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When did I start trading?

Looking back at my life, I don’t remember a time when I was not interested in
the markets. As a teen, I was fascinated by compound return tables, and the
magic of growing capital over time. Before the Internet, I remember looking at
stock quotes in the newspaper, and my love for trading and the markets has only
continued to grow.

I have spent the last 20+ years investing and trading. My drive to be a successful
trader lead to reading hundreds of trading books and putting what I learned into
action. Because the learning curve was so steep, I decided to create a shortcut for
new traders; the kind of information I wish I could have studied when I was
getting started. The New Trader 101 e-course and trading book is that shortcut. I
have condensed all the key principles that a new trader needs to know into an
easily understandable format. My goal is to get a new trader up to speed quickly,
and trading successfully, with very little risk.

Trading is my game. For me, a winning trade is similar to what many sports fans
experience when their team scores a touchdown, or their favorite player hits a
grand slam. Nothing is more exhilarating and rewarding as learning to trade the
financial markets, and coming out a winner.

I hope you will join me as I show you how to build and grow your own capital,
with low stress and minimal risk. It will most likely be one of the most
rewarding things you ever do. It was for me.

-Steve Burns
Stephen@NewTraderU.com
www.NewTraderU.com
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What Students Are Saying

I thought about having a well-known, professional trader write the introduction
for this companion guide, but I realized that this book is about you, the students
that are devoting your time and energy to becoming better traders. I think it is
more meaningful if you hear from our successful students:

“I have spent over a year now in intense study of the market, charting, level 2,
stock trending, options, technical and fundamental trading. Learned from books,
various mentor-ship DVDs, webinars, and Internet videos. I was just going from
on various trade to the next, most of the time losing more than I made. I have
watched your e-course several times over the past few days. Since then, I have
developed a rock solid trading plan. Anything I was having a problem with, I
developed a set of rules to counteract it. Thank you so much for devoting your
time to help new traders stay afloat in a sea that's filled with sharks! God
Bless!”

—Jeremy C. Rhodes

“Steve has really outdone himself on this one, the value to cost of New Trader
101 is enormous. While putting the majority of focus on risk management, Steve
also offers plenty of information concerning technical analysis. Steve has an
incredible gift when it comes to explaining difficult to grasp concepts, and he
frequently shares real trades while explaining the “why” behind the trade. The
Pro Forum is very enlightening in the fact that you are able to learn from the
questions of others, it is not unlike the learning platform of real colleges that
offer online classes. I plan on renewing membership for many years to come.”
—Jim Stewart

“After going through the e-course, I have gained more confidence to build my
trading plan and actually trade the plan. The New Trader 101 Pro Forum is
another great weapon to add to the arsenal. I've found the question and answer
sessions really relevant, and the fact that I can create my own thread for my
personal trading journal is really helpful. I got instant feedback from you as I
was trading live! Now that’s something. Thanks a lot!”

—Afif

“All your guidance has helped immensely. What I’ve learned has given me a
foundation which will never leave me as long as I trade. The risk management



portion of the trading system alone has already paid dividends. Any questions I
have, you’ve been more than helpful answering or pointing out an article you’ve
already written. Understanding the ‘why’s’ of my trades has given me that ‘care
free state of mind’. Feels amazing. Thank you.” —Fred Robles



Chapter 1: What is a Moving Average?

I always check my charts and the moving averages prior to taking a position. Is
the price above or below the moving average? That works better than any tool I
have. I try not to go against the moving averages; it is self-destructive.”- Marty
Schwartz

What is a moving average?

What types of moving averages are there?

How are they used as technical indicators?

What time frames can they be used on?

Which ones have I found to be the most valuable?

A moving average will be the average price for a trading instrument over a set
time frame. They help smooth out the price action, and focus on where the
current price is trending in relation to an average price, over the trader’s time
frame.

Moving averages are technical tools used on charts for trend identification. They
can be used as standalone lines for trend trading, or in conjunction with other
technical indicators like the MACD, RSI, price levels of support and resistance,
or even with other moving averages. Moving averages are one of the building
blocks for other technical indicators like Bollinger Bands, MACD, and the
McClennan Ocillator.

A simple moving average (SMA) is an indicator that shows a line on a chart
based on the calculation of the average price of a trading instrument over a set
number of time periods. A 5 day simple moving average is the average price
over a 5 day period. If something ended the last five days at $100, $101, $99,
$98, and $102, the five day moving average would be $100.

$100+$101+$99+$98+$102= $500/5= $100.

This shows the average value was $100 over the 5 day period. A simple moving
average gives equal weight and importance to all prices in the time period.

An exponential moving average (EMA) gives greater weight to recent prices,
to make it more reactive and faster to adjust to price action. An EMA changes
faster to account for recent price action, and gives traders faster entry and exit



signals than a simple moving average.
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A Weighted Moving Average (WMA) assigns a weighting factor to each price
in the price period for calculation, according to its age. The most recent data gets
the most weight, and each price value gets less weight as the data is calculated
backwards for the prices in the time period. A weighted moving average gives
more value to the most recent prices, and less as prices become older.

Don’t get caught up in the differences or importance of these types of moving
averages. In the long run, it will be the principles of your trading and the quality
of your trading signals that create profitability, more than which type of moving
average is the ‘best’. The point is to identify and capture trends with the moving
averages you choose, for your own time frame.

Moving averages are powerful tools to use in your trading. Moving averages are
a great place to look for clues to what levels are key areas for support and
resistance, and for trend identification. They have meaning because they are
used as technical indicators as key levels to trade off of, and in systematic
trading for entry and exit signals. Moving averages are an unbiased trend
indicator. Trend lines are subjective, moving averages are quantifiable facts.



Moving averages can be used on all time frames, intraday, daily, weekly, and
monthly. Traders that trade intraday can watch moving averages on the daily
chart to see how price reacts to certain levels. The 5 day EMA on the daily chart
may find support intraday, for instance. Traders can also look for a confluence of
time frames, where key supports are reached on a daily and weekly time frame
simultaneously, for higher probability entries due to signals on multiple time
frames.

This course will be focusing on how I trade using the simple and exponential
moving averages on the daily chart, but their principles are the same for all time
frames. Remember, the shorter the time frame, the more prices are subject to
noise and the random nature of buyers and sellers. The higher you go on the time
frame, the more you can see trends and the patterns of accumulation and
distribution of a market, near key moving averages.

Moving averages are the simplest of all trend following indicators. In uptrends,
price tends to stay above a key moving average. In downtrends, price typically
stays below the key moving average. The first possibility of a change in trend is
when price crosses through the moving average that it had previously been
trending consistently on the other side of. Downtrends start to reverse when
prices cross back up and through a moving average, while uptrends show signs
of reversal when price falls through a moving average to below it.
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Here is my moving average answer key. This is what each moving average
means to me in my trading and how I use them:

e 5 Day EMA: This is a sign of strong momentum. It tracks the trend in the
short term time frame. This is support in the strongest up trends. This line
can only be used in low volatility trends with strong momentum. A break
back above this line is a sign for me that an uptrend may be resuming. I
primarily use it as an end of day trailing stop. It is rare that this line does
not break intraday, even in the strongest trending markets.

e 10 day EMA: The 10 day EMA is a great moving average to use to keep
you on the right side of the major market trend. It is usually the first line to
be lost before any real trouble begins. It can be used as a standalone signal
in some stocks and markets that tend to trend strongly in one direction for
long periods.

e 21 day EMA: This is the intermediate term moving average. It is generally



the last line of support in a volatile uptrend. To me, it is the inevitable
reversion to the mean in a market when it finally pulls back after an
extended trend.

e 50 day SMA: This is the line that strong leading stocks typically pull back
to. This is usually the support level for strong uptrends. It is normal for
uptrending markets to pull back to this line and find support. Most bull
markets and uptrends will pull back to this level. It is generally a great
“Buy the dip” level.

e 100 day SMA: This is the line that provides the support between the 50 day
and the 200 day. If it does not hold as support, there is a high probability
that the 200 day SMA is the next stop. This is the deeper pullback level in
bull markets and uptrends. It usually presents a great risk/reward ratio in
bull markets.

e 200 day SMA: Bulls like to buy dips when markets are trading above the
200 day moving average, while bears sell rallies short below it. Bears
usually win below this line, as the 200 day becomes longer term resistance,
and bulls buy pullbacks to the 200 day as long as the price stays above it.
This line is one of the biggest signals in the market telling you which side
to be on. Bull above, Bear below. Bad things happen to stocks and markets
when this line is lost.

Remember:

e Moving averages are not the Holy Grail of trading. They are tools to help a
trader capture a trend in their own time frame.

e Moving averages work best in low volatility markets. The more volatile the
market the less respect moving averages will be given as emotions take
over market participants.

e Moving averages have meaning because they are used by so many market
participants.

e Moving averages are the average of past price data, they aren’t predictors.
Instead, they are a way of looking at the current trend.

e Moving averages are reactive technical analysis tools.

What we learned:



A moving average is an average of prices over a certain time period.

There are simple, exponential, and weighted moving averages.

Moving averages filter and smooth price data, and help identify trends.
Moving averages can be used on all time frames, intraday, daily, weekly,
and monthly.

e [ use moving averages on the daily chart: the 5 day EMA, 10 day EMA, the
21 day EMA, the 50 day SMA, 100 day SMA, and the 200 day SMA.

Recommended Reading:
Ten Tips for using Moving Averages in Trading
http://www.newtraderu.com/2012/06/17/ten-tips-for-using-moving-averages-

intrading/
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Chapter 2: How to Use Moving Averages

“I have one strong rule and that is when it comes to a stock if it’s above the 200
day moving average, I'm gonna be long it, and if it’s below it, I'm either not
gonna own it or I'm gonna be short it, period end of story and I just let that
govern every single thing that I do.” — Paul Tudor Jones

In this lesson we will learn:

¢ Trading with moving averages instead of fundamentals
Using moving averages as a reactive technical analysis tool
Entering trades using moving averages

Exiting trades using moving averages

Capturing trends with moving averages

While fundamental analysis is the study of a market’s potential value, technical
analysis is the study of the behaviors of the participants trading in that market.
Investors are primarily focused on valuation metrics for an asset, while traders
primarily trade price action.

The majority of investors focus on price to earnings ratios, sales growth,
earnings growth, and supply and demand when trying to value markets.
Technical traders look at price action on charts to see what price levels the other
market participants are buying and selling. Moving averages is a price filter for
traders to get a wider view of trends than just price alone.

Your goal as a trader is to develop ways to capture trends inside your time frame,
through quantified methods based on proven principles and backtested market
studies. Moving averages are one of the best tools for quantifying this. The
incorporation of moving averages as trading signals removes much of the
emotions and opinions that tend to get traders into trouble.

Moving averages are great guides for entries, exits, position sizing, and
providing a filter to view the actions of buyers and sellers in a market.

Price is the result of an agreement between the buyer and the seller at any given
moment. Your purpose is to be on the right side of key moving averages as a
market or asset is being accumulated or distributed, inside your trading time
frame.

Profitable trading is the result of making better decisions than the majority of



traders that are on the wrong side of a key moving average in your market.

Some quantifiable signals for entering trades:

Intraday momentum buy signals as price breaks above key moving averages on
daily charts

*End of day momentum buy signals as price breaks and closes above key
moving averages on daily charts

*Next day momentum buy signals as price breaks and closes above key moving
averages on daily charts from the previous close

*Buying support as price pulls back and holds above a key moving average
*Buying as price reverses and breaks back above a key moving average after
being on the other side of it in a downtrend

*Buying a pull back to a supporting moving average in a trend

+Selling short into a moving average acting as resistance in a down trend
*Buying when a shorter term moving average crosses over a longer term moving
average

*Selling short when a longer term moving average crosses under a shorter term
moving average

Possible ways to place stop losses after entry:

*A key moving average does not hold as support for a long position

*A key moving average that has acted as resistance is broken through on a short
position

*It gives a trader better odds to stay in a good trade if you set your stop a few
percent below a key moving average to avoid the obvious levels being hit

*An end of day stop, if price closes on the wrong side of your key moving
average

*A next day stop, you close a position on the next open if your key moving
average is violated

*A moving average crossover

Potential ways to set a trailing stop:

*If you enter a trade based on a longer term moving average like the 100 day or
the 200 day, and it has gone into an extended profit, you can move your stop up
to the 5 day or 10 day moving average

*Set a trailing stop at a loss of the previous day’s low or high of day

Exit with Profits:
*Price crosses back under your initial moving average after holding it through a



profitable trend

*The RSI can be used to exit a trade for maximum profit after entering based on
a moving average

*Exiting your position when it becomes overbought or oversold

Exit if the Bollinger Band is broken

Exit if your profit target is reached

Remember:

1. Momentum entry signals are based on the beginning of a strong move
through, and break out of, a short term trading range. Momentum trades are
based on the principle of even higher highs or lower lows on a chart, based
on a new trading range and trend. Momentum is usually a short term trade.
Momentum traders are looking to capitalize on a move and then get out into
the follow through strength. This is where the 5 day EMA and 10 day EMA
are used.

2. A trend trade is where you enter with the flow of the markets trend of
higher highs and higher lows, or lower highs and lower lows, in your own
time frame. Trends can also be measured by moving averages that are going
higher or lower on the chart. This is where you use the 50 day and 100 day
moving averages to capture a longer term trend of weeks and months.

3. A trend following trade attempts to capture an entire trend, and will give
back paper profits in search for these longer term trends. Trend followers
can capture trends that go on for years. Trend followers also tend to get out
of markets as trends begin to shift, and can make money taking short
positions in down trending markets. The 200 day is the moving average the
majority of them key off of.

4. Moving averages are not very useful tools for swing trading tightly range
bound markets. They are primarily for trading trends or deep swings inside
of long term trends.

Some traders look for signs that a moving average in their time frame is
beginning to slope upwards or downwards, and consider it one indicator of a
trend beginning, continuing, or changing. There are no magic moving averages
that always lead to profitability, there are only those that allow you to make
money during trends based on your own personality, risk tolerance, and time
frame.

Each trader must decide how to incorporate moving averages into their own



system and time frame. Moving averages are best used for trend identification
and trailing stops after entries are taken based on other technical parameters.
While single moving averages are not standalone signals for creating trading
systems, they are one of many tools that a trader can use for signals inside their
trading plan. It is possible to use moving averages as standalone signals to trade
individual stocks and commodities that are under heavy accumulation or
distribution, if you keep your losses small and let your winners run.

High volatility is the biggest enemy of trading with short term moving averages
on a daily chart, because they are not respected during price range expansion and
can cause multiple losing trades before catching a winning trade. Using moving
averages of longer time frames like the 50 day, 100 day, and 200 day is a way to
filter out much of the noise on the intraday and daily charts, but the trader will
have to accept larger drawdowns in account capital during the volatile price
moves, even in stronger long term trends.

Moving averages can be the most valuable tool in your trading toolbox if you
use them to quantify your entries and exits inside of a robust trading system.
Moving averages are one of the easiest and fastest ways to quantify the trend in
specific time frames.

In this course we will now explore specifically how I use them in my personal
trading.

What we learned:

e Moving averages can show traders and investors the buying and selling
behaviors of market participants

e Moving averages can be used to identify a trend by what side of it prices
are trending on

e Moving averages can be used to quantify current trade decisions based on
the trend of previous price action

e Moving average breakouts can be used as momentum buy and sell signals

e Key moving average support levels can be used as dip buying opportunities

e Moving averages can be used in quantifying hard stops, stop losses, and
trailing stops

e Moving averages can be part of a trading plan and trading system after a
markets key moving averages are understood

Recommended Reading:



Moving Average Answer Key
http://www.newtraderu.com/2015/02/18/moving-average-answer-key/
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Chapter 3: 5 Day EMA (Momentum)

“Moving averages are my gurus.” — Larry Tentarelli

In this lesson we will learn:

What is the best use for the 5 day EMA?
What kind of market does it work best in?
When does it not work?

What are the dangers?

What are some trade examples?

The 5 day EMA is best used as one tool of many for a discretionary rule based
trader. The 5 day EMA does not backtest well as a standalone indicator, but can
be very useful in conjunction with other technical indicators for entries, exits,
and end of day trailing stops.

The 5 day EMA can be used as:

1. A short term momentum long indicator to capture a few days of a trend, if
price breaks above it.

2. If price suddenly breaks above it after being below it for weeks.

3. It can be a short position indicator if it is lost after price has traded above it for
weeks.

4. It can be used in conjunction with the RSI for entries and exits. Avoiding long
entries in overbought markets or short positions in oversold markets. Trading
vehicles will vary, so you have to study charts in your markets to see what RSI
levels are historically useful.

5. It will show you the short term trend by what side price is on, bullish above
and bearish below, on the daily time frame.

6. It can be used as an end of day trailing stop after entering on the signal of a
longer term moving average. Enter using the 200 day SMA, and if the trade
trends in your favor, exit and lock in profits after the 5 day EMA is lost and not
recovered by the end of the day.

7. It can be a trailing stop as you let profits run late in a trend that was entered
based on a different type of entry signal. For example: You can enter after a
break above the 200 day SMA with an end of day stop on a close below the 200



day. Then, if prices breaks above the 50 day SMA, move your stop to a close
below the 50 day. Then to the 10 day EMA, and finally to a close below the 5
day EMA. You can lock in profits and not have the drawdown of holding a trade
all the way back to the 200 day SMA, but exiting and locking in profits.

The 5 day exponential moving average is a tool for capturing strong momentum
over a 5-10 day trading period. It is best used in conjunction with a strong
bullish candle, a breakout over a key long term moving average, or a breakout of
a trading range.

SPY SAP S00 SPDRs NWSE + BATS ® ftockt harts com

28-Feb-2013 Open 145.51 High 1490.44 Low 145.04 Last 145.23 Volume 13220 Chg -0.29 (0.20%) *
MRSI(14) 55.45

W SPY (Daily) 145.23 (28 Feb)
=EMA[S) 144,82

=MA[S0) 141,90

Y olurs 132,216,240

The 5 day EMA held as end L 141.20]
e

of day support for 22 Lal

G d nt
ap and go momentum i S

Dec 10 17 24 M3 7 14 22 i3 Feb 11 18 25
= MACD(12,26,9) 0.760, 1.056, -0.237

g e o g e e i [ulla}

-8 oLl [T Dl

Dec 10 17 24 M3 7 14 22 el Feb 1 14 25
The 5 day EMA is a great way to use a trailing stop for a winning trade on
breakouts over the 50 day SMA or the 200 day SMA. This works in strongly
trending markets that breakout after a long price consolidation period, and trend
over a key long term moving average.
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After a downtrend into oversold territory, a strong reversal back over the 5 day
EMA can be a momentum long reversal signal as it closes back over a key long
term moving average.
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In downtrends, the 5 day EMA can act as end of day resistance. The 5 day EMA
is a great way to trail a stop on a winning trade after taking a short position on a
stock that loses its key 200 day moving average, and starts a downtrend on
heavy distribution.
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The 5 day EMA is not helpful in markets that are stuck in a trading range, are not
trending, or penetrate the 5 day EMA each day. Expansion of trading ranges are
due to uncertainty in direction, and do not respect the 5 day EMA as price
discovery is underway.
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You want to use the 5 day EMA:

1. After a momentum signal like a breakout above a key trading range, very
bullish candlestick, a gap and go, or a break and close above a key long term
moving average like the 50 day or 200 day.

2. The 5 day EMA is a great short term moving average to use in the moving
average crossover systems that we will discuss in this course.

3. You want to use the 5 day EMA on charts where price is staying on one side
of the 5 day EMA line over multiple days and weeks. This shows that it is being
respected, and price staying on one side of it for long periods of time shows
strong accumulation or distribution in a market.

4. Be aware that the best time frame to trade with the 5 day EMA is only for 5 to
10 days in most instances. It is important to take profits as price gets extended
too far above the 5 day EMA, because it generally returns to that line, and trends
that strong don’t last more than a few weeks to a month. The best exits are using
oscillators that show overbought or oversold conditions or Bollinger Bands. We



will discuss this in detail later in this course.

What we learned:

e The 5 day EMA is best used as a strong momentum indicator, a trailing stop
after a long trend off a longer term moving average, and an end of day stop
while trend trading

e While using end of day stops, it is crucial that you position size small
enough that you will not lose more than 1% of your total trading capital if
the 5 day EMA is lost and volatility expands suddenly

¢ Be ready to step in with an emergency stop if volatility expands enough to
cause you to be down 1% of your trading capital intraday

e The 5 day EMA works best in strong trends with momentum, and can be
used is uptrends and downtrends

e The 5 day EMA is not useful in range bound markets or when prices are
highly volatile

e The 5 day EMA can’t be used as a standalone indicator due to it being a
tool in strongly trending markets only. Trading with the 5 day EMA in
isolation will lead to over trading and strings of losses when markets don’t
trend in one direction or become volatile. You should limit the amount of
trades you have in a month to control how many losses you can experience,
and only take the setups with the most upside potential

Recommended Reading:

My Profitable March 2015 $TNA Trade
http://www.newtraderu.com/2015/04/12/profitable-april-2015-tna-trade/

My February 2015 $TQQQ Trade
http://www.newtraderu.com/2015/03/01/february-tqqg-trade/

My Best Trade of January 2013
http://www.newtraderu.com/2013/02/03/my-best-trade-of-january-2013/



http://www.newtraderu.com/2015/04/12/profitable-april-2015-tna-trade/
http://www.newtraderu.com/2015/03/01/february-tqqq-trade/
http://www.newtraderu.com/2013/02/03/my-best-trade-of-january-2013/

Chapter 4: 10 Day EMA (Short term trends)

“The 10 day exponential moving average (EMA) is my favorite indicator to
determine the major trend. I call this “red light, green light” because it is
imperative in trading to remain on the correct side of a moving average to give
yourself the best probability of success. When you are trading above the 10 day,
you have the green light, the market is in positive mode and you should be
thinking buy. Conversely, trading below the average is a red light. The market is
in a negative mode and you should be thinking sell.” — Marty Schwartz

In this lesson we will learn:

Using the 10 day EMA as a reactive technical tool
It’s trend capturing effectiveness

How to filter its use

How it keeps you on the right side of the market
Weaknesses

The 10 day EMA is a fast moving average and keeps a trader on the right side of
a fast moving average. This line is not usable in markets that have big daily
ranges that take prices through the 10 EMA repeatedly on the daily chart.

Using the 10 day EMA:

e It can be used to trade off of intraday, as the line is returned to during both
downtrends and uptrends. Day traders can go long as price returns to it from
above or go short as price returns to it from below.

e Profitability from this moving average is by riding trends over multiple
days for large wins, and taking small losses quickly when the line is
breached.

e It is crucial to avoid trading off the line when the market is not respecting it
over multiple days.

e Buying a momentum breakout over it increases the odds of a trend.

e Trend trading it on the daily chart with end of day stops if the line is
breached can keep you from being prematurely stopped out of a trend until



it actually closes under it.

e The higher volatility becomes the more the 10 day EMA is not useful.

e The 10 day EMA can be used as a long signal only if the long term trend is
up as measured by the 200 day SMA, or as a short signal only in
downtrends where price is trading below the 200 day SMA.

The 10 day EMA can keep you trading on the right side of market’s short term
trends and price swings for several straight days. The probability of catching a
trend increases when a combination of moving averages are broken, like the 10
day EMA and the 50 day SMA, or the 10 day EMA and 200 day SMA. You can
see how the 10 day EMA could kept traders on the right side of the market for
multiple days in the row. When using the 10day EMA, it is good to lock in
profits using oscillators when price gets far extended beyond the 10 day EMA.
The 30 RSI is a great place to lock in short trades, and the 70 RSI is a great place
to lock in long trades.
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For example, Apple breaking over the 50 day SMA and 10 day EMA then
reversing back under both initially. The next trading day a ‘gap and go’ took



Apple back over both key moving averages and started a 21 day trend over the
10 day EMA. Most good trends start with some type of momentum: a gap in
prices, a break over a longer term moving average, or a large candlestick at the
beginning of a trend. There is generally a momentum ignition signal before a
long run in a stock or market that has enough strength to stay on one side of a
short term moving average.
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It’s important to stay on the right side of an uptrend with the 10 day EMA.
Staying long above the 10 day EMA and exiting long positions as the RSI
becomes overbought near the 70 RSI. This line will get traders out of a position
before a market makes its inevitable trips back to the 50 day, 100 day, or 200 day
SMA.
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You can choose how fast you want to lock in profits. You can enter on a break
above the 10 day EMA, but you want to exit to maximize profits and not ride a
winning trade all the way back to under the 10 day EMA. The end of a short
term momentum trend is usually a quick and ugly reversal. The 70 RSI is a great
place to exit to maximize profits with stock indexes and big cap stocks.
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What we learned:

e The 10 day EMA will show you the short term trend on a chart, and it is a
better guide than opinions

e The 10 day EMA can keep you on the right side of a market trend for days,
weeks, and months at a time

e The 10 day EMA is a powerful trend capturing tool and improved
dramatically when combined with other technical indicators for entries and
exits

e Staying long above the 10 day EMA and short below it can keep a trader
out of a lot of trouble

e The 10 day EMA is not effective in volatile and range bound markets.

e The 10 day EMA can’t be used if it is inside the intraday price movements
for days in a row. You are looking of momentum in price movement that



closes on one side or the other of the 10 day EMA for multiple days
e Momentum breakouts over key long term moving averages is a great place
to start a position with the 10 day EMA as a trend filter

Recommended Reading:

My September 2013 $SPY Trade Step-by-Step
http://www.newtraderu.com/2013/09/19/5009/

My Personal Example of a Simple but Effective Trend Trade $SPY
http://www.newtraderu.com/2013/05/25/3690/

What a Market Wizard Taught Me About Moving Averages
http://www.newtraderu.com/2013/09/19/5004/



http://www.newtraderu.com/2013/09/19/5009/
http://www.newtraderu.com/2013/05/25/3690/
http://www.newtraderu.com/2013/09/19/5004/

Chapter 5: 21 Day EMA (Pullback support)

“Where you want to be is always in control, never wishing, always trading, and
always first and foremost protecting your ass. That’s why most people lose
money as individual investors or traders because they’re not focusing on losing
money. They need to focus on the money that they have at risk and how much
capital is at risk in any single investment they have. If everyone spent 90 percent
of their time on that, not 90 percent of the time on pie-in-the-sky ideas on how
much money they’re going to make. Then they will be incredibly successful
investors.” —Paul Tudor Jones

In this lesson we will learn:

How to use the 21 day EMA as a reactive technical tool
Trend capturing effectiveness

How to filter its use

How it keeps you on the right side of the market’s trend
Weaknesses

The 21 day EMA marks the intermediate term trend in a market. It gives trades
more room to move and “breathe” without being stopped out for a loss
prematurely due to short term intraday price gyrations. In this example, you can
see a 29 day trend in $TSLA after a break out over the 50 day. Buying the break
over the 50 day with an end of day stop of a close under the 21 day EMA, would
have caught about a $45 move on $TSLA.
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The Shake Shack IPO trend could have been captured by simply using a 21 day

EMA as an end of day trailing stop.
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The 21 day EMA can keep you on the right side of a volatile monster stock in
both uptrends and downtrends. The $TSLA chart shows it closing below the 21
day EMA for 16 straight days. This is evidence that it is being distributed not
accumulated, no opinions or predictions required. A trader that shorted on a loss
of the 21 day EMA could have covered their short after the bullish reversal
candle, or their price target had been met.
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While trading with the 21 day EMA it is important to use an exit strategy that
maximizes profits instead of waiting for a return to the 21 day EMA. The RSI is
one tool I use for exiting trades in stock indexes and big cap growth stocks.
When price approaches the 30 RSI, I look to cover shorts, and when price
approaches the 70 RSI, I look to sell my long positions regardless of what
moving average I am using. This is because at these extreme readings, the
risk/reward has skewed against the current position, and the odds of losing
profits is greater than the potential for the trend continuing.
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The 21 day EMA is a great trend trading tool that can keep you from getting
stopped out of a trending market or stock, and maximize the gain from the trend
by filtering out most of the intraday noise.

The 21 day EMA can be used an overlying filter for a shorter term trading
system. For day traders, and those using the shorter term moving averages, they
can look to take long trades when price is above the 21 day EMA, and short
trades below it. Shorting resistance and buying support intraday, and using short
term moving averages, have better odds of working when it is done in the
direction of the intermediate trend.
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What we learned:

e The 21 day EMA is a reactive technical tool that can be used to define the
intermediate trend

e The 21 day EMA can be used to capture trends by trading price based on
which side of the moving average price is trending on

e The 21 day EMA can be used as an entry signal for trades, and can be
combined with oscillators to signal exits that maximize gains

e Prices closing consistently under the 21 day EMA defines an intermediate
down trend

e Prices closing consistently above the 21 day EMA defines an intermediate
uptrend

e The 21 day EMA does not work as a standalone indicator in volatile or
range bound market, but needs to be combined with other indicators for



long term trading success

Recommended Watching:
21 Day EMA Video (YouTube)



https://www.youtube.com/watch?v=MPCmKGSfHas

Chapter 6: 50 Day SMA (Uptrend defense line)

“For a market leader, the 50-day moving average — which computes a running
average of price closes over the past 50 trading sessions — can act as a support
level during an uptrend. But it can also act as a resistance level during a
downtrend. If a stock breaks below the 50-day line in heavy volume and can't
rally back, it’s often a signal that buying demand is drying up and the stock’s run
is ending.” — Ken Shreve

In this lesson we will learn:

What time frame is it usually used for?
What are the key uses for the 50 day SMA?
When is it usually support?

When is it usually resistance?

What are its weaknesses?

The 50 day SMA can keep you in a growth stock under money manager
accumulation for months. It takes times for institutions to build large positions in
stocks, so their buying drives up prices. Their buying shows up as strong trends
on charts, far above the 50 day SMA for months at a time.
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The 50 day SMA can also be used as a filter for trading momentum strategies
using other moving averages and technical indicators. A possible trading rule
could be to go long on a stock when the price broke over the 10 day EMA, and
was also trading over the 50 day SMA. With this filter, you would not go long on
a stock over the 10 day EMA unless it was also over the 50 day SMA. A stock
trading under the 50 day SMA is likely under distribution, and the odds are
better for a long trade if it is over both the 10 day EMA with short term
accumulation, and the 50 day SMA showing longer term accumulation. A strong
monster stock will find buyers at the 50 day while it is being accumulated in a
bull market.



TSLA TestaMotors Inc. Nasdag 65 @ itockC hartscom
26-How2014 Open 24535 High 23005 Low 24252 Close 24452 Volume 2 1M Chg -3.62 (-1.58%) =

MRS[(14] 46.86
3 $_ o
Profits should have been locked in over the 70 RSI JH\.M v—’"/\"\“-“

'-l't l.llru dl'lcruﬂt nppwtl.lﬂhl

10

™ TSLA (Daily) 244.52 (28 Hov The stock could be bought a0

=EMAI 10) 247 .37 when the 10 day EMA was

—MA(SD) 243 59 I over the 50 day SMA 229

il Vakpme 2,1 19868 u 280
275
270
205
200
285

Z0M » 290
i = The stock should have 235
e 5 been avoided under the 10 l[:l 230
100 . _!,f -. :w[-lul.n and under the 50 i : 278
2 T L . e A .
Aug " 18 25 Sep 8 15 22 200 6 13 20 27 MWow 10 17 24
—MﬁCD(i?.ZG.S‘;l.E?? 1.649. -0.273 o
____f..-"'- M 5
AIAMRRRe_______snsee. < oA Anm Sk zi]
vugumY |

=

Aug " 18 25 Sep 8 15 22 20ct & 13 20 27 How 10 17 24

Remember:

e In the strongest of Monster stocks, the 50 day can act as a standalone Green
light/Red Light indicator. Staying long as price is above the 50 day line and
exiting if price drops below and capture longer term trends in the process.

¢ In a strong bull market trend, the 50 day SMA will hold as support many
times before ultimately failing.

e In strong trends, the 70 RSI can be broken and the market can keep rising
for months at a time. The 50 day is the key line to watch as a strong bull
market pulls back and has dips in price. Markets generally bounce on the
first pullback to this line. However, the more a support levels is tested the
greater the odds are that it can be broken and a deeper pullback or
correction occur.

e As long as markets are trading above the 50 day SMA the trader should be



thinking “buy the dip”, because selling a strong market trading above the 50
day SMA is not where the easy money is. The easiest profits are in
following the trend on the long side.

e Many times at the beginning of a downtrend, you will see price break

through the 50 day SMA, then become resistance. Rallies try to make it
back to the 50 day SMA, but fall short, and a downtrend begins.
In a stock or market under distribution, the 50 day SMA can act as
resistance for months at a time, and even become a short signal until the
line is broken and price can stay above it for a sustained time. For a market
trending lower and lower below the 50 day SMA, the direction of least
resistance is to sell the market short.

What we learned:

e The 50 day SMA can keep you in winning trades for months in the right
trend

e The 50 day SMA provides support for Monster stocks under accumulation
and for stock index support in bull market pullbacks

e The 50 day SMA provides support in long term up trends

e The 50 day is usually the pullback to resistance line at the beginning of
downtrends in markets that are under distribution

e In strong trends price tends to get extended and run away from the 50 day
leaving it too far away to use

e It is better to use other technical indicators to exit (like the RSI) and
maximize profits and not wait for a retrace to the 50 day line

Recommended Reading:
Find a Monster Stock in 15 Steps
http://www.newtraderu.com/2012/03/31/how-to-find-a-monster-stock-in-15-

steps/



http://www.newtraderu.com/2012/03/31/how-to-find-a-monster-stock-in-15-steps/

Chapter 7: 100 Day SMA (Oversold)

“Trade What’s Happening...Not What You Think Is Gonna Happen.” — Doug
Gregory

In this lesson we will learn:

e The 100 day SMA can be a key support line between the 50 day SMA and
the 200 day SMA

e The 100 day SMA is a key area for dip buyers to watch for potential entries
during bull markets

e The 100 day SMA offers a great risk/reward set up for long entries when it
aligns with oversold conditions

e If price closes below the 100 day SMA for multiple days there is a high
probability that the 200 day will be reached

e Markets often retrace to the 100 day SMA many times a year

When the 50 day support is lost in the market the next place that a trader can
turn their attention to is the 100 day line for support. The odds of this level
holding improves if it lines up with other oversold indicators.

In the $SPY chart, each dip to the 100 day SMA presented a good risk/reward
entry as the long term index was in an uptrend. When the 100 day SMA
coincided with the 30 RSI, the odds were greatly increased for a winning trade.
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The key with using moving averages the way I do is, is to look at them as levels
of support and resistance to trade around. As the 50 day is lost I turn my
attention to the 100 day SMA possible support level for a swing trade to the long
side. I will stop out of a long position with a close under the 100 day SMA and
will reenter the trade on a close back above the 100 day SMA. I wait for the end
of day results to see how the market reacts around the 100 day SMA to avoid
much of the intraday noise. Price can move around a key moving average many
times before trending. I will step in and take a long trade if the rare 30 RSI level
is reached, but that is a different entry signal than the 100 day SMA. Moving
averages have their significance for me based on how price closes around them.
If the 100 day SMA is lost, I turn my attention to the 200 day SMA as the next
level of potential support.

In this example of the daily $SPY chart, the 100 day SMA, Oversold RSI 30-35,
and the MACD bullish crossover all lined up for a triple convergence, creating
great risk/reward swing long trades inside a long term uptrend. The 100 day



SMA alone is one tool for dip buying, but you should also consider if other
technical tools are confirming it as the potential dip buying area, or based on the
chart pattern, it could go lower.
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When a stock is in an uptrend with consistently higher highs and higher lows,
the 100 day can provide a great risk/reward re-entry if price bounces near the
100 day SMA. A bounce can happen as price approaches the 100 day SMA, but
never reaches it. Look for a long bullish candlestick, an upward moving average,
bullish MACD crossover, and oversold conditions to buy when the price doesn’t
makes it to the 100 day SMA.

The key to using moving averages like the $FB chart, is for your winning trades
to be large and your losing trades to be small. You must use trailing stops to
maximize your great entries like the first signal on the chart, and cut your losers
quickly if you entered on the second 100 day SMA bounce. You must also move
on to other opportunities if a key moving average has lost its value as support,
and not incur multiple losses as volatility increases around what was once a key



support level. Limiting your entries to only those based on multiple technical
confirmations will help increase your winning percentage, and limit your losses.
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The 100 day SMA can be the last support before a market comes out of a range
and trends strongly from over an oversold low RSI of 30-35, to being oversold
above the 70 RSI in one, long trend. Your ability to capture and ride these trends
will be a large part of your success as a trader.

In the $USO chart example, a 100 day SMA breakout while the MACD was still
bullish, and one that broke above the 100 day SMA with a bullish MACD
crossover. Commodities and growth stocks tend to have the trend power to break
over the 70 RSI and keep going, while stock indexes and sector ETFs tend to
find strong resistance at the 70 RSI if it trends that far. A break and close above
the 70 RSI is a momentum trend indicator, and it signals that price has gone
parabolic. This can happen with commodities and the trend continue.
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What we learned:

o If the 50 day SMA is lost, the next level to look for a bounce is the 100 day
SMA during bull market uptrends

e The 100 day SMA is a price level to watch for a potential dip buy in an
uptrending market

o If the 100 day SMA coincides with the oversold levels of 30-35 RSI, it
presents a good risk/reward ratio entry in most markets

e The price stays under the 100 day SMA for a number of days, the greater
the chance it will trend down to the 200 day SMA

e The more days in a row that the 100 day SMA breaks through the 100 day
SMA, the less meaning and usefulness it has in a particular chart

e There is a good chance that the market that you are trading will retrace to



the 100 day SMA several times a year, even in bull markets. This is normal
and no reason to panic or believe the uptrend is over.

Recommended Reading:
Moving Average Answer Key
http://www.newtraderu.com/2015/02/18/moving-average-answer-key/



http://www.newtraderu.com/2015/02/18/moving-average-answer-key/

Chapter 8: 200 day SMA (The bull’s last stand)

“My metric for everything I look at is the 200-day moving average of closing
prices. I’ve seen too many things go to zero, stocks and commodities. The whole
trick in investing is: “How do I keep from losing everything?” If you use the
200-day moving average rule, then you get out. You play defense, and you get
out.” — Paul Tudor Jones

In this lesson we will learn:

e The 200 day SMA is the long term trend filter for a market

e The 200 day acts as the last level of key support in bull markets

e Many traders use the 200 day SMA as a trend following filter for their
entries and exits

e The 200 day is one of the most watched moving averages in the market

e Long trades have a better probability of success above the 200 day SMA,
and short trades have better odds below it

Staying on the right side of the long term up trend can be as simple and staying
long above the 200 day SMA, and going to a cash position below it. If you take
nothing else from this course, understand that a loss of the 200 day is your first
warning of a possible correction, down trend, or bear market. This fact alone
can save you from large losses.
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When investors and traders are trapped in cash after a long bear market and
don’t know when to get back into stocks, an entry on the first break, and close
above the 200, presents the trader with a good risk/reward entry at the beginning
of the next possible bull market. Of course, they have to be ready to exit if price

begins to close below the 200 day SMA and the momentum fails to turn into a
trend.
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Leading growth stocks first key support is the 50 day SMA, but their last key
support is the 200 day. A bounce at the 200 day SMA for a monster stock
presents an outstanding risk/reward ratio for a growth stock that is normally
under accumulation, but during a market correction pulls all the way back to the
200 day SMA, due to equities as an asset class being under distribution. This is a
technical trader’s safety margin for owning a growth stock at a great entry price.



AAPL Apple, Inc. Mazdaq 65 + BATS ® StockChartecom
27-May-2015 11:04am Open 130.34 High 131.60 Low 12059 Last 13152 Volume 15.3M Chyg +1.90 (+1.47%) =
MRSI(14) 58.46

M AAPL (Daily) 131,52 %
=MA[ED) 127 02 Ay

=MA[200) 11380
MVolume 15,291,864 120

_ ". | t'lUﬁ

(M 100

% & =

85

80

e . 75

Z00n 70

200M

L]

b : ]
100M "' d &l : _I -t — ': : . 0
A mmﬂﬁmﬂl"'hm [Hl’lhilﬁﬁmlﬁ'ﬂdham'arfmmhﬂﬂaauﬁﬁm’%{&tmdlmm

Jul Aug Sep Oct Now Dec 20014 Feb Mar Apr May Jun Jul Aug Sep Oct How Dec 2015 Feb Mar Apr May
=MACD(12,26,9) 1,222, 0.879, 0,343

Jul Aug Sep Oct Nov Dec 2014 Feb Mar Apr May Jun Jul Aug Sep Oct Nov Oec 2005 Feb Mar Apr May

The 200 day SMA can provide strong support in range bound markets for growth
stocks that will explode into an uptrend during bull markets. The first sign of an
individual stocks being under distribution is the loss of the 200 day SMA. After
this line is lost a strong down trend can proceed quickly.
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When a stock breaks down under the 200 day SMA, it tends to rally back to the
200 day at least one more time before starting a strong downtrend. After using
the 200 day SMA loss as a short entry signal, the 5 day EMA or 10 day EMA can
be used as a trailing stop depending on the historical volatility of the stock. Use
the key moving average that works on the stock in the past that remains
unbroken for weeks at a time.
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The 200 day SMA gives the trader the ability to quantify the market environment
they are in, as well as the long term trend of that market. It shows the long term
distribution or accumulation of an asset class or market. The 200 day SMA is the
ultimate line in the sand that divides bull markets from bear markets. Bulls start
giving up and selling their holdings below this line, while bears begin to short
rallies back up to this line. Strong moves can occur as this line is reached and
then broken in one direction or the other. Battles can go on for days at the 200
day SMA, as a new trend tries to establish itself, or an old trend has to be
overcome. This line is a much better way to quantify the market trend, as
opposed to opinions, speculations, and predictions.

Strong bull markets that have momentum and make new all-time highs must first
overtake the 200 day SMA. By being long as the 200 day SMA is broken to the
upside, it gives the trader or investor a chance to be on the right side of a bull
market.



Markets that have long term downtrends must first cross the 200 day SMA
before any damage can be done. By exiting long positions when this line is lost,
traders and investors have a chance to preserve capital from the risks of larger
market corrections or bear markets. Staying out of large drawdowns in capital
can improve long term trading and investing results. Taking short positions as
the 200 day is first lost gives traders exposure to profit from market downtrends.
Taking a short position as the 200 day is first lost has a good risk/reward ratio for
the short side if a downtrend begins. A stop loss can be set at a close back over
the 200 day SMA.

What technical signal should have saved investors from the 2008-2009 relentless
downtrend? Understanding that the long term uptrend had changed once the 200
day SMA was lost. Long term trend followers should not be long markets under
the 200 day SMA, and swing traders should not be buying long positions under
the 30 RSI.
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What we learned:

e The beginning of up trends and bull markets generally start as price breaks
and stays above the 200 day SMA

e The first sign of the beginning of a downtrend or bear market is when price
breaks and stays below the 200 day SMA

e The 200 day is the default moving average setting on most charting
software. It is used by many traders to buy a break above this line, and sell
short a break below it. Some buy on the break, others wait for confirmation
on the next day’s open or close

e As the 200 day SMA line signals whether the market is in a long term
uptrend or long term down trend, buying weakness on pullbacks above it
and selling short strength below it puts swing traders on the right side of the
market’s accumulation of distribution

e Bad things happen to long positions under the 200 day SMA

Recommended Reading:
Do Bears Drive Electric Cars?
http://www.newtraderu.com/2014/12/22/do-bears-drive-electric-cars/



http://www.newtraderu.com/2014/12/22/do-bears-drive-electric-cars/

Chapter 9: Moving Average Crossover Systems

“Most of this trend following “science” can be explained by a decent moving
average crossover. Don’t over-indulge in complexity.” — Jerry Parker

In this lesson we will learn:

e Moving average crossover systems are a way to capture trends by entering a
trade when a shorter term moving average crosses over a longer term one,
then exiting as it crosses back under

e Moving average crossover systems are a way to trade based on price trends
instead of personal opinions or fundamentals

e A moving average crossover system can keep you in a trade longer than a
moving average alone

e A moving average crossover system will give less signals than a moving
average alone

e Moving average crossover systems can be backtested for results in different
types of market environments using web based tools

One way to use moving averages in a trading system is by using two moving
averages that give buy and sell signals when a shorter term moving average
crosses over a longer one. Legendary trend trading pioneer, Richard Donchian,
used a five and twenty day moving average crossover system for buy and sell
signals. Donchian was a pioneer in trading based on technical price action as
opposed to fundamentals, opinions, and predictions.

The systematic way to use multiple moving averages as trading signals and
smooth out entries and exits during volatile periods, is to develop trading
systems using moving average crossovers. Using two moving averages, you can
create entry signals that are triggered when the shorter term moving average
crosses over the longer term moving average.

The exit or reversal signal is triggered when the shorter term moving average
crosses back underneath the longer term moving average. Your trading time
frame and backtests determine which moving average best suits your trading
vehicle, time frame, and methodology. Short term moving averages can generate
false signals before catching a trend, and generate more signals than systems



with longer term moving averages. A trader can test the performance of different
lengths of moving averages that fit their own time frame and holding time
preferences.

Longer term moving average crossover systems can give back profits before the
exit is triggered. The underlying principle is that you develop a moving average
crossover system that enables you to have big wins and small losses. The
purpose of moving average crossover systems is to replace opinions and
predictions with a quantifiable way to capture trends.

A moving average crossover system waits for a double confirmation of a trend,
and forces the trader to take action based on what is actually happening in the
market due to the price trend, and not their own personal beliefs. This alone is a
huge edge over the majority of traders that are simply trading from their gut. The
best predictor of a future trend is the present trend that is going in the direction
of least resistance until it stops.

Moving average crossover systems should decrease the amount of trades and
losses as opposed to using a moving average system alone. With single moving
averages, price may penetrate and go through a key moving average 3 to 5 times
before trending in one direction, causing multiple losses. A crossover system
may only have one entry and one exit in the same time frame. By using moving
average crossover systems as opposed to single moving averages, the quality of
your signals increase and the noise of false signals decrease.

Traders have many options on how to use moving average crossover systems in
their own trading:

e Traders can have filters so they only trade the long side of crossover signals
when the shorter term moving average crosses over the longer term, if their
market is trading over the 200 day SMA, for example, This is a good idea
in the stock market because it tends to have a bullish bias thanks to the
constant demand for stocks, as they are ownership in companies.

e Traders can trade the short side only if the shorter term moving average
crosses under the longer term moving average, if the market is trading
under the 200 day SMA, for example.

e Traders can use an ‘always in approach’, staying long as the short term
moving average crosses over the longer term moving average. They can
then exit their long and sell short, as the shorter term moving averages
crosses under the longer term moving average. This approach works best
with commodities, as they tend to trend in both directions, based on the
current supply and demand.



A trader can also have a ‘stay in cash’ signal based on high volatility,
average daily range expansion, or after a series of losses. A trader could
wait for a more robust signal before reentering the crossover system.

e A trader can also add the RSI as a an additional trend filter, taking only dip
buying or momentum signals if they line up with their RSI parameters, or
only going short at overbought levels. Mine are the 30-35 RSI as an
oversold buying opportunity for most stock vehicles, 50-60 momentum
long signal during uptrends, and 65-70 as the overbought level to look to
exit longs or take short positions.

e The MACD crossover can also be used as a secondary filter, taking only
signals when MACD is also confirming in the direction of the crossover
trend signal.

e For a purely mechanical system, you must trade the technical signals
exactly how you backtested them for the opportunity to get those same
results, and not disrupt the system.

e Unlike single moving averages that rarely work as standalone technical

indicators over multiple market environments, moving average crossover

systems can be standalone trading systems that can outperform market
returns and beat buy and hold investing over the long term.

Here are some popular moving average crossovers that are used. Choose
ones to test that are right for your time frame and market:

5 day SMA /20 day SMA

5 day EMA /50 day SMA

10 day EMA / 20 day EMA

10 day EMA / 50 day EMA

15 day EMA/ 30 day EMA

15 day EMA / 150 day EMA

10 day SMA /200 day SMA

50 day SMA /200 day SMA

Here is one simple system that can be used to increase returns and decrease
drawdowns in markets with wide price swings: The 10 day EMA / 30 day EMA
crossover signal in both directions. You go long when the 10 day EMA crosses
over the 30 day, and exit the long and go short when the 10 day goes back under
the 30 day. This enables the trader to capture the up swings and the down swings
in a market with wide moves in both directions. The key to using any trading
system like this will be that your winning trades will be big and your losing
trades will be small. You can catch both uptrends and downtrends for profits in a



two sided market, and also stay on one side of a trending chart for long periods
to maximize gains in both directions.
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It is crucial in studying charts and backtesting for moving average crossover
systems that you test and view data through multiple market environments. A
long only system that works great in bull markets may be unprofitable in bear
markets, or may take you to cash at the beginning of a downtrend with no
trading signals for months. While the short side of the crossover may result in
multiple losses during bull market uptrends, it could result in a huge win in a
market plunge.

Realize that the big wins are the hardest to take in real time when rallies move
against your position and cause a drawdown in paper profits. You must commit
to following either a mechanical or discretionary trading system, and stick to
your plan no matter what. Be flexible with your opinions about where the market



price will go, but be disciplined with your system and trading rules. It is crucial
to trade a position size that allows you to trade a system without being shaken
out of a trade because you can’t handle the heat of a market’s move against you.

In the $QQQ chart, it shows that 10 day EMA/ 30 day EMA crossover system
alone would have taken a long only strategy to cash before the 2008 market
meltdown avoiding the entire meltdown and an always in system that would
have reversed and gone short would have captured a huge trend. In a trend of
this magnitude, the RSI was not helpful as an oversold indicator, but the MACD
did give some short long side swings that could have netted small gains. Strong
sustained parabolic trends like this one are where moving average crossover
systems are the most profitable. However, these are rare and generally only
happen every decade or so. But your moving crossover system will generally

keep you on the right side of a big trend when it occurs.
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One thing that trips of system traders is that they abandon good trading systems
during bad market environments. Don’t abandon good long term trading systems
based on bad short term results. Moving average crossover systems that rely on
trends to be profitable will have multiple losses in tightly range bound or volatile
markets. The key is to keep them small, and take the next entry for the chance to
capture the next big winner. Keep drawdowns small by trading a position size
that keeps each individual loss to 1% of your total trading capital. You can trade
larger position sizes with stock index ETFs, but must trade smaller with more
volatile growth stocks. Option trades could be positioned as 1% of your total
trading capital so there’s no need for a stop loss. It will be an all or nothing trade
where the nothing gained would be a 1% loss.

This $QQQ chart would have become frustrating in real time, as 2015 became a
tightly range bound market, and paper profits would vanish as no trend emerged
week after week. The good thing about this particular 10 day/30 day EMA cross
as a standalone system, is while it kept giving back paper profits, it limited the
quantity of losing trades. It saved commission costs and kept a good winning
percentage through many choppy reversals, day after day. This is the great thing
about making trading decisions primarily at the end of the day, you avoid the
vast amount of intraday noise.
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Long term trend followers have a signal known as the ‘Golden Cross’ which is
when the 50 day SMA crosses up through the 200 day SMA. This is one signal
that catches the beginning of long term equity bull markets.
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The $PCLN chart shows combining moving average crossovers with
discretionary rule based trading using technical indicators. With this example,
you would enter short trades as the 10 day EMA crossed under the 50 day EMA,
and cover your short trade as price became oversold at 30 RSI. You would enter
long as the 10 day EMA crossed back over the 50 day EMA and exit as the RSI
went over 70 into overbought conditions. The second signal was before earnings,
so it was a riskier trade that could only be taken if your rules allowed for the risk
of trading through earnings. This is how to incorporate moving average
crossover signals into a discretionary rule based signals, and maximize profits
without having to wait for the next crossover to exit with profits.
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Remember:

e Long only moving average crossover systems can greatly limit drawdowns
in capital during bear markets. Many longer term systems can decreases
drawdowns by 50% or more by avoiding long exposure when the market is
in a downtrend.

e Moving average crossover systems that reverse and go short can be
profitable in bear markets, but under perform in bull markets when
downtrends don’t occur and the short side is repeatedly stopped out.

e Moving average crossover systems are trend following systems that will be
profitable dependent on the market’s trend and the trader’s ability to follow



their system with discipline and not abandon it during losing streaks. I
highly advise a mechanical backtest of any moving average trading system
before live trading as a base for your system’s winning potential. Then you
can make adjustments in discretionary rules to maximize winning trades
and minimize losing trades.

e Moving average crossover systems can be profitable, but can also produce
an uncomfortable equity curve in real time trading, depending on the
trader’s time frame and the market volatility. You can smooth out profits
and losses with a volatility filter and go to cash when VIX becomes too
high for your specific time frame.

What we learned:

e To use a moving crossover system, enter when a short term moving average
crosses over a longer term one and then exit when it crosses back over from
the other direction

e Moving average crossover systems are usually used as a mechanical trading
method for trading a market through price action alone. Discretionary rules
can be added but they are generally mechanical to ensure consistent
performance. When used as a purely mechanical system it can remove the
stress and emotions of a trader needing to make decisions

e Using a moving average crossover system instead of moving averages alone
lowers the quantity of your trades, so it both increases your chance of
capturing a longer trend, and it lowers your commission costs and churn
rate of trades

e Purely mechanical moving average crossover systems can be backtested for
historical performance

e Moving average cross over systems can filter out a lot of the noise in a
chart and give signals with better odds of a true trend emerging than with
moving averages alone.

Recommended Reading:

Backtesting Sites
http://www.newtraderu.com/2014/03/27/three-free-backtesting-sites-for-new-
traders/



http://www.newtraderu.com/2014/03/27/three-free-backtesting-sites-for-new-traders/

Chapter 10: Combining Moving Averages with Other
Indicators

“Oscillators are calculated using a derivative of price and thus most oscillators
will appear very similar in shape. Stochastics, RSI, moving average oscillators
and MACD are some of the more widely used oscillators. They are most useful in
active swinging markets and will have less value in a flat, sideways market.” —
Linda Raschke

In this lesson we will learn:

e Entering with a key moving average break as an entry, and exiting to
maximize profits

e How to lock in open profits without having to wait for price to retrace all
the way back to the key moving average

e How to use the RSI in alignment with moving averages

e How to use MACD in alignment with moving averages

e Technical filters to use along with moving averages

Single moving average systems don’t typically backtest well as standalone
systems for entries and exits. They are just one tool for trend capturing, and need
another layer of signals to decrease the noise and keep a trader on the right side
of a market trend.

The RSI is a technical momentum oscillator that compares the amount of recent
gains to recent losses to try to read the overbought and oversold levels of a
market’s price action. The RSI has a range of 0 to 100. A market is supposed to
be overbought with a reading of 70. For traders this is an indication that it may
be time to sell their long positions at this high reading. The RSI reaching 30 is
supposed to signal that an asset is starting to be oversold and may present a good
risk/reward ratio to go long at that level. Center line crosses at the 50 can be
used as the beginning of a trend in the direction of the break (+51 bullish or -50
bearish). Or the traditional use of the RSI for swing trading is best used in stock
indexes and sectors with the 65-70 range indicating overbought and look to exit
longs there and the 30-35 range indicating oversold and a buy signal. The RSI
oscillator works best for swing trading in range bound markets. It does not work



for indicating extremes in trending markets, as higher highs or lower lows
happen for extended period of times.

In this example of the $INDU chart during a swing trading market, it shows how
the RSI signaled overbought and oversold levels. The best entry on the chart was
when the 30 RSI converged with the 200 day and a MACD bullish crossover for
a very high probability long trade.

SINDU Dow Jones Incustrial Average INDX @ StockCharts.com
31-Dec-2013  Open 10512.38 High 10538.25 Low 18511.48 Close 10570.00 Volume 243.7M Chg +72.37 (+0.49%) &

i fSSSSESSS) SSSSES SESSSSRT Y Ss

t

M §INDU (Daily) 16576.66 (31 Dec)
=MA[50) 1590389

=MA[200) 15293.73

W alurs 243 568 208

15400
~152%3.73
15200

15000

j..-m day SMA coincided | 14300

' I
“'t/f’ 1 with the 30 RSl intraday and |~ =esas
. MACD Bullish crossover. I
Sep O¢ !

May Jun ' Jul Aug 1 oV Lk

=MACD(12,26,9) 178.326, 128,663, 49.664
/f-' \ I = X\ {178 663

May Jun Jul Aug Sep Dot HNaw Dec

RSI is not a standalone indicator, but should be used in conjunction with other
trading tools for confirmation. I advise traders to stop out of long trades when
the RSI closes below the 30 RSI and stop out of short trades if price closes above
the 70 RSI. When price breaks out and closes beyond these levels, it is a sign of
a potential parabolic move which is more common in growth stocks or
commodities, but can happen in any market. The key to using the RSI is to



maximize winning trades and minimize losing trades.

The MACD is technical indicator that attempts to measure momentum of a
market’s price action. It converts two moving averages into two lines on a chart
by subtracting the longer term moving average from the shorter term moving
average being used in its calculations. The MACD shows the relationship
between two moving averages of prices.

The formula the MACD uses to calculate its lines comes from the 26 day
exponential moving average and the 12 day exponential moving average of a
market. The 26-day EMA is subtracted from the 12-day EMA to create a line.
Then the nine day EMA of the MACD itself is also placed with the sum of the
first lines to create signals for entries and exits based on crossovers. The second
line is used as a signal line as it crosses over the first.

MACD is about the relationship between two intermediate term moving
averages. Its signals are based off of convergences and divergences of these
moving averages. The convergence of the two lines indicates the likelihood that
a market is in a trading range. A divergence of the two lines as they move away
from each other occurs during trends in that market. The MACD is primarily
used for trend and swing trading signals on crossovers of the MACD line over
the signal line.

The MACD is not useful for identifying overbought and oversold markets.
Instead, it is a measurement of convergence and divergence of two moving
averages around a ‘0’ line. The MACD is good at showing potential entries
based on changing momentum and can give a general bullish or bearish signal
for a market trend. While the MACD can be used as a crossover system, it is best
used as a tool alongside other indicators. The MACD works best in trending and
widely swinging markets, and is not helpful in tightly range bound markets as it
tends to go flat as price moves sideways for long periods of time.

To sum up the MACD:

When the black MACD line is over the red signal line, it is an indication of
upside momentum and an uptrend, when the red signal line falls below the black
MACD line, it is a signal of downside momentum and a potential downtrend.
The best risk/reward entry is generally as the lines cross because it is a signal
that a potential trend or swing in price has begun.

The $INDU chart shows how the 10 EMA/ 50 EMA cross can be used to trade
price action. With the first entry, the crossover in December, the strong trend
continued for seven months with small retracements before continuing higher. In
a strongly trending market, a crossover system alone will work well. This is
trend following in its most simple form. In the powerful trend, the 70 RSI and



the MACD bearish crossovers lead to small pullbacks inside a powerful long
term trend. This example shows a powerful trend, and then a swing trading
market, and how the RSI and MACD can be used as signals to exit trades
initiated by the moving average crossovers.

After June, the RSI and MACD signals began to work again as the market
started to trade inside a wide range. The stock market tends to trend upwards
over long periods of time. At the beginning of that chart, the MACD and RSI
signals would have caused the trader to minimize the gain, and then after June,
their signals would have allowed the trader to maximize the gain. This
demonstrates the catch 22 of adjusting with more signals than moving averages
alone. Notice that the traders would have still done well in both market
environments. However, swing trading signals will cause traders to
underperform in strong trends and outperform the market in range bound
markets. We must choose to trade to maximize a trend and be willing to risk
open profits, or be willing to lock in profits and give up potentially greater gains,
to limit risk exposure and limit drawdowns in trading capital.

When trading in the stock market with moving averages, understand that your
long side trades risk/reward ratios diminish as your position gets closer to the 70
RSI, and your short position risk/reward ratio diminishes as you get closer to the
30 RSI, and the potential for an oversold bounce. When you are long the market
and the MACD is on the bullish crossover side, your odds are better for an
uptrend. If you are short and the MACD is on the bearish side of the crossover,
your odds for a successful short trade is greater. Moving averages and MACD
crossovers tend to be the best plan for entering at the beginning of a potential
trend, while the RSI is best for showing you where to exit at the end of a trend or
swing in the market price.

In system creation, chart studies, and backtesting you can create filters for your
moving averages.

Examples:

¢ You take your crossover system long trades only when the MACD is on the
right side of a bullish crossover.

e You only take long crossovers when RSI is above 50 for momentum
signals, and take sell short signals when RSI is under 50 showing a loss of
momentum.

¢ You do not take breakouts over key moving averages when RSI is over 65
due to the skewed risk/return ratio.



¢ You could turn off your short sell signals when the market you are trading is
over the 200 day SMA.

e You could turn off your long signals when the market you are trading is
under the 200 day SMA.

In bull markets, the 50 RSI support may be a confirming signal to enter long
positions on dips, while bear market rallies to the 50 RSI may be confirmation
signals for short trades.

This example of the $SPY chart from the bull market of 1999-2000 shows that
even in bull markets, it is difficult for the big cap stock indexes and big cap
stocks to close above the 70 RSI or below the 30 RSI. The key is knowing that
you have these levels to work with as resistance and support when you decide to
exit your profitable long and short positions. These levels work in most markets,
as prices tend to get extended and then revert to the mean. They are a great way
to measure your remaining reward versus your existing risk.



SPY S2P 500 SPORs MYSE ©itockChartzcom

31-Mar2000 Open 113.60 High 11585 Low 11280 Last 114.38 Volume 1220 Chg +128 (#1.14%) &
hnslildl‘!&'}i ' .- ‘ o
MMW ®
" Tt 4 T 1% t 10
™ EPY Smuy) 114.38 (31 Mar) 142
=MA[50) 107 £
:[-.El;r,".fhm .:r)dé;i‘-'! ) i 118
Valume 12,159 84 m
112
IM" b
J 110
(107 &8
106
— (B3
102
A0M ¥ d | - - - 100
o * 1 " &
oMl - i I: :
10M ra TR T VT P P ) Gﬁiﬁ
Jun Jul Aug Sep ot o Dac 2000 Fab Mar
= MACD({12,26,9) 2.435, 2,133, 0,302 @@
1
{0.302)
1

Jun Jul Aug Sep Dot Now Dac 2000 Fab Mar

In a strongly trending market, or when price swings in a wide range, the MACD
line crossovers will put the trader on the right side of the market in most
instances, and will keep the trader on the right side of the current price trend or
swing if the price continues to move in their favor.

Here are potential entry and exit strategies to consider:

e Enter on a break and close above the 200 day SMA, stop loss is a close
back under the 200 day. If it trends the trailing stop could be a close back
under the 10 day EMA with a target of the 65 RSI on the daily chart.

e Enter a stock as it bounces off the 50 day SMA. Stop loss is a close back
under the 50 day SMA. Trailing stop in a trend is a close under the 10 day



EMA. Target is the 70 RSI.

e Enter when a stock index is at a 34 RSI but still over the 200 day SMA.
Your initial stop loss is a close below the 30 RSI. Your trailing stop is a
close below the previous day’s low of day. Your target is the 50 RSI.

* You take a short position in a stock index as it rallies back to the 51 RSI,
but the market is under the 200 day SMA. Your stop loss is a close over the
54 RSI. Your trailing stop is the previous day’s high of day. Your target is to
cover your short at the 32 RSI.

Position sizes must be small enough so that if your stop loss is hit, you lose a
very small percentage of your trading capital. I position size and place stops so if
I am stopped out, I will only lose 1% of my total trading capital. But if my trade
trends in my favor, I could return 3% or more on my total account.

The whole point of this technical entry and exit module is to minimize losses and
maximize gains. Your trading profitability will be determined largely from your
ability to create big wins when you are on the right side of a trade, and suffer
small losses when you are wrong side of a trade. Use the market’s price action to
create reactive signals based on key levels of support and resistance. Get rid of
your opinions and predictions and embrace price action, it is the only thing that

pays.

What we learned:

e Moving averages can be used for entries and as the indication of the
beginning of a trend, but exits can be maximized with oversold and
overbought oscillators like the RSI

e Profits should be locked in as a trend goes far enough to skew the
risk/reward ratio against the current position, making the risk no longer
worth the potential remaining reward

e Traders should look to exit long positions as the RSI approaches the 70
RSI, and look to exit short positions as the RSI approaches the 30 RSI on
the daily chart in most markets. This could vary in different markets so
backtest and chart studies are crucial

¢ A trader can use the MACD crossover as a filter to confirm taking a moving
average break to decrease the amount of trades and increase the accuracy of
entries

e A trader can use the MACD and RSI to confirm moving average entries,
and as filters in system creation and backtesting



Recommended Reading:

What are the main differences between Moving Average Convergence
Divergence (MACD) & Relative Strength Index ?



http://www.investopedia.com/ask/answers/122214/what-are-main-differences-between-moving-average-convergence-divergence-macd-relative-strength-index.asp
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