. It also ranks the quality of the sources and analysts in various ways. As Figure 8–16 shows, the user can limit the search to impeccable sources (the minimum source rating is set to five stars). The stories come from print, television, and on-line media sources. One would expect a high number of stories about stocks such as Intel, Nokia, and Cisco. But the number one rank of Solectron Corp. (SLR) is worthy of attention.
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 8–17
 
 Buzz Report for Solectron Corp. from Validea
 
 Validea also provides a Buzz Report that summarizes recent stories about a stock. As Figure 8–17 shows, Solectron has received quite a bit of media attention, all favorable. However, an investor must be careful about using this information. As favorable as the fundamentals might be, the technicals may be another story. It is possible that anyone who might be motivated to buy the stock by such stories has already done so. Further, institutional owners of a stock generally recommend it only after they’ve finished buying their position. So it’s reasonable for a buyer who likes Solectron’s fundamentals to analyze its technicals as well. The wisest course of action may be to wait for a buying opportunity.
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 LINKS TO NEWS SOURCES Source: JustQuotes.com Price: Free F I G U R E
 
 8–18
 
 News and Analyst Links for Exodus Communications from JustQuotes
 
 JustQuotes provides links to Internet resources on a company basis. As Figure 8–18 shows, the user can search a variety of media sources for information about a specific stock (in this case, Exodus Communications) and link to research and recommendations about that stock. In addition to links for news and analyst recommendations, JustQuotes also provides links to information about company profiles, insider activity, returns, competitors, corporate actions, historical prices, charts, earnings, financial statements, SEC filings, financial ratios, and discussion forums.
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 deally, a professional investor wants to be the first one though the doorway: The investor hopes to identify the next Microsoft and buy it before anyone else catches on. To aid in the search for new ideas, the professional investor can access both analytic tools and expert advice. When initiating a search, a portfolio manager may start with constraints that restrict its scope. For example, the manager may want to be heavily invested in the wireless communications sector and to find the best securities within that sector. Or the manager may want to remain open to the entire universe of potential investments. The following three chapters describe how professionals use analytic tools to retrieve historical data, and filter and rank that data according to rules that they specify, leaving them with a short list of investment candidates or trading strategies they can investigate in depth. These chapters also describe how professionals use expert advice, and how they vet the source and reliability of that advice. 147
 
 Copyright 2001 McGraw-Hill. Click Here for Terms of Use.
 
 This page intentionally left blank.
 
 C H A P T E R
 
 9
 
 Fundamental Screening, Back Testing, and Securities Selection
 
 I
 
 ncluding both foreign and domestic instruments of all asset types, there are over 45,000 different securities from which to choose when searching for a trade. To make that search manageable, institutional investors use quantitative tools to filter and rank all securities by their choice of fundamental characteristics. Some of these fundamental characteristics are backward looking: Figures and ratios involving past revenue, earnings, and book value are old news. Nonetheless, an investor or analyst can use such statistics to filter out from consideration companies that do not meet minimum standards for growth, profitability, or financial health. Other characteristics are forward looking: Consensus analysts’ opinions and projections for EPS growth are only forecasts. But when combined with historic statistics, the backward- and forward-looking characteristics can identify securities with an intriguing pattern of growth.
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 PART THREE
 
 Trade Selection
 
 Although the Internet offers expert analysts the ability to perform sophisticated analyses of their own design, it also offers expert aid to amateurs. Several sites provide preprogrammed screens designed to identify securities likely to appreciate in the future. Individual investors must keep in mind that the purpose of fundamental screens is to identify value, and value is not always reflected in market price. Professional investors know that the market is composed of humans, and that human estimates of value may sometimes be less than rational. They also understand that investors have many reasons for buying or failing to buy a security—some rational, some not. Professionals would never contend that the market is wrong when, in their opinion, other investors have failed to recognize the value of the professionals’ favorite holdings. Chat room conversations show that only amateurs blame the marketplace rather than themselves for their losses. Still, a stock that is undervalued can be expected to appreciate over time. And by considering technical indicators and trigger events when optimizing the timing of entry into a position, an investor reduces short-term market risk. Then, the investor can wait for the world to agree with the estimate of value.
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 SCREENING FOR TRADE IDEAS Source: MSN.com Price: Free F I G U R E
 
 9–1
 
 Stock Finder Custom Screen from MSN
 
 MSN.com offers Finder, a powerful analytic tool that allows the user to screen for and rank securities that meet fundamental and technical criteria. The type of data on which the user can base the search includes Company Basics (for example, Industry Name), Price Ratios (for example, Price/Sales Ratio), Trading and Volume (for example, Percent Institutional Ownership, Beta), Stock Price History (for example, 52-Week High), Analyst Projections (for
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 example, Mean Recommendation), and Advisor FYI (for example, Price Up in Heavy Volume). MSN also offers several preprogrammed searches, both straightforward (for example, Small-Cap Stocks with High Momentum) and exotic (for example, Contrarian Strategy). The user could also start with one of these stock searches and add or modify its rules. Also, the search rules can be saved for future use. Figure 9–1 shows a stock screen run of June 30, 2000, intended to identify large-cap stocks (Market Capitalization >= 1 billion) with significant price appreciation (% Price Change Last Year High as Possible) but with low volatility (Beta1 Low as Possible). These are all backward-looking statistics, so one forward- looking statistic is included as well: Analysts must view the stock favorably (Mean Recommendation as High as Possible). And finally, the price of the stock must be near a technical support level—the 200-day moving average (Previous Day’s Closing Price Near 200-day Moving Average). Note that some of the conditions are precise (for example, Market Capitalization >= 1,000,000,000) while others are fuzzy (Beta Low as Possible). Finder ranks all stocks that meet the discrete criteria in order of how well they meet the fuzzy criteria. The program can be set up to query the user for the value of a parameter (for example, Industry Name =					    
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