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TESTIMONIALS

“There is a Samurai saying, He who is well prepared has won half the battle. To prepare for the battle with the markets you have to win the information war. This means getting better, faster and more accurate information than your opponents can get. By using the tools, trading tactics and strategies revealed in my friend Toni Turner’s second edition of A Beginner’s Guide to Day Trading Online, you will be armed with the skills needed to help you win your battle with the markets.”

Steve Nison, CMT

President—www.candlecharts.com

Author of Japanese Candlestick Charting Techniques

“This book is the essence of what trading is all about. Toni beautifully describes and fully explains in excellent terms, what influences the markets and what investors need to do in order to make effective trading decisions. I believe all traders will absolutely benefit from the knowledge packed in these pages. Two things I strong recommend people who are investing do: one, read this book, and two: re-read this book. It will surely help you achieve your trading goals, which is to make money in the markets. Every trader, from a beginner to the advanced professional should have this book!”

John Person, CTA

President—Nationalfutures.com

“Toni Turner has the uncanny ability to take the very complicated subject of trading and break it down so that everyone can understand it. To master a given subject is to have a very firm grasp of the basics. That is what Toni gives you. There are only a handful of trading educators that I would recommend listening to and she is one of them.”

Hubert Senters

www.tradethemarkets.com

“Toni Turner’s information-packed guide leads you through techniques and tactics you’ll need to become a winning trader, and does it in an upbeat, easy-to-understand format. Read the book if you want to know how the market works and how to make it work for you.”

Greg Capra

President of Pristine.com
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Dedication

I dedicate this book to my daughter, Adrienne. Your intelligence, wit, beauty, and sense of inner balance remain constant sources of joy and inspiration to me.



Foreword


In late 1999, everyone and their grandmother’s nursing home attendant was a stock market genius. People bought stock based on sound fundamentals such as “page views.” If it didn’t work out for them that very first day, well, shoot, they just gripped that bucking bronco tight and hoped for the best—stop-loss orders were for wimps. And it worked! This strategy shined supreme for a while, but started gathering rust in the second quarter of 2000. Soon after, this technique that had made so many people so much money became the one sure way to get a good flogging. Did people adapt? No. Most people got flogged.

By the time the year 2000 rolled around, I had been trading for more than a decade, had experienced the crash of 1987, and had already accumulated a nice series of trading mistakes under my belt. Therefore, when the market imploded, I wasn’t a neophyte and readily switched to the short side to make my profits. Many people I knew were not able to make this smooth transition and adjust their trading styles to the current market environment. Instead, they continued to focus on what had been working. After all, the Internet was changing the world one click at a time. It really was different this time. Sigh. They were getting hurt . . . bad.

This was frustrating to watch, and I started looking for trading books that I could hand to my friends and family that were active in the market, but didn’t “get it.” Most of these books were too technical, too dry, or too positive that the Dow was going to 36,000. Just as I was about to throw in the towel, I came across Toni Turner’s book, A Beginner’s Guide to Day Trading Online. The text was truly a breath of fresh air.

When I started trading, I attended seminars, visited Web sites, talked to brokers, and generally looked for information anywhere I could get it. The information was often times dry and contradictory. What I secretly wanted, however, was to be able to take an experienced trader down to the local Starbucks, fill them up with coffee, and let them talk about trading. This is the feeling I got while reading Toni’s book. It was a pleasure to recommend the book to friends who were just starting out in the markets. They could read it quickly, grasp how the markets worked, and learn different ways to trade—instead of just buying stock and hoping for the best.

The book begins discussing the lifestyle of a short-term trader, including the very first traders, Uggh and Oog. There is also a quick description of how the markets work, and where the individual trader fits in under the whole scheme of things. From there, Toni lucidly and entertainingly discusses how to set up and treat your trading as a business, and then how to get in the right mindset to start doing this as a profession. I wholeheartedly agree with her idea of “Trading to trade well, not to make money.” That idea in and of itself will save traders a lot of frustration and heartache.

From there, Toni reviews basic technical analysis and trading setups, and this is why I eagerly hand over this book to the new and intermediate trader. I get e-mails all the time asking about moving averages, basic chart patterns, and various oscillators. My response to these questions is very simple—get Toni’s book! She explains them in that same “talking over a cup of coffee” style that I love, doing a much better job describing these tools than I could ever do.

As in any profession, it is critical that an individual understand their working environment if they hope to succeed. The Internet and online trading have truly been a revolution in the financial industry. It is very easy to open up an account online and start clicking the buy and sell buttons. The fact that this process is “easy,” however, is misleading. It just means that the uneducated investor can get skewered much more quickly today than he could ten years ago. There isn’t anyone I know who would presume he could go to an airport without a pilot’s license, sneak into a 747, and take off down the runway to experiment whether his first flight would be successful. Yet, nearly everyone I know will try his or her hand at online trading with minimum knowledge to see how it works out. In the end, it doesn’t work this way.

Toni’s book, in my opinion, is the quickest way for newer traders to get up to speed with how to trade the markets for a living. This updated edition discusses key changes that have occurred in the markets since the book was first written, including changes that have revolutionized the world of trading. If a trader is longing to find someone they can meet at Starbucks and learn the ropes of this never-dull business, then they need look no further than these pages.

John F. Carter

Author, Mastering the Trade

President, www.tradethemarkets.com



Introduction


Welcome to the wild, wild world of day trading. Hang on tight, because if you jump aboard, it will be the most exhilarating, most terrifying ride you’ll ever take!

The stock market is the monster of all roller coasters, lifting traders to hair-raising highs, then dropping them to the lowest lows, with no regard for their screams. Adrenaline junkies become addicted to the excitement. The timid among us endure or quit.

Day trading, or active trading, as it is sometimes called, is the not-so-gentle art of buying and selling stocks during the course of a trading day. It has exploded in popularity in the last decade, and savvy traders are raking in substantial returns. Since 1995, when the Dow Jones Industrial Average opened the year at 3,834, the most-watched index in the world has now rocketed to highs over 11,000. Not to be outdone, the benchmark Standard & Poor’s Index (S&P), and its rowdy cohort, the NASDAQ Composite, have also etched dramatic cycles.

Stock prices have gone ballistic, soaring skyward though the glorious bull market of the late 1990s, skidding south through the down-and-dirty bear market of the early 2000s, and then shooting higher, once again.

The resultant volatility has encouraged a growing number of people to forsake the “buy and hold” rule of investing. We’ve learned that what goes up . . . can come down hard and fast. We’ve learned that global events now impact the markets so rapidly, we’d best know how to “get when the gettin’ is good.” And, we’ve discovered, sometimes painfully, that complacency is the root of shrinking profits.

The earliest day traders popped onto the scene in the early 1990s. Many of the original players were known as “SOES bandits,” (SOES stands for “small order entry system”) who learned how to navigate the newly accessible Internet. The bandits traded stocks on NASDAQ Level II screens and shot their orders—many times hundreds, even thousands, per day—to the “floor” of that electronic exchange.

As the Internet grew in popularity, we learned to research the stock market. Once regarded as a world of dark, esoteric secrets understood only by card-carrying members of the Puckered-Brow-in-a-Suit group, the financial arena now opened its doors and beckoned to those of us passionate enough to do our own research. We quickly discovered that we could not only conduct our own due diligence, we could also understand the market’s motivation. For example, if inflation threatens to rear its annoying head, the Federal Reserve Board raises interest rates. That forces corporations to pay more for bank loans, thus affecting their earnings. Result? Falling stock prices.

Charles Schwab opened the first discount brokerage house in 1995. Other discount brokers burst on the scene, and offered their services online. No longer chained to a telephone and our broker’s availability, we hopped onto our online trading accounts to buy, sell, set automatic stops, and review market action.

By 1997, America had fallen in love with the stock market. Mother Market swooned with the lavish attention, and stock market prices cavorted to higher highs. (They fell to lower lows, too, but no one seemed to notice.) Quickly, the word got out that you could buy and sell stocks in your online account all day long, and grab big bucks in minutes to hours. Viola! The new breed of market players, known as “day traders,” were born.

Of course, focused traders needed serious tools. Direct-access brokers quickly came to the rescue. They developed highly sophisticated trading platforms that used NASDAQ Level II SOES screens for order entry, as well as ultra-fast access to market internals and intricate price charts and indicators.

If you were active in the markets during the mid-nineties to the early twenty-first century, you know the rest of the story. As mentioned earlier, the markets soared to nosebleed tops in January, 2000. Euphoria reigned. The stock market reigned as the conversational topic of all cocktail parties and television talk shows. Traders made—and lost—fortunes in a heartbeat.

But what goes up comes down, and by spring of 2000, the stock market—lead by the overly-inflated NASDAQ and its rambunctious dot.coms—started losing air. By October of 2002, the powerful technology index had fallen from its highs of 5,132 to a low of 1,108.

Day traders who could not, or would not, sell short—and worse, those who held stubbornly to their thoughts of previous glory—lost their accounts. Some, known as scalpers, lost their profits to the April 2001 decimalization change that dramatically narrowed the price between the inside bid and offer (the best price at that moment, in which stocks are purchased and sold).

Still, bear markets don’t last forever, either, and by 2003, optimism returned to the financial arena. Prices bubbled higher.

At present, with a new bull market steaming away, new trading products have exploded onto the scene. Besides equities and options, traders now have a choice of Exchange Traded Funds (ETFs), E-mini and mini-sized Dow stock index futures, and single-stock futures. Previously the domain of banks and institutions, now Forex markets (trading global currencies and their futures contracts), are available to individual traders.

Online brokers and direct-access brokers have streamlined their platforms to maximum levels of speed and efficiency.

“Okay, I get it,” you reply. “As traders, we jump onto the Internet and pull up the news and charts we need on a stock. Quickly, we switch over to our online trading execution system, and click the stock we want to buy, at the perfect entry point, of course. Then we sit back with a cup of coffee and rake in the big profits. Right?”

Right.

Well . . . sometimes.

I’ve had that exact scenario happen to me. But not always.

Once, early in my trading career, you would have found me slumped over my keyboard, wondering, “What in the heck am I doing wrong?” I watched my trading account lose money by the bucket loads. And it wasn’t money I could afford to lose. I lived off that account. I pulled the mortgage payment, the electric bill, my daughter’s college tuition, and mounting credit card payments out of it. You’ve never seen an account balance drop so fast!

One day, I sold all of my stocks (it didn’t take long, I’d lost a lot of equity) and spent a couple of weeks wandering around in a state of misery. When I finally finished feeling sorry for myself, I got mad. Who did this market think it was, taking all of my money? One word kept nagging me: knowledge. I didn’t know enough.

Some jobs you can fake with a little moxie and a lot of charm, but you can’t fake day trading. You can’t wander into this rough-and-tumble arena without knowledge. The market eats ignorant players for breakfast.

I know. I was one of them. I made a million mistakes. I suffered losses so grim that my friends and family begged me to quit. But I come from a “long line of stubborn.”

I persisted. I read books on technical analysis that I didn’t understand. I watched CNBC until my eyes glazed over. Then one day, a friend introduced me to a terrific couple who were real day traders. They invited me to their home, showed me their computer setup, and explained how they traded. A new world opened to me. I realized day trading was far more difficult and involved than I had previously thought.

I knuckled under, enrolled in trading techniques and strategy classes, and studied like crazy. Six months later, when my nontrading friends asked me how my trading was going, I’d grit my teeth and answer defiantly, “I’m losing less.”

They rolled their eyes.

After a while, I broke even. Then came the day, nearly a year after I’d started, when I began to make money—consistently. Not gobs of money, but a decent living.

As success became routine, it occurred to me that I could help others do what I do. I imagined there must be many people who would like to work out of their homes, be their own bosses, set their own schedules, and make a tidy profit each week.

Why, though, should these beginning traders make the same mistakes I did—there’s standing-room only in the Dumb Mistakes Trading Room—if I can help them skip some of the nastier, account-breaking rungs on the ladder to mastery?

When I started trading, I wished for a book that spoke to me in clear and direct terms that I could grasp quickly and easily. I wished for a book that would tell me, “when the market’s doing this, don’t trade,” or “when a stock’s doing this, go for it.” When my losses finally turned into consistent wins, I decided to write that book.

In the following pages, I’m going to talk to you as one good friend talks to another. If you decide trading is for you, I’ll explain how to do it without losing your shirt or blouse. I’ll tell you the absolute, nitty-gritty of what you’re wading into before you make your first trade, not after. I’ll show you how to preserve your principal and make money.

I wish someone had explained these things to me, early on, in a way I could understand. It would have saved me big bucks. So here it is, fellow traders, from me to you.

And, here’s to your good wealth!



CHAPTER 1

This Ain’t No Dress Rehearsal!


BENEFITS OF DAY TRADING: THE GOOD NEWS


Day trading is a made-to-order profession. By and large, you can work when and where you want to. You can structure your days as you chose, working from your office or home, or even when traveling, when need be.

If you think of it as a small business, the initial investment in equipment—a good computer, one to three monitors, fast Internet hookup, and software—is relatively inexpensive.

You can live anywhere. If you decide to move to Bangor, Maine, from Yeehaw Junction, Florida, just dismantle your electronic monsters, pack them up, and go. If you long to go skiing for a week and can afford it, take your account flat (trader’s jargon for taking your account to cash), and go.

As an active trader, you’re independent and answer to no one but yourself. Forget reporting to a nasty boss. You can stay in bed when you have the flu. You don’t have to wear a tie that chokes you or high heels that dislocate your back. You can trade in a torn T-shirt, flannel shorts, and duck slippers.

You’ll develop your own style, fast-paced or easy-going. Days when the market is highly volatile, you can, and should, take the day off. Run errands, play with your kids, or go shopping with the money you saved by staying out of the market on a whippy, choppy day.


THE FLIP SIDE: WALL STREET TAKES NO PRISONERS


All of the above is the good news. Now, let’s look at the less-than-charming realities you need to know before you place that first trade.

When I first started trading, I crawled into bed one night with a bowl of praline ice cream and Trading for a Living.

In the opening pages, author Dr. Alexander Elder writes, “Markets operate without normal human helpfulness. Every trader tries to hit others. Every trade gets hit by others. The trading highway is lettered with wrecks. Trading is the most dangerous human endeavor, short of war.”

“Humph,” I thought. “Dr. Elder certainly has a negative attitude.”

A few weeks and one bloodied trading account later, I knew Dr. Elder was right on the money. In the hands of the wrong person, trading can be hazardous to one’s wealth.

Here’s another reality statement: This business crushes most who enter its doors. Nearly 80% of those who try, quit. They lose their trading accounts by ignorance, trading too much, or taking foolish risks. Some can’t handle the stress.

You can earn substantial profits day trading. If the rewards are high, however, so are the tradeoffs. The stock market is a ruthless arena. Newsweek once called Wall Street “the avenue of avarice.” It’s inhabited by the sharpest minds in the world, all intent on grabbing your money as fast as possible. It’s a greed-against-greed, fear-versus-fear, trader-battling-trader, if-you-die-I-win world. Every day. No mercy. The more you lose, the harder I laugh.

“But buying a stock can be a complacent click on my computer screen,” you say, puzzled. “I don’t see the greed and fear connection.”

Take my word for it. When I began trading, I didn’t see the connection either, but I learned in short order, and the lesson was expensive––very expensive.

The best way to start trading is slowly, calmly, and armed with knowledge you’ve already accumulated. Watch CNBC or another financial network every day for several weeks, so you can internalize market rhythms. Soak up the gist of the “if, then,” logic. If this happens on Wall Street, then that usually follows. Stare at market indicators and absorb how they act in relation to one another. Listen to market gurus and keep track as to whether their predictions come true.

Place paper trades for a few weeks. I’ll explain how in Chapter 3. Keep in mind, though, that while paper trading is good practice, it doesn’t accurately portray how real trades play out. Reason? The absence of emotion.

If you listen and heed my advice, it will save you money and headaches. Every caveat I give you in the pages that follow comes from a lesson I learned the hard way. If you learn from the lessons, you’ll keep your losses small and your gains high.

I jumped into trading head first, assuming I knew what I was doing. I didn’t.

As a successful investor, I imagined trading was the same thing, but at a faster pace. Not true. Comparing trading and investing is like comparing hamsters with kangaroos. Yes, the time frames are different, but mindsets are different, too. So are entry points, exit points, and risk-reward ratios. Traders concern themselves with market and stock trends, whereas investors want stocks that outperform the overall market.

Please go slowly when you enter this profession. A cautious turtle will keep his or her money, then make more. An impetuous hare will end up in the briar patch.


WHAT DOES A DAY TRADER LOOK LIKE?


Traders in the trenches insist we need three things to trade successfully, namely, the “Three Bs,” or Bucks, Brains, and, uh, . . . Boldness (polite substitute for actual word). They’re right.

First, of course, is bucks. Anyone who says you can start trading with $2,000 or less is blowing smoke. Why? Because, at some point in time, you are going to lose money. You may make it back, but you will lose it first. Show me a successful trader who says he or she didn’t lose money learning how to trade, and I’ll show you someone growing a Pinocchio nose! If losing money stops your heart, trading is not your game.

Next comes brains. I’m going to assume you own mental horsepower if you’re reading this book.

If you don’t know what I mean by boldness, you will, if you stick around the financial markets long enough. This profession gives you confidence and mental toughness not only when you’re trading, but in every area of your life. After all, if you’re a day trader, you survive in one of the toughest arenas in the world.

My nontrading friends ask me repeatedly, “How do you do that all day? Isn’t it risky?”

You bet. If you don’t love jumping blindfolded into the dark unknown, with no guarantee whether you’ll land on a pile of feather pillows or into a crater of hot lava, please don’t trade.

Successful traders know how to act swiftly. Many times you’ll have one second to make a decision that may affect your account by thousands of dollars. If your middle name is Waffle, you’ll be happier investing.

The best traders also multitask easily. They scan charts, while listening to CNBC, while watching a list of major market indicators and mentally computing their relationship to one another, while keeping an eye on one or more stock positions, while remembering the strategy and stops for each trade, while executing a momentum play or two, while . . .

Successful traders also pay attention to their intuition. By intuition, I don’t mean you should buy a stock because you have a “gut feeling” it’s going to fly. That’s never a good idea. I mean you can use the gut feeling developed by all good traders through experience—the hunch that tells you something in the market is good, or amiss, before the actual event takes place.

The traders holding the fattest wallets have the ability to change their minds in a nanosecond. Being right or wrong has nothing to do with it. They know that sticking to a decision they made hours, or even minutes, ago just to prove they are “right” is the worst thing a trader can do.

Emotional discipline is a must. The best traders monitor their emotions constantly. In Trading for a Living, Dr. Elder writes, “Your feelings have an immediate impact on your account equity. You may have a brilliant trading system, but if you feel frightened, arrogant, or upset, your account is sure to suffer.”

I’ve traded while feeling scared, smug, and sad. During those times, I’ve always lost money. One emotion I still allow myself, however, is pure, self congratulation. After I close a great trade, I say, “You go, girl,” and I grab a piece of chocolate.

This is the perfect moment for you to pause for introspection and conduct a reality check as to whether or not you’d be happy and prosperous as an active trader. Forget your ego. Be completely honest and ask yourself these questions: “Can I chance losing part of my account?” “Do I think fast and stay cool under stress?” “Can I control my emotions?”


TO TRADE OR NOT TO TRADE?


As one of my best friends says about life, “This ain’t no dress rehearsal.”

Neither is trading. You can’t “sort of” ride a roller coaster. Either you’re hurtling through space at mach two with your hair on fire or you’re standing on the ground below. You can’t do both. To dangle one foot outside the speeding car is mighty dangerous.

Before you start to trade:

[image: images] Study this book and others on the Recommended Reading List located in the back of the book.

[image: images] Explore high-quality trading chat rooms on the Internet; analyze what their members say. Most offer free trial memberships.

[image: images] Consider taking a trading course from a reputable school.

[image: images] Attend a “money” show or traders’ conference.

[image: images] Join a local trading group and talk to other traders. You learn from every kind of trader, whether they trade stocks, commodities, or jelly beans.


AUTHOR’S NOTE


Learning to trade successfully was the most vitalizing, yet the most difficult, undertaking of my life.

As with all professions, the good times, when everything fell into place, delivered a sense of self-satisfaction and composure. The not-so-good times, when everything I touched knocked me down, gave way to discouragement and frustration.

To cope with the challenging times, I studied principles gleaned from motivational teachings. I hoped that if I stepped back from the trading world and observed larger truths of life from a different vantage point, it would empower me to persevere. It did.

Each “Center Point” in this text summarizes various concepts and observations that kept me centered on my goal of becoming an accomplished trader. They also benefited other areas of my life.

I trust you will find these messages to be valuable handrails as you make your way over the stepping stones to success.

[image: images]


CENTER POINT: THE POWER OF COMMITMENT


“Until one is committed, there is hesitance, the chance to draw back, always ineffectiveness. Concerning all acts of initiative (and creation), there is one elementary truth, the ignorance of which kills countless ideas and splendid plans: that the moment one definitely commits oneself, then providence moves, too. A whole stream of events issues from the decision, raising in one’s favor all manner of unforeseen incidents and meetings and material assistance, which no man could have dreamt would come his way.”

—William Hutchinson Murray

When you fully commit to a goal, the focus of positive energy onto a desired result is like programming a missile to “lock on” to a moving target; the missile automatically pursues the target no matter how elusive it becomes.

The act of commitment also attracts exciting, new opportunities to your doorstep, leading to dramatic changes in your life.

Perhaps you’ve noticed that successful people are not always the best or the brightest, the quickest or strongest. Yet they’re always the ones who do whatever it takes to succeed.

A goal without commitment results in a nonentity, and usually falls by the wayside from a lack of interest by its beholder. Only when we fully commit to a dream are we able to access the highest possibilities of our being.

Commitment requires you to identify a clear, realistic, and positive goal. Next, declare your intention to achieve that goal, while maintaining the belief that it’s already a reality in your life. If your inner commitment to your goal remains strong and unwavering, it will remove obstacles that fall onto your path and deliver you to your objective.

Personal greatness comes from fully engaging and fully participating in a process that generates life by drawing on your inner, transformative resources. When you truly commit to a goal or vision, the universe responds with positive results “with which no man could have dreamt would come his way.”

[image: images]



CHAPTER 2

Wall Street: A View from the Top of the Skyscraper


THE FIRST TRADERS


The act of trading dates back to the original cave neighbors, Uggh and Oog. One day, Uggh reflected that he, himself, was darn good at hunting animals for meat, while his neighbor, Oog, was a heck of a fisherman. So, Uggh motioned Oog over and grunted his observations to him. The two men agreed to swap meat for fish, and day trading was born.


THE BIRTH OF WALL STREET


Fast-forward a million years or so to a more civilized world. In 1644, the Dutch West India Company in New Amsterdam (later named New York City) decided too many cows wandered around the island of Manhattan. The company decreed, “Resolved, that a fence shall be made, beginning at the Great Bouewery, and extending to Emanuel’s plantation, and all area to repair thither on Monday, 4th April, with tools to build a fence.” The resulting barricade was an earthen embankment, studded with uprooted tree trunks, at the southern tip of Manhattan.

A few years later, in 1653, Governor Peter Stuyvesant knew that the British were about to attack and guessed they would arrive by land. He ordered local residents, mostly soldiers and Dutch colonists, to raise the fence and dig a moat the length of it.

But Stuyvesant missed the boat. The British didn’t attack by land. They came by sea in 1664, anchored off Coney Island, and captured the settlement without firing a shot. Later, they burned the wall. The street that ran alongside survived, though, and retained its name—Wall Street.

The New York Stock Exchange was born in New York City, when the first Congress met in Federal Hall in 1789 to assume the debts of the new colonies and government. The Congress issued about $80 million in government notes, creating an exciting new market in securities. These securities, along with additional stocks, bonds, orders for commodities, and warehouse receipts, were put up for sale to the public. Traders gathered each day under the sycamore tree at 68–70 Wall Street to buy and sell.

To participate in this market, many investors helped fund American companies by buying shares of ownership. The investors had equity and could prove so by the certificates of stock issued by the company, in exchange for the equity capital given by the investor. That stock proved the investor’s participation, and so secured the debt. That’s why shares of stock are alternately called stocks, equities, and securities.

The stock market began trading formally in 1792, and public auctions of securities were halted to regulate business. Two dozen brokers formed a club and continued to meet under the buttonwood tree, or in the Tontine Coffee House at the corner of Water and Wall streets. Fierce competition ran rampant among them, and instead of focusing on their customers, they fought to protect themselves and their commissions. Public outrage rang loud, and over time, the brokers established brokerage houses that offered stocks to the public at fair prices.

In 1827, a new Merchants Exchange building, erected at Wall and Hanover streets, housed the New York Stock and Exchange Board. By 1842, the American Stock Exchange opened its doors. Both exchanges enforced strict rules governing the sale of stocks, and Wall Street began its evolution as one of the world’s most important financial centers.


WHO ARE WALL STREET’S BIGGEST PARTY ANIMALS? THE BULLS AND THE BEARS


New York City gradually swallowed Manhattan’s farmland, but references to animals carried through on Wall Street.

No matter which exchange we participate in, four animals describe the types of traders: bulls, bears, hogs, and sheep. An old Street saying goes: “Bulls make money, and bears make money, but hogs get slaughtered.”

A bull fights by striking up with his horns. If you’re a bull, you believe the stock market is going to rise in value. You’re a buyer.

Bears fight by striking down with their paws. As a bear, you speculate that stock prices will fall and make your profits from a declining market. Therefore, you’re a seller.

Have you already figured out who the hogs are? Hogs bet all of their money on big, risky positions, then get slaughtered when the market turns against them. The market always knows when hogs overeat—it skewers greedy gluttons every time.

Instead of relying on their own knowledge and experience, sheep follow tips, gurus, or anybody with a tambourine. Sometimes they act bullish, sometimes they roar like bears. But when the market turns suddenly volatile, dim-witted sheep get shorn in a hurry.

Each day in the market is a giant tug-of-war between the bulls and the bears. As a wise trader, you’ll decide before you put on a trade who is in power. In a strong, rising market, bulls rule, profiting from the soaring prices. Unless you’re a contrarian (a market participant who takes the opposite side of the current trend—not a good idea for a new trader), you’ll strap on your horns and buy. When the market turns weak and prices fall, bears rule, profiting as prices trend lower. In a bear market, you either stand aside or learn the art of selling short.

When volatility indicators show that the bulls and bears are engaging in a no-win battle, smart traders observe from the sidelines. Knowing when to trade and when not to trade is the hallmark of a seasoned trader. Believe it or not, it takes immense discipline to watch the market whirl around you, and not jump in. Forcing trades when market conditions are whippy and unpredictable is labeled greed. And we know what happens to hogs.


THE LAND OF GREED AND FEAR


Greed and fear rule the financial markets. These two emotions motivate nearly all market players—institutional managers, stockbrokers, investors, traders, the taxi driver that plays “hot tips”—and you.

“Me?” you gasp. “Not a chance. I’m a very nice person. Greed and fear will never rule any part of my life.”

Sure they will. As a novice trader, greed and fear will be your constant companions.

Is that something to be ashamed of? Absolutely not. Are you the only trader experiencing these emotions? No. You have plenty of company. One of our goals in this book is to face these emotions and understand them. That way, you can get them behind you, where they belong.

What do these emotions look like?

Say you buy a stock at the perfect entry point. Within minutes, the price rises even higher than you expected. A little voice whispers in your ear, “This baby’s gonna fly. Why don’t you take all the money in your trading account and buy as many shares as you can? You’ll make a killing.” Greed.

Or you buy a stock, and it moves up two points. It’s your predetermined profit exit, and you think, “This is the sensible place to take profits. But this stock might push higher. I’m staying in.” Greed.

Typically, when strong stocks explode in a bull market, greed explodes in direct proportion. But there’s a downside. These same stocks fizzle as fast as, and usually faster than, they mushroom. The falling price detonates panic (fear), and everyone runs for the door with less money than they came in with.

Let’s take a look at another example: Convinced a particular stock would shoot up at the market’s open the following morning, you took a hefty position home the night before (greed). The next morning, though, the market opens way down (fear). Your stock crashes like a boulder off a cliff, as selling runs rampant. Panic twists your heart and your stomach. The blood pounds in your ears as you watch a big portion of your trading account dissolve into the blinking red prices on your monitor.

“Is there a way around this?” you ask. “Can I trade without greed and fear?”

Absolutely. If you learn how to control these two destructive emotions by replacing them with positive ones, if you read this book and others, if you study and apply what you learn in a disciplined, cool-headed fashion, then you’ll have the edge over 99% of all market players.


SUPPLY AND DEMAND OR HOW MUCH WILL YOU PAY FOR THAT COOKIE?


Think back to your childhood. Remember the day you misbehaved, and your mother punished you by forbidding you access to the cookie jar?

For the past couple of days, you hadn’t thought about cookies at all, hadn’t even asked for one.

All of a sudden, though, cookies were off-limits, and you could think of nothing else. You stood and stared at the big earthenware jar, picturing the mouth-watering goodies inside. You wished more than anything in the world that you could nibble on the crunchy oatmeal and taste the soft, sweet morsels of chocolate melting on your tongue. At that moment, you’d give a week’s allowance for a cookie.

Why did you ignore the cookies one day, and focus on them the next? Supply and demand. Suddenly, your supply was cut off. Human nature dictates that when supply gets low, that item becomes intensely desirable, meaning in high demand.

Let’s say the following day, you mother decides you’ve been punished enough and returns your privileges to the cookie jar. You quickly push a chair up to the counter, scramble onto it, and stand on your tiptoes until you reach the jar. You can’t wait to taste those cookies. Smacking your lips in anticipation, you lift the lid. One, lonely cookie stares back at you. Only one? Well, heck it’s better than none.

Suddenly behind you, you hear the sound of scuffling feet. Your older brother runs into the kitchen. He shoulders you aside, nearly knocking you off the chair, and jams his hand into the cookie jar. “Only one cookie?” he yells. “It’s mine.” Demand.

“No, it’s mine,” you reply. Demand.

He’s taller than you, and he holds the cookie (limited supply) over his head, taunting you. “What will ya’ give me for it?”

Your mind races. You’ve already spent most of your allowance this week, but now you’re willing to give up the rest of it for what seems to be the only cookie in the world (demand). “I’ll give you seventy-five cents.”

He sneers. “You gotta be kidding. It’s worth more than that. Remember, this is the only cookie left in the entire universe, and I have it.” He waves the cookie higher over his head. “How much?”

Your mind races to another quarter you’d seen earlier on your dresser. “Okay. A dollar. That’s all I have!”

He agrees, and you run upstairs, promptly returning to exchange money for the cookie.

A minute later, you sit on the back stoop, taking tiny nibbles of the cookie, savoring every crumb of it. Why didn’t you pop it in your mouth, chew absentmindedly, and gulp it down, as you usually did? Because your supply was limited, this added value to the cookie.

The next afternoon, a bunch of the neighborhood kids come over. While you and your friends play, your mother dons her apron and starts to bake. Soon, she holds out a platter of freshly baked cookies. You and your friends grab handfuls of cookies and gobble some down, maybe shoving one or two in your pockets for later. After mumbling your thanks, you run outside to play.

Why didn’t you savor each bite, as you did before? Because now there’s an abundance of supply. Everyone can have cookies, with plenty left over. The demand has lessened.

Supply and demand manipulate human emotions, which turns full circle to manipulate supply and demand. Just as a cookie shortage causes children of all ages to desire them more, the shortage of an attractive stock at a given price causes market players to desire it more. Those who control the stock demand higher prices because buyers agree to pay those prices.

Limited supply equals high demand. How high a price will you pay? That depends on your level of risk and the perceived reward.

Here’s a classic case of supply and demand in trading: An attractive stock breaks through its intraday high of $49—a good omen for it to rise even higher. You buy a few hundred shares just over the breakout price, at $49.10. Within an hour, the price climbs nearly a point, to $50. Coincidentally, $50 is yesterday’s high, or the highest price it reached during yesterday’s trading.

Let’s backtrack. Yesterday, when it reached that high of $50, many traders bought shares at that price there, thinking it would go higher. Instead, it fell to $47. As it fell, the traders who bought at $50 held on, and said, “If this stupid stock ever goes back up to fifty, I’m getting rid of it. At least I’ll get out even.”

Okay, we’re back to the present day, and the stock just hit $50, yesterday’s high. Smack. All the traders who are waiting to get out even sell at $50. Supply. Lots of supply (big platter of cookies). To make matters worse, traders who bought the stock today—you included—notice the supply, predict a pullback, and offer theirs for sale.

That creates too much stock for sale at $50 (supply) and nobody’s buying, meaning limited demand.

To get rid of it, sellers make it more attractive by lowering the price. They offer it out at $49.90, then $49.75 . . . then $49.70 . . . then $49.50, as well as increments in-between.

Finally, at $49.20, the sell off peters out. Supply dwindles (most of the cookies have been eaten). At $49, the stock’s price looks attractive once again, and buyers start nibbling. Demand increases, sellers raise their prices, and the process repeats itself.


PRICE: THE BOTTOM LINE


Just as the most important aspect of real estate is “location, location, location,” the most important aspect of the stock market is “price, price, price.” Price is the bottom line, the end result, the last word. All analyses, whether fundamental or technical; all guru proclamations; all market movements, whether ruled by greed or fear or even uncertainty; boil down to a single element: price. Simply put, price rules.

For every transaction in the stock market, there has to be a buyer and a seller. You, the buyer, and the seller agree on a certain value of a given equity at the same time. Equity and money exchange hands. Price represents a shared consensus at the moment of transaction.

Does this agreement on price mean you have the same emotions about that stock? No. Just the opposite. At the moment you buy the stock, you believe it’s a bargain. You think it will increase in value so you can sell it at a higher price and pad your pockets from that increase. The trader who sold it to you, however, feels sure that stock will fall and is delighted to dispose of it.

Please keep this in mind whenever you place a trade. The trader who is buying the stock from you, or selling it to you, holds the opposite opinion of the stock’s future direction. The minute you complete the trade, you’re both at risk because the next “tick,” or price movement in the stock, will prove which of you was right. And only one of you gets to win!

Why do prices up and down? They move because of supply and demand, generated by our old buddies, greed and fear. When you, the buyer, and the other guy, the seller, disagree about the value of the stock in question, the disagreement causes the stock price to change.

This change, or fluctuation, creates opportunity for you to make money. You assess the risks in the fluctuating prices and act according to your risk tolerance. The trick is to predict price movement accurately enough of the time that your profits are larger than your losses.


THE NEW YORK STOCK EXCHANGE


Although several equities exchanges operate across the United States, our three largest are the New York, NASDAQ, and American Stock Exchange.

The present-day New York Stock Exchange (NYSE) was established on the principle that customer orders must be handled in a fair and efficient manner, and that the investor’s interest comes first.

Located at 11 Wall Street, the NYSE (www.nyse.com) lists more than 2,700 stocks. You can observe the floor of the NYSE live, every weekday morning, on CNBC and other financial networks.

The stocks traded on the NYSE are referred to as “listed” securities. Many are icons of American industry, such as General Electric, Boeing, IBM, and Johnson & Johnson. In addition to other “blue chips” like these, the NYSE lists a wide variety of equities, from high-tech companies, to Exchange Traded Funds (ETFs), to non-U.S. companies listed on other global exchanges.

For the sake of efficiency, all financial instruments are assigned symbols. Listed securities consist of symbols consisting of one to three letters. For example, Sprint/Nextel’s symbol is S, Alcoa Aluminum’s symbol is AA, and Caterpillar’s symbol is CAT. The NYSE, itself, is a publicly-held company, and trades on its own exchange under the symbol NYX.

Thirty equities, the majority of which are listed on the NYSE, make up the venerable Dow Jones Industrial Average. “The Dow,” as it’s often referred to, is the most closely watched market indicator in the world and is generally perceived to mirror the state of the American economy. You can buy and sell the Dow in a single stock, known as an exchange traded fund (we’ll talk more about ETFs later) with the symbol DIA.

The Dow Jones 20 Transportation Average and the Dow Jones 15 Utilities Average serve as colleagues to the Industrial Average. The NYSE Composite Index reflects the price movements of all stocks listed on the New York Stock Exchange.

Listed stocks have earned a reputation of behaving in a dignified manner and at a more reasonable pace than their wilder, more volatile counterparts on the NASDAQ. That means NYSE stocks are many times easier for traders to “catch” at the proper entry point, so there’s not as much tendency to chase them. Remember, though, when Mother Market feels really cantankerous, any stock—listed, or otherwise—can mirror her behavior.

The NYSE: How It Operates

The financial world has changed in the last few years, with consolidation acting as a major catalyst. One of the most prominent examples took place in 2006, when the NYSE merged with the fully-electronic ArcaEx. To date, the merger (which also included the Pacific Stock Exchange) represents the largest integration ever accomplished among securities exchanges.

At present, the NYSE, or “Big Board,” as it is sometimes called, trades as an integrated or hybrid market; it operates as a floor-based central auction system and an automatic, electronic market.

On the NYSE floor, different “posts,” each representing a different stock, pepper the floor of the Exchange. At each post, a specialist (think “auctioneer”) conducts a two-way auction between buyers and sellers and provides a market for that stock. Only one specialist represents each stock; for example, IBM has only one specialist. Specialists, however, can represent more than one stock.

Even though specialists still rule the NYSE trading floor, all buy/sell orders now arrive on the floor electronically. In addition, the NYSE’s Direct+ automatic system fills a large percentage of trades.


THE NASDAQ STOCK MARKET


The NASDAQ Stock Market (www.NASDAQ.com) opened in February 1971. Formerly, NASDAQ designated an acronym that stood for the National Association of Securities Dealers Automated Quotron. Now, the word NASDAQ stands on its own.

The NASDAQ is the largest fully-electronic stock market in the United States. Currently, it lists nearly 3,300 companies and trades more shares per day than any other major U.S. market. The exchange, itself, is a publicly held company, and trades under the symbol NDAQ.

Because it’s electronic, you won’t see the “floor of the NASDAQ.” Still, you’ve probably seen the NASDAQ MarketSite Tower on television. This dazzling, cylindrical electronic billboard, located at 43rd and Broadway in New York City’s Time Square, flashes constant market news and advertisements onto the seven-story high building. Inside, the MarketSite Broadcast Studio transmits market updates to financial networks, such as CNBC, Bloomberg TV, and Reuters.

Although the NASDAQ is also home to retail, communications, biotechnology, financial services, and transportation and media companies, when announcers and journalists refer to the NASDAQ, they often describe it as “tech-heavy.” That’s because technology stocks like Microsoft Corp. (MSFT), Oracle Corp., (ORCL) and Google Inc. (GOOG) take up a large share of the NASDAQ pie. When there’s a “tech-wreck,” technology stocks crash. Since these stocks tend to move in tandem, when a tech-wreck occurs, it usually pulls the entire NASDAQ market down with it.

As you’ve noticed by now, NASDAQ-listed stocks typically have symbols consisting of four letters.

The NASDAQ 100 Index lists 100 of the top nonfinancial stocks in the market. The NASDAQ Composite is an index comprising all issues traded on that exchange. Both the NASDAQ 100 and Composite act as important indicators that traders watch throughout the day. You can trade the NASDAQ 100 Index in a single stock, symbol QQQQ.

Active NASDAQ stocks are the day trader’s playground. Trading many of these issues makes a roller coaster ride feel like a quiet walk in the park. The more attention a NASDAQ stock receives, the more volatile it can be, skyrocketing multiple points in minutes to hours, then falling even faster, taking a boatload of screaming traders with it.

Since I am adamant about keeping one’s trading account on the plus side, I suggest new traders buy and sell the kinder, gentler NYSE stocks when they begin. There’s less chance of losing one’s shirt.

The NASDAQ: How It Operates

As I stated before, the NASDAQ is a single electronic system. The NASDAQ’s version of specialists are called “market makers,” and many of them represent brokerage houses you’ll recognize: Prudential, Merrill Lynch, Schwab, and Goldman Sachs. They execute orders for their firm’s customers and trade their firm’s account. They also maintain liquidity in the stock, which is their responsibility. Unlike listed stocks where a single specialist orchestrates most of the trades, the NASDAQ allows many market makers to “make a market” in a stock at any given time.

In the old days of the late 1990s, we day traders would stare at Level II screens that displayed buy and sell orders by each stock’s market makers, and play head games with the MMs. In the office where I traded all day, we’d yell, “Check out Cranky Computers—Goldman’s on the bid.” That translated into “Goldman Sachs is buying Cranky Computers.” And, if 800-pound gorilla Goldman was buying a stock, it meant the price would skyrocket. We’d plunge right in and buy, too.

We soon learned that Goldman was pretending to buy certain stocks, and was using us traders for bait. While the market maker made himself apparent on the bid (buy) side of our screens, he was actually using another broker to sell his shares on the ask (sell) side.

The onset of decimalization in 2001 took away the large spread between the bid and the ask prices, which reduced market maker profits. That, plus the upgrading of direct-access trading platforms available to individual traders created a more level playing field between them and us. Most of us are no longer glued to our Level II screens, and we no longer play the same games with market makers. Heck, they usually won, anyway.


THE AMERICAN STOCK EXCHANGE, OR AMEX


The American Stock Exchange, or Amex (www.amex.com), is the third most active market in the United States, after the NYSE and NASDAQ. The exchange was founded in 1842, in New York City. It resides at 86 Trinity Place in lower Manhattan.

The Amex lists equities, options, and ETFs, and trades similarly to the NYSE, with specialists maintaining orderly markets through electronic systems. Amex stocks are also referred to as “listed” securities and contain three letters.

For a quick look at how the Amex is doing as a whole, check the Amex Composite Index, which includes all common stocks listed on the Amex.


WHERE YOU COME IN


Although we’ll talk a lot more in upcoming chapters about executing trades, let’s talk briefly about the two paths you can take: directing your order to an online broker, or executing through your direct-access trading platform.

Say you want to buy 300 shares of Boeing Co. (BA), at the market, which means “at the current posted price.” Basically, your order can be filled one of two ways:

1. You call your broker and give your broker the order, or you can bring up your online account and send the order to your broker via the Internet. When your broker receives it, he electronically directs it to a specialist or market maker at the target exchange. Once your order is filled, your broker is notified of the fill (the precise number of shares and price your order was filled at), and he sends you a confirmation. This can take seconds to minutes.

2. You execute the order yourself, through your direct-access broker, from a NASDAQ Level II screen order entry system (detailed in the next chapter). Your order goes directly to an exchange or market maker, and once filled, you see instantaneous confirmation.


THE BID AND ASK, OR OFFER: WHAT THEY MEAN


When you jump onto your online account and request a quote for Oracle Corp. (ORCL), the quote display might show something like: Bid: 13.78, Ask: 13.79.

[image: images] That means $13.78 is the inside bid, or highest price you can demand if you want to sell ORCL as a market order.

[image: images] The other, $13.79 is the inside ask, or inside offer. (“Ask” and “offer” are interchangeable terms.) It represents the lowest price you can buy ORCL if you want to buy at the market price.

[image: images] The “spread” is the one-cent difference between the two prices.

When you get a quote from any exchange, whether verbal or written, the bid is always announced first, and then the ask or offer, second. These are also known as “Level I” quotes.


NASDAQ LEVEL II SYSTEM


When you ask for a quote from your online broker, the inside bid and ask or offer prices are displayed. Again, these are called Level I quotes.

When you open an account with a direct-access broker, however, the broker will provide you with a trading platform that includes Level II order entry screens. These windows display all of the market participants for a selected stock. By the way, don’t let the NASDAQ part confuse you. Although the NASDAQ originated Level II screens, their quote information covers all actively traded stocks, on all exchanges.

Serious active traders open accounts with direct-access brokers to gain access to Level II screens because the quote systems offer transparency. That means you can see bids and asks from nearly all of the current market participants posting buy/sell orders, not just the inside (best) bid and inside (best) ask. On a high-volume stock, a Level II screen boasts a long line of specialists (indicated by their exchanges) and market makers waiting at the bid, and another line waiting at the ask, showing different prices.

You’ll see exchange names such as CIN (Cincinnati Stock Exchange), BSE (Boston Stock Exchange), and ARCAX (ArcaEx). You’ll also see market makers representing brokers such as Goldman Sacks (GSCO), Merrill Lynch (MLCO), and Morgan Stanley (MSCO). Independent market makers also hop in and out of the lines.

Other primary participants you’ll see listed are the electronic communications networks (ECNs). They by-pass the exchanges and link buyers and sellers automatically. You could say they are “trader co-ops.” You will see their order books posted in Level II screens with designations such as BRUTBK (Brut ECN) and INET (Inet ATS, Inc.). If you use a direct-access broker, you’ll be able to preference the ECN of your choice. That’s appealing to some traders, because their commissions vary.


THE RINGMASTER, CNBC


The CNBC (www.cnbc.com) television network covers the world’s markets and keeps us informed on a minute-by-minute basis of important events pertaining to global finances. CNN also reports business news, Bloomberg television and radio networks provide excellent television and radio coverage, and you’ll want to read the various financial papers.

As important as it is to stay informed on financial news, take care how you apply the news to your trades. News can work for you or against you.

Let’s say that it’s midmorning on a bullish day, and your positions are edging up nicely. Suddenly, Ben Bernanke appears on CNBC, and tells the world that U.S. stocks are overpriced and inflation is on the rise. A statement like that from someone as powerful as our Federal Reserve Chairman sends everyone running toward the doors.

If you started taking profits at the same time Mr. Bernanke came to the end of the sentence, you did the right thing.

Far more often, you’ll hear network commentators interviewing financial gurus. You’ll hear experts, including mutual fund managers, prominent technical advisors, CEOs of companies, and authors of how-to financial books—once in a while they flavor the soup with a market astrologer—forecast their opinions about the markets’ future or a particular stock’s future.

Want to see a stock move fast? Watch what happens to the price of Sensational Software the moment Marvin Mutual Fund Manager swears on CNBC that it’s going to be the next Microsoft. Sensational rockets straight up, point after point. Finally, it quivers for a second, then—look out below! Enjoy watching it as amusing entertainment. But no stock chasing, please. When stocks run on news, wise traders keep their fingers off the keyboard. Why?

[image: images] First of all, word leaks out early in the morning on which stocks the experts will tout. That means the stock may have already absorbed a lot of buying and is ready to pull back.

[image: images] Second, news announced on CNBC, or any other financial network, was broadcasted over professional news systems earlier in the day. Institutional trading offices across the country become aware of the news long before CNBC announces it to us.

[image: images] Third, those who already own a touted stock use the run-up to take unexpected profits.

For these reasons, be assured if a stock runs because of broadcast news, it’s usually the amateur traders who give it a quick upward throttle. The market makers sit in the corners drooling, waiting for these traders to run the stock up, so they, the market makers, can short it (sell it) and drive it back down. Neophyte traders end up buying at the highest price of the day, then watch it fall in horror, with no buyers to sell it back to.

In conclusion, a wise trader uses news as he or she uses a temperature gauge for the markets. Trust me, it’s best to leave impulse news buying to those with disposable trading accounts.

And now, since this is an interactive book, it’s your turn. From this point on, at the end of each chapter, you will find a quiz that relates to the chapter content. Please don’t skip it. Completing the answers by writing them down will test your absorption and make you a better trader, faster.
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