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Introduction

Change creates opportunity. While investors and traders often fear the consequences of change, for day traders change in market trends creates opportunities for profit. At no time in the history of the stock and commodity markets have such opportunities been as promising or as plentiful as they are today. Why? Because never before have changes in market trends been as swift, as frequent or as large as they are today.

While the importance of long-term market trends over one year or more cannot be denied, the numerous short-term and intra-day opportunities in today’s markets offer heretofore unheard of profit potential to day traders. In the case of crude oil futures, for example, the price range in one day can go as high as $6,000 per contract. The typical price range for crude oil futures in 1998 went from about $800 to $1,600 in one day. Clearly, the change has been dramatic.

The factors that have combined to nourish this seemingly “best of all possible day trading worlds” are several and substantially varied. They include the rapid growth of electronic order entry, fully computerized trading, the influx of substantial risk capital through hedge funds and sovereign wealth funds (adding liquidity to the markets), significant advances in Internet speed connectivity, the development of advanced trading and charting software, as well as the persistent decline in commission costs. Traders can trade faster and cheaper than ever before.

But can they trade better? Have the tools and techniques for day trading improved commensurate with profit-making opportunities? Has the lot of the typical day trader improved or stagnated? Has the advent of twenty-four-hour trading provided new opportunities for profits or pitfalls for losses? Has the foreign currency (FOREX) market truly been a new source for profits or simply a new vehicle for professional trader and broker/dealer profits?

Yes, change creates opportunity. But does opportunity create profits? No! Opportunity opens the door to potential profits but we must still walk through that door safely, sanely and with clear direction. The Ultimate Day Trader will show you that door and give directions on how to walk through it. After all, you’re the one who’s doing the walking.

NEW ERA—OLD ISSUES

We have entered a new era of trading and investing that, although promising, is fraught with risk. Instead of a two-sided coin on which one side is “change” and the other side “opportunity,” we need to think of a multifaceted polyhedron that reads “change,” “opportunity,” “risk.” I emphasize this because many traders and investors, blinded by the lure of profits and inspired by the promise of technology, have either ignored or underplayed the risk side of the equation. In and of itself such myopic behavior is not unusual. In today’s markets, more than ever, to ignore risk is an invitation to disaster. Truth be known, I believe that many brokerage houses and trading platform providers have, in their fervor to promote day trading, significantly under-represented the risks.

To ignore risk and focus only on potential reward is hardly unique in market history. During the Dutch Tulip Mania of the 1600s, speculators bought and sold tulip bulbs of minimal intrinsic value. Nonetheless speculators paid the equivalent of thousands of dollars for a single bulb. Without a doubt they were focused on the opportunity while underplaying the concomitant risks and realities. In their never-ending pursuit of profits, many market players have embraced day trading as their vehicle to riches. Much to the chagrin of many, their dreams rarely become realities. The reasons for their failure are clear and unmistakable. Let’s examine two of the most prominent reasons:

1. There is the simple and undeniable fact that most day traders are nothing more than amateur gamblers. They bring to the business of day trading an orientation that is not consistent with the necessary principles of solid risk management and profit maximizing strategies.

2. Most aspiring day traders lack a consistent and logical trading methodology, a functional knowledge of order placement, sufficient funds, and self-discipline, as well as the hands-on experience essential to succeed in the most demanding of all financial games.

Given this sad but true situation, the aspiring trader must overcome numerous obstacles to achieve consistent profitability. While this book will provide you with a number of technical tools that I believe will assist you in your quest for profits, I will also attempt to address issues that may impede your progress. Recognizing the fact that even the best tools can be rendered less than effective by limiting factors such as the two reasons stated above, I will offer you some cogent solutions and directions that will facilitate your success if you apply my methods properly and consistently.

PROMISES, PROMISES

Day trading has always been a favorite arena for purveyors of hype and hope. In late 2007, an Internet search of the phrase “profitable trading” returned 376,000 results. Among the lines:

• “Learn successful trading”

• “How to Develop a Profitable Trading System”

• “Profitable Trading System Secrets”

• “Options Made Easy: Your Guide to Profitable Trading”

• “Profitable Trading Techniques”

• “135% ’07 Return so Far”

• “Day Trading 90% Accurate”

• “Big Profits Up and Down”

The list drones on with the same theme for literally hundreds of pages.

An Internet search of the phrase “day trading” returns 8.1 million results! The promises, guarantees, profit potential, and claims range from the utterly absurd to the downright impossible. Sadly, there are far too many gullible investors who, enticed by the pandering pitch, are ready to part with their hard-earned money to learn the art and science of day trading. Lured by the prospect of making a living from the financial markets, they have become victims of what I call the “Great Day-Trading Robbery.”

But let’s not throw the baby out with the bath water. It’s not all bad. Somewhere within the haystack of outrageous claims are a few precious needles of truth. It is my goal to share some of these with you within the pages of this book. What I am about to share has been acquired through hands-on trading experience over the last forty years, combined with extensive research on trading methods and systems.

My goal is not only to teach you the methods that I have discovered through trial and error as well as through research but also to warn you about the possible psychological and behavioral pitfalls of each approach. To simply present a manual of systems and methods would not address one of the major issues that impede trader success—and that issue is trader psychology (or perhaps more appropriately named “trader behavior”).

NO SHORTAGE OF SELF-HELP TOOLS

Since the 1970s a plethora of books, investing magazines, newspapers, seminars, video courses, online courses, newsletters, and infomercials, as well as radio and television business reports have bombarded the investing public with advice, techniques, systems, methods, tools, trading programs, and get-rich-quick schemes.

In addition, the major financial exchanges, in a quest to build trading volume and visibility and to compete with each other, have sold the public on the promise of short-term trading and day trading, making access to the markets easier than ever. While real estate was once the chosen vehicle by which the American financial dream could be fulfilled, that game has become difficult, given the downturn in the market. Trading has had its ups and downs too, with a big boom brought on in part by new and widely available Internet tools in the late 1990s, followed by a bust with the dot-com crash shortly thereafter. That bust served to weed out the weak hands, but the practice still flourishes. And for some, day trading has been the new real estate as that boom fades into oblivion. But the popularity of day trading has also created numerous challenges.

Recognizing the challenges that confront the day trader— and recognizing the profit opportunities from repeated electronic trades for brokers and platform providers—many (perhaps too many) tools have been developed to assist the aspiring day trader. Naturally, these tools will cost you, as a trader, money. But price in and of itself is no measure of efficacy. I have found that some of the simplest methods that are available at no cost can be just as effective as those with absurdly high price tags. Less can often be more. I’ll talk more about this later in the book.

TOO MANY CHOICES CREATE CONFUSION

Adding to the day-trading landscape is a vast and ever-increasing number of financial instruments available to investors and traders since the dawn of the twenty-first century. Complexity and diversity reign supreme. Among the choices from which investors can select their means to an end are:

• Stocks

• Futures

• Options on stocks

• Options on futures

• Interest-rate–related vehicles

• Long Term Equity Anticipation options on stocks (LEAPS)

• Exchange traded funds (ETFs)

• Single stock futures

• Cross currency spreads

• Spread betting (in England)

• Australian Contracts For Difference (CFDs)

• The FOREX (short for Foreign Exchange Market, trading in cash currency)

In addition, there are variations on the theme of ETFs, (i.e., double short” or “double long” as well as “triple short” and “triple long”). The list grows daily. It’s enough to confuse even the most experienced trader or investor, let alone the tyro.

THE DAY TRADING CHALLENGE

The task that awaits those who seek to play the financial game on their own is formidable but not insurmountable. Aspiring day traders as well as those with some experience in the field must become educated in methodology but also choose a vehicle or vehicles that will hopefully take them to their goal with a minimum of risk and capital outlay with relative ease and rapidity. Regardless of choice, the newcomer faces fierce and growing competition from those who have already learned to play the game successfully and, of course, from professionals whose goal it is to separate the inexperienced from their funds.

Have I scared you off? I hope not. Yes, trading is a difficult game. The journey to success is arduous. The path is fraught with risk. But the good news is that the game can be won. A pot of gold awaits those who learn their lessons well and who persist. The bad news is that many will either quit the game or lose their speculative funds before they can achieve even a moderate degree of success.

Those who seek to convince you that the trading game (whether day trading or short-term trading) is simple, attainable by everyone, or easily learned are misleading you. Trading is no less a business than operating a retail store or being a physician. There are solid, time-tested, clear, and teachable principles underlying success. Not everyone can be a physician. Nor can everyone be successful at running a retail business. The same holds true for day trading. In my view, underlying intelligence, family background, social class, or education are not nearly as important to success in trading as are persistence, the motivation to succeed, self-confidence, self-discipline, sufficient starting capital, organization, and emotional stability. Of these, the weakest links in the chain are starting capital and the emotional correlates that are part and parcel of the trading process.

WHY THIS BOOK?

I should start right off by warning you that this book is not designed for the first-time day trader. My purpose in The Ultimate Day Trader is to introduce not just specific trading methodologies and techniques but also a guiding philosophy and thought process for how to use them. From that base I also discuss more generalized philosophy and pragmatics about being a trader, from start to finish of the trading day, week and month; in short, your life as a day trader. While these concepts certainly apply to the novice trader, they will be much easier to grasp for someone who has had some day trading experience. A true beginner at day trading might be better served to pick up a copy of A Beginner’s Guide to Day Trading Online by Toni Turner (2nd ed., Adams Media, 2007).

As I enter my fourth decade in the markets as a trader, analyst, author, educator, and trading system developer, I find that while some aspects of trading have grown by leaps and bounds other areas have barely advanced. Indeed, the weakest link in the chain remains the trader. It is a sad but true fact of market life that even the most profitable trading systems and methods will, in the hands of an undisciplined trader, be rendered worthless or even dangerous. I liken the situation to that of a high-powered, high performance-racing vehicle being piloted by an inexperienced driver. The results can be, and most often are, catastrophic. In preparing to write this book, I have asked myself some questions:

• What can be done to improve the lot of the average trader?

• Are the solutions to this dilemma to be found in more education, psychiatry, faster computers, better software, better systems, or a combination of the above?

• Do better systems create better traders?

• Is the ability to trade profitably innate or can it be learned?

• Is day trading the best way to succeed in the markets, or is investing the true key to consistent profits?

I have made my best attempt to answer these and other essential questions in this book. Beyond that, I have other reasons for putting this book together:

• To provide an overview of the day trading spectrum within the context of changes that have taken place since 1997 when I authored The Compleat Day Trader (McGraw-Hill, 1997).

• To introduce new day trading methods that are applicable to today’s more volatile and dynamic markets

• To teach order entry strategies designed to vastly improve the odds of success

• To show you how to prevent careless but costly errors when using electronic trading platforms

• To present, discuss, and provide a detailed profit maximizing strategy for each of the strategies I have developed

• To illustrate all strategies clearly, visually, and with detailed examples

• To disclose all of the risks that are inherent in day trading

• To explore potentially new avenues and methods of day trading

I will do all these things, providing detailed illustrations, rules, and a summary of the good and bad points associated with each method I explain. While I cannot guarantee these methods will work as well in the future as they have in the past, I do believe that, at the very minimum, they will provide you with solid rules, objective methodologies, and directions for integration with the work you may currently be doing in the markets.

A SHORT LIST OF PERSONAL GOALS

I have some additional goals not directly related to those stated above. Rather, they are more personal than market related and come from years of experience and impressions of the practice of day trading:

Give back. I have a sincere and unending desire to bring traders good information in order for them to be successful. I do this because the markets have, in many ways, been very good to me and I believe that we must all give something back to society. I’m no Warren Buffett, but I do share many of his beliefs about giving back.

Get the story right. Through the years unethical, unscrupulous, and unsavory characters have literally stolen many of my original ideas and methods in the stock and commodity business. These individuals have no respect for what has been developed through the hard work and financial expense of others. Sadly, they often pervert, subvert, or simply explain my methods incorrectly. Because the methods in this book are essentially or entirely my methods, they should be presented correctly. In a very few cases my work is derived from the published ideas of others. In such cases I will provide appropriate credit. Hopefully, this book will go a long way in the direction of clarification and elucidation.

Level the playing field. Finally, I believe that professionals have always had the “edge” in the game of day trading. It’s time to level the playing field in favor of the independent and/or smaller trader. It’s a sad but true fact that professionals are not only privy to inside information, but they also exert a good deal of control over the markets, often running markets in the direction they desire. In the process, the average day trader stands little chance of success. On occasion the actions of insiders are either illegal or they border on the fringe of illegality. But given the financial and political power of these insiders and large traders, they are able to escape unscathed. I believe that my methods can help you minimize or possibly overcome the advantage that these individuals and/or institutions have over the average trader.

WHAT’S AHEAD?

The rest of this book is my best attempt to accomplish the following seven goals, with many more features and explanations along the way:

1. Give you an overview of the issues and obstacles that must be overcome in order to be consistently profitable as a day trader in stocks and/or futures

2. Provide you with objective, concise, and reliable trading methodologies to help you achieve trading profits in the single day time frame

3. Provide you with the necessary trading structure or model to facilitate the application of trading tools

4. Give you the rules necessary to minimize risk and to maximize profits

5. Show you how to select the best market candidates for day trading

6. Discuss the dos and don’ts of electronic order entry

7. Show you how to diversify your day trading portfolio to minimize periods of drawdown and improve stability of performance

A CHANGING MARKETPLACE

As I apply the finishing touches to this book, financial markets all over the world are in turmoil. Volatility reigns supreme. As a matter of fact, I have never, in my forty years of experience, seen any period of time that has been marked by such significant intra-day price swings. I am confident that the issues that have led to this situation will be resolved in a positive fashion. In the interim, however, the large intra-day price swings in virtually all markets will continue to provide numerous day trading opportunities and risks. I will state once again that risk control and management of losses are the two most important aspects of trading. If you fail to control risk then you will lose your speculative capital. As regards to loss management, without your speculative capital you are out of the game. You can’t win the game if you can’t play the game. It’s obvious. It’s simple, but it’s essential.

I wish you the best of trading and I invite you to write me, if you have questions or if I can be of assistance.

My e-mail address: jake@trade-futures.com

—Jake Bernstein 
Bonny Doon—Santa Cruz, California 
March 2009





PART I 




THE GENERAL 
PRINCIPLES OF 
DAY TRADING


Chapter 1 

Definitions and Directions—What It 
Means to Day Trade Today

Although, as I indicated in the introduction, this book is largely for the experienced trader, there may be some who are considering entering the market for the first time or who simply want to know more about day trading, preparatory to launching themselves into the market. For these readers, I present the following basic information.

What is a day trader? What, exactly does a day trader do? Simply stated, a day trader is an individual who enters and exits a position in the markets during the course of the trading day. For the purpose of this book we will consider a day trade to be a trade that is entered and closed out within the course of the day. It’s a simple but clear definition. If, for example, you decide to keep a trade overnight, then it is really not a day trade and it does not conform to the rules I will present herein.

Has the definition of “day trade” changed now that twenty-four-hour trading is a reality in virtually all markets? A little further clarification is in order given the expanding landscape of trading hours in various markets.

REDEFINING THE “DAY TRADE”

As just mentioned, a day trade is a trade position entered and exited within a trading day. The number of hours in that day isn’t so important; what is important is the concept of entering and exiting the market without taking a position home overnight.

The advent of twenty-four-hour trading in many markets has obscured the definition of the “day trade.” As an example, consider the currency futures. The closing time for currency futures traded at the IMM exchange (Chicago) is 4:00 p.m. Central Time. The opening time for the “next day” is one hour later at 5:00 p.m. Hence, the market trades for twenty-three hours. Should we therefore define the trading day at twenty-three hours? Given the trading hours we have no choice but to do so. Slowly but ever so surely all of the futures markets are becoming electronically traded and they are open for as long as twenty-three hours. In the FOREX markets (cash currency trading) the market day is essentially twenty-four hours. In the U.S. stock market the trading day begins at 8:30 a.m. Central Time and ends at 3:00 p.m. Central Time. Nonetheless stocks can be traded in the “after market.” As you can see, the traditional definition of the “day trade” is no longer applicable. What to do? Given current and developing conditions, here are my guidelines for length of a day trade:

Stock Markets: Trades executed during the day session in stocks are considered day trades. In the New York markets, for example, the trading hours are currently 9:30 a.m. Eastern Time through 4:00 p.m. Eastern time. Many stocks can be traded in the extended hours, but I will not consider extended hours trading as part of the definition for day trading in stocks.

Futures: Many futures markets currently have day sessions and extended sessions. As noted above, currency futures have a twenty-three-hour “day.” In such cases I consider the entire twenty-three-hour day as fair game for a “day trade.”

FOREX: The FOREX market is a cash currency market that trades round the clock. In this case, as in the case of currency futures cited above, I consider the entire twenty-four-hour trading day to be fair game for a day trade.

WHY DAY TRADE?

Now that we’re clear on the definition of what a day trade is, let’s ask a more complicated and strategic question: Why do it? Why limit yourself to getting in and out of the markets within a single trading day? Day traders offer a number of reasons in support of the single-day-trading approach. Here are some of them:

More effective use of margin, (funds borrowed from your broker). Many brokers charge less interest or none at all on money borrowed to buy securities if you close out the position before the end of the day.

Reduced headline risk. Day trading eliminates concerns about how overnight news might affect a position since you are out at the end of the trading day.

Lower margins. Day trade margins are often lower than holding a trade overnight.

Knowing the results. You know the “score” (i.e., your results) by the end of the day.

Market volatility. You can make plenty of money off of price swings within the trading day, and many of these swings have predictable patterns. Market volatility creates many opportunities during the single day time frame.

Low trading costs. Low commissions allow you to profit on relatively small price moves.

Instant execution. Virtually instant electronic price execution increases the odds of a good price execution and thereby extends the opportunity for profits.

Reliable forecasting. There are a number of predictable price patterns within the day time frame.

Diverse markets. There are a number of markets that lend themselves to day trading by virtue of their trading activity and volatility, and therefore you can trade a diversified number of markets in the day time frame.

The process is enjoyable. For some, it’s the thrill of the chase; it’s like the excitement of betting on a horse and watching it win.

The challenge is appealing. Trading is intellectually challenging and competitive, factors that appeal to many personality types.

PASSION … AND HARD WORK

If you’re an experienced trader, you may have additional thoughts or items to add to this list, things that you’ve found personally motivating in your career as a trader. However, I suggest that the rational reasons for day trading are not nearly as important as having a passion for it. Without a doubt the reasons offered above are a matter of opinion. Day trading is, at best, one of the most difficult undertakings in the world of trading. Frequently traders will need to expend ten units of effort in order to achieve one unit of return. Are you satisfied with this equation or would you rather expend one unit of effort in order to achieve ten units of return by short-term (several days) or intermediate-term trading (several weeks or months). Can you do both? Yes, because they are not mutually exclusive.

The problem is that day traders often develop a particular mindset toward trading the stock, futures contract, or option that is the antithesis of the mindset needed for longer-term trading of an underlying company or a commodity. You’ll take no interest in a company’s products or in the underlying long-term fundamentals of growing corn. You’re simply dealing in a security, buying it low and selling it high (or vice versa if going short), buying it higher and selling it higher, selling it short low and buying it back higher, trying to make a profit, trying to be a little smarter and a little faster than other players.

The mindset of the day trader is markedly different than the mindset of the investor or the short term trader. By definition a day trade must be closed out by the end of the “day.” While the definition of the term “end of day” varies from market to market, the idea is the same. Trades must not be carried through to the next trading session. As such, the focus of the day trader is narrow. The goal of taking a profit is always in sight. The goal of limiting losses and/or placing stop losses at break even (i.e., the price at which a trade was entered) is always foremost in the day trader’s mind. As the day progresses, the goal of taking a profit or eliminating risk becomes more important. The pressures of time and price are much more evident in the behavior of the day trader than they are in the behavior of the short-term trader or the investor. We can compare the day-trader mind set to that of the sprinter as opposed to that of the long-distance runner. The goal of the sprinter is to go as fast as possible and as safely as possible and to win. The long-distance runner has to pace his or her speed in order to finish the race.

Some people have trouble taking such a dispassionate or perhaps even mercenary view of what they buy and sell, and it may mean that trading isn’t for them. As you read on, I hope you will get more comfortable immersed in a “total trading” role. How can this contradiction of terms be resolved? I will offer you some suggestions in the chapters that follow.

THE GOOD, THE BAD, AND THE UGLY SIDES OF TRADING

While the financial appeal of day trading is a powerful magnet, I’m sure that if you’re familiar with it at all, you’ll be aware that this promising venture also has a dark side. If you’re nervous or unsure about your future prospects as a trader, I can offer you several reasons to avoid day trading. You should consider the following as well before you make the decision to day trade or to continue day trading:

• It’s hard, hard work. The amount of effort required to day trade is often not commensurate with the return.

• Random events are common. Many of the price movements that occur during the course of the day are unpredictable and, therefore, day trading is often a low-accuracy venture. Those of you who like to work eight hours and earn a known sum of money for doing so, look out. Day trading probably isn’t for you. The methods detailed in this book are intended to help tilt the odds in your favor by reducing your response to random events. This is achieved by using patterns that are predictable with a trade management approach that has been designed to maximize profits while reducing losses.

• It’ll suck up your bandwidth. Day trading requires attention—depending on which method(s) you use you may need to be a “slave” to the market during the trading day, and some nightly and before-opening homework is suggested, too. At least two of the methods detailed in this book do not require moment by moment supervision.

• It’s competitive. Day trading is highly competitive— You’re in a challenging marketplace; for every winner there’s a loser and everyone knows that. You’re competing with professionals who often have better methods as well as inside information. Therefore your odds of success may be poor.

• It’s stressful. We’re talking real money here, and things may not happen as you’d expect them to. Day trading can often be very stressful. If you’re easily frustrated, or prone to assume that the market, not you, is wrong, trading might be difficult for you. The key to overcoming the stress and the lack of discipline that can be caused by stress is to use a structured, consistent, step-by-step process as opposed to the “seat of the pants” or “guts trading” that typifies the behavior of most day traders.
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