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Introduction 
 

The most important research paper I've ever written is the first one in this book, titled, 

The Four Questions. A trader can't execute a trade without answering these questions. I 

placed it first for this reason. Furthermore, as you read along the four questions pop-up 

throughout my research. A trader can design their entire career around these questions, 

so, don't skip it. The rest of the papers are listed in no particular order.  As a matter of 

fact, they're almost alphabetical. 

 

My research notes cover a range of subjects for the trader, from technical analysis, to the 

psychological aspects of trading, to fundamental analysis. Something for everyone. If you 

put all the notes together you can build a complete trader from scratch. I know because 

that was part of my job; training traders, both new and experienced.  

 

These research notes are a compilation of years of research into the markets, from 2004-

2010. The notes were written specifically for point and click traders. I'm firmly in the 

camp that they will survive and HFTs will be slowed by political legislation over the next 

10 years. The HFTs had the ball firmly in their court until the flash-crash of 05-06-2010. 

Other flash-crashes occurred over the next few months. They were bad enough to wake 

the politicians up and legislation is being passed as I write this intro.  

 

There are more research papers that I've written but I feel these are the best. Each one 

offers a unique picture into the market from someone who was in the trenches with the 

traders, trying to figure out the new electronic markets, day-by-day.  

 

This book can be read many different ways. I suggest scanning the table of contents, then, 

going to the research notes that interest you but don't forget, read the first one. Then, as 

you move along you'll want to read more papers as your knowledge of the markets grow. 

You'll also find comments and rewrites inserted into some research notes inside brackets 

[ ]. These comments are from the present, 12/2010. This is necessary because so many 

things have changed since I wrote the original notes.  

 

Lastly, at the end of some research notes you'll find some historical pictures of my 

trading pit experience, at the Chicago Board of Trade, along with an explanation of what 

the picture is about.  

 

Thank you, 

Jim Goulding 

January 24th, 2011





 

7 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

This book is dedicated to: My mother, Mary, my wife, Diana, and my two 

children, Haley & Coleman.   
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The Four Questions  
 

As a trader, everything you do comes back to one of the four questions that I'll 

cover in this research note.  

 

Everything a trader does can be linked to trying to answer four questions  

1. why am I getting into the market?  

2. where am I getting into the market?  

3. where's my stop? 

4. where's my profit?  

 

As a trader you should ask yourself these questions when you put on a trade. 

Every trade. After time it becomes second nature. But what else can these 

questions tell you? Well, they can tell you pretty much everything that has to 

do with trading. Let's break down each question and see what I mean.  

 

 

Why am I getting into the market? (Question #1) 

This is the reason we look at charts, read emails, newsletters, books etc. As traders we are 

looking for a reason to get into the market. Perhaps the reason is the top of a Bollinger 

Band? Or, there's  

 a flying wedge formation on the chart?  

 a trend line that's been touched/broken 

 a signal from a stochastic which is oversold/bought 

 a signal from the MACD which is oversold/bought or just crossed 

 a head & shoulders formation 

 

You get the idea.  

 

When we take a candlestick class we're trying to answer question # 1. The same thing can 

be said when we read about how a Bollinger Band works, or if fractals can be applied to 

the market. Any indicator can pay service to question #1.  

 

As a trader we are continually investigating how different indicators work so we can have 

a reason to trade (answering question #1). And, indicators come in many different forms; 

whether it's watching trade flow, a chart, or waiting for an economic release.  
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Answering the question "why am I getting into the market?" is the most basic concept in 

trading. 

Perhaps: 

 swap spreads are narrowing and the cash 5yr is breaking so you're buying the 5yr 

cash.  

 every time you see consecutive 500 lots sold in the market, we break, so, you're 

selling.  

 the buying appears to be drying up, so you're selling. 

 repos are special, so you're buying.  

 NFP is +180k and we were expecting +130k, so you're selling.  

 

The list goes on. The point is this: there's so much information coming at us that you need 

to ask yourself a question, "is this information paying service to answering questions #1, 

2, 3 or 4?" 

 

Where am I getting into the market? (Question #2) 

Ok, I've answered question #1, now what? Should you just enter your order at-the-

market? Sometimes the answer to that question is no and sometimes yes. For instance, 

just because a MACD crossed isn't a good reason to get into the market. Using an 

oscillator combined with the MACD is a much better method than just entering when a 

MACD crosses. 

 

If you are reading about oscillators, from a book, or a web site, or an article, then you're 

paying service to answering question #2. Oscillators are one way to enter the market. I 

suggest you read about oscillators. Try this link, 

http://www.investopedia.com/articles/technical/070301.asp  

 

Let's look at an example. Perhaps you're getting in 'at-the-market' because an economic 

release just came out and it was bearish so you sold the S&Ps at-the-market. You've 

answered question #2, "Where am I getting into the market?" The answer is: at-the-

market (because the economic number was bearish and you wanted in right then and 

there).   

 

Another example would be as follows: Perhaps the MACD was bullish and you were 

waiting for an oscillator to move to an oversold position (say below 20) to buy the 

market. When the oscillator moved below 20, wham, you buy the market. Therefore, 

you've answered question #2 "Where am I getting into the market?" The answer is: when 

the oscillator moves below 20.  

 

 

http://www.investopedia.com/articles/technical/070301.asp
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Where is My Stop? (Question #3)  

You should know the answer to this question as soon, if not sooner, than order entry. This 

is a major problem with many traders. Cure the problem and you'll see a change in your 

P&L.  

 

The concept is simple. Say your stop equals the ATR (average true range) on entry, no 

matter what time frame you are trading. For example, you're trading off of a 5 minute 

chart for Oil. The ATR is at 15. The second you enter the trade look at the ATR and that 

is your stop. Example: ATR = 12 when your get long oil, therefore your stop is 12 boxes 

($1.20). So if you got long at 66.80 then your stop is 66.80 - $1.20 = 65.60. 

 

What about trailing stops? This is the second thing you should look at after you look at 

the ATR; that is, learn about trailing stops. There's no reason why you can't take-a-few-

off (reduce your position) and let 1 or 2-lots trail as a stop. Google "trailing stop order" 

and use the quotation marks. Those quote marks help narrow the search.  

 

I used trailing stops for automated systems I've built. Most trailing stop systems use a 

percent-of-entry to trail. Or, a dollar trail. Perhaps you could use an ATR trailing stop? 

There's an idea. Percentage or dollar stops don't make sense to me from a money 

management stand point. Volatility should dictate your stop.  

 

Again, here's the point: when you read about stop orders, you're paying service to 

answering question #3.  

 

Where is My Profit? (Question #4) 

Use the ATR. I'll take half the ATR as a profit. Mathematically, if I'm winning a certain 

percentage of the time I can take half the ATR and stop myself out using the whole ATR. 

Granted you must take extreme volatility into account but that's pretty easy, except for 

shock-and-awe (a sudden news event etc). However, if I know my stop, even shock-and-

awe shouldn't be a problem. The secret is to stop trading after you have 2 losses and 

reassess question #1. Go back and read that last sentence. It's key for many traders. 

Not all but many.  

 

Conclusion 

Instead of beating yourself up, why not just reevaluate one of the 4 questions? It's 

probably question #1 that needs to be addressed. However, it could be any of the 4.  

 

What method are you using to answer the question 'why am I getting into the market'? 

Bollinger Bands? MAs? Linear Regression? Order flow? If it's not working, you need to 

ask yourself why and if you're still confident trading with that method, today.  
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Everything a trader does should be linked to answering one of the four questions. Practice 

answering these questions and the market will become less chaotic and I guarantee your 

stress level will drop. Furthermore, bad habits will go away and you'll increase your P&L 

either by taking smaller losses or bigger winners.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding 

 

 
This was my 1st Membership on the Chicago Board of Trade. (CBOT). They called it a 

'Badge'. As in, "when are you going to get your badge?" (Which gave you the right to 

trade.) 

 

This is also a "Seat" on the CBOT. When you hear that someone has a seat on an 

exchange, this was how it was represented to everyone on the floor. It allows you to trade 

in the pits. The acronym ING allows for quick writing of the person you trade with. 

Instead of having to write a full name or last name, of another trader, you'd simply write 

ING if you traded with me, on your trading card. Lastly, the GIM stood for Government 

Instruments Membership. It allowed me to trade treasury bond and treasury note futures. 

However I couldn't trade grains or options. If I wanted to trade those other products I'd 

have to buy a full membership which was quite a bit more money.   

Note the pink 'smock' I have 

on in the picture? That was to 

get noticed in the trading pit. 

The crazier the color the 

better. Also, the smock had 

eight pockets to hold trading 

cards, reports, pens, and many 

more things we needed in the 

trading pits to get us through 

the day.  

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Trading the 5yr Note, Eurodollar Spread  
 

This note looks at a spread that offers trading opportunities. Please read the 

entire research note before trying to trade this spread. There are important 

statements throughout the whole research note.  

 

Contracts:  

1. 5yr cash note 

a. Symbol:  

i. CQG: BUS05p 

ii. tic dollar: $78.13, a box 

 

2. CME Eurodollar Futures 

a. Symbol: 

i. CME: ED (Electronic) 

ii. CQG: EDAH8 (March, 2008 as example) 

iii. tic dollar: $12.50, a box 

 

3. Charts (CQG chart examples): 

a. Spread Formula: (((BUSP05*0.32)-(EDAH8))*100+6340) 

i. The number on the end (6340), of the formula, is used to get the 

spread into a tradable chart (see below). 

b. Trade Ratio is 1:12  

i. Bloomberg would show this ratio at 1:17. I find 1:12 to work better 

(after much experimentation).  

c. The following is a chart, from CQG, shows how to view this trade 

Jim Goulding January 2007 www.jamesgoulding.com 
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d. you read the price as 22 3/4.  

e. The price axis shows a range of 20 ½ to 22 3/4  

 

4. The Trade 

a. If I wanted to get long the spread, at say, 22 ½ ,  I'd do the following 

i. BUY 1 ~ 5yr cash 

ii. SELL 12 ~ March08 Eurodollars (EDAH8).  

iii. Example 

1. Bought 1~5yr @ 99.15   

2. Sold 12 EDM8s @ 95.005 

3. I'm long the spread at  22 ½  

4. If the 5s tic up to 99.15 ¼, then, the spread would tic up to 

23, on the chart.  

5. If EDM8 tics down to 95.000, then, the chart would tic up 

to 23 ¼.   

 

iv. The idea is to try and sell the spread higher than my entry price of 

22 ½.  

1. So I could sell the 5yr @ 99.15 ¼ and scratch the Euros for 

a profit. Or, buy the Euros at 95.000 and scratch the 5yr for 

a profit.  

2. If I profited in the 5yr, I'd make $78.13 

a. 1 * 78.13 = 78.13 

3. If I profited in the Euros, I'd make $150 

a. 12 * 12.50 = 150 



Jim Goulding June 2007  www.jamesgoulding.com 

 

14 

 

5. Duration 

a. Question: How did I choose the March 2008 Eurodollar?   

 

b. I use the morning email "TED", that I send out daily, to determine what 

Eurodollar future we use. [Author Note: This "email" is still on my web 

site and can be found by clicking this link: 

http://www.jamesgoulding.com/me2008.htm ] 

 

c. Currently I like to stay at a 2.75 to 3.50 duration on the spread. Read on.  

d.  The following table is from the TED morning email 

  
e. What we are interested in is the column titled, Spread Duration. Note the 

row labeled, F.EDAH08. If you look at the duration for that row, it equals 

3.20.  

 

f. We could trade the F.EDAZ07 (Dec 2007) if we wanted to because the 

duration is 3.45. However, the DEC 2007 Euro is affected by the turn-rate 

and we don't want to mess with the turn-rate.  

 

g. We could also trade F.EDAH08 (June 2008) if we wanted to because the 

duration is 2.95. That falls within our duration parameters of 2.75 to 3.50.  

 

h. So why did I choose the EDH8 duration for the trade? 

i. Take another look at the column Spread Duration in the table 

above. Note how the duration, for the spread, moves towards zero 

(4.20 down to 1.46). The closer you get to zero, the LESS risky 

the trade.  

 

  

http://www.jamesgoulding.com/me2008.htm
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ii. If we were managing a portfolio that didn't want yield curve 

exposure against the 5 yrs., then, we'd use the entire green pack 

(F.EDAH09 thru F.EDAZ09) to put on a strip to hedge our 5 yrs. 

BUT, we don't manage portfolio's and we WANT yield curve risk.  

iii. The answer to obtaining a manageable amount of yield curve risk 

is to go AWAY from zero (more duration). Think about it.  

 

6. Getting out 

a. There are several ways to get out of the spread. You are not limited to the 

March 2008 Eurodollar contract.  

 

b. What if… 

i. You can't get the price you want in EDAH8 but you can in 

EDAM8 (June 2008).  

ii. That's the beauty of the Eurodollars. You don't have to use only 

one contract. There are  

1. 588 Eurodollar contracts, of which 100 are tradable, 

electronically.  

2. The possibility for different combinations of trades are  

N * (n-1) / 2 or 4,950 possible combinations!   

iii. But that's too many for us. So, what do we do? We go one contract 

out, or in this case, the June 2008 Eurodollar. But how?  

iv. In my execution software I have the 5yr cash straddled by EDH8 

and EDM8. Off to the side of that I have the electronic spread of 

EDH8/EDM8. 

1. Yes, there's a tradable spread for MCH/JUN. As I'm writing 

this research note, the spread is trading at Minus 3  

and volume is 70,000 by 13,000.  

 

v. So if I use the trading example from above, let's see what I could 

do with the spread and the June08 Euros 

1. Position is  

a. Short 12 EDM8s @ 95.005 

2. Maybe I'm at a place where I can grab a ¼ tic in the 5 yr, 

but, I can't get my MCH08s off at 95.005. 

 

3. BUT, JUN08 is trading 95.04 and the MCH/JUN spread is 

trading -3.0.  

 

4. What's the difference if I cover in June08? There is none. I 

could buy 12 EDM08 and then my position in Euros would 

be 

a. Long 12 EDM08 95.035 

b. Short 12 EDH08 95.005 

c. I'm short the spread at -3.0 



Jim Goulding June 2007  www.jamesgoulding.com 

 

16 

 

d. If the spread's trading -3.0 (or there's a small offer, 

etc) then I can just cover in the spread at -3.0. I'm 

just scratched the Eurodollars.  

 

5. TOO CONFUSING!  

a. Of course it is. The first time you look at any trade, 

it's going to be confusing. However, if you put the 

contracts up in your execution software then you'll 

quickly see what I'm talking about. Try it.  

 

vi. What I'm showing you is that the possibilities for hedging in 

Eurodollars are endless. Literally. The math proves it.  

N * (n-1) / 2 

 

c. What if… 

i. I could scalp the 5yrs while I had the Eurodollar hedge on?   

1. Exactly. There's a great opportunity to scalp the 5s, trying 

to make ¼ tics, while you are spread-off in the Euros. The 

possibilities are endless.  

ii. Or,  

1. what if you had 5yr cash levels that you wanted to trade but 

were feeling a bit skittish? Then, spread the trade off into 

the Eurodollars and scalp your level.  

 

7. Warnings 

a. The December Eurodollar future contract (White Dec) that trades in the 

current expiration year (example, this year it would be Dec 2007 

Eurodollar Future) is affected by the turn rate. Avoid it.  

 

b. The White March Eurodollar future is affected by the Japanese year 

end. You won't run into that contract with this spread but better to give 

you a heads-up anyways.  

i. You can see the color's that are used for trading the Eurodollar 

futures in the morning email "GE, FF".  

 

8. Question: How do I pick levels to get in and get out?  

a. Put the chart up that I wrote about and pasted in the beginning. You'll 

begin to see the levels. Here's an example 
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b. 21 ¾ was my buy point today and 22 ½ was my sell point. I didn't pick 

these arbitrarily. I took many things into account that a trader takes into 

account any day.  

 

c. Like, what numbers are coming out, is there a fed speaker? Etc.  
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d. Here's something else I use 

 

 
 

i. This is a chart of the 5yr ED spread and  the 2-10 curve inverted. 

They follow each other.  

 

Finally, you should know your levels. Know what the support or resistance is in the 5yrs 

and the Eurodollars. That holds true for any spread trade.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding 
 
 
 
 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Treasury bond pit circa late 1982 

This is just a small section of the 30-year treasury bond pit. I'm on the far 

right with the mustache standing behind the guy in the red coat (Chuck). In 

this picture I was broker assisting for Tim Anderson (WZD).   
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100 Day Moving Average and the 9 Day Moving Average 

 

On the 10-year cash-treasury-not daily yield chart, the 100-day moving 

average and the 9 day moving average have crossed 2 times, since February, 

2006.  

 

It's threatening to do it again. When they do cross, they confirm a direction in 

the market. Also, I find it interesting that both crosses occurred in refunding 

months.  
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A Moving Average is… 

An indicator used in technical analysis that shows the average value of the price 

of a security over a set period. Moving averages generally are used to measure 

momentum and define areas of possible support and resistance. 
Source: http://financial-dictionary.thefreedictionary.com/Moving+Average 

http://financial-dictionary.thefreedictionary.com/Moving+Average
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Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding  

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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The Average True Range  
 

This note looks at an indicator that will help you choose profit and stop 

targets. 

 

The Average True Range (ATR) is an exceptional indicator that comes with 

most charting software packages. In Reuters, it's called Historical Volatility. 

In CQG, it's called The Average True Range and the same for Future Source.  

 

Some traders will want to know exactly what the ATR is and how it's 

constructed. For those traders, I'll point you towards the following explanation 

from Investopedia.com: 

 

"A measure of volatility introduced by Welles Wilder in his book: New 

Concepts in Technical Trading Systems.  

 

 

"The True Range indicator is the greatest of the following:  

 current high less the current low.  

 the absolute value of the current high less the previous close.  

 the absolute value of the current low less the previous close."  

 

If you'd like to know more, do a Google search for "Welles Wilder AND Average True 

Range". The mathematics may be very important to some traders however it's outside the 

scope of this note.  

 

This note covers how to use the ATR as a trading tool for profit targets and stop 

losses.  

 

One of the main problems that traders face, after they enter a trade is where to get out and 

it doesn't matter if we're talking about a profit or a loss. Therefore, all sorts of confusion 

can take place within a trader's head that is un-necessary. Let's use the 5yr cash treasury 

market for an example: 

 A trader goes short at 99.11 because it's the top of the range. (The trader identifies 

that the market is stuck trading between 99.09 and 99.11.) 

 As soon as the trade is placed the trader should know the profit target and stop 

loss. However, this is rarely the case. What actually takes place is the trader hasn't 

given stop or profit any thought yet.  

 With no specific stop loss or profit target set, the trader begins playing what I call 

mental-tennis. If the market tics to 11+ the trader thinks, "Oh great, is this the 

one-time they finally break out of the range? Should I double up? Why are they 

rallying, now? Is it just an unwind that's boosting the market? Or maybe a CMBS 

buyer? Could be swaps related?" and on and on and on…. 

 

http://www.investopedia.com/terms/a/atr.asp##
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The ATR is a much better indicator than mental-tennis. I know because I used to be a 

professional at mental-tennis. However, by using the ATR I know longer play the mental-

tennis game.  

 

The following is a chart of the 5yr cash notes, with the ATR in the second pane: 

  

 

The current ATR on the chart shows 2.05. That represents 2.05 boxes (or just over ½ a 

tic) in CQG. (If you're not using CQG, you must learn how your software converts fixed 

income prices.)  

 

Let's use both the chart above and the example of the trade I wrote about above to show 

how I use the ATR to find my profit target and stop loss.  

 

If I sold the 5yr at 99.11, then the ATR states that the average true range on the 5-min 

chart is 2 boxes. I'll use that figure for my profit target and stop loss with one added extra 

rule. Below I'll first list where my stop and profit targets are, then list the rules: 

1. I'm short at 99.11 

a. Stop = 99.11 ¾   

b. Profit target = 99.10 ½  
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2. Rules if you're short 

a. Profit target = Subtract the ATR from your entry price  

b. Stop target = Add the ATR to your entry price PLUS 1-box.  

c. I add one box to the 5yr and 10yr (futures or cash). (I don't add anything 

to the 30s and I don't trade the 2s.) 

 

There are no ifs-ands-or-buts. The ATR is the best indicator of volatility and it's a live 

indicator. If the ATR is 2 boxes, on the 5 minute chart, how can I expect to put a trade on 

off-of the 5 minute chart and make 6 boxes? The odds would simply be against me 

because the ATR is stating that the volatility is 2.05 boxes, not 6.  

 

The ATR tells me what the market will give me (that is the most important sentence 

in the research note). In the chart above, the ATR is telling me that for my time frame of 

5-min, the market is moving an average of 2 boxes every 5-minutes.  

 

The ATR protects me from shock-and-awe news. If the market rallies to 11 ¾ , I'm going 

to get out there. If there was some piece of news that came out that I didn't know about 

and the market continued that direction, I'm protected. If the market breaks lower, I can 

get out at 10 ½ or decide to put in a trailing stop.  

 

The ATR stops the mental-tennis. The parameters have been set and they were set the 

second I got into the trade. My profit target was ½ a tic and my stop loss was ¾ of a tic, 

period, end of story.  

 

I use the ATR many different ways. In gold, I trade levels every day. I found that I have a 

very high winning percentage, so, I decided to use the ATR the following way: 

 Long 1~gold @ 636.00  

 ATR on 5 min chart is 70 cents 

 Stop = Entry price - ATR 

o 635.30 = 636.00 - .70  

 Profit = entry price + ½ ATR 

o 636.40 = 636.00 + .35 (I'm rounding up to .40) 

I have a high win/loss ratio, so I can take a bigger stop loss than winning target.  

 

There are many ways to use the ATR. You have to find out how to use it for your 

commodity.    

 

Lastly, I set my ATR to 7 or 10 depending on the time frame. But 7 is usually good. Also, 

I use the simple average, not smooth or exponential, etc.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding 
  

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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The Basics of the Basis 
 

 

 
  Graph#1: a  picture of the Basis. The squiggly colored lines represent the Basis.  
 

[Note: I will be using the words Bond and Note as interchangeable terms.  

Anytime you see a note or bullet point that reads, "see pg 6", I'm referring to the new Bond Basis 

book, by Burghardt.] 

 

Understand what goes into the Basis 

Basis is quoted as a combination of the cash and futures price. 

 Basis = Cash Price – (Futures Price * Conversion Factor) 

 Where the Conversion Factor (CF) is a multiple put out by the CME (who gets it 

from Bloomberg!)  

 

 Every treasury note/bond has a specific CF.  

 Look at the hand out from the CME, showing the CFs. 

o The issue with the @ sign is the on-the-run. (Futures traders could liken 

the on-the-run to the front month contract.)  

 

 When we rolled from Sep to Dec, in September, we changed the CF from 0.8657 

to 0.8683. 

 

 Why?  

o CF's are used by the CME for invoice pricing (see pg 7) so all the notes 

are on somewhat equal footing.  

o The CF is the approximate price, in decimal, at which a note would trade 

if it yielded 6% to maturity. That's why they call them 6% conversion 

factors.  

o Example 

8 7/8% of 8/15/17 

5 1/2% of 8/15/28 

7 5/8% of  11/15/17 

Volatility 

grows 

Volatility 

lessens 
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o The CF for the on-the-run 4 1/8s of 05/15 is .8657.  

 

o Let me explain the terminology above 

 The 4 1/8s is the coupon on the bond and is stated as follows "the 

Four and the Eighths" 

 The date of the bond's term, when said without attaching the 

coupon, is said "5s of 15" 

 When you attach the coupon you say, "the Four and the Eighths of 

05/15" 

 Back to the CF. The price of that note would be 86.57, yielding 

6%, at expiration in May 2015 (05/15).  

 See pg 6 and pg 20 

 

Understand what CTD is: 

In Basis trading it's all about "Basis Risk" and "Cost to Carry" 

 Risk 

o Change in the "Cheapest to Deliver" (CTD) is the largest risk a basis 

trader faces.  

o What is the CTD? 

 Basis positions are carried by many trading houses as a source 

income. Meaning, when the yield curve is positively sloped 

(Longer term rates are higher than shorter term rates. Example, 2y 

yield is lower than 5, 10, 30 yields.) Traders will buy the basis and 

sell the futures in hopes that they will earn income on the trade.  

 

o Let's take a look at the BASKET of deliverables that a trader, who is short 

futures, chooses from.  

 Look at hand-out of 10y basket from Bloomberg and look at the 

hand-out of the conversion factors from the CBOT. Take note that 

they are the same. 

 

o The note with the HIGHEST IMPLIED REPO RATE (IRR) is the CTD. 

(It is literally the cheapest note to deliver for the trader who is short the 

futures.) 

 There are rules to exactly what type of bond/note can be in the 

deliverable set (or basket). See pg. 28.  

 Notes/Bonds can drop out of the set. This would change the 

characteristics of the set. See pg. 30, "Outstanding Supplies".  

 

o Let's go back to the CTD. Remember that the CTD is the note with the 

highest IRR, not the lowest market price.  

 

o Of the whole set, the CTD maximizes the net return for the trader who's 

buying the cash note, carrying the note to delivery, then, delivering the 

note into the futures contracts that he is short.  
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o What is the IRR? 

 Hypothetical rate of return to buying the cash and delivering it into 

the future position that the trader is short.  

 Formula 

 See page 31 and 32. 

 There's much more to the IRR, but I won't get into it here.   

 

o What can I do with the IRR? 

 Use it to find the CTD 

 Use it to find directionality of the Basis. 

 

 

o When does the CTD change?  

 Usually it will change due to the level of yields and the slope of the 

curve. Read on.  

 

o Let it be said that the CTD rarely changes in the 10s, 5s, and 2s. However, 

the 30y changed just a week or two ago, then, changed back.  

 

o There's also a chance that the CTD changes when a new note/bond enters 

the basket, but this is very rare.   

 

o Two things you should be most concerned with are 

 Duration  

 Yield change  

o What happens if the CTD changes? 

 

o There are a number of things that could happen. They are all explained in 

the book. What you have to know is that if we are close to having a 

change that alone will make the Basis act differently than normal.  

 

o What I've been looking at is the size of the issuance for the current CTD 

and the issue that could become the CTD. If the issuances differ in size 

and coupon by a significant amount, the basis will act very differently as it 

did in late May 2005 with the 10y. (The futures and cash rallied, however, 

the futures out rallied the cash. That's not supposed to happen.) 

 

 In late May, we were getting ready for a June roll. We'd just come 

out of an auction and the markets' attentions began to focus on the 

roll.  

 

 The size of the issuance, of the cash note that would-be the CTD 

for the new September futures contract, was way less than the CTD 

at the time. Furthermore the coupon of the would-be CTD was 

higher than the coupon of the CTD at the time.  
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Coupon 
Issue 

Date 
Mat Date 

Cusip 

Number 

Adjusted 

Issuance 

(Billions) 

CTD 

4 7/8 02/15/02 02/15/12 9128277L0 $24.0 

CTD for 

June  

Futures 

 

4 3/8 08/15/02 08/15/12 912828AJ9 $18.0 

CTD for 

Sep  

Futures 

 

 

 It appears that since the CTD for the Sep was a lower issuance and lower coupon, 

someone decided to try to squeeze the Sep futures on the roll.  

 Their thinking must have been that the June longs had to sell June and buy Sep on 

the rollover. Not that this is anything special, it happens on every roll. The only 

difference was the size of the open interest.  

 The OI in June of 1.95mm contracts was, historically, the largest for the CBOT. 

The next biggest was the March roll of 1.94mm, however, these were both very 

large compared to 2004 and prior. Example, Dec was 1.5mm. 

o Therefore, the squeezer was thinking that there were way too many 

contracts open and very little contracts available for delivery.  

o Don't knock yourself out trying to decipher it; no one really knows what 

went on, except the trader(s) who tried to squeeze the market.  

 

o Duration 

o For notes below the 6% level, duration plays a factor. 

o As yields fall prices rise. But a lower duration yield for a note will fall less 

than higher duration notes. Think about it like this, when the market's 

yields are moving higher, the 30y bond's yield will move higher and faster 

than the 10y, 5y, 3y, and 2y notes on the yield curve. Example: 

 The basket of notes/bonds is a mini yield curve. The notes in the 

basket will have different durations (longer and shorter maturities).  

 Take a look at the ten year basket hand-out marked "Dates in 

Order". 

 All the notes in that basket mature at different times. It's literally a 

mini curve. 

 If the market is going down in price, the yields for all those 

individual notes should move like the actual curve. So, the '02s of 

13' (2/15/2013) should move higher in yield faster than, say, the 

11s of 12 (11/15/20012). 

 Again, as yields fall, the low-duration bond will be the CTD, as 

shown in the hand out. (Remember that this is for notes/bonds that 

yield under 6%). 
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 What if the curve is inverted? What if the bonds are yielding over 

6%? 

 See pp 34-37 

 

o Yield changes 

o Do a "What if" scenario 

 Bloomberg offers a page that you can do this scenario. The 

example of how to do the "What if" scenario in the Basis book is 

way too detailed. Just do it on Bloomberg.  

 I do this weekly if we aren't moving a great deal or if there's a wide 

gap between the CTD and the note that could become the CTD.  

 You should learn how to do it. I can show you how.  

 I've started to build information on the CTD and would-be CTDs. 

I'm going to include them in the Morning Email.  

 

Let's summarize 

 The risk in trading the basis is a change in CTD.  

 That risk can be defined as  

o A large change in yield/price 

o Duration 

 The tools you need to have so you can measure the risk are 

o "What if" scenario from Bloomberg: 

o Answers the question: How many bps will the bond/note have to move for 

the CTD to change? 

o The IRR's for the basket of notes/bonds you are trading 

 Answers the question: Which note/bond has the highest IRR? 

That's the CTD.  Is there another bond/note that has an IRR that is 

close to the CTD? If this is true then you could very likely have a 

shift.  

 Be aware if the yields begin to move over 6%. Then everything 

changes and there is a higher risk that the CTD will change.  

 

 Cost to Carry   

o This is an important factor for many reasons. I'm not going to go into it 

here. It's addressed in length in the book. It has more of an affect on 

people who carry trades over night. I haven't come up with an indicator 

that could benefit traders who do not carry position.  

o I do have the Basis Net of Carry running live. However, I don't think it's 

completely ready for me to release. There's much tweaking to be done. 

Once I finish, I think we will be able to use it as an intra-day measure.  

 

Understanding when the best time to deliver is 

The short's strategic delivery option 

 You must read chapter 3. It's very important to understanding the basis and how 

things can change in a delivery month (Sep, Dec, Mch, Jun). Page 77 has a great 

picture of the option delivery time line.  
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 Understand that we are talking about a choice on what and when to deliver, NOT 

an OPTIONS contract.  

 What I wanted, after reading this chapter, was a way to measure this delivery 

option.  

o Options Adjusted Basis (OAB) is one measure. I'm not going to go into it 

here, it's too complicated and I don't think it plays an important role for 

day traders. At least not yet.  

o However, understand that the OAB is a valuable tool for predicting the 

price of an outright. It's also a tool for measuring when the Basis is cheap 

or rich.  

Buying the Basis 

 Buy cash, sell futures 

 Example 

 Buy 1 10y cash note  

 Sell 10 ZN 

 You are long 1 basis  

 Reasoning  

o You thing the market is moving higher  

o In theory when the market moves higher the cash moves up in price faster 

than the futures.  

 

Selling the Basis 

 Sell cash, buy futures 

 Example 

o Sell 1 10y cash note  

o Buy 10 ZN 

o You are short 1 basis  

 Reasoning  

o You think the market is moving lower  

o In theory when the market moves lower the cash moves down in price 

faster than the futures.  

 

Why am I buying 10 futures and only 1 cash contract? 

 The cash contract is worth $1,000,000 

 The futures contract is worth $100,000  

 10*100,000 = 1,000,000 

 Now we have an equal amount of notes/bonds 

 

Why, theoretically, does the cash move up/down faster in price than the futures?  

 Convexity 

 Cash bonds exhibit positive convexity 

 Futures bonds exhibit negative convexity 

 Example: 

 Yields fall  

o Futures price less sensitive to yield changes  

o Cash bonds more sensitive to yield changes  
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 Duration increases on the coupon bond  

o Duration is reduced on futures bond 

 Yields Rise 

o Futures price more sensitive to yield changes 

o Cash bonds less sensitive to yield changes 

o Duration is reduced on the coupon bond 

o Duration increases on futures bond 

 

Read about convexity in the bond basis book for further information 

 Price/ Yield Relationship 

o Long Position: When cash rallies farther than futures and the basis goes up 

it's a reflection of the value of the short's right to substitute a cheaper bond 

when the yield is falling.  

 

 

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding  
 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Cheapest-to-Deliver Changes 
 

In its simplest terms a change in the Cheapest-to-Deliver (CTD) means added 

volatility for any trader of fixed income products. As volatility picks up in the 

market so do changes in the CTD. The markets have just come through a long 

period with very little volatility. However, that's changing. It's time to look at 

the CTD dynamic again.  

 

This paper will try and keep the CTD in its simplest terms. Furthermore, I will 

use the financial futures products at the CBOT [now the CME] as examples of 

changes in the CTD. Lastly, I'll be referring to only US traded treasury 

products. Lastly, I will negate the word treasury in front of the word note, for 

brevity. Example: instead of writing treasury note, I'll simply write the word 

note.  

*  * *  

If you're trading, for example, the 10-year note futures, you're really trading 

an underlying cash note with a coupon, price, duration, etc. That note is the 

CTD. For now, that's all you need to know. Oh…and…of course, you need to know that 

the CTD can change, like it did in the 10-yr note on 06/12/2007. That was the first 

change in a very long time. When the change occurred you saw volatility occur that 

appeared to come out of nowhere, to most traders. However, there are some trader's that 

knew precisely that a change in the CTD had occurred. You should become one of those 

traders. Let's take a closer look at change that I mentioned above. 

 

There was a change in the CTD in the 10yr futures. That change occurred on 6/12/2007. 

Moreover, we've had another change since 6/12/2007, then back to the original CTD! 

And the 10s were just a blip compared to the 5s and 30s. The 5yr changed 3 times & the 

30yr futures changed 6 times!  

 

So what happens when we change? We get a mini flight-to-quality in the market. One 

second the 10 yr note future is really the  

 4 3/4 of 05/14 with an implied futures price of say, 104.24+ 

The next second its 

 4 1/4 of 08/14 with an implied futures price of say, 104.22 

 

The reason for the change is that we hit a price level where it makes more sense to deliver 

a different bond/note than the one that had been getting delivered. The characteristics of 

that new note are different,  hence, the futures price will change. One second, say, we're 

104.24+ bid for 1,700 and the market has 2,500 offered at 104.25. The next second we're 

104.22 sellers with someone hitting the market down with 8,000 contracts. Why did they 

do that? Simply put, at these price levels an arbitrage opportunity has been created 

between the underlying cash market and the futures. The trader is simply locking in a 

guaranteed profit, of a couple of basis points, on as many as he/she can.  
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Furthermore, the futures market is not the same market it was 2 minutes earlier. It has 

taken on a whole new deliverable note, literally. With that dynamic-change comes price 

change. Then, when you think you have it figured out, the market rallies 4 tics and it 

changes back to the old deliverable; now you're trading the old note. Add this new 

volatility to the already volatile market and your eyes start spinning. You as a trader have 

never seen the market move this way. It's moving that way because the underlying 

deliverable note is changing on a single price change. Let's look at this scenario in a 

picture.  

 

Here's a picture from The Treasury Bond Basis, 3
rd

 Edition, by Burghardt, Belton, Lane, 

& Papa: (This is not the specific scenario outlined above.) 

 

 
The easiest way to interpret the picture above, for our type of trading, is to  

 focus on the curved dashed line; that's the bond-futures contract.  

 Now look at the green line, that's the underlying deliverable bond that the bond-

futures take on the life of.  

 Here's the key 

o Pay close attention to where the two arrows meet at the 111-26 line and 

the 4.98% line. At that point, the red line is intersecting the green line. See 

how the curved line is farther away from the green line? The space 

between the lines got bigger. THAT'S A PICTURE OF VOLATILITY!  

o When price was up and yield was down, there wasn't much risk in the 

change of the cheapest to deliver. The market experiences low volatility.  

o When price fell and yield rose by a big enough amount, uncertainty 

entered the market. That uncertainty takes the form of a question, 'what's 

the CTD?' That uncertainty creates a lot of volatility.  

 

8 7/8% of 8/15/17 

5 1/2% of 8/15/28 

7 5/8% of  11/15/17 

Futures Prices 

6.13% 4.98% 

111-26 

97-20 

Yield 

Price/Factor 
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I've recreated the chart from above, below, and colored in the area that I want you to see, 

with scribbled color-coordinated lines.   

 

 

 
The scribbled green line represents the difference between the futures price and the CTD. 

Although they are supposed to be identical in price, for many reasons I will not cover in 

this paper, they aren't. However, once the futures contract 'knows' what the CTD is, they 

follow each other very closely, providing little opportunity for arbitrage unless 

uncertainty arises concerning what the CTD is going to be.  

 

As the green scribble moves closer to the red scribble uncertainty grows, hence volatility 

rises in the futures market. Continuing along the same path, as the market moves farther 

away from the green scribble, along the path of the red scribble, things calm down until 

they move further towards the pink scribble and uncertainty grows again.  

 

What we are experiencing currently in our markets is similar to the green and red lines.  

Yield rose/price fell far enough that the CTD changed. As we moved from green to red 

volatility picked up because of the uncertainty whether yields would keep rising enough 

to make the red become the CTD. Indeed they did rise enough that a CTD changed. Then, 

yields went down and the CTD changed back. That's where the volatility came in; the 

changing of the CTD.  

 

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

 http://www.linkedin.com/in/jamesgoulding  

8 7/8% of 8/15/17 

5 1/2% of 8/15/28 

7 5/8% of  11/15/17 

Volatility 

grows 

Volatility 

lessens 

Yield 

Price/Factor 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Correlation Between Markets, Volume 1 
  

The only thing that will ever come close to the Holy Grail is correlation. 

Correlation is money flow. Money flows from one commodity to another.  

 

No indicator out there, MACD, Stochastic or fundamentals, etc., can deliver a 

better indication of the directionality of the market than correlation. 

 

[Correlation is simply trying to find two commodities that track one another. 

Example: The S&P 500 and the EUR/JPY.] 

 

As you look at the charts in this research note, the obvious question pops-up:  

 

"how do I trade it?"  
 

 

 

o You must look at it yourself. Meaning, get a correlation chart up and see 

how the two commodities you're interact. [Is one leading the other? Many 

times, the morning financial news, like Bloomberg, will give clues to what 

commodities are leading each other. Zerohedge.com also talks about this 

at length, in their daily blog. Dennis Gartman's daily newsletter also 

speaks to this subject] 

 

o I have ideas how to trade it and have implemented them. For instance: 

Drawing Fibonacci\ retracements from the last pivot high/pivot low [vice 

versa] is a great way to measure where the lead contract is headed 

compared to the lagging contract. These retracements can be done in ANY 

time frame.  

 

o Or, take a 30-min chart and draw level lines at the prior days high and 

low, then change the chart to a 5-min time frame. Trade those 30-min lines 

on the 5-min time frame. Meaning, buy the support, sell the resistance. 

Use those lines as a trading range. If the 5-min pierces those lines it 

usually means that it's under/over priced.  

 Try it on different time frames and see what works for your 

commodity.  

 

o However 

 You MUST take something into consideration. Like, if there is a 

big number release looming that day or its auction time (see below 

in this paper).  
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o I like the above trading method, on days and certain times of the day, 

when the market isn't doing much.  

 

o I'd try paper trading your ideas first.  

 

o Most importantly - understand that  

this is for day hours! 7:20 am – 2:00 pm CENTRAL TIME (CDT). 

 

o Lastly, understand that these types of  indicators do NOT work during 

big numbers. Nor do they work the first thing in the morning. Usually 

it takes time (say a half hour after 7:20 AM CDT) to get the charts 'built'. 

That's due to the cash markets trading so thinly over night and in the first 

15 or 20 minutes after 7:20 AM CDT.  

 

o Also, there are auctions. Be very careful trading these in quarterly 

auctions.  

 

o None of the following charts are perfect, but if you are using Money 

Management, then you should be fine because when these work, they are 

very good.  

 

The 5y Basis and 3y  

The 5 yr basis is lead by the 3 yr cash (also try 2y) 
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The 10yr Basis and 5y 
The 10 yr basis is led by the 5 yr cash and/or FV futures.  
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The FYT and 5y 

The Futures FYT is led by the 5 yr cash. [Note: these two have a tendency to not work 

after 1 pm CDT.]  
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30yr Basis and the 2/10 

The 30 year basis leads the 2/10 spread.  

 

HOWEVER, PLEASE NOTICE THAT THEY MIRROR EACH OTHER.  

SO THE 30Y BASIS GOES UP THE 2/10 GOES DOWN.  THE 30Y BASIS GOES 

DOWN, THE 2/10 GOES UP.  
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2/5/10 PRICE fly and TY 

The 2/5/10 PRICE fly (not yield) leads TY Futures.  

Note: this is a price fly, not yield.  
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2/5/10 Price Fly and 10y 

The 2/5/10 PRICE fly (not yield) works really well with the 10y cash.  

Note: this is a price fly, not yield.  

 

 
 
 

Lastly, the other question that may come to mind  is, "why do these work?" It's all about 

money flow. Traders are spreading out of one commodity and into another.  Will this 

ever stop working?  

 

Yes. That's why we use money management.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding  

 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Credit Default Swaps 
 
This note looks at Credit Default Swaps (CDS) in a very basic way. This note 

serves as a primer to assist the trader in quickly grasping the CDS market and 

the affect it's having on the markets in general, at this point in time. 

 

Credit Default Swaps are, "insurance-like derivatives that protect bondholders 

from a possible default by the debt issuer. They are also used to bet on the 

creditworthiness of corporate borrowers."
1
 

 

Indicators: 

The XO Index, (also called the cross-over index) is the credit market's leading 

indicator of sentiment. If the spread widens then traders are hedging against 

defaults. The index consists of "credit default swaps of bonds straddling 

investment grade and the high-yield divide." 
2
  

 

 

A price of 143.00 in the index states that it would cost $143,000 a year for 

protection on a 5yr notional of $10 million of bonds against default.  

 

More information about the OX can be found here,  

https://www.markit.com/marketing/press_releases.php?date=082Mar2006 

 

The CDX index is "the benchmark investment-grade credit derivatives index of credit 

default swaps of 125 companies…" 
3
 

 

The CDX is released daily and more information about the index can be viewed here, 

http://www.markit.com/marketing/cdx.php. Quotes can be found here, 

http://www.markit.com/information/affiliations/cdx 

 

The ABX is used to follow the Sub-Prime mortgage market. "The index that measures the 

CDS market for home equity is called the ABX.HE index. The sub-variation of this index 

that refers to risky sub-prime loans is called the ABX.HE BBB index."  
4
 

 

The ABX is released daily and more information about the index can be viewed here, 

http://www.markit.com/information/affiliations/abx/about_abx .  

Quotes can be found here,  http://www.markit.com/information/affiliations/abx 

 

The CDS market is important because of the recent problems that people are having 

paying their mortgages. Specifically in the sub-prime market. This morning (March 

                                                 
1
 i-Recap

 sm
 Report, Wednesday, February 28

th
, 2007; a Dow Jones Company.  

2
 ibid 

3
 ibid 

4
 Markit.com  

https://www.markit.com/marketing/press_releases.php?date=082Mar2006
http://www.markit.com/marketing/cdx.php
http://www.markit.com/information/affiliations/cdx
http://www.markit.com/information/affiliations/abx/about_abx
http://www.markit.com/information/affiliations/abx
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2007), we saw an article in the Wall Street Journal that stated people in the category 

above sub-prime, called Alt-A, are having problems. Those problems can be defined by 

delinquency rates. Currently, sub-prime rates are running at 10.5% and Alt-A are running 

2.5%. Both high but not yet disastrous. (UBS provided the numbers for the delinquency 

rates). 

Here's what the Wall Street Journal had to say about the Alt-A's; "Borrowers who take 

out Alt-A mortgages are considered less risky than subprime borrowers because of their 

higher credit scores. But as the housing market cooled and loan volume declined, some 

lenders lowered their standards for Alt-As. Now a rising number of borrowers who took 

out these loans are running into trouble."
5
 

Markets are pricing in that the Alt-A mortgages will stay 20-30% of the delinquency rate 

of the Sub-Prime mortgages.  

 

One very important reason we are paying so much attention to the default markets is that 

one of the leading causes of the depression, of the 1930s, was that people couldn't pay 

their mortgages. That's why the bank failures cascaded, beginning December 30
th

, 1930.  

 
Thank you,  

Jim Goulding 

 

 

                                                 
5
 WSJ article by Ruth Simon. Thursday, March 01, 2007.   
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Debt 
 

The financial problem I foresee in the future has everything to do with debt 

 

Many people hear or read about financial disaster predictions and think that it 

can't affect them because they don't invest. This is a very big mistake if you 

have any debt. Debt is an investment. The theory of the coming crash is based 

on debt.  

 

The problem most people can't recognize is that they will not have the ability 

to pay off their debt when a crisis of this magnitude hits. One reason people 

don't realize this fact is that they've never experienced a financial crisis in 

their lifetime. That's exactly the problem with these types of crisis'; they only 

come every 85 years or so. That time frame is basically a lifetime so everyone 

only experiences it once and those people are at all different age locations. 

There are a few who experience it twice. Once in childhood and once in 

elderhood. By the time a person reaches elderhood they can't possibly fathom 

that it's going to happen again. "Everything's different now," they state. But, 

everything isn't different as research surely shows. In today's society those people are the 

Silent Generation, b1925-1943. 

 

Another factor regarding debt that never comes to mind is that debt is precisely the 

reason the depression deepened after the 1929 crash. The history books try to tell us it 

was the stock market crash that caused the great depression. It wasn't the spark, it was 

only a catalyst. The reason the economy slipped into a depression was due to bank 

failures. The first failure didn't happen until December of 1930 and things really weren't 

that bad until this date. However, when the Brooklyn, New York, Bank of the United 

States failed, in December of 1930 it started an unprecedented cascade of failures.  

 

In 1929, there were 24,970 commercial banks. In 1933, there were only 14,207. The 

number of banks in the Federal Reserve System fell from 8,707, in 1929 to 5,606, in 

1933. 27.5 percent failed. The non-member banks were the hardest hit. There were 

16,263, in 1929 and 8,601 by 1933. 45 percent failed.  

 

Between 1929 and 1933 there were 9,765 bank failures. Most occurring after December 

1930. But why did they fail?  

 

The answer is simple. The average American couldn't pay their mortgage because they 

were laid-off or their wages were cut. They couldn't keep up and they were evicted as the 

banks took ownership of the homes. However, the banks couldn't sell the properties 

because there were no buyers. The banks failed. That's what caused the depression.  

 

What the history books like to tell you is that the brokerage houses were the cause 

because they were letting people borrow money to trade the market. These borrowers 
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would only have to put up 10 cents on the dollar. Then, when the market crashed and the 

brokerage houses asked for the loans to be paid no one could pay so the brokerage houses 

liquidated their positions. And this is what the history books say caused the depression. In 

a word, NO. Again, it was a catalyst, not a spark.   

 

What the books don't say is that from 1919 to 1929 there was an unprecedented amount 

of lending going on that had nothing to do with the stock market. People were buying all 

the new inventions on revolving credit (time payments). Electricity enabled many new 

products to hit the market including the radio, refrigerators, ovens, dryers, washers, fans, 

etc. The industry copied Henry Ford's 'borrow on time' finance scheme and that was a 

major contributing factor to the depression, along with the mortgages, not borrowing to 

buy stocks. The numbers aren't even comparable.  

 

Any person today would say, "Things are different now. They have mechanisms in place 

that won't allow the 1930's to repeat itself". Well, I'm here to tell you, that is simply 

wrong and if you believe it, you're misinformed. What the average person doesn't see, in 

the press, is that this country is over 50 trillion in debt. The average person reads that we 

are 7 trillion in debt because that's the 'National Debt'. That figure is accurate. But, what 

about mortgage debt, credit card debt, state debt, under-funded pensions, under-funded 

social security, under-funded Medicare, corporate debt, GSE debt, and the US 

Governments 'off the books' debt?  

 

Add it up and it comes to 50 trillion, which is 5-times the Gross Domestic Product 

(GDP). The interest payments alone are estimated at 2.5 trillion dollars a year. That's 

25% of the GDP. If the GDP goes down by the same amount it did in the 1930s, 29%, the 

debt service will become 35% of GDP and that doesn't include the new debt issued 

between now and 2010. If you added that new debt, then we are talking about 45% of the 

GDP going to debt service. That's economically impossible to sustain.  

 

The government would have to devalue the debt and the US dollar. Millions of people 

would be put out of work and I guarantee the rest of the world would make a run to the 

Euro currency. If that happens, the 1930s are going to look like a picnic.  

 

Worse, the US Dollar is a fiat currency backed by nothing. If you think your bank 

accounts safe because of the FDIC you're sorely mistaken. That money comes from the 

member banks of the Federal Reserve, not the government. The Fed just acts as an agent 

to collect the money from the banks to pay off the people who lost money in a bank 

failure. When those bank members fail who is going to pay you? Not the government. 

They'll be dealing with two major problems concerning debt; the national debt and the 

biggest reason we will all be up a creek, the so called 'government sponsored agencies' 

who issue mortgages. Both debts are 14 trillion combined.  

 

Did you know that the average person put down 18% on a new mortgage in 1983? Today 

it's less than 3% because of the government-sponsored agencies (GSEs). And, they're 

creating new derivatives every day to make it easier to borrow. These agencies are in the 

news lately. 'Fannie Mae' and 'Freddie Mac'. Why are they in the news? They've been 
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lying about their earnings and these two entities make Enron look like a five-and-dime. 

No one is being held accountable and the failure of these entities alone would cause a 

depression.  

 

Now, what happens if we have a crisis and people can't pay their mortgages? Those 

agencies will fail and no one has the money to bail them out. There are no contingency 

plans in place. Think about it, you're dealing with the US government and in their 229-

year history they've always waited for a crisis to happen before acting.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding 

 

 

 
 

 

This picture is from the cover of my 2003 book, Winter is Coming. 

 

It's from a 1929 newspaper published in late October, the day the market 

stock crashed.

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
http://www.jamesgoulding.com/wic.htm
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Fibonacci Levels 
 

Fibonacci levels were made famous, in 1202, by Leonardo of Pisa (his 

nickname was Fibonacci; meaning son of Bonaccio). Over 800 years later, we 

are still using them in the trading industry. This research note will give a brief 

history of the Fibonacci sequence, how they are linked to nature, and how to 

use them for trading.  
 

The Fibonacci sequence was published in a book titled Liber Abbaci (The 

Book of the Abacus or The Book of Calculation). This wasn't the first time 

humanity was introduced to the sequence. There's evidence that they appeared 

as early as 200 B.C. Then again in the 6
th

 and 10
th

 centuries. However, in 

Liber Abbaci, for whatever reasons, they gained wider acceptance. 

 

There implications were astounding. Not only in their mathematical beauty 

but also in their link to nature. Before I can explain how they are connected to 

nature I must introduce the Fibonacci Sequence.  

 

 

The Sequence 
0, 1, 1, 2, 3, 5, 8, 13, 21, 34, 55, 89, 144, 233, 377, 610, 987, 1597, 2584, 4181, 6765… 

The numbers are produced by adding the previous numbers, for example: 

1+2 = 3; 2+3 = 5; 3+5 = 8; 5+8 = 13; 8+13 = 21… 

 

However, that's just the beginning. For instance, take any number in the sequence and 

divide it by its predecessor: 21/13 = 1.615 ;  55/89 = 1.618 ; 1597/987 = 1.618 

 

What you are witnessing is the Golden Ratio, 1.6180339887. As you climb higher up in 

the Fibonacci sequence, executing this simple equation, the more the sequence converges 

to the Golden Ratio. You may recognize the ratio as a Fibonacci extension, used on 

trading charts.  

 

The most common levels we see on trading charts are 0.618, and 0.382. They are called 

Fibonacci retracements. 0.618 is simply the reciprocal of 1.618:  

1 / 1.618 = 0.618   

 

For fun, divide the Fibonacci sequence the other way. For example, 13/21 = 0.619 ;   

89/55 = 0.617 ; 987/1597 = 0.618; cool! They are all close to 62%. A level we use in 

charting all the time.  

 

0.382 (38%) is arrived at using powers of the golden ratio. This paper will not get into 

those equations but I encourage you to take a look at an online database, like Wikipedia 

(see links at the end of this paper) for further derivations of the golden ratio. They are 

truly magnificent, even to this non-mathematician!  
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Nature 
The Fibonacci Sequence can be found everywhere in nature, therefore, it can be found in 

man. It can also be found in man-made things like the pyramids, music, art, and much 

more. In nature you'll find the sequence in the branching-off of trees, bushes, and their 

stems. Also in pine cones, sunflowers, cauliflower, and sea shells. The list is endless. 

Check out the web site at the end of this article called Fibonacci Numbers and Nature. 

It's great.  

 

In man, two examples of the Fibonacci sequence can be found in the bronchial branches 

of the lungs and the gene sequence (our DNA).  

 

Charting and Trading 
The most commonly used Fibonacci numbers used in trading are 0.382 (38%) and  0.618 

(62%). They are used as retracements levels. However, the question pops-up, 

"retracements from what?" 

 

I use the last pivot high and low until the 0.618 level is breached. Then I'll redraw. The 

following is an example of how I use Fibonacci levels in charting. Note that the 0.000 

level is a pivot low, and the 1.000 level is a pivot high. Read on.  
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(See text in the chart) 
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It's that simple. You can chart Fibonacci retracements in any time frame. Just pick the 

most recent lowest-low and highest-high, then, draw a Fibonacci retracement level with 

your charting software.  

 

The other levels in the chart are retracements also. You'll find the most common levels in 

charting software are the ones you see on the charts in this paper. That is, 25, 38, 50, 62, 

and 75% (rounded down/up) retracements. The terminology you'll hear is "38 percent 

retrace, fib-level", or something very similar.  

 

In the Gartman letter you'll read about 'The Box' as a retracement area. That's simply the 

area from 50% to 62%. Gartman will draw a box on the chart  as follows:  
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He's drawing the box as a target for the price. A base was built after the low was made and 

Gartman is looking for a market rally back into the box, or, said differently, a market rally up to 

the range of 1305.87 - 1330.68.  

 

If you look at the following chart, you can see that's exactly what happened.  
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Lastly, the following is the emini S&P, with 30 minute bars, from today's trade 

(08/18/2008). I've drawn Fibonacci retracements from the last pivot high and low.  
 

 
I can use the 0.382 retracements level as an entry or exit. The same for any of the levels.  
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Here's the same chart but in a 5 minute time frame; 
 

 
 

The same thing applies in this chart as it did in the 30 minute. Meaning, I can use the 

Fibonacci levels as places to enter or exit. Furthermore, there's no reason why I can't look 

at the 25, 50, and 75% retracements levels to see if they are acting as barriers. For 

example, the grains frequently find resistance and support at the 25, 50, and 75% levels. 

The idea is to get-up the Fibonacci levels on a chart in one of your favorite time frames 

and see if your commodity is reacting to these levels. My guess is that they are.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding 

 
Further Reading 

1 . The Golden Ratio 

 http://en.wikipedia.org/wiki/Golden_ratio#Mathematics  

2. Wikipedia 

 http://en.wikipedia.org/wiki/Fibonacci_number  

3. Leonardo of Pisa 

 http://www.mcs.surrey.ac.uk/Personal/R.Knott/Fibonacci/fibBio.html  

4. Fibonacci Numbers and the Golden Section 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
http://en.wikipedia.org/wiki/Golden_ratio#Mathematics
http://en.wikipedia.org/wiki/Fibonacci_number
http://www.mcs.surrey.ac.uk/Personal/R.Knott/Fibonacci/fibBio.html
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http://www.mcs.surrey.ac.uk/Personal/R.Knott/Fibonacci/fib.html  

5. Fibonacci Number and Nature (great site!) 

 http://www.mcs.surrey.ac.uk/Personal/R.Knott/Fibonacci/fibnat.html#rabeecow 

 

 

 

 
 

 

 That's me, circa 1984 just afer getting my seat. Not the ING on my jacket? That's my 

"Seat" on the exchange. Also, note the cigarette in my hand. You could still smoke on the 

floor in those days.  

 

 

http://www.mcs.surrey.ac.uk/Personal/R.Knott/Fibonacci/fib.html
http://www.mcs.surrey.ac.uk/Personal/R.Knott/Fibonacci/fibnat.html#rabeecow
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Fixed Income Basics 
Overview of Debt offering 

1. Corps raise capital through debt offerings  

a. sell stock, or 

b. issue debt  

i. bonds 

ii. notes 

iii. bills (discounted) 

 

 
 

 

Types of Debt 

2. ABS 

a. asset backed Securities 

3. Government debt 

a. quick facts 

i. largest debt issuer in the world 

ii. larger and larger portion goes debt service 

1. meaning, they need to sell more and more debt to service debt 

iii. the more they issue the better for traders 

1. creates supply  

2. supply needs to be traded 

iv. current deficit is aprox., 6.4 trillion [2004] 

v. lower taxes create a bigger deficit 

vi. taxes finance the deficit 

b. Muni's 

i. municipalities issue this type of debt 

ii. tax-free income earned by buyer 

iii. therefore, they're priced to reflect tax free income 
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c. T-bills 

i. discounted to yield 

ii. you're paying less than par value 

iii. no interest payments made to buyer 

iv. issuer makes money through the discount on the issue date 

v. buyer receives full notional principal at maturity 

vi. duration, usually 3 and 6 months, also, 1yr. 

4. fixed-income securities 

a. quick facts 

i. called fixed-income because they literally set a fixed coupon rate 

payable over the life of the security 

b. treasury notes 

i. 2-10 yr duration 

1) 2 year note 

2) 3 year note 

3) 5 year note 

4) 7 year note 

5) 10 year note 

c. Treasury bonds 

i. anything over 10 year duration is considered a bond, not a note 

d. TIPS (Treasury Inflation-Protected Securities) 

i. multiple durations 

ii. indexed to CPI (inflation) 

iii. at maturity you make the CPI adjustment.  

iv. Example: 

1. buy 5yr TIPS with 2.5% coupon 

2. CPI average = 4% over 5yr duration 

3. at maturity you are awarded a 1.5% adjustment which is added 

to the original coupon of 2.5%.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Hedge Ratio using the ATR  
A look at a way to hedge between two markets that have nothing in common. 

 

There are many ways to hedge between two similar type markets. Also within 

a market, like the Eurodollars or the cash treasury's. You can view the most 

basic hedge ratios used between fixed income markets on a daily basis in my 

on Bloomberg. But, what do you do when the two markets have nothing in 

common, like the 5yr note and the emini sp? One solution is to use the 

Average True Range (ATR) which is a volatility indicator.  

 

Take note that we are talking about apples and oranges here; two markets that 

have nothing to do with each other. So, it's very risky putting on a trade like 

this. However, I've been asked so many times about this type of hedge ratio 

that I thought I'd write this research note in response to those inquiries.  

 

Let's take a look at two markets, the 5yr cash & the emini SP, as an example. 

Let's also look at two ways to use this method. Many traders want to trade this 

type of strategy during an economic release, like, unemployment or durable goods etc. So 

I'll give two examples. One, trading this strategy during an economic release and two, 

simply trading the strategy during 'normal' times.  

 

1. First, let's look at trading the strategy during an economic release, say, 

unemployment. The following is a tutorial on how you'd create the hedge ratio for 

a trade.  

 

2. Go to the charts. Look at the last 12 unemployment releases and write down the 

ATR for first 30 min after the release on a 5 min chart. A chart example follows 

on the next page. 
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a. Note the ATR spike on the unemployment release. The 5 yr normally 

moves about 5 to 6 ATRs. On unemployment it averaged 32 ATRs over 6 

bars.  

 

b. you interpret the ATR as follows (on CQG) 

i. 32.04 = 32 boxes (or 8 tics). The 5yr moves in 1/4 tics.  

 

ii. Look to the right and you'll see the ATR at 5.08. That's the ATR 

after everything calmed down and what we normally see with the 

5yr. That means it moves 5 boxes on average over the course of a 5 

minute bar.  

 

iii. I set my ATR for the 5 min chart at smooth, and 6. That way you 

can view the economic release ATR easier. (6bars * 5 minutes = 

30 minutes. That's why I wrote, look at the first 30 minutes that 

follow the release).  

 

3. I'd write down the ATR, for the unemployment release above, as 32. Then, I'd do 

the same thing for all of the prior releases until I had 1-year's worth of data.  

 

4. Average out the 12 releases  

a. Take that average and plug it into the following formula below 
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i. (Minimum tic fluctuation * ATR) * Number of Contracts = Total 

Risk 

 

ii. ($78.13*32)*1 = $2,500 

 

iii. We'll bring that $2,500 number into our hedge ratio equation later.  

 

5. next, you need to find the ATR for the emini S&Ps  

 
a. The chart above shows the ATR, where I marked it with the vertical line, 

at 154.17. This converts to 15.5 boxes in the S&Ps. (Move the decimal to 

the left and round). 

 

b. I'd write down the ATR for the release above as 15.5. Then I'd do the same 

thing for all of the prior releases until I had 1-year's worth of data.  

 

c. average out the 12 releases  

 

d. Take the average and plug it into the following formula (I'll enter 15.5 as 

the average, because I didn't go back and collect all 12- months of data.)  

 

i. (minimum tic fluctuation * ATR) * number of contracts = total risk 

 

ii. ($12.50*15.5)*1 = $193.75 (round to $193) 
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iii. we'll bring that number above, $193 into our hedge ratio equation 

later.  

 

6. let's put it all together and get our hedge ratio: 

a. risk 

i. 5yr risk / Emini S&P risk = hedge ratio 

ii. $2500 / $193 = $12.95 (round up to 13)      

 

7. Conclusion 

a. hedge ratio for 5 yr / emini S&P is 1:13 for this particular trade.  

 

b. If you would have followed this trade on the unemployment release in the 

charts above, you would have lost a lot of money being long the spread, 

that is, long one 5yr cash and short 13 emini's.  

 

c. if you were short the spread, great, you cleaned up 

 

d. This is a very dangerous trade. However, there are times when this trade 

is viable. Let's move on and see when you can trade this without so much 

risk.  

 

8. What about trading during normal times of the day?  

a. You'd do the same thing as above. Example follows: 

b.  5yr chart 

 
i. the chart shows the ATR at 5.083 which is simply 5 boxes 
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ii. Take the average and plug it into the following formula (like we 

did in the first example at the beginning of this paper). I'll do it for 

you below.   

 
iii. (minimum tic fluctuation * ATR) * number of contracts = total risk 

 

iv. ($78.13*5)*1 = $390 

 

v. we'll bring that $390 number into our hedge ratio equation later 

 

c. chart of the emini S&P 

 
i. The ATR is 120.83 or 12 boxes (simply move the decimal one 

digit to the left; 120.83 = 12.083, then, round to 12). 

 

d. take the average and plug it into the following formula 

i. (minimum tic fluctuation * ATR) * number of contracts = total risk 

 

ii. ($12.50*12)*1 = $150  

 

iii. we'll bring that $150 number into our hedge ratio equation later 

 

e. let's put it all together and get our hedge ratio 

i. Risk  

1. 5yr risk / emini S&P risk = hedge ratio 
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2. $390 / $150 = 2.6 (round to 3)  

 

f. Conclusion 

i. Hedge ratio for 5 yr / emini S&P is 1:3 for this particular trade.  

ii. Note, the bigger size you trade, the more precise you'd have to be 

with the hedge ratio. For instance, if you are doing 3 ~ 5yrs, you'd 

do 8 eminis (2.6*3 = 7.8).   

 

iii. Or if you did 2 ~ 5yrs, you'd do 5 eminis (2.6*2 = 5.2). That's 

called TAILS. Tails will kill your P&L the bigger you trade if you 

are not precise.  

 

Quite a bit of difference from the unemployment trade and the 'normal' time trade.  

1:13 (unemployment trade) 

1:3   (normal trade) 

 

This trade can be placed into a spreadsheet with live price data using the CQG excel link. 

Therefore you wouldn't have to do the calculations by hand.  

 

Conclusion 

The following is the formula I used to get the hedge ratio:  

1. define the following for each contract you are trading 

a. (minimum tic fluctuation * ATR) * number of contracts = total risk 

2. define spread ratio 

a. commodity / commodity  = hedge ratio 

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding 

 

 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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How to Make $1,000 a Day 
Trader's always have a daily profit goal. What I've found over the last three-

years, working with traders, is that they make one very crucial mistake when 

it comes to daily profit goals; trying to achieve a goal they feel is obtainable 

when the mathematics state  it's not.  

 

You'll need a spreadsheet that I have provided for you on my web site for this 

note:  PnL (How to make a 1000 a day) (xls for MS 1997-2003) 

Click the following link:  

 

 

 

http://www.jamesgoulding.com/Research%20Notes%20for%20Traders%20(Book)/Downloads%20(RnFT

%20)/PnL%20(How%20to%20make%20a%201000%20a%20day).xls  

Or, go to my web page http://www.jamesgoulding.com/RNFT.htm and click the 

Spreadsheets button  

I created this spreadsheet to calculate the trader's average profitability over a minimum of 

ten days. The spreadsheet produces the difference between a desired amount, say $1,000, 

that a trader wants to make on a daily basis and the actual amount he/she is making based 

on their winners, losers, scratches, and the average daily trading range of the commodity 

they're trading.  

 

This may sound simple, but it's not. By entering the trader's winners, losers, and 

scratches plus the average range of the trader's commodity the trader may learn that 

there's no way they can achieve the $1,000 goal.  

 

An example follows: 

 I'll use the emini S&P in this example.  

 note that the S&P has a $25 tic value (this is key)  

 if a trader is trading an average of 3 units (contracts) and  

 has an average of 9 winners, 7 losers, and 7 scratches,  

 plus the average range of the commodity is 16 tics 

 then, the trader is only making $132 a day with a projected monthly earning of 

approx., $2,780   

 

http://www.jamesgoulding.com/Research%20Notes%20for%20Traders%20(Book)/Downloads%20(RnFT%20)/PnL%20(How%20to%20make%20a%201000%20a%20day).xls
http://www.jamesgoulding.com/Research%20Notes%20for%20Traders%20(Book)/Downloads%20(RnFT%20)/PnL%20(How%20to%20make%20a%201000%20a%20day).xls
http://www.jamesgoulding.com/RNFT.htm
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The spreadsheet, in this example, would show the trader that they need to make 

10 more winning trades than losing trades to achieve their goal at that current 

unit size of 3 contracts per trade. I bolded that last sentence because it's the key to 

one of the biggest mistakes a trader makes; trying to achieve a goal they feel is 

obtainable when the mathematics says it's not.  

 

The following page shows a snap-shot from the spreadsheet using the example above.  
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Using the example above, I'd tell the trader that they are trying to make $1,000 a day yet 

the size they're trading is not going to get them to their goal, based on the mathematics of 

how they trade (winners, losers, scratches)and the average daily range of the emini's. It's 

impossible. The simplest solution would be to trade bigger size. If the average range 

changes (as it will over time) then you can adjust your size based on the data you keep 

within the spreadsheet.  

 

What about spread trading? Many traders state that they simply can't keep track of their 

winners, losers, and scratches. Yet, the biggest violators of the rule stated above are 

spread traders. Many spread traders do not trade big enough size based on the small 

ranges within many of the types of spreads we trade.  

 

Spread traders can keep track of their winners, losers, and scratches. I know it, and 

spread traders know it. It's a matter of putting in the time to do it after the trading day has 

ended.  

 

Conclusion: 

A trader may be frustrated trying to achieve a daily monetary goal while the statistics 

state the trader will never get to the goal. If a trader simply tracks their winners, losers, 

scratches, and the average daily trading range of the commodity they're trading, they'll 

know what can be achieved and what can't.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding 
  

 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding


    Jim Goulding May 2007  www.jamesgoulding.com 

 

74 

 

re
se

a
rc

h
 n

o
te

 

 

The Observing Ego 
Trading managers ask traders to change certain behaviors so they'll become better 

traders. This research note discusses the observing ego which can be used as a tool 

to assist the trader in achieving the goal of changing a behavior.  

 

Definition 
The observing ego is "the capacity to observe themselves at any given moment in 

time or the capacity to observe others." 
6
  

 

The observing ego "is like a fair witness observing and commenting on the 

experience of the moment." 
7
 

 

"…a person's observing ego develops the capacity to step outside of his or her 

experience and observe the activation and movement of a pathological complex." 
8
  

 

Freud (who basically invented the term observing ego) described it as a split in the 

ego; something that actually allows the ego to observe itself.  

 

Here is another definition from Alan McAllister, "an 'observing ego' which is able to 

observe the workings of the normal conscious mind (ego).
9
 

 

The Stonyhill institute says, "Our observing ego is the part of our psyche that can awaken and 

learn to intentionally pay attention to our thoughts, beliefs, emotions, behaviors, and the moment-

to-moment reality of the world around us."
10

 

 

I describe the observing ego as stepping outside myself and looking at the situation from a non-

emotional, detached place.  

 

Background 
Teaching from personal experience is what I do best. So, these examples are from my 

experiences.  

 

First, I need to give you a little background. I wasn't an analytical person by any standards before 

the age of 38. By that age I had ten years of therapy under my belt. Most of the therapy was 

Jungian based. The most valuable tool I received from his work was the ability to observe my 

feelings. Brenda Donahue has a doctorate in Jungian psychology and she was one of several 

therapists I worked with. She taught me how to observe my ego (my feelings, as I say). Hopefully 

I can pass some of that along to you, the trader.  

 

Humans think and feel. However, before my therapy I felt, period. There was no thinking 

involved in my world. That's just the way it was. Between the ages of 27 and 38, I began to learn 

about thinking through intensive psychotherapy. At the age of 38, I began to read, a lot. After 10-

years of sobriety, it was as if my brain had rewired itself. I consumed hundreds of books. With 

                                                 
6
 One Map for Mystery, by Brenda Donahue, p22 

7
 ibid p24 

8
 ibid p25 

9
 http://shell.dim.com/~ahm/matrix/SpSt/mind_w_psych.htm  

10
 http://www.stonyhill.com/newsletters/feb_13_2008.htm   

http://shell.dim.com/~ahm/matrix/SpSt/mind_w_psych.htm
http://www.stonyhill.com/newsletters/feb_13_2008.htm
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that reading I also learned to think. With that thinking I honed my skills in observing my ego (my 

feelings).  

 

Example 
I'm driving my car in the 'fast lane'. The person in front of me is doing 65 mph and I want to do 

70. Why won't he move over? This is the 'fast lane'. Cars are racing up behind me and one of them 

is on my bumper, tailgating. The familiar feeling of anger washes over me. Beep-beep. Cursing, 

more beeping.  

 

The Observing Ego:  

Wow, I'm angry. I'm breathing really fast. Sometimes I'm not even breathing, I'm holding my 

breath. I'm squeezing the steering wheel with my hands, tightly. My entire body is tense. This 

feeling is familiar. I'm used to it. Yet, it's uncomfortable. My energy gets burned up by the time I 

get home. Then, I don't have enough energy for my kids, and my wife. Maybe I could try moving 

over to the lane next to me. The 'slower lane'.  

 

But if I do that then this guy will get away with being a jerk. I hate jerks. They're everywhere. In 

the line at the grocery store, on the roads, at work, my neighbor, my cousin…I can't let that guy 

get away with being a jerk because then I'll be a wimp. I'm going to speed around him and then 

maybe slam on my brakes to teach him a lesson.  

 

The Observing Ego: 

Think about that maneuver for a second. You're going to swerve to the right; thereby endangering 

drivers to your right, then cut back to the fast lane and slam on your brakes to teach this slow-

driver a lesson thereby endangering the slow-driver and those behind him. Also, what if the guy 

hits you when you slam on your brakes? For that matter why would you use that maneuver to 

teach him a lesson when you are going to cause damage to your car? This makes absolutely no 

sense. It's simply illogical. My body is no longer tense. I'm breathing. I'm moving over to the 

slower lane.  

 

I just let that guy get away with murder. I'm a wimp.  

 

The Observing Ego: 

I'm aware that I'm tense again. I'm angry and breathing shallowly. I feel the same way I did in 

the other lane. Let it go and breathe. Feel your hands loosen on the wheel. Let my muscles relax.  

 

I arrive at home, in the Chicago suburb of Elmhurst.  

 

The Observing Ego: 

I'm very aware of having energy and not feeling depleted. That driving exercise wasn't easy. 

However, I do have energy.  

 

End example.  

 

Practicing that sort of thing isn't simple. It can only be done in the moment. It can't be done all at 

once. Integrate that into your life and it won't be a chore, it'll be a part of your life.  

 

The example I used above can be brought into many life-situations. For example, trading.  

 



    Jim Goulding May 2007  www.jamesgoulding.com 

 

76 

 

If I never get out of that lane, things will never change for me. I'll find myself drained of all my 

energy when I get home. And, I don't want that. I want to feel the opposite. However, to achieve 

that I must get out of that lane.  

 

What makes a trader believe that things will change when the trader commits to the same 

behavior every day?  

 

Nothing will change unless you practice changing. The only way you can begin to practice is to 

step back and observe the behavior. To observe the behavior you must have the capacity to think 

without emotion clouding the thinking process.  

 

How 
"The observing ego develops from the archetypal/developmental process of thinking". 

11
 

 

Earlier in this paper, I wrote that between the ages of 27 and 38, I began learning how to think. 

That was a very long time. I don't expect anyone to 'get-this' quickly. It's a process that must be 

integrated gradually. I'm 46 years old and I'm still trying to 'get-it'. That said, here's a few ways to 

begin practicing using your observing ego.  

 

The first step is to recognize that there's a behavior you're trying to change. Most likely, your 

level of frustration has built up around this particular behavior. Perhaps you're at wits-end? For 

example, you may have a habit of trying to trade during economic releases? Every time there's a 

number you try to get on-board but seem to end up down money 30-minutes later. It's frustrating.  

 

Day-in and day-out you work hard, trading. You sit in front of the computer and trade those 

economic releases. But here you are again buried in a bad P&L, 30 minutes after the number. 

Now, you have to dig out (if you haven't hit your stop loss yet) and that one thought alone sends 

you over a mental-cliff. Soon you're bemoaning this fact to your fellow trader or worse you're 

running that scenario over and over in your head.  

 

The Observing Ego: 

Stop. Breathe. Relax your body. You have been in this situation before and as uncomfortable as it 

is you still do it every time there's a number release. It's becoming a ritual. Let's do something 

different. There another choice. You can trade on the SIM for the next number, then, analyze your 

trading. See if there isn't something you can spot that's tripping you up.  

 

Beware though because  you will experience an interruption from another part of you that really 

doesn't want to do any of this. It'll make excuses and try to 'what-if' this or what-if that…you to 

death.  

 

That is your Complex. That's what Jung calls it. I won't go into a detailed description of the 

Complex in this paper. I'm simply introducing a term. All you need to know is you'll get 'push-

back' when you try something new like this. That push-back is coming from your complex. 

Acknowledge it, then, let it go. You can't ignore it. Believe me. It can't be ignored. Just let it float 

away.  

 

When I go through this process I completely cut myself off from emotion. I have to in order to 

observe my emotions. Uh?  

 

                                                 
11

 One Map for Mystery, by Brenda Donahue, p24 
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Example 
I'm in a situation that has me steeped in fear. It doesn't matter what that situation is what matters 

is having the ability to recognize it, then, stop myself from doing something stupid or regretful. 

When I get in a fearful place I observe what is taking place in my body. The feelings that 

accompany fear, for me, usually involves a swarm of bees flying around the inside of my chest, 

then, my stomach 'falling' as if I'm dropping down on a roller coaster. It isn't a fun feeling. I really 

want it to go away. One way to make the feeling go away is to counter it with anger. If another 

person is 'causing' the feeling (my perception) then I would simply start yelling at them.  

The anger would balance the fear, and I'm much more comfortable with anger. However, where 

would that leave me? It would leave me in a place I'm familiar with but I don't desire to be there 

any longer. Remember, I'm trying to change an old habit.  

 

The alternative is to observe the fear running around my chest and stomach and acknowledge it, 

in my head, literally. Actually state that I'm feeling these sensations in my body, then, note that I 

have an option on how to act. This way I have a choice which is better than feeling powerless and 

moving into anger which would have left me in a bad situation.  

 

Conclusion 
Traders are natural reactors. They react to situations in the blink of an eye. Many times there is no 

time for thought. That's what makes this exercise all the more difficult. I'm asking the trader to 

slow down and observe their behavior. I know that isn't an easy task.  

 

If you, the trader, want to change something start by using the tool called 'the observing ego'. 

Observe your feelings. What is going on inside? Label it. Identify it. Acknowledge it. Watch 

it float away. Breathe.  

 

These actions will cause you to be uncomfortable. That's because you'll be in unfamiliar territory. 

You'll be outside your comfort zone. Practice stepping outside that zone and see what it's like 

when you let go of the old and invite the new. Do it slowly.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding 
  

Further Reading 

1. One Map for Mystery, by Brenda Donahue (Charles C. Thomas Publishers, LTD) 

2. The Portable Jung, Edited by Joseph Campbell 

3. The Ego and the Id, by Sigmund Freud  

Although I list Freud's work here I must state that I'm a huge fan of Jung, not Freud. Yes, Freud invented 

the term observing ego, but it was Jung who truly brought it to where it is today, especially through his 

work of the human Complex.  

 

The book by Brenda Donahue, above, explains Jung's work in lay terms. I can't recommend  it enough. If I 

had to pick one book from the list I'd pick hers.  

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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The Human Complex 
[Before reading this paper, please read the research note, The Observing Ego. That paper is a good 

introduction to this research note. It precedes this note in the book.] 

 

This research note discusses the Human Complex. I'll focus on the work of Carl Jung 

and his ideas about the Complex. By studying this aspect of the psyche, you will   

recognize your own Complexes and act on them before making mistakes that can 

lead to large losses and mental drain.  

 

I want to make this note as simple as possible. The idea is to leave out hard to 

understand terms, and relate Jung's work and my experiences without 

difficulty to you, the reader. The easiest way to do that is to write from 

personal experience. If you'd rather read the technical aspects of the complex 

and skip the personal narrative, there are links and references at the end of this 

note.  

 

The first and most important aspect of understanding your complex is having 

the ability to identify it. That's why I recommended reading the research note, 

The Observing Ego, before reading this note. You must be able to identify what is going 

on inside your head/body, or this exercise is fruitless. If you find identifying your 

behaviors difficult, perhaps you can start by identifying someone else's behavior first? 

Judging someone else is a part of human nature.  

 

In fact, I just read the following on my new-most-favorite web site, 

www.doctorhousingbubble.com (really).  I believe that something he wrote, in his most recent 

article, is pertinent to this discussion:  

 
"…when we observe 'others' we like to attribute their problems to personality traits or factors in 

their control. Yet when we are asked to talk about our own situation, we tend to include 

environmental and also social influences in how we observe ourselves."   

 

The important words being, 'factors in their control'. We don't realize when we look at 

our own issue that we have complete power to change the outcome. Sure, we naturally 

expect our significant other to change. Or, our boss or employee. The salesperson, 

support staff, the other driver on the road, and-on-and-on.  However, can we look inside, 

identify, analyze, and change our own behavior? Sure we can. It simply takes practice. 

Daily.  

 

One way to identify your Complex is to pick a frustrating situation in your trading-day. 

For example, when you feel like you are not in control while you're trading; like there are 

forces in the market manipulating the price and volume. If you do this on a daily basis, or 

several times a week, then you're operating from your Complex.  

 

I'm not speaking of the trader who identifies patterns in the market and takes advantage 

of them by trading them or when they stop trading because they don't understand what's 

http://www.friesian.com/jung.htm
http://www.doctorhousingbubble.com/
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going on. I'm speaking to the angry trader who believes there are forces beyond his or her 

control that have changed the market so 'I can't possibly make money'. I'm speaking to the 

trader that rants and raves. I'm sure I just hit a nerve with many of you reading this note. 

Please don't take it personally because… 

 

Are you mad right now? If you are, you're in your Complex! Here's a way for you to 

learn and change your behavior. Ask yourself, why am I mad? Is it because you are a 

ranter/raver? Or maybe you are judging me right now, saying to yourself "I've heard Jim 

go-off before, he's just as guilty!" That would be your complex too. This is tough stuff. 

Hang in there with me.  

 

If you had an emotional reaction to what I wrote above, you are in your Complex. Again, 

ask yourself why are you mad? Ask yourself why my words didn't just roll-off-your-

back? Don't stop asking yourself until you can make the answer about you, not the world 

as you perceive it.  

 

Let's try another example. Perhaps you are a trader on a streak. Pick one, winner or loser. 

It doesn't matter because if you're on a winning streak you're thinking it won't last and if 

you're on a losing streak, you're thinking you won't come out of it. However, for this 

example we need to pick one. Let's take the losing streak.  

 

The mental conversation going on in your head would look something like this: "No 

matter what I do, it's wrong. I've tried this, then I tried that, then I tried the other thing. 

I've read, gone to seminars, and tried standing on my head! Nothing works. If I get out of 

the trade it goes my way, if I stay in it, it's a loser."  

 

That entire conversation took place within your Complex. You've painted yourself into a 

corner and see no possible way out. Therefore, you'll keep trading the same way you 

always have-been, because nothing works. The problem being, the way you've been 

trading doesn't work either. It's a self-fulfilling prophecy. ((I can hear the thoughts firing 

off in your head right now! "Yea but… (fill in the blank). Guess what? You're in your 

Complex.)) 

 

Frustrating, isn't it? Believe me I know, I've worked through many of my own Complexes 

and they're still popping up. But, it's worth figuring it out.  

 

At this point in the research note we need to take this concept a step further. This is 

where it begins to get fascinating. Let's stick with the losing streak idea, from above. 

You want to change your losing streak so you talk to your trading buddy about the 

problem. Your trading buddy 'talks you off the ledge'. After the conversation you feel 

different. You feel angry at yourself. Perhaps some rage. You realize the error of your 

way and are now quite convinced that you've been acting like an idiot. Guess what? 

That's the other side of your Complex.  

 

Newton said, "For every action, there is an equal and opposite reaction". This holds true 

for the human Complex. There are 2-sides to the Complex. They are mirror images of 
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Helpless 

 

 

          Angry 

each other. The person who overeats and then crash diets is acting from a Complex. 

They're acting on behaviors that are opposite. The same can be said for the many other 

human behaviors that are bad for us physically and mentally.  

 

Let's go back to the example I used above about the trader on a streak. I'll name the 

behaviors of that Complex. It will make it easier to identify the behaviors. We'll call the 

part that can't make money the helpless part. We'll call its opposite, the angry part.  

 
The following is a diagram of the trader's Complex: 

 

 

 

 

 

 

 

 

 

The angry part is simply the mirror image of the helpless part. Once you have moved into 

the angry part you'll take on the roll of bullying yourself through the markets and 'take no 

prisoners' along the way. That doesn't work. Eventually you'll lose money, while you try 

and bully the market, then, you'll flip back into the helpless trader stating, "See, I told you 

nothing worked".   

 

You operate from your Complex 99% of the time. The problem is it's not working and 

you need a new strategy. I want to provide you with the tools to come up with a new 

strategy. First-things-first: you need to identify the Complex. The only way you'll be able 

to do that is to 'step out of the Complex' and observe it. To achieve that we'll use the tool 

The Observing Ego. (Again, that's why you need to read the research note, The Observing 

Ego.) 

 

This is how it looks in a picture: 

 

 

 

 

 

 

 

 
 

 

Once you step outside your Complex, you're able to make a change. By changing the 

behaviors within your Complex you'll immediately see a result in your P&L because 

you've 'stopped the bleeding'. The next step is to work on catching yourself and stepping 

into your observing ego when one of the old behaviors manifest.  

Helpless 

 

 

          Angry 

Observing 

Ego 
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To assist with this step you need to identify your negative trading behavior, then, match it 

with its opposite and you've identified your Complex. Below is a list of feelings we often 

encounter during the trading day. Find the feeling you most identify with, then, its 

opposite: 
 

FEAR:  

tense 

anxious 

afraid 

nervous 

worried  

scared  

insecure 

 

GUILT: 

ashamed 

judged 

damned 

convicted 

condemned 

undeserving  

sentenced 

disgrace 

villain 

remorse  

contempt 

 

SAD: 

dejected 

depressed 

sorrowful  

dismal 

blue 

down 

gloomy 

glum  

low  

 

LONELY: 

empty  

abandoned 

void 

hollow 

nothing 

alone 

sunken  

desolate  

bleak  

withdrawn 

detached 

distant 

 

 

HAPPY: 

cheerful 

delighted 

glad 

pleased 

elated 

thrilled 

humor 

 

LOW SELF-WORTH: 

rejected 

worthless 

useless  

unimportant 

ignored 

left out 

humiliated  

pathetic 

shy 

timid 

 

 

CONFIDENCE: 

assured 

sure 

certain 

positive 

safe 

stable 

balanced 

grounded 

brave 

proud  

 

UPLIFTING: 

height 

towering 

overhead 

elevated 

lofty  

magnificent 

surpassing 

sublime 

glorious 

grand 

transcendent 
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Perhaps you can't find the feeling that fits, above. It may not be there. I encourage you to 

find that feeling be researching it, on the Internet. Then, find the feeling's opposite.  

 

Conclusion 

If you can identify a behavior that is self-sabotaging, observe that behavior and its 

antithesis, you'll be one step closer to success as a trader. I can't say enough about this 

tool. It's helped me personally and professionally in numerous ways. My hope is that 

you'll find it useful also.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding 
  

Further Reading 

1. One Map for Mystery, by Brenda Donahue (Charles C. Thomas Publishers, LTD) 

2. The Portable Jung, Edited by Joseph Campbell 

3. The Ego and the Id, by Sigmund Freud  

4. Lists of Human Emotions  

a. http://www.buzzle.com/articles/list-of-human-emotions.html  

b. http://answers.google.com/answers/threadview?id=283841  

5.  Academic web sites for Carl Jung 

a. http://facultyfp.salisbury.edu/iewhite/Carl%20Jung.htm 

b. http://webspace.ship.edu/cgboer/jung.html   

c. http://www.muskingum.edu/~psych/psycweb/history/jung.htm  

6. The Observing Ego 

a. http://www.jamesgoulding.com/researchnotes.htm#May  

 

The book by Brenda Donahue, above, explains Jung's work in lay terms. I can't 

recommend it enough. If I had to pick one book from the list I'd pick hers.  

 

List of feelings that I used in this paper come from 

http://www.buddhamind.info/leftside/actives/drama/key-word.htm    

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
http://www.buzzle.com/articles/list-of-human-emotions.html
http://answers.google.com/answers/threadview?id=283841
http://facultyfp.salisbury.edu/iewhite/Carl%20Jung.htm
http://webspace.ship.edu/cgboer/jung.html
http://www.muskingum.edu/~psych/psycweb/history/jung.htm
http://www.jamesgoulding.com/researchnotes.htm#May
http://www.buddhamind.info/leftside/actives/drama/key-word.htm


Jim Goulding January 2007  www.jamesgoulding.com 

79 

 

re
se

a
rc

h
 n

o
te

 

 

Toleration 
Toleration is the key to just about everything, in trading. 
 

Parallel 
A human being can only tolerate so much before something gives.  
In trading when something gives it's usually your P&L. By learning how 
to tolerate certain things in trading, a trader can enhance their P&L 
with much less stress. This research note will teach exactly how to 
increase your toleration incrementally, thereby increasing your P&L 
and lowering your stress level.  
 
Let's use a parallel situation to explain how to increase toleration. Say I 
want to get back to working-out after a long lay-off period. Prior to my 
lay-off from working out, I would work-out for an hour and a half, four 
days a week. If I want to go back to working-out after an extended lay-
off, should I jump right in and begin with 1 ½ hours a day, four days a 
week? What would happen if I did that?  
 

 
My body would revolt. Physically I'd be a mess. Tired, muscles hurting, listless, 
no energy, etc. Wouldn't it be better to start-off with 20-min work-outs, three days 
a week? Then, let my body begin to adjust (tolerate) the routine?  
 
If I did decide to move into the routine slowly, I'd be re-training my muscles. My 
muscles would respond slowly, learning to tolerate the new routine. We can take 
this a step further. If part of my work-out routine was lifting weights, the same 
question applies, which is, should I start-back by lifting the same amount of 
weights after my long lay-off? If I was benching 150-pounds before I quit working-
out, should I begin with 150-pounds when I start-up again?  
 
The answer appears so simple, doesn't it? "Of course you should lower your 
weight amount !" you'd say. "I'll start-off by lifting, 75-pounds. Then, slowly 
increase my size".  
 
That's exactly what you'd say. Why would you say that? Because you know that's 
the answer and you don't even have to think about it. You just know it. 
And…you'd be correct.   
 
Are you catching the point of this research note yet?  
 
If a trader wants to increase his/her trading size, they must do so in a very 
controlled, incremental manner, using money management and mental 
preparation. They must learn to tolerate the increase.  
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Prepare 
To prepare for an increase in trading size, decide exactly the amount you're 
going to move to. If you're trading 2 lots, might I suggest you move to 3 lots? Not, 
5, or 6, or 10.  
 
If the dollar-per-box, in your commodity, is $10, know you are increasing your risk 
by $10 a box. Use the Average true range (ATR), and your trading time on your 
chart to establish exactly how much that risk will be.  
 
For example:  

1. You're trading gold 
2. dollar-a-box = $10  
3. Chart time = 5min 
4. ATR = 80 cents 

 
5. The following is the equation you'd implement: 

a. Old trade size = 2 lots 
i. ($-per-box * Lots) * ATR = risk 
ii.          ($10 * 2)      * 8     = $160 

b. New trading size = 3 lots 
i.  ($-per-box * Lots) * ATR = risk 
ii.          ($10 * 3)      * 8     = $240 

 
6. Conclusion of above example: 

a. Your risk will jump from $160 to $240. 
b. Therefore, you will see your P&L move back and forth in greater, 

yet definable, increments.  
c. If you prepare yourself mentally for the greater back-n-forth 

movement, in a definable way like above, then you have much 
better odds at success.  

 
"But that's too much work!", you say. Too which I state, "I've already done the 
work for you on several accounts": 

1. I've built the risk factor equation for you, above. Simply put it in excel.  
 
Anything is 'too much work' in the beginning. Be-it, working out, playing piano, 
sketching, swimming, whatever…including trading. However, once you practice, 
practice, and practice again, it gets much easier, albeit slowly. Yet, by going 
slowly, you can tolerate anything. 
 
Thank you,  
Jim Goulding 
http://www.jamesgoulding.com/CV.html  
http://www.linkedin.com/in/jamesgoulding 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding


 

 

81 

 

 

I will be changing formats for the next 3 'research notes'. The following three notes 

are a class I wrote to teach traders how to build a trading system, titled  

 Combining Indicators to Create a Trading Strategy, Class 1 

 Combining Indicators to Create a Trading Strategy, Class 2 

 Combining Indicators to Create a Trading Strategy, Class 3 

After these notes are concluded I'll return to the previous format.  

 

 

 

Treasury bond pit 
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Combining Indicators to Create a Trading Strategy, Class 1 
by James Goulding 
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Me in the trading pit after having some fun with Microsoft Paint.  

 

 

 

 

 

 

  



Jim Goulding November 2004  www.jamesgoulding.com 

 

93 

 

Combining Indicators to Create a Trading Strategy, 
Class 2 

 by James Goulding 

  

 

Introduction  

In the first class we categorized a few indicators by Trend and Direction. There's a 

plethora of indicators out there and they can be overwhelming. By separating indicators 

into categories a trader simplifies the process of learning.  

 

In the first class we also learned about some specific indicators, namely, the MACD, 

DMAs, and the DMI/ADX.  

 

In this class we'll cover two topics. First, we'll learn what indicators not to combine. This 

topic is as important as learning the proper indicators to combine, as you'll see. Second, 

we'll take a few indicators and combine them into a trading system.  

 

What Indicators You Shouldn't Combine  

When applying several indicators to a chart, looking for just the right combination, there 

are several indicators that should not be used together. Most of the information within 

this topic will be quoted from The New Technical Trader, by Tushar S. Chande and 

Stanley Kroll. (Therefore I will not be citing the book, just referencing.)  

 

However, Chande is the writer I'm most interested in. He was one of the first analysts to 

apply and write about Adaptive Moving Averages (AMAs), back in the early 1990s. 

Since then, he has written two new books which I highly recommend. (There's a list at 

the end of this paper. One of the things Chande analyzed, in the book, is the statistical 

correlation between the indicators discussed below. This is the subject of this topic.  

 

Among certain indicators there's a correlation. Meaning, don't use them on the same chart 

because they are relatively one in the same. The following pages cover what indicators 

you shouldn't use on the same charts.    
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Momentum and RSI  

 
RSI stands for Relative Strength Index    
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Momentum and Stochastic 

 

k is the FAST part of a stochastic and d is a SLOW part of a stochastic. Fast or 

slow, it doesn't matter. They're the same within the context we are reviewing. 4  
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Momentum and CMO (Chande Momentum Indicator) 

 

ti stands for Trend Index. It's another name for the CMO 5  
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RSI and Stochastic 

 

d stands for SLOW Stochastic. 6  
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RSI and Plus Directional Index (DX+, or, ADX, or Directional Moving Indicators) 

 

diplus, diminus, adx are all one indicator combined. This indicator was created by 

Welles Wilder. 7  
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%R and any of the above 

 

wms stands for the Williams %R. It was created by Larry Williams. The chart 

above shows an example of %R and the RSI. 8  
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CMO and ADX 

 

CCI (Commodity Channel Index) and ADX 9  
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Stochastic and CCI (Commodity Channel Index) 

 
What do all the indicators, shown above, have in common? They can be categorized as 

oscillators. In the book The Futures Game by Teweles and Jones, they define an oscillator 

as 'a family of indicators that measure price changes not price levels'.
i 

 

Oscillators are mainly used to show excessive movements in price change. Once these 

excessive movements are marked by an oscillator a trader acts accordingly. If the 

oscillator is showing overbought, you sell.  

 

Many oscillators have overbought/oversold lines built into them. You can see these lines 

in the chart above. Looking at the CCI oscillator, you'll notice that it is reaching 100. 

That 100 level signals overbought. You'd look to sell the market when that 100 level is 

reached. (Again, let me state, I rarely use one 1 indicator. I'd never use an oscillator by 

itself.)  

 

Our goal is to combine certain indicators to create a system. Let's move on to doing just 

that. 10  
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The following is a list of the types of oscillators shown in the charts above:  

Standard Oscillators  

o RSI, Stochastic, %R  

Price Momentum Index Oscillators  

o Momentum, ADX, CMO, CCI  
 

Combining Indicators that Create a Trading System  

If you were to use the oscillators together, nothing bad would happen to your trading; the 

charts just wouldn't produce any additional information and you'd be wasting your time 

and screen-real-estate. What I like to have up on a chart is a mixture of a leading, lagging, 

and/or coincidental.  

 

Leading, lagging and coincident indicators are simply another way to categorize.  

They're mixtures of trend, directional, and momentum indicators.  

 

Here's a list of trend, directional, and momentum indicators. Take an indicator from 

number 1, and then take another from number 2. Combine them on a chart and you've got 

a system. You combine them to reinforce a trading signal.  

1. Bollinger Bands, Moving Average, Trend Line, MACD  

2. Oscillator, Stochastic, %R, CMO, ADX, RSI, CCI, Detrend  

 

Let's combine some indicators to create a system that I've used on and off again for six-

years. They are based on the work of Joe DiNapoli.
ii 

 

 

DiNapoli Concepts  

Joe DiNapoli places indicators into three categories: leading, lagging, and coincidental. 

He's one of the best at teaching how a trader should apply indicators to the market. Let's 

utilize some of his concepts so you can apply them immediately in your trading.  

 

(cont to next page) 
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Short term trading method you can use with any liquid contract in any time frame(s)  

I need to introduce one more indicator:  

 The Detrend Oscillator (DO) used as entry tool  
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The DO is placed in the bottom window in histogram form and is set to 7.  

The DO will be the last indicator needed to enter a trade.  

 

 

 

 

 

 

 

 

 

 

We can look at the system above in a different way. I've always stated that a trader 

should know 4 things before a trade is placed.  

1. why am I getting in?  

2. where am I getting in?  

3. where is my stop?  

4. where is my profit?  

 

The system on the chart is going to answer those questions, as you'll see.  
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Charts used  
For this system, you must use two charts. One that defines the longer term trend and the 

other will be used to give you the trading signal.  

1. Long-term trend chart: 30-min  

2. Trading signal chart: 5-min  

 

Indicators used  

DMA – Displaced Moving Average (Leading indicator, Trend indicator)  

1. used for defining  

a. why I'm getting in  

b. where I'm getting out (stop and profit)  

 

MACD – (Lagging indicator, Trend indicator)  

1. used for defining  

a. why I'm getting in  

b. where I'm getting out (stop and profit)  

 

Detrend Oscillator – (Leading Indicator, Oscillator)  

1. used for defining  

a. where I'm getting in  
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The 30 Minute Chart  

The 30-min chart below shows the MACD. The chart is used to define the long-term 

trend. The signal line, sig (9) is lower than the macd (12, 26) line so the trend is down.  

 

[note: on the 30 minute chart I use 12,26,9 as inputs as opposed to 20, 40, 10 on a 5 

minute chart]  
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The 5 Minute Chart 

 
Let's go over the indicators on this chart.  

1. MACD set at 20,40,10 

2. DMAs 

a. 7x5 

b. 25x5  

c. Detrend Oscillator 

d. set at 7  
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Rules  

I'm looking for several indicators to give me a signal before I get in the market. 

Specifically, I'm looking for 2 whys and 1 where.  

1. why am I getting in? (1
st
 why signal)  

a. the 30-min chart's MACD is negative (down trend)  
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2. why am I getting in? (2
nd

 why signal)  

a. the 5-min chart's MACD is negative (down trend)  

b. Don't worry, we'll come back to this chart and go into more detail. All you 

need to understand, now, is that the signal was met. It's where I drew the 

line in the macd window.  

 

 

1. where am I getting in? (where signal)  

2. the detrend has reached the sell point;  read on and I'll explain this signal 
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In the bottom pane is the Detrend. There are 2 points that I'm concerned with. (Stay with 

me, this is the hardest part to understand).  

 

 1
st
 point is the 'X'  

o I drew an X in the middle of the Detrend window on a specific bar  

o That bar represents the LAST highest level the Detrend reached WHEN THE 

MACD WAS IN ITS PRIOR TREND.  

o Look above the X in the Detrend window to the MACD window. Notice that 

the MACD was in an UPTREND.  

o The Detrend is used as an entry indicator so you don't get caught buying the 

high or selling the low of a move.  

 

 2
nd

 point is the line I drew that goes up and down  

o Sell Entry Rule, using the Detrend  

 Sell when the Detrend hits the LAST highest level made in a prior 

trend.  

 That level was reached on the Detrend bar where I marked it with a 

line going up and down, BUT YOU MUST WAIT FOR THE BAR 

TO CLOSE. THEN,  

 Sell at next bar at open.  

 Read on  

 Waiting for the bar to close.  

o All signals are taken only if they are achieved after the bar closes.  
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o If you think about it, when we are watching the market trade on a certain bar, that 

bar is ticking up and down. Any associated indicator is also ticking up and down.  

o We wait for the bar to close before taking the signal.  

o Now, let's go over that chart one more time.  

 

In the next class, we'll begin with where our stop loss and profit targets are.  

  

References:  
1. The New Technical Trader: Boost Your Profit by Plugging into the Latest Indicators 

(Wiley Finance Editions) by Tushar S. Chande, Stanley Kroll  

 

Further Reading:  
1. Beyond Technical Analysis: How to Develop and Implement a Winning Trading 

System, 2nd Edition by Tushar S. Chande  

2. The New Technical Trader: Boost Your Profit by Plugging into the Latest Indicators 

(Wiley Finance Editions) by Tushar S. Chande, Stanley Kroll  
 

_________________________________  
i 

ibid p168  
ii 

See Joe's Book, Trading DiNapoli Levels   
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Combining Indicators to Create a Trading Strategy, Class 3 

 by James Goulding 

  

Introduction  

In the first class we categorized a few indicators by Trend and Direction. In the second 

class we covered two topics. The first topic looked at what indicators a trader shouldn't 

combine on a chart. The second topic covered how to combine some indicators to create 

half of a trading system. We answered the first two questions in the group of four 

questions that we use to build a system. 

 

The four questions:  
1. Why are we getting in the market?  

2. Where are we getting in the market?  

3. Where's are profit target?  

4. Where's are stop?  
 

We answered the first two questions:  

1. Why are we getting in the market?  

a. We were waiting for a reason to get in. That reason came in the form of a trading 

signal. The trading signal was produced by a 5 minute chart with the backing of a 

30 minute chart.  

b. There were actually 3 signals that can be written in the form of an IF, THEN 

statements off of the 5-min chart. To keep it simple, let's just write down what 

occurred on the 5-min chart and leave the 30-min chart out of the equation for 

now.  
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Let's answer questions #3 and #4.  
 

We are short at 110.13  

There are several ways to get out of the trade. What you'll see below is simply using the 

Average True Range / Historical Volatility as a guide to get out. It looks more complicated 

than it is. That's because we have to define everything for the computer.  

Imagine walking out of a building and hailing a cab, getting in and giving the driver 

directions to your destination. Try breaking that down into IF THEN statements.  

Let's introduce a new indicator Average True Range / Historical Volatility  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

ATR at 12:30 was .03. When using this indicator simply multiply by 3.  

• The ATR = Average True Range. In Telerate this indicator is listed under Historical 

Volatility (HV).  

• When charting fixed income instruments simply multiply ATR/HV by 3 to get the 

approximate average range. Then, add a tic for bonds, add a 1/2 tic for the 10s and 5s. 

Always use a minimum of 1 1/2 tic stops in ZN, and ZF now matter what the 

ATR/HV. Read on.  
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Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding 
 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Linear regression 
 

Explanation 

"Linear regression (LR) is a statistical tool used to predict the future from past 

data, and commonly used to determine when prices are overextended."
12

 

 

"Linear regression is used to explain and/or predict. The general form is:  

 

Y = a + bX + u  

 

"Where Y is the variable that we are trying to predict, X is the variable that 

we are using to predict Y, a is the intercept, b is the slope, and u is the 

regression residual. 

 

"Regression takes a group of random variables, thought to be predicting Y, 

and tries to find a relationship between them. This relationship is typically in 

the form of a straight line (linear regression) that best approximates all of the 

X to Y."
13

 

 

Reread the last explanation. It looks complicated but it's not.  

 

Here's another explanation from Prohet.net. 

 

"A Linear Regression Channel 100% is created by drawing parallel lines above 

and below the Linear Regression line. 

 

"Parallel and equidistant lines are drawn two standard deviations above and below 

a Linear Regression trend-line. The distance between the channel lines and the 

regression line is the greatest distance that any one closing price is from the 

regression line. Regression Channels contain price movement, the bottom channel 

line provides support and the top channel line provides resistance. Prices may 

extend outside of the channel for a short period of time but when prices remain 

outside the channel for a longer period of time, a reversal in trend may be 

indicated. 

 

"A Linear Regression trend-line shows where equilibrium exists but Linear 

Regression Channels show the range prices can be expected to deviate from a 

trend-line."
14

 

 

                                                 
12

 http://www.linnsoft.com/tour/techind/linReg.htm  
13

 http://www.investopedia.com/terms/r/regression.asp  
14

 http://www.prophet.net/learn/taglossary.jsp?index=L&entry=LRC 
  

http://www.prophet.net/learn/taglossary.jsp?index=L&entry=LRC
http://www.linnsoft.com/tour/techind/linReg.htm
http://www.investopedia.com/terms/r/regression.asp
http://www.prophet.net/learn/taglossary.jsp?index=L&entry=LRC
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Prohet.net 

 

And here's one last explanation from danielstrading.com 

"The Least Squares Linear Regression line indicates the dominant market trend 

relative to time. In simple terms, is the market trending lower or higher with 

respect to time? It can inform you when the market is diverging from an 

established trend, but only when prices fluctuate uniformly around the trendline 

and within a narrow range. The better the fit of the equation to the data, the more 

reliable the linear trend. Once the calculations are completed, FutureSource draws 

the trendline on the screen.  

"Do not rely on this study when prices deviate widely about the trendline. The fit 

of the trend to the data is most likely not very reliable. If the price chart flows 

uniformly about the regression line, the market should have a tendency to 

continue in the direction of the statistically fit trendline. Any large deviation from 

the regression line implies a change in the dominant market trend. 

"The least squares methodology can be found in most books on basic statistics. It 

is a rather intense calculation process."
15

 

There are different types of  LR models. One type allows the user to specify a specific 

start and end point in time. Another model self adapting or automated moving regression 

                                                 
15

 http://www.danielstrading.com/content/reso_inte_lear_pag13.php  

http://www.prophet.net/learn/taglossary.jsp?index=L&entry=LRC
http://www.danielstrading.com/content/reso_inte_lear_pag13.php
http://www.danielstrading.com/content/reso_inte_lear_pag13.php
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lines. I'm interested in the automated LR's. They are often called Dynamic Regression 

Channels.  

 

The interpretation of how to trade the LR is important. Paritech.com explains this very 

well.  

"The interpretation of a Linear Regression indicator is similar to a moving 

average. However, the Linear Regression indicator has two advantages over 

moving averages. 

"Unlike a moving average, a Linear Regression indicator does not exhibit as much 

delay. Since the indicator is fitting a line to the data points rather than averaging 

them, the Linear Regression line is more responsive to price changes. 

"The indicator is actually a forecast of the next periods (tomorrow's) price plotted 

today. The Forecast Oscillator plots the percentage difference between the 

forecast price and the actual price. Tushar Chande suggests that when prices are 

persistently above or below the forecast price, prices can be expected to snap back 

to more realistic levels. In other words the Linear Regression indicator shows 

where prices should be trading on a statistical basis. Any excessive deviation from 

the regression line should be short-lived."
16

 

[On a side note, I wanted to point something out. The name that appeared in the 

paragraph above, Tushar Chande, is important. His book, Beyond Technical Analysis, is 

nothing short of awesome. I will be getting into his work in a later paper because I'm 

currently working with his indicators.]  

Here's another way to trade LR, as told by Keystone-web.com. 

 

"There are two ways to use linear regression. The first is to trade in the direction 

of the linear regression line. The second is to plot the linear regression line and 

two parallel equidistant lines above and below it. To determine the distance, use a 

point which is the furthest away from the linear regression line on the price bar. 

The two lines act as support and resistance. Once the lines are broken for a 

sustained period of time, this is an indication that the trend has reversed or gained 

tremendous momentum. 

 

"The space inside the channel is where equilibrium exists, where prices can be 

expected to deviate from the original linear regression line. As with Bollinger 

Bands, when prices move outside or to the extreme channel line, price tends to 

move back to the opposite channel line."
17

 

 

LR channels are probably the most common way to trade on a short-term basis. To set 

this up on a chart you'll have to put in standard deviations to tell the charting software 

where you want to set the channels.  

 

Standard Deviations Settings: 

                                                 
16

 http://www.paritech.com/paritech-site/education/technical/indicators/trend/linear1.asp  
17

 http://www.keystone-web.com/technicals/trend.html  

http://www.paritech.com/
http://www.amazon.com/exec/obidos/ASIN/0471415677/qid=1100387935/sr=2-1/ref=pd_ka_b_2_1/102-7517596-7230502
http://www.keystone-web.com/technicals/trend.html
http://www.paritech.com/paritech-site/education/technical/indicators/trend/linear1.asp
http://www.keystone-web.com/technicals/trend.html
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The web site RT Investor has a tool box that describes this part of the inputs very well.  

"The following approximations offer a few rules of thumb for using the standard 

deviation settings: 

 Plus or minus one standard deviation takes in 68.3% of all expected outcomes 

(historical price moves) 

 Plus or minus two standard deviations takes in 95.4% of all expected outcomes 

(historical price moves) 

 Plus or minus three standard deviations takes in 99.7% of all expected outcomes 

(historical price moves) 

"For example, excursions of price more than 2 standard deviations above or below the 

regression line represent an unlikely event (less than 5% probable). Such excursions 

usually represent overbought or oversold conditions."
18

 

Start experimenting with Linear Regression on your charts in different time frames and 

see what you come up with.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

  

http://www.linkedin.com/in/jamesgoulding 
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Losing Trades; Part I 
I'm always looking for the formula. There's a formula for everything. When it 

comes to holding on to losers and taking winners too soon, there's also a 

formula.  

 

Kahneman and Tversky (K&T) wrote a paper in 1979 that advanced much of 

the work done in this field from the late 1930s all the way to the early 1960s. 

Their theory is called the Prospect Theory. Shefrin and Statman (S&S) took 

that work a step further, in 1985. Their theory is called The Disposition Effect. 

Barber and Odean (B&O) took it further and called their theory, simply, 

Overconfidence. All these theories can be grouped into a category called 

Behavioral Finance.  

 

The common denominator from these studies (including two studies I haven't 

mentioned that were done in the 1930s and 40s) are startling considering the 

length of time taken into consideration. All of the studies state that traders 

hold losers too long and get out of winners too soon. But why? Why do 

traders do this?  

 

Concerning losers, K&T explain that traders don't sell losers because of the desire to 

avoid the regret of a losing trade. It's that simple; a trader has not come to terms with the 

loss. This means they didn't do their homework. This means they didn't have a plan. A 

trader must answer four questions before getting into a trade.  

 

1. Why am I getting into the trade? 

2. Where am I getting into the trade? 

3. Where is my stop? 

4. Where is my profit target? 

 

Answering these questions allows you to act analytically and leave the emotion out of it. 

Emotions will convince you, in the end, to hold on to the losing trade. Emotions will 

convince you to find a reason to stay in the trade.  

 

K&T write, "…a person who has not made peace with his losses is likely to accept 

gambles that would be unacceptable to him otherwise."
19

 

 

Said differently, as a trader, you will hold on to losers longer if you don't have a plan in 

place before you enter the trade.  

 

                                                 
19

 Kahneman, D. and A. Tversky, 1979. Prospect theory: an analysis of decision under risk. Econometrica 

47, pp286-287 
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The mental-tennis that accompanies a losing trade is familiar to all traders. The thoughts 

that run through a trader's mind, during a loser are all there to avoid having to cut your 

losses and get out.  

 

For example the thoughts might range from: 

1. Why does the market always go against me? 

2. Can't I get into at least one winner? 

3. If I get out then the market will end up going my way, if I don't get out then the 

market will keep going against me.  

4. Please, please, please come back to my price so I can scratch the trade.  

5. I give up. As soon as I get out of this trade I'm going to change careers.  

6. Maybe I should look at the 30 minute chart to see if it's still bearish? Just because 

the 5 minute chart went against me doesn't mean that the 30 minute chart did.  

7. What about the daily chart? It's still bullish!  

8. Maybe I can find a different indicator and that will support my position? I hate 

the MACD anyways. I'm going to try the %R.  

9. This trading system stinks, I'm going to kill the guy who gave it to me, and it's his 

entire fault.  

 

How do I know? 'Cause I'm guilty of all of the above.  

 

If I know what my risk is (what my stop loss is) then it takes all the mental tennis 

(emotion) out of the equation. If I know my profit target, that also takes mental tennis out 

of the equation. Does that mean I can't change my profit target when the market gets 

there? Perhaps moving to a trailing stop? Of course not. I can change my mind about the 

profit once it's hit. But, not the stop.  

 

If I know my max loss on a trade then I know all the consequences of that loss  

1. It's within my daily stop loss limit. 

2. If I get stopped out, then I'm going to have to work hard the rest of the day to dig 

my way out of the hole.  

 

In the list above, number 2 is arguably the biggest reason futures traders don't take losers 

when they should. Think about it.  

 

The three studies, introduced and the beginning of this paper, were based on investors in 

the stock trading world. There are two professors that moved prospect theory, the 

disposition effect and overconfidence theory to the futures trading world. They are, Locke 

and Mann.  

 

Part II of this paper will be about their 1999 study of futures traders, Do Professional 

Traders Exhibit Loss Realization Aversion? 

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.jamesgoulding.com/CV.html
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Losing Trades; Part II 
This paper continues to look into the behavior of traders when it comes to 

losses.  

 

I will be citing two professors that are experts in this field.  

  

Peter J. Locke is from the Finance Department, School of Business and Public 

Management, The George Washington University, Washington DC. 

  

Steven C. Mann is from the M.J. Neeley School of Business, Texas Christian 

University. Fort Worth, Texas.   

  

Locke and Mann (L&M) have written some fantastic studies on the behavior 

of the financial market. Their papers have centered on price and trader 

behavior. Part II of this series, Losing Trades, will delve into the findings of a 

1999 study by Locke and Mann titled, Do Professional Traders Exhibit Loss 

Realization Aversion? 

  

L&M expand on prospect theory
[1]

 (Kahneman and Tversky 1979)
[2]

 and the disposition 

effect
[3]

. L&M call their theory, Loss Realization Aversion. 

  

Allow me to move sideways for a few sentences and explain something about White 

Papers. White papers are simply scientific studies written on a specific subject. A White 

Paper begins with an abstract (summary of the paper). The White Papers I've been 

reading about trader's behavior, concerning losses, all state a very simple concept, in the 

abstract. In essence they say traders' hold losing trades longer than winning trades and 

the average position size for losing trades are larger than for winners.' 

  

It doesn't matter what type of trader the papers are covering, professional or not. They all 

exhibit the same behavior. If you are a professional trader, please do not think you are 

immune.  

  

L&M write, "Relatively successful traders are less prone to sit on losing trades."
[4]

 

That statement is simple enough. Yet, it's appears it's extremely complicated to the 

professional trader.  

  

And, the professional trader has some great stories to back up their reasons for holding on 

to losers. For example, "I've had big losses but you're ignoring my big winners."  

 

That statement is arguable. Show me the data! Well, the data states something different.  
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L&M write, "…consider trades with absolute revenues over $100 for the Deutsche mark. 

While the mean loss is slightly larger than the mean gain ($227 compared to $225), the 

percentage of large losses (14.5%) exceeds the percentage of large gains (11.8%)."
[5]

 

  

L&M prove unequivocally that traders lose. Large losses are bigger than large gains by 

just under 3%. Multiply that number by a trader's position limit and probability states that 

he/she loses. There can be no argument. That's why casinos have all of our money. They 

have probability on their side, all the time. 

  

Let's move back towards the main topic. That topic is, professional traders are generally 

the same as non-professionals in that they hold losers longer than winners.  

  

L&M write, "Comparing gains to losses, the results are striking: professional traders as a 

group hold losses significantly longer than gains. Panel A shows that overall, losses are 

held substantially longer than gains for all four commodities [that they studied]. Median 

and average holding times for losses range from 35% to 133% longer than counterpart 

holding times for gains."
[6]

 

  

They go on to say, "…we were concerned that gains and losses might be treated 

differently depending on the size of the absolute revenue. We tested for differences in 

holding times by revenue magnitude using the revenue categories developed for table 3 

[see table(s) at end of paper]. These results are reported in Panel B of table 4, which 

provides overwhelming evidence that gains are realized more quickly than losses 

regardless of the magnitude of the absolute gain….Clearly, the professional traders 

in our sample appear to exhibit the characteristics of loss realization aversion as a 

group - in that they hold losing trades longer than winning trades."
[7]

 

  

Lastly, they write, "Table 5 provides results of tests for differences between prior 

opportunities to exit trades at gains versus losses by reporting mean and median potential 

exit minutes for gains compared with losses. The results clearly show that traders, on 

average, pass up more opportunities to exit losing trades at a loss than they do winning 

trades at a gain. The first two columns of Table 5 report mean and median potential exit 

minutes for gains and losses. For all four pits, trades that eventually result in a loss are 

preceded by significantly more prior opportunities to realize that loss than similar gainful 

opportunities for their counterpart winning trades.
[8]

" 

  

If I've gotten the point across that traders hold losers longer than winners, then my job is 

done. Part III will discuss what successful professional traders do to be successful.  

  

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

 

  

 

 

http://www.jamesgoulding.com/CV.html
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Endnotes 
[1]

 "Prospect theory modifies expected utility theory in two areas, and leads to predictions 

that are consistent with investor loss realization aversion. First, investor utility is assumed 

to be a function of gains and losses relative to a benchmark, rather than a function of 

absolute wealth. Second, while standard utility functions are concave on both sides of a 

wealth point, prospect theory assumes utility functions that are concave for gains and 

convex for losses (but steeper so that overall risk aversion is attained). The prediction of a 

disposition effect relies on these two wrinkles to expected utility  theory." -- Do 

Professional Traders Exhibit Loss Realization Aversion? Locke and Mann, p3. 

  
[2]

 Prospect theory: an analysis of decision under risk, Kahneman, D. and A. Tversky, 

1979. 

  
[3]

 "…the disposition effect, based on the prospect theory of Kahneman and Tversky 

(1979), as an explanation for the perceived anecdotal evidence at that time of investor 

reluctance to realize losses. The disposition effect arises when investors focus on a 

reference point for their position from which gains and losses are calculated, rather than 

following a portfolio choice model. Agents are alleged to use a form of "frame reference" 

- evaluating opportunities to close existing positions as either gains or losses, measured 

against the reference point." -- Do Professional Traders Exhibit Loss Realization 

Aversion? Locke and Mann, p3. 

  
[4]

 ibid p2. 
[5]

 ibid pp12-13. 
[6]

 ibid p13. 
[7]

 ibid p13-14 
[8]

 ibid p15. 

 

Tables and further reading suggestions follow below… 



Jim Goulding December 2005  www.jamesgoulding.com 

 

 

130 

 



Jim Goulding December 2005  www.jamesgoulding.com 

 

131 

 

 Further Reading 
Barber, Brad and Terrance Odean, 2000b. Boys will be boys: Gender, overconfidence, and common stock 

investment. Quarterly Journal of Economics, forthcoming. 

 

Barberis, Nicholas, Ming Huang, and Tano Santos, 1999. Prospect theory and asset prices, National Bureau 

of Economic Research Working Paper. 

 

Benos, Alexandros, 1998. Aggressiveness and survival of overconfident traders. Journal of Financial 

Markets. 

 

Bernstein, Peter, 1998. Against the Gods: The Remarkable Story of Risk. John Wiley & Sons, New York. 

Daniel, Kent, David Hirschleifer, and Avanidhar Subrahmanyam, 1998a.  

 

Investor psychology and security market under-and overreaction. Journal of Finance 53, 1839-1885. 



Jim Goulding December 2005  www.jamesgoulding.com 

 

 

132 

 

 

Daniel, Kent, David Hirschleifer and Avanidhar Subrahmanyam, 1998b. Investor overconfidence, 

covariance risk, and predictors of securities returns. Working paper, University of Michigan. 

 

Fama, Eugene, 1998. Market efficiency, long-term returns, and behavioral finance. Journal of Financial 

Economics 49, 283-306. 

 

Heisler, Jeffrey, 1996. Loss aversion among small speculators in a futures market. Working paper, Boston 

University. 

 

Kahneman, D. and A. Tversky, 1979. Prospect theory: an analysis of decision under risk.  

 

Kuserk, Gregory. and Peter R.. Locke, 1993. Scalper behavior in futures markets: an empirical 

examination. Journalof Futures Markets 13, 409-431. 

 

Manaster, Steven and Steven C. Mann, 1996. Life in the Pits: competitive market making and inventory 

control. Review of Financial Studies 9, 953-975. 

 

Manaster, Steven and Steven C. Mann, 1999. Sources of market making profit: man does not live by spread 

alone. Working paper, Texas Christian University and University of Colorado. 

 

Odean, Terrance, 1998a. Are investors reluctant to realize their losses? Journal of Finance 53, 1775-1798. 

 

Odean, Terrance, 1998b. Volume, volatility, price, and profit when all traders are above average. Journal of 

Finance 53, 1887-1934. 

 

Odean, Terrance, 1999. Do investors trade too much? American Economic Review 89, 1279-98. 

 

Shefrin, Hersh and Meir Statman, 1985. The disposition to sell winners too early and ride losers too long: 

theory and evidence. Journal of Finance 40, 777-790. 

 

Shiller, Robert J. 1997. Human behavior and the efficiency of the financial system, working paper, Yale 

University, prepared for Handbook of Macroeconomics, John B. Taylor and Michael Woodford, editors. 

 

Shumway, Tyler, 1997. Explaining returns with loss aversion. Working paper, University of Michigan. 

 

Silber, William L., 1984. Marketmaker behavior in an auction market: an analysis of scalpers in futures 

markets. Journal of Finance 39, 937-953. 

 

Thaler, Richard and Eric Johnson, 1990. Gambling with the house money and trying to break even: the 

effects of prior outcomes on risky choice. Management Science 36, 643-660. 



Jim Goulding December 2005  www.jamesgoulding.com 

 

133 

 

re
se

a
rc

h
 n

o
te

 

 

 

Losing Trades; Part III 
 

This paper continues to look into the behavior of traders when it comes to 

losses. I will be citing two professors that are experts in this field: Locke and 

Mann (L&M). 

 

Part III will specifically look into the behaviors of successful traders. Most 

information herein is based on a paper L&M wrote titled, Do Professional 

Traders Exhibit Loss Realization Aversion? 

 

L&M's paper states in essence that traders hold losing trades longer than 

winning trades and the average position size for losing trades are larger than 

for winners.  

 

So what do successful traders do to avoid this situation? They get out of their 

losers.  
 

 

Defining Success
20

 

"To determine whether success is related to discipline, we first tackle the problem of 

formulating a working definition of success. Intuitively, trading revenue ought to be 

directly related to trading success. However, the amount of risk undertaken in order to  

achieve short-term revenue is certainly vital to long-run survival.  

 

"To accommodate this sampling problem, we utilize two related measures of success. 

The first measure is total income for the six-month sample period. The second measure, 

which we label 'risk-adjusted performance', or RAP, measures a trader's daily "return" on 

a measure related to the economic capital required by traders to cover potential losses 

undertaken in order to trade the position. The RAP measure gives low rankings to traders 

who may have been successful in terms of income, but exposed themselves to relatively 

higher risk in the process of generating the income. 

 

"We estimate a measure related to a trader's economically required capital by considering 

the trader's marked-to-market position for each minute of each day that the trader trades. 

We define the maximum exposure for each trader each day as the absolute value of the 

trader's maximum loss exposure (negative mark-to-market) each day. In some cases this 

may be the largest loss taken by a trader, but more generally will represent the largest 

potential loss. We define an ex post value at risk (VaR) measure as the 95th percentile 

daily maximum exposure for the trader. If a trader trades for one hundred days, we take 

the trader's fifth largest potential loss over the hundred days as the ex post VaR. 

 

                                                 
20

 Do Professional Traders Exhibit Loss Realization Aversion? Locke and Mann, p21. 
 



Jim Goulding December 2005  www.jamesgoulding.com 

 

 

134 

 

"Given our VaR estimates related to trading capital requirements, we define the RAP as 

the average daily income divided by the VaR. Table 7 reports distributional statistics for 

RAP rankings. From this table, it is clear that traders with similar average trading 

incomes vary widely in the amount of risk they take in order to earn the income. 

 

"The first two columns report median incomes and median 95th percentile potential 

losses for the traders within each quartile. The median trader in the highest RAP-ranked 

quartile for the Deutsche mark earned a daily average of $1,101, and the 95th percentile 

potential loss for traders in the highest ranked Deutsche mark group was $3,398. The last 

column of Table 7 provides the RAP for the median trader in the highest-ranked 

Deutsche mark group has an RAP of 0.359. 

 

"A natural interpretation of the RAP ratio is the relationship of income to potential loss. 

In this sense, traders with a RAP of 0.20 risk at least 5 times their average daily trading 

income around once every 20 days. From this table it appears that lower-ranked traders 

expose themselves to much more risk for a given level of income. For example, the 

median traders in the second and third ranked Deutsche mark groups have RAPs of 0.142 

and 0.058, respectively, which indicates that these traders risk about seven times and 

seventeen times respectively, their mean daily income every twenty days."
21

 

 

So, what does all of this mean? Unsuccessful traders expose themselves to more risk to 

generate income. Overtime this equation (income potential to loss) states that you will 

either blow out, or never move to the next level.   

 

Said concisely, L&M state, "…median traders in the second- and third-ranked Deutsche 

mark groups have RAPs of 0.142 and 0.058, respectively, which indicates that these 

traders risk about seven times and seventeen times respectively, their mean daily income 

every twenty days."
22

  

 

Let's look at this from a different perspective. L&M write, "As Table 8 and the figures 

show, profitability remains relatively constant across holding times for higher ranked 

traders, in marked contrast to the lowest ranked traders. For example, the lowest RAP 

quartile for Dmark traders earns $8.63 per contract on average for trades held less than 1-

minute, but lose $11.52 on average for trades held longer than 10 minutes. In contrast, 

Deutsche mark traders in the highest RAP quartile have comparable revenue per contract 

of $8.44 and a positive $14.87 respectively."
23

 

 

"If relative discipline is defined as the relative absence of loss realization aversion, or a 

relative propensity to quickly take losses, then the evidence in this section is consistent 

with the notion that relative discipline is related to success. The least successful traders 

seem particularly prone to the disposition effect."
24

 

 

                                                 
21

 ibid  pp21-22 
22

 ibid  pp21-22 
23

 ibid  p24 
24

 ibid  p24 
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Summary and Conclusion
25

 

"In this paper we provide evidence that professional futures floor traders appear to be 

subject to the disposition effect. These traders as a group hold losing trades longer on 

average than gains. As previous research documenting loss realization aversion focuses in 

small retail customers and experimental subjects, these findings – that professional 

traders, whose livelihood depends on their success, also exhibit the disposition effect-

provide evidence that behavioral attributes are pervasive in the population.
26

  

 

"Examination of differences in trading activity and subsequent trader success shows that 

the least successful traders appear to exhibit most strongly the characteristics described as 

less disciplined.  Specifically, while traders at every success level on average hold losses 

longer than gains, the least successful traders hold losses the longest while the most 

successful traders hold losses for the shortest time. Thus there is evidence that trading 

success is negatively related to the degree of loss realization aversion."
27

 

 

___________________________________________________ 

Locke & Mann 

Peter J. Locke is from the Finance Department, School of Business and Public 

Management, The George Washington University, Washington DC. 

 

Steven C. Mann is from the M.J. Neeley School of Business, Texas Christian University. 

Fort Worth, Texas.   

 

Do Professional Traders Exhibit Loss Realization Aversion (pdf file of the original 

paper.) 

  

The Disposition Effect 

"…the disposition effect, based on the prospect theory of Kahneman and Tversky (1979), 

as an explanation for the perceived anecdotal evidence at that time of investor reluctance 

to realize losses. The disposition effect arises when investors focus on a reference point 

for their position from which gains and losses are calculated, rather than following a 

portfolio choice model. Agents are alleged to use a form of "frame reference" - evaluating 

opportunities to close existing positions as either gains or losses, measured against the 

reference point." -- Do Professional Traders Exhibit Loss Realization Aversion? Locke 

and Mann, p3. 

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  
  

 

 

                                                 
25

 ibid  p27 
26

 ibid  p27 
27

 ibid  p28 

http://loss-realization.behaviouralfinance.net/LoMa00.pdf
http://www.jamesgoulding.com/CV.html
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Mandelbrot's Observations and Empirical Proof 
 

Benoit Mandelbrot, the father of fractals, has one of the greatest mathematical 

minds on earth. I've been studying one of his books 

for…oh…mmm…well…going on three years now. Its mind numbingly 

complicated; filled with enough mathematical equations to make your head 

spin. It's worth it though, because I knew he was onto something due to his 

honesty. For instance,  he's completely against theories that are consistently 

put out there to sucker people into believing they are buying the holy-grail of 

financial price prediction. (I know the people who sell these theories 

personally because I've been sucked in many times.)   

 

If you relish your money, read what he has to say, in this paper, about price 

prediction.  

 

There are several reasons why I wrote this paper. One reason is to introduce 

you to his world of thinking. Although he doesn't give a specific trading 

system that you can import into your analytical trading software, he does write about 

what you should investigate and what you shouldn't investigate. Secondly, I want to warn 

you that if the word fractal is tied to an indicator or software program, be very careful 

with it because there are many bad fractal programs.  

 

This paper also covers Benoit's writings concerning certain "indicators" and "trading 

systems".  I've also included some of his observations about the markets. Meaning, some 

of the things he thinks deserve extra attention.  

 

I'm leaving all math equations out of the paper…because…well…I don't understand any 

of them. (I've provide reference pages from his writing if you'd like to look them up.) 

What I do know about his equations are they're empirical proof that unequivocally 

discount many financial price-predicting models and probability-theory models.   
 

One of the greatest things I've realized from his work is what not to study. This paper 

includes a lot of that. Indeed you may see some things in here that I have personally 

recommended and Benoit is indeed discounting the method. It took me a long time to 

extract exactly what Benoit was saying in his writings. His writing is so technical and as I 

said before I am not a math person. Theories and abstractions maybe, but equations? 

Fergetit.  

 

The reason I wrote this paper is very important. I was implementing the installation of 

MATLAB which is a sophisticated analytical program for financial instruments. The 

reason I wanted MATLAB was to run a Mandelbrot theory called the Multifractal Model 

of Asset Returns (MMAR) and apply it to our markets.  

 

http://www.math.yale.edu/mandelbrot/
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What I found, while setting up the software, was an enormous amount of assumptions the 

software made about analyzing price data. Assumptions that have been, empirically, 

proven wrong. MATLAB is very expensive. And, it's well regarded in many industries as 

cutting edge. It has lots of bells and whistles. However, in my opinion much of it is 

useless due to the assumptions made from the writers of the software. I'll give them this 

much, they admitted it in their documentation.  

 

Furthermore, while reading the MATLAB documentation, if you didn't know what 

stationary, nonstationary series process, Fat tails, and Long memory are, you'd of trusted 

this software to give you signals to buy and sell the market.  

 

Unfortunately, 99% of traders trust the software / system because they want the holy-

grail. If it was the holy-grail, you know one thing, it wouldn't be packaged and sold to 

you.  

 

So, beware of what you don't know, concerning trading system/software/indicator claims, 

etc. Learn from my mistakes. Understand that there's a heck of a lot of people selling 

tents and shovels.  

 

As you read this paper, don't freak out because of the terminology. What's important is 

what Benoit is saying about specific terms. Terms that are identifiable with software 

trading systems and indicators.  

 

In this paper, if you see the term Gaussian, then there will be an explanation later in the 

paper. It may be written by me or Mandelbrot. The term may make more sense after 

you've read the whole statement and/or the notes I've made after the statement. [My notes 

will be encased in brackets.] 

 

Fractals and Scaling in Finance 

"Gaussianity
28

, random walks, and martingales are attractive hypotheses, but disagree 

with the evidence concerning price variation."
29

  

 

[In a paper Mandelbrot wrote, called M1963,
30

  he proved that the price behavior of 

financial data is clearly not Gaussian. This conclusion, that the price behavior of 

financial data is clearly not Gaussian is a main theme throughout his work. Without 

going into major background, you need to understand that price prediction has been based 

on the theory that prices are Gaussian ever since the Gaussian theory was discovered, in 

1900, by the mathematician, Bachelier. M1963 proved the theory wrong. However, 

people still base everything on the theory that prices are Gaussian. Read on, you'll be a 

pro at these terms by the end of this paper. More on Random walk and Martingales later. 

                                                 
28  Named after the mathematician, Gauss.  
29  Fractals and Scaling in Finance, p 50 
30 M = Mandelbrot, and 1963 is the year he published the paper. You could look 
this paper up in the Internet by typing in “M1963”.  With the quotation marks.  
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They're important because many software/trading systems contains these terms. Their 

sucker terms because they don't work.] 

 

"Scaling can take two forms, uniscaling and multiscaling, and the proper model of 

foreign exchange rates appears to be a multifractal one." 
31

  

 

[I note the statement above, because it may come in handy at a later date. I'll abbreviate 

these types of notes as LD, which stands for Later Date. If for some reason you are 

studying a system in currency trading, you'll know that multifractal scaling is important.] 

 

On Risk & Probability of Ruin theory: "In effect, much of the statistics places an equal 

degree of confidence in the Gaussian distribution. For example, many refined theorems 

concerning risk and the probability of ruin only hold in a universe in which the Gaussian 

holds with absolute exactitude." 
32

 

 

[In M1963, he proved that the price behavior of financial data is clearly not Gaussian.  

So he's saying that Risk & Probability of Ruin theory doesn't hold water because they are 

based on Gaussian distribution of prices. This simply blows me away. The street is over-

run with probability software and PhDs claiming you must run Risk & Probability of 

Ruin statistics! No, no, you don't have to run them. They don't work.]  

 

"…changes in fast moving interest rates are surely not independent." 

[This is one of those things that I find extremely important and have no idea why. So, I 

toss it in for use at a LD.]
33

 

 

Concerning ARCH
34

-like processes and Brownian motion: "I take the liberty of 

challenging the proponents of the Brownian motion and ARCH-like processes to examine 

how the graphic outputs of their algorithms compare with the actual data. I have no doubt 

about the outcome."
35

 

 

[There are other examples of these two processes later in this paper. ARCH stands for 

"Autoregressive Conditional Heteroscedasticity". You'll see many different 

bastardizations of this model. You'll also see the words Autoregressive and 

Heteroscedasticity used by software sales people to help sell a program. And, you should 

see the pretty pictures it makes! Of the two terms mentioned above, Brownian motion and 

ARCH, I believe ARCH is of particular importance. Many trading theories out there are 

based on the math of ARCH. MATLAB has a whole book on ARCH and a whole 

software package. IMO, it's useless.] 

 

                                                 
31  Fractals and Scaling in Finance, p 61 
32  ibid, pp 62-63 
33  ibid, p 63 
34  All right, get ready for this term. ARCH stands for “Autoregressive Conditional 
Heteroscedasticity”.  
35  Fractals and Scaling in Finance, p 66 
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"Hyperbolic distribution is analytically convenient."
36

 

[Another big term thrown around in the trading system world, hyperbolic distribution. If 

you see it, run away.]  

 

Hydrology and finance are similar. 
37

 

[Fascinating]  

 

Fourier series is not a model, only a versatile representation. "A satisfactory statistical fit 

is of no use in science unless the fitting parameters are consistent in time and have no 

intrinsic meaning." 
38

 

 

"…ARMA
39

 is not a model, only a versatile representation. [Again] A satisfactory 

statistical fit is of no use in science unless the fitting parameters are consistent in time and 

have no intrinsic meaning….they have no predictive value whatsoever. 
40

  

 

[He is saying the same thing about Fourier and ARMA in the same sentence. I simply 

separated them into two statements.] 

 

"The ARCH representations and its variants. The comments that follow are addressed to 

the readers already acquainted with this common "fix" to Brownian motion. In spirit, the 

ARCH model is closely related to models that inject a trading time, such as the 1967 

model based on subordination (M & Taylor 1967 or the M1972 model). The fit of an 

ARCH-like model is likely to be good or even excellent, if only because there is no upper 

bound on the number of parameters. However, all the reservations concerning ARMA 

extend to ARCH….That is, ARCH analysis fails, by its very nature, to be faithful to the 

long-term component that the multifratcals involve, and that the eye sees in the financial 

data." 
41

 [Mandelbrot's emphasis] 

 

"Interpolation and extrapolation. Yet another deep difference between ARCH and the M 

1972 model shows up when models based on daily data have to be interpolated or 

extrapolated to higher frequencies. In ARCH, analytical procedures are not available."
42

  

 

[Benoit comments that interest in Pareto's law for distribution of personal income 

regarding the scaling distribution related to the law, should dominate economics.
43

  

 

He's stating that Pareto's law should be revisited. He also goes on to introduce this law 

into statistical economics as an alternative to what's being used now in statistical 

                                                 
36  ibid, p 69 
37  ibid, p 72 
38  ibid, p 72 
39  auto-regressive moving averages 
40  Fractals and Scaling in Finance, p 72 
41  ibid, p 73 
42  ibid, p 73 
43  ibid, p 79 
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economics. He also writes about scaling distribution, which is very important in his work. 

More on this below.] 

 

"…I propose to show that the scaling distribution literally cries out for our attention 

under many circumstances. Those circumstances include (1) taking seriously the 

simplified models based on maximization or on linear aggression (2) taking a cautious 

view of the origin of the economic data or (3) believing that the physical distribution of 

various scarce mineral resources and of rainfall is important in economics"
44

 

 

"We shall see that the most important feature of the scaling distribution is the length of its 

tail, not its extreme skewness."
45

 

 

"…Pearson's measures of skewness and kurtosis – are meaningless."
46

 

[I've run across Pearson's and Kurtosis' measurements when analyzing trading systems, 

with backtesting results. Many statisticians swear by these two measurements. Benoit 

purports that they are useless.] 

 

"The only criteria of trustworthiness is replicability in time." 
47

 

 

[By far, this is his most pertinent statement in the book. If there is a system that you want 

to trade, after backtesting it and running it through the most sophisticated software 

programs out there, run it for a while and see if it actually works in real-time, day after 

day.]  

 

Here are some terms that Mandelbrot writes about that I'll list for the particular reason 

that you should avoid anything to do with these. In other words, if claims are being made 

about a trading system or indicator that includes the following terms, avoid them. They 

are worthless.  

 Random-walk theory 

 Chaos theory and the merger of fractals. Mandelbrot had nothing to do with 

this and doesn't endorse any of it.  

 Theory of Dynamical Systems 

 Disorder Theory 

 ARCH, GARCH 

 Autoregression 

 Elliott Wave (see below) 

 

On probabilist : Mandelbrot calls, Adrei Nikolaievich Komogorov (1903-1987), the 

greatest probabilist of the century. 
48

 

 

                                                 
44  ibid, p 80 
45  ibid, p 80 
46  ibid, p 93 
47  ibid, p 95 
48  ibid, p 115 
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On Elliott Wave: [Sorry folks, you won't like this. Even I like EW. However…] 

"Elliott's work fails the requirements of objectivity and repeatability: in his own words 

[Ralph Elliott's], "considerable experience is required to interpret [it] correctly" and "no 

interpretation [is] valid unless made by [him or his direct licensees]."
49

 

 

On Randomness: Benoit states that randomness must be broken down into three 

categories to properly understand it. As he writes, "…different states of randomness must 

be distinguished and faced. There is wild randomness exemplified by distribution with 

infinite variance. There is also an intermediate possibility exemplified by the lognormal: 

it is slow randomness – a term deliberately selected to imply what it says."
50

 

 

[What he is saying is that randomness in the market can't be taken as a whole. And, that's 

exactly what statisticians do when measuring the market with their 'tools'. He writes that 

as physics must distinguish between different states of matter, so must probability theory. 

So, when taking probability theory into account, ask if the software you are using breaks 

down the randomness into three categories or does it look at randomness as a whole. The 

odds are the software does not take this into account. Therefore, the software is useless. 

However, Benoit's work does take this into account. I'm looking for the software that 

includes this feature, concerning probability theory studies.]  

 

On Spectral Analysis: "A major but unrecognized "blind spot" of the spectral analysis; 

spectral whiteness is insensitive to change of trading time, therefore misleading." 
51

 

 

[Benoit is referring to analysis that involves some of the following:  

 Wavelets, which include  

o Wavelet Packet Transforms  

o Wavelet Power Spectrum  

o Discrete Wavelet Transform 

o Signal processing 

 

[What would be considered a good wavelet?  One that simulates Fractal Brownian 

Motion.]  

 

On Lognormal Distribution: "A hard look at the lognormal reveals a new phenomenon 

of delocalized moments. This feature implies several drawbacks, each of which suffices 

to make the lognormal dangerous to use in scientific research….the lognormal's 

wondrous properties are irrelevant and thoroughly misleading; it is not the statisticians 

best friend, perhaps even their worst one." 
52

 

 

[Again, this is discussing a term. That term is, Lognormal. This term is thrown around as 

a price predictor. It isn't.] 

                                                 
49  ibid, p 115 
50  ibid, p 115-16 
51 ibid, p 163 
52 ibid, p 255 
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On Martingales: [They don't work as price prediction models.
53

] 

 

Although a paper like this can be difficult to comprehend due to the unfamiliar 

terminology, it's worth reading through and keeping for later reference. Especially when 

you run into the situation where someone is trying to sell you an indicator or a trading 

system that has complicated terms attached to it.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding 

  

 

________________________ 

References: 

Fractals and Scaling in Finance, by Benoit B. Mandelbrot.  

Statistical analysis of financial time series under the assumption of local stationarity, by 

Clémençon Stephan.  

A Multifractal Model of Asset Returns, by Benoit B. Mandelbrot. 

________________________ 

 

 

 

Below: My trading desk, circa 2008. Eight screens were used to bring different types of 

information to me so I could read the markets and disseminate information to our traders 

around the globe.  

                                                 
53 ibid, p492 
 

 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
http://www.math.yale.edu/mandelbrot/
http://www.proba.jussieu.fr/pageperso/clemencon.html
http://www.math.yale.edu/mandelbrot/
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Money Management 101 
Volume # 1 

[You will need to go to my web site and download an interactive spreadsheet. 

Please go to:  

 

You'll need a spreadsheet that I have provided for you on my web site for this 

note:  Money Management 101 Spreadsheet (xls for MS 1997-2003) 

Click the following link:  

 

http://www.jamesgoulding.com/Research%20Notes%20for%20Traders%20(Book)/Downloads%

20(RnFT%20)/Money%20Management%20for%20Traders%20-%20James%20Goulding.xls 

Or, go to my web page http://www.jamesgoulding.com/RNFT.htm and click the 

Spreadsheets button  

Why do you think the Insurance industry and the Gambling industry makes money 

consistently? They play the probabilities and their history of earnings show that they are 

correct in playing probabilities.  

 

Have you ever gone back in history and looked at a study of skyscrapers?  

      Home Insurance Building in Chicago, 1883  

      Metropolitan Life Insurance Tower in 1909, 

      Manhattan Life Insurance Building 1894 

      Two Prudential Plaza Chicago, IL 

      John Hancock Center 

Aon Center Chicago, IL 

Aon Center Los Angeles, CA 

MetLife Building New York, NY 

Hancock Place Boston, MA Home Insurance Building in Chicago, 1883  

Metropolitan Life Insurance Tower in 1909 

 

Do you know why Warren Buffett is the largest owner of insurance companies in the 

world? Do you know why he took in 1.7 billion in net profit in 2004 from his insurance 

holdings? Probabilities.  

http://www.jamesgoulding.com/Research%20Notes%20for%20Traders%20(Book)/Downloads%20(RnFT%20)/Money%20Management%20for%20Traders%20-%20James%20Goulding.xls
http://www.jamesgoulding.com/Research%20Notes%20for%20Traders%20(Book)/Downloads%20(RnFT%20)/Money%20Management%20for%20Traders%20-%20James%20Goulding.xls
http://www.jamesgoulding.com/RNFT.htm
http://www.answers.com/main/ntquery;jsessionid=e12g5oospp2p?method=4&dsid=2222&dekey=Manhattan+Life+Insurance+Building&gwp=8&curtab=2222_1&sbid=lc04b
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=Two+Prudential+Plaza&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=Chicago%2C+Illinois&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=Illinois&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=John+Hancock+Center&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=Aon+Center+%28Chicago%29&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=Chicago%2C+Illinois&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=Illinois&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=Aon+Center+%28Chicago%29&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=Los+Angeles%2C+California&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=California&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=MetLife+Building&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=New+York+City&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=New+York&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=John+Hancock+Tower&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=Boston%2C+Massachusetts&gwp=8&curtab=2222_1
http://www.answers.com/main/ntquery?method=4&dsid=2222&dekey=Massachusetts&gwp=8&curtab=2222_1
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Insurance is a bet well placed. What about Casinos? They take the odds all the time and 

they win over the course of time. It's money management (MM) at its best.  

No matter how hard you work, or 

 how much you read 

 study 

 chart 

 take courses 

 take seminars 

 write trading systems 

 Nothing will work in the end if you don't money manage.  

 

How do I know? Math doesn't lie. MM takes discipline and with that discipline problems 

will manifest. As a trader you will naturally resist it. Why? 

 Do I need to cite the reasons?  

 You all know the reason's because you've all shown the ability to be completely 

undisciplined.  

 However, I'll give you one example.  

o you're up $500  

o you do a trade 

o It's in your face $200 so your net P&L is now reading $+300, NOT +$500.  

o As a trader that is a massive psyche shift and if you don't have MM in 

place, then you will most likely not cover this loser until you are only 

+$100. (Read the research note in this book titled, Losing Trades Part 3,  

if you don't believe me.)  

o If you had MM in place you would have been out at -$150 on that trade 

and ended with a P&L of +$350.  

o The next day when you look at your statement and it shows +$350 you'll 

simply get on with the day. If however, you ended up losing most of your 

money on that trade, yesterday, you will remember it and rue it and chew 

on it and play a lot of mental-tennis. Therefore, you've now started the day 

thinking negatively because you didn't get out of the trade when you 

should have.  

o enough said  

 

Let's look at some MM tools. This is where you'll need the spreadsheet.  

 The first thing you should understand about these MM tools is that they are 

templates. You may recreate them in Excel and you may change them. Make 

them your own.  
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You can adapt them to your commodity 

 By doing that you'll need to learn how the spreadsheet works. That will involve 

time. If you structure the time, then it will not be a chore.  

 Set aside 20-minutes a day for 3 straight days. If  you are a beginner, go over the 

spreadsheet by highlighting cells and look at the formulas. You'll begin to 

understand how they work.  

 If you know excel, then spend the time adapting the spreadsheet to your 

commodity.  

 After you spend 20-min a day for 3 days, take a day off. The following day start 

up again. 20-min a day, for 3 days.  

 

The spreadsheet is an exceptional money management tool for a trader. It gives the trader 

control over their P&L and that will lead to bigger winning days, lower losses, and less 

stress.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding 

 

_______________________________________________________     

 

 

 

 

If the trading pits are gone what replaced them? 

Where do people trade with each other now? Go 

to the next page and you'll see. It's called The 

Ladder. 
 

 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Money Management 101  
Volume #2 

 

The most important rule 

in Money Management is 

everything is run from 

your loss limit 

backwards 
 

 

 

 

1. The most important money management (MM) rule is, everything is run from 

your loss limit back.  

a. Meaning, your trading size is dictated by how much money you have to 

risk, at any given time of the day.  

 

2. When you make or lose money you must MM. It doesn't matter whether you are 

up or down. 

  

3. When you are down half your limit, you must consider taking a break for a few 

minutes. 

  

4. Example for how to manage your money from your loss limit backwards, for a 

FYT (5yr futures spread against 10yr futures) trader follows: 

a. loss limit is $600  

b. Trader's P&L = ($350) 

c. Trader should try to make-back half of that loss. 

d. each FYT tic is worth $45 

e. Since daily loss limit is $600, again, that dictates that the trader should 

only trade a "3 by 2" (3~ 5yrs against 2~10yrs. A "3 by 2" is the lowest 

denomination a FYT trader can trade). Remember that the trader only has 

$250 to risk ($600-350 = $250. If the trader were to lose 5~FYT tics, there 

done.  

 

5. Let's say the trader is up instead of down money 
a. P&L = $300 

b. Trader should try to work his/her way up to $435 
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c. trader may risk 3 ~ FYT tics ($135) 

i. if trader loses 3 ~ FYT tics, they're done for the day.  

ii. The 3 ~ FYT tics that trader has to risk, dictates that trader may not 

trade bigger than a 3x2. 

1. When P&L = $435 

2. trader may risk 4 ~ FYT tics ($180) 

3. if trader loses $180, they're done for the day.  

6. What's a trader is supposed to do when they hit trading loss limit 

a. Exit position 

b. Stop Trading 

 

Thank you,  

Jim Goulding 
_________________________________ 

 

 

 

CBOT,  circa 1900 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

CBOT,  circa 1999
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A look at scalping the Oil market 
 

Contract: Crude Light 

1. Exchange: Nymex (traded electronically on Globex) 

 

2. Symbol and Misc info:  

a. CQG: CLHA7  (March, 2007 as example) 

b. tic dollars: $10, a box (1 cent a barrel, trades in units of 1,000 

barrels) 

c. Open outcry trading  is conducted from 9:00 AM until 2:30 

PM EST.  

  

 

 

 

 

 

1. Things you need to know 

a. This contract is fungible with the pit contract. Therefore, volatility and 

volume both pick up at the opening and closing of the pit.  

b. There are two energy reports released weekly on Wednesday and 

Thursday, at 10:30 EST. The energy markets move a considerable amount 

on these releases. 60-box ranges are possible. I've seen the market move 

up on bearish numbers and vice versa.  

 

1. This contract is very scalp-able. Follow some of these rules and you'll do better 

a. Doubling up is not a good thing. 

b. Adding on to a position is ok. Confused? Allow me to explain 

i. Most traders will be trading 1-3 contracts. If you start off trading 

one contract, then do just that. Trade 1 contract and don't double 

up. Doubling up works a lot, however, when you add up all the 

double-ups and the 2 times they stick it to you, the losses far out-

weighs the gains.  

 

ii. If you're trading 2 lots, trade zones. Identify a price you'd like to 

enter and enter 1 lot. Then, enter the other lot 4-5 boxes away from 

the entry price.  

 

1. Example: It's trading 57.10 and I want to buy 57.00s.  

2. Buy one at 57.00 and enter another buy at 56.95. Odds are 

you'll get both.  

iii. If you're trading 3-lots. Spread your buys (and sells) the same way 

as if you were trading 2-lots.  
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1. Example: Markets trading 57.10 and you want to buy it at 

57.00. Don't try to buy them all at 57.00. Spread them out 

over 7-8 cents. Don't worry, you'll see what I mean when 

you begin trading.  

 

c. Use a stop. Sure…we all say "use a stop". However, when push comes to 

shove and you're in the middle of trading you ignore it. I have news for 

you concerning Oil, use your stop or you will get killed trading.  

 

i. I use a simple ATR (Average True Range), set to 6.  

 
ii. The chart above shows the ATR at 13.33. This converts to 13 

cents. Said differently, the ATR for Oil on the 5 min chart is 13 

cents. (This is a very low number. Oil is usually above 20 or 30 

cents, and 40 is not uncommon). 

 

iii. So, how do I use the ATR? Let me remind you of the four 

questions I always ask when I trade.  

1. Why am I getting in? 

a. This question can be answered many different ways. 

In the chart above I'm using linear regression (LR) 

to help me pick my spots.  
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2. Where am I getting in? 

a. You can use oscillators, or in the chart above, I'm 

letting the LR to tell me where to get in. If the LR is 

at 57.93, then, I'll enter a bid there.  

 

3. Where's my stop?  

a. I'm using the ATR.  

b. I've found with Oil, unlike other markets, there's no 

easy answer with the ATR. If I use the chart above 

as an example, say, I sold the market at its last 

traded price of 58.14. Then, my stop is 13 cents, or, 

58.27. 

 

4. Where's my profit? 

a. 1/2 to 3/4s of the ATR. 

b. Using the chart above, if I sold at 58.14, then my 

profit target range is 58.07/03.  

 

5. Caveats and the ATR 

a. Oil can get really volatile. 20-30 cent ATR's on the 

5 min chart are common. Most of the time my 

trading system is working well so I'll only take 

50/75 percent of the ATR. That's because I have 

confidence that I'll have many more winners than 

losers. (One very important reason why you must 

use a stop.)  

 

2. Let me go back to the question "Why am I getting in?"  

a. Oil correlates to several commodities. Namely, Heating oil and Nat-gas. 

Both can be brought up in your charting software. Just make sure that 

when you bring them up on the chart you're getting the pit and the 

electronic quoted (combined symbol). Example for Heating Oil: HOA is 

the correct symbol, not, HO, in CQG.  

 

b. Once you look at these two other markets you'll see how Oil follows these 

two commodities. Some days it follows nat-gas, some days it follows 

heating oil.  

 

c. I've traded off of both markets and they work well. For example, if I'm 

long oil from an LR entry, then, nat-gas starts rallying, I feel a lot better 

holding on. Or, I see HO start to rally; I'll jump in the oil and get long.  

 

d. I've also used an oscillator for entries. HOWEVER, let me state that I 

customize my oscillator so it is a detrended oscillator. That means you 

bring up a normal oscillator, that comes with any software package, and 

change the parameters to 1/7. When you bring it up it'll probably be set to 
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8/1. An oscillator is simply two moving averages combined. By reversing 

the averages, as I've done, you change the oscillator into a detrend. 

Detrend's are great for entries. Example: 

e. 
 

 

f. Note the "Osc" in the bottom of the chart.  

i. I have lines drawn at +20 and -24. I'll enter a trade with the 

oscillator gets to either level. If it hits +20, I'll fade it and sell. If it 

gets to -24 I'll fade it and buy.  

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html  

http://www.linkedin.com/in/jamesgoulding 

  

 

References: 

NYMEX Oil:       http://www.nymex.com/WS_spec.aspx 

ATR:                   http://www.investopedia.com/terms/a/atr.asp 

 
 

 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
http://www.nymex.com/WS_spec.aspx
http://www.investopedia.com/terms/a/atr.asp
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Psychology 
 

How important is psychology and trading? It's the most important. In this 

paper I'll share some resources that a trader can use to assist in overcoming 

internal battles.  

 

Facing internal demons is not easy. I liken it to opening Pandora's Box. 

However, many traders need not go that far. Sometimes it's just a matter of 

picking up a few 'tools' or nuggets about psychology.  

 

Some traders learn from other's personal experiences. If you'd like to read an 

in-depth account of my battle with my demons you can download my book 

for free, from my web site. The title is From the Pits to the Pits. The first half 

of the book is much more entertaining than the second half. The second half is 

very intense and delves very deeply into my psyche and fleshes out just how 

far someone will go to succeed.  

 

My second book, 8 Steps to Therapy, takes a different teaching approach (my non-fiction 

books are about teaching/sharing my experiences to help others). I took all the people 

who helped me and put them into a fictional character named Dan. That character leads 

me down a road to recovery.  

 

Other trader's learn better from authorities on the subject they're studying. I offer up two 

of the people I've read and perhaps they can help you too; Carl Jung and Tony Robbins.  

 

Carl Jung 

Read about his work surrounding the observing ego. I can't say enough about it.  

 

Tony Robbins 

Start with the book, Awaken the Giant Within.   

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding 
  

 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Technical Analysis 101 
There's a great book on Technical Analysis, by Martin J. Pring, Technical 

Analysis Explained. I have the 4
th

 Edition, which was printed in 2002. This 

paper will cover some of the basics that Pring writes about in his book.  

 

I want to know what the formula is. I don't care what I'm working on. It could 

be writing a book, writing a paper, a business plan, building a spreadsheet, 

photography, music, or what-have-you. There's a basic formula for everything 

and Technical Analysis (TA) is no exception.  

 

Once TA is broken down into categories it's much easier to manage.  

 

There are 3 categories to TA
54

 

 Sentiment 

 Flow-of-Funds 

 Market Structure indicators 

 

Sentiment 

This indicator tracks opinion. That opinion is coming from insiders, fund managers 

(advisory services), individual investors, and floor traders (pros).  

 

Assumption: 

 

 Different groups of investors are consistent in their actions at major market 

turning points.
55

 

 Examples 

o insiders are usually correct at market turning points
56

 

o advisory services are usually wrong at market turning points
57

 

 Larry Williams created an indicator for futures trading called Pro-

Go, that can be applied to a chart so you can fade these investing 

services.  

 

Flow-of-Funds 

This is a branch of TA used on the stock market. However, in the futures industry there's 

something that I consider equivalent to Flow-of-Funds and that is the Commitment of 

Traders Report  (COT) released by the CFTC  weekly.  

 

                                                 
54

 Technical Analysis Explained, Pring. p3 
55

 ibid, p3 
56

 ibid, p4 
57

 ibid, p4 

http://www.cftc.gov/cftc/cftccotreports.htm
http://www.cftc.gov/cftc/cftccotreports.htm
http://www.cftc.gov/
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 "The COT reports provide a breakdown of each Tuesday's open interest for 

markets in which 20 or more traders hold positions equal to or above the reporting 

levels established by the CFTC. The weekly reports for Futures-Only 

Commitments of Traders and for Futures-and-Options-Combined Commitments of 

Traders are released every Friday at 3:30 p.m. Eastern time."
58

  

 

 The report is broken down into type of trader. There are 2 categories by the 

CFTC. 

o "Commercial and Non-commercial Traders – When an individual 

reportable trader is identified to the Commission, the trader is classified 

either as "commercial" or "non-commercial." All of a trader's reported 

futures positions in a commodity are classified as commercial if the trader 

uses futures contracts in that particular commodity for hedging as defined 

in the Commission's regulations (1.3(z)). A trading entity generally gets 

classified as a "commercial" by filing a statement with the Commission 

(on CFTC Form 40) that it is commercially "...engaged in business 

activities hedged by the use of the futures or option markets." In order to 

ensure that traders are classified with accuracy and consistency, the 

Commission staff may exercise judgment in re-classifying a trader if it has 

additional information about the trader's use of the markets." 
59

 

 

o "A trader may be classified as a commercial in some commodities and as a 

non-commercial in other commodities. A single trading entity cannot be 

classified as both a commercial and non-commercial in the same 

commodity. Nonetheless, a multi-functional organization that has more 

than one trading entity may have each trading entity classified separately 

in a commodity. For example, a financial organization trading in financial 

futures may have a banking entity whose positions are classified as 

commercial and have a separate money-management entity whose 

positions are classified as non-commercial." 
60

 

 

 However, there's a better way to categorize the traders. Breaking them down into 

3 categories, not 2.  

o Visit this web site, commitmentsoftraders.com and you will see that 

George Slezak has broken the traders down into 

 Small Specs 

 Large Specs 

 Commercials (Hedgers) 

 There's an example of his work below 

 

                                                 
58

 http://www.cftc.gov/opa/backgrounder/opacot596.htm  
59

 ibid 
60

 ibid 

http://64.82.65.31/cot/cotp2.htm
http://www.cftc.gov/opa/backgrounder/opacot596.htm
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 The idea is to fade small specs and go with large specs. This is arguable. There's 

been much written about this formula. However, the COT is still a powerful tool.  
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Market Structure Indicators 

This is the main theme in Pring's book and the main concern for us, commodity traders.  

 

 "These indicators monitor the trend of various price indexes [anything you can 

chart],…cycles, volume, and so on in order to evaluate the health of the prevailing 

trend."
61

  

 

 Indicators include 

o moving averages 

o peak and trough analysis 

o price patterns 

o trend-lines etc…
62

 

 

 "Most of the time, price and internal measures, such as market breadth, 

momentum, and volume, rise and fall together, but towards the end of the market 

movements, the paths of many of these indicators diverge from the price. Such 

divergences offer signs of technical deterioration during advances and technical 

strength following declines."
63

  

 

 "Since the technical approach is based on the theory that the price is a reflection 

of mass psychology, or crowd in action, it attempts to forecast future price 

movements on the assumption that crowd psychology moves between panic, fear, 

and pessimism on one hand and confidence, excessive optimism, and greed on the 

other.
64

  

  

 "…the art of technical analysis is concerned with identifying these changes at an 

early phase…"
65

 

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding 
  

 

                                                 
61

 Technical Analysis Explained, Pring. p5 
62

 ibid p5 
63

 ibid p5 
64

 Technical Analysis Explained, Pring. p5 
65

 Technical Analysis Explained, Pring. p5 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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The New Generation Gap 
 

I was having a conversation with my nephew, of the Millennial generation 

(b1982-2003?), at Thanksgiving dinner and realized that there's a major 

misunderstanding between the Millennials (Mills) and the older generations.  

 

The Mills don't want to listen to the older generations because we are  

1. so cynical  

2. we are constantly communicating that America is doomed.  

I want to dispel the rumor that America is doomed. Perhaps we are up-a-creek 

without a paddle; however, this is normal. We seem to find our way up that 

creek like clockwork, every 80 years or so, since this country was formed.  

America will come out on top and we as a country are headed to a new and 

better future. What I have been trying to communicate, since 2003, to the 

Mills and anyone else that would listen is that : 

1. we were headed into a financial crisis and an era that can be defined as Winter;  

2. the Winter era would be very difficult and life as we knew it would change.  

What I haven't communicated is that we will be fine when this is over. The cycle will 

continue from Winter to Spring. The Spring era may not come until 2024 but it will 

come.  

The Mills' have many talents, one being, they fix society from a civic stand-point. Where 

boomers brought focus to the individual and rebelled against their civic-minded fathers 

(the GI generation) the Mills will rebuild the broken systems the boomers and Xers left 

behind but with concentration on community, not the individual.  

Furthermore, the Mills will soar at math and science.  There's been much consternation to 

the depletion of mathematicians and scientists over the last 30 years. Yet, this is a normal 

cycle that can be found inside the archetype of each of the four generations that are born 

over and over again in the US. Some generations are good at writing, some are good at 

math, and some are entrepreneurs, some are medical wizards. If a generation is defined as 

about 20 years in length and there are 4 different types of generations born in the US in a 

cycle that repeats every 4
th

 generation then you can see how we could deplete those 

specific areas of expertise that each generation excels at. Today, we are low on 

mathematicians and scientists…but not for long.  

Looking back my conversation with my nephew, on Thanksgiving, I realized that my part 

of the conversation was laced with the usual cynicism and anger at the elite. "America is 

screwed and things are going to get much worse when austerity hits", I said. My nephew 

replied, that he doesn't believe that America is going down, that the sky is falling etc.  

http://www.blog.lifecourse.com/mi/insight/def/millennial-gen.html
http://www.blog.lifecourse.com/mi/insight/turnings/fourth.html
http://www.jamesgoulding.com/essays.htm#Debt
http://www.jamesgoulding.com/generations.htm#Turnings
http://www.jamesgoulding.com/generations.htm#4th_Turning_(Crisis_Cycle)
http://www.jamesgoulding.com/generations.htm#Turnings
http://www.blog.lifecourse.com/mi/insight/def/gi-gen.html
http://www.blog.lifecourse.com/mi/insight/def/boom-gen.html
http://www.blog.lifecourse.com/mi/insight/def/13th-gen.html
http://www.jamesgoulding.com/generations.htm#Archetypes
http://www.jamesgoulding.com/generations.htm#Strauss_and_Howe_predict_another_trend_a_decade_before_it_happened
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That's when the epiphany came. Well of course America's not going down, I thought. 

Suddenly our conversation was interrupted, the night rushed by and I wanted to finish the 

conversation with him but found myself, wife, and kids saying goodbye before I could 

talk with my nephew.  

Well, here's my chance to finish that conversation. My message to my nephew, and the 

rest of anyone who reads my writing is as follows: We aren't doomed. Generational and 

Turnings theory is the only theory I've found that do a great job at predicting the future of 

society. Those theories show that we will not only survive but will grow, expand, 

flourish, and life will go on in America under the same systems we've used and tweaked 

since 1776. The Mills will become scientists and mathematicians. They will bring civility 

back to America and by 2025 this country will not look the same, it will look better. We 

will sacrifice individual rights in the process because that's what a Hero/Civic generation 

(the Mills) does. They build community to the extreme at the sacrifice of the individual. 

For better or worse, that's the cycle. Perhaps the cycle betters itself after each passing, for 

our  society does not grow linearly? I believe both to be true.  

Lastly, yes, the next 15 years are going to be difficult. That's why they call it Winter. 

How will we see it through? The Millennials will offer their expertise in teamwork, and 

make sacrifices of their lives if called upon to fight a war;, the  Xers will offer leadership 

through pragmatism while protecting the new generation The Homeland Babies (b2004?-

2021?), and the boomers will "define the acceptable behavior of other nations narrowly, 

and the appropriate use of American arms broadly." 
[1]

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding 

12/06/2010 

 

[1] Generations p302 

 

 

http://www.blog.lifecourse.com/mi/insight/generations/intro.html
http://www.blog.lifecourse.com/mi/insight/turnings/intro.html
http://www.jamesgoulding.com/generations.htm#Hero
file:///C:/Users/jgoulding/Documents/My%20Web%20Sites/generations.htm%23_ftn1
http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
file:///C:/Users/jgoulding/Documents/My%20Web%20Sites/generations.htm%23_ftnref1
http://www.amazon.com/Generations-History-Americas-Future-1584/dp/0688119123?&camp=212361&creative=383957&linkCode=waf&tag=jamesgoulding-20
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Roll Trade 
Trade  

 Buy June/Sep ZN spread at +2 

 Stop:  -5  

 Profit Target: get out where you want.  

 

Evidence 1 

CTD switches make for volatile basis trades and futures trades. We may very 

well see this when Sep hits front month in futures.  

 

The following picture is from Bloomberg, showing: 

 the 2 contracts competing for CTD for SEP delivery.  

 Note the implied repo rate and the net basis.  

 They're very close, which implies competition for CTD into the Sep 

delivery process.  
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The CTD for Sep delivery has already changed twice, as shown in the two pix below.  

Here are the historical prices for -- the 3 5/8 of 05/13  

(the 4 1/4s of 08/13 are below this chart.)  
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 As of 05/08/2006 

o Chart of spread 04/09/2006 – 05/8/2006 (hourly) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 Enter at +2.5 (Green Line)  

 Spread is currently +5 

 All the low spikes were overnight. Don't know if it even traded there.  

 Current out-rights 

 June 105.04+ 

 Sep 104.31+ , as of 10:45 am CDT 05/08/2006 

Evidence 2: Size of Issuance 

Here are the facts:  

 The issuance size of the Ten Year Notes and 30-Year Bonds that are the CTD for 

the SEPTEMBER futures contracts are huge.  

 The coupon difference between the new issue, for the 10s that'll be auctioned in 

May, and the CTD for SEP stand to be big. Perhaps 75bp if the new issue goes off 

at 5%. 

 The mere difference in size of the issuance in the basket is going to make our 

markets change.  

 The 10y new issue is going to be 13 billion. Not a lot compared to the two 

competing issues. Especially the 08/13 which is 31b.  
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Let's take a look at the 10s basket: As of 04/18/2006 

 

ZN (Dcml) 

 105.828 
  

 
       

6% Conversion 

Factors 
  

         

 Last 

Fed 

Owns Coup  

Issue 

Date 

Mat 

Date 

Issu 

Bil 

Jun. 

2006 

Sep. 

2006 

Basis 

32 

Yield

% 

DV01 

Per 100 

DV01 

$ 

DV01 

32 

Mod 

Dur  

TW0372/13 93.816 9% 
3.875 02/18/03 02/15/13 $18  0.8870 ----- (1.70) 

4.953  0.05524  
$552 1.768 5.85 

TW0355/13 92.215 1% 
3.625 05/15/03 05/15/13 $18  0.8697 0.8737 5.64  

4.942  0.05636  
$564 1.804 6.01 

TW0428/13 95.629 13% 
4.250 08/15/03 08/15/13 $31  0.9012 0.9040 8.21  

4.968  0.05922  
$592 1.895 6.15 

TW042n13 95.445 7% 
4.250 11/17/03 11/15/13 $29  0.8983 0.9012 12.16  

4.979  0.06076  
$608 1.944 6.25 

 

TW0402/14 93.719 5% 
4.000 02/17/04 02/15/14 $27  0.8806 0.8837 16.85  

4.978  0.06178  
$618 1.977 6.54 

 

TW0465/14 98.449 10% 
4.750 05/17/04 05/15/14 $25  0.9233 0.9254 23.62  

4.981  0.06521  
$652 2.087 6.49 

 

TW0428/14 95.020 9% 
4.250 08/16/04 08/15/14 $23  0.8901 0.8927 26.30  

4.987  0.06547  
$655 2.095 6.84 

TW042n14 94.902 10% 
4.250 11/15/04 11/15/14 $23  0.8873 0.8901 32.03  

4.988  0.06696  
$670 2.143 6.92 

 

TW0402/15 93.004 5% 
4.000 02/15/05 02/15/15 $23  0.8683 0.8713 35.63  

4.989  0.06774  
$677 2.168 7.23 

 

TW0415/15 93.707 10% 
4.125 05/16/05 05/15/15 $22  0.8737 0.8766 39.84  

4.996  0.06950  
$695 2.224 7.28 

 

TW0428/15 94.484 7% 
4.250 08/15/05 08/15/15 $21  0.8797 0.8821 44.40  

4.999  0.07137  
$714 2.284 7.50 

TW044n15 96.219 10% 
4.500 11/15/05 11/15/15 $21  0.8946 0.8968 49.44  

5.001  0.07362  
$736 2.356 7.50 

 

TW0442/16 
96.266 

4% 
4.500 02/15/06 02/15/16 $21  0.8926 0.8946 57.71  

4.984  0.07522  
$752 2.407 7.75 

    
  

Dollar Amount Eligible for 

Delivery: 
$302.0 $302.0 $284.0 

 
The grey cells are for the CTD for June. Blue is the CTD for Sep and green is the OTR.  

 

The issue that is current CTD (grey cells) will drop out of the basket and will not be eligible for 

delivery into the Sep contract. HOWEVER, the 05/13 (issue immediately below the grey boxes in 

the white cells) are eligible, and this contract will compete with the 08/13 (blue boxes) for CTD. 

Their implied repo rates, for delivery into the SEP contract are extremely close at the moment; 

4.55. v 4.53. Furthermore their Net Basis are close, 4.1 v 4.5. Both stats are a solid indication that 

we may see a CTD change, between these 2 contracts, when Sep is front month in futures.  

 

I'd like to draw your attention to the column heading "Issuance (Billions)". Note the difference 

between the current CTD, the 02/13 and the Sep CTD the 08/13, (grey and blue respectively). 

There's a 13 billion dollar difference. We haven't seen this kind of difference in the long end for a 

while. Like….last May when we had the big squeeze.  

 

If we saw a squeeze in an issue that was 10 Billion less in size, last May, then why can't we see 

the opposite for an issue with 13 Billion more in size? Furthermore, if the 05/13 and the 08/13 

begin competing for CTD, for delivery into the SEP contract, we could see and large amount of 

volatility during the Sep futures cycle. Both issues have an enormous difference in Issuance and 

potential coupon.  

 

Looking down the Issuance column, above, we can see that the sizes of the issuances are much 

bigger than we've seen lately. That's decidedly bearish long-term. Bullish the calendar spread 

 

Thank you. --Jim 
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Trade: ZF minus the 2y Cash 
There's no weighting to the charts below. They are simply, ZF minus 2y.  

The decimal, on the right-hand side of the chart shows a 6 handle difference 

between the two contracts; 6.4 to be precise.  

 

 

 

 

 

 

 

 

 

 

 

 

 

I would recommend putting up 3 charts for this trade so: 

1. the spread in a format that you like and understand 

2. the spread in a format that can be analyzed  

a. meaning, using a chart that the street might use; perhaps similar to the 

ones below 

i. Daily 

1. know where the spread's been and where its daily sup/res is 

ii. 30 minute time frame  

1. this would be your intra-day long term chart to assist in 

identifying the trend  

iii. 5 minute time frame  

1. this would act as your signal chart getting you into and out 

of the market. Perhaps even keeping you from buying a 

high or selling into a low, on entry  

 

What I'm showing you, on the chart(s), is a way to get control of the trade. You can 

equate the chart to the 4 basic rules of trading 

1. Why am I getting in? 

a. the spread in an uptrend on the 5-min and 30-min chart. So, I want to buy 

2. Where am I getting in? 

a. I can use an RSI as an entry technique. Or, a detrend. The idea is to use 

some sort of oscillator.  

3. Where's my stop? 

a. On a five minute chart I might use the re-crossing as an entry. Note that I 

set my MACD to 30/60/15 (You can experiment with the settings. I like 

high numbers to help smooth the spread. Play with it.) 
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b. You can use momentum indicators to stop you out also.  

4. Where's my profit target?  

a. I'm learning that it's best to let a trader get out where they want to. Get out 

where they can best tolerate the profit. Some can look at a 2 tic winner and 

want more, some want out.  

b. I'll simply recommend using an average daily range (historical volatility) 

as a parameter. What's the daily range of the spread? Have we already 

reached it? Do we have room to break out of it? Or, are we stuck?  

 

This isn't a revolving trade like the thief (3yr Cash vs ZF). It's a trade where you get in on 

the trend and you know the daily buy/sell points for both the 2y and FV.  

 

Do you want to take a buy-leg off at resistance in ZF or 2y? No. So, know your levels.  
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Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding 
  

   

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Trading Gold using the RSI and the 4 Questions 
 

I've been using an RSI (set to 9) to assist me on trend endings in the gold 

futures.   

 

As you can see on the chart below, the RSI helped identify the end of the rally 

today, that began at $579ish. 

 

I waited for the RSI to CLOSE lower than the previous bar and made sure that 

the previous bar was in overbought territory (75+) 

 

That was my signal, stating that I could enter.  

The next question is WHERE?  

I always answer 4 questions on a trade: 

1. Why am I getting in? (signal) 

2. Where am I getting in? (entry) 

3. Where's my profit target? 

4. Where's my stop loss?  

  

Question #1: I'm getting in because the RSI is overbought and closed lower than the 

previous bar.  (not to mention that I was dying to sell them!) 

 

 
[30 min Aug Gold (eCbot)] 
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Question #2: Where am I getting in?  

The next bar on the open (592.60) 

 
 

Question #3: Where's my profit target?  

Wish I could tell you something fancy but it's a no-brainer.  

Every trader will get out where they can tolerate getting out.  

I felt good about the trade because S&Ps were struggling and so was the EURUSD.  

So, I looked for a $1 profit. Maybe more if I could tolerate it.  

 

Question #4: Where's my stop? 

I use the ATR (average true range), set to 10, on a 5 minute chart for my stops.  

At the time of this trade the ATR was .90 cents.  

So, that was my stop; 593.50 (592.60 + .90) 

 

So what really happened with the trade?  

Sold at 592.50 (but kept my stop at 592.60) 

Bought at 591.70 (couldn't tolerate it!) 

Profit = .80 

 

______________________________________________     
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Here's another example from this morning. However, I didn't take the trade because by 

the time we closed the RSI higher, after it had moved below the oversold line of 25, we 

had rallied $3 off the lows. To me the trade was over. [go to next page] 
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This was a chart pattern I caught after missing that RSI trade: 

 
 

That is a Classic Bull Pennant.  

 

 

 

 

 

Go to the next page to see what happened on the next bar. 
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Maybe some would ask… 

"But maybe you entered 2 bars prior to the break out bar rather than the 10:15 bar?" 

 

Yes, my stop still would have kept me in the game. At the time the ATR on the 5 min was 1.20ish 

So, if  I entered on the 9:45 bar at the open I'd have bought 579.10 worst-case.  

My stop is 577.80 [579.00 – 1.20] 

 

As you can see the low of that bar was 587.10.  

Sure, I'd of sweated, but that's trading. 

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding 
  

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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A Short-Term Trading Method 
Here's an intra-day trading method trader's can implement using any contract  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Indicators Used 

MACD (Moving Average Convergence Divergence)  

Set to 12,26,9 for 30 min; 20, 40, 10 for the 5 min 

Oscillator  

Set to: 1, 8 (This setting makes it a detrend oscillator) 

DMAs (2) (Displaced Moving Average)  

Set to: 7 period, simple, offset 5 periods 

Set to: 25 period, simple, offset 5 periods 

ATR (Average True Range) 

Set to: 7 periods 

 

Time frame 

30 min chart, for determining long term trend. 

5 min chart, for taking trading signals.  

 

I always answer four questions when making a trade: 

1) Why am I getting in?  

2) Where am I getting in?  

3) Where is my stop?  

4) Where is my profit target? 

 

 

 

US Treasury 

Bond Pit, 

Circa 1983 
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The 30 Minute Chart  

The 30-min chart below shows the 10-year note futures with a MACD. The chart is used 

to define the long-term trend. The signal line, sig (9), is lower than the MACD (12, 26) 

line so the trend is down. 
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The 5 Minute Chart  

 
 
Let's answer the questions posted above to find a trade. Why am I getting in? The 30-

min chart's MACD is negative and the 5-min chart's MACD is negative.  

 

Where am I getting in? The oscillator (labeled detrend on the chart) is used as an entry 

indicator so you don't get caught buying the high or selling the low of a move. The rule is 

to enter on the next bar on open after your oscillator gives the signal. There is an "X" 

drawn in the detrend window, on a specific bar. That bar represents the last highest level 

the oscillator reached when the MACD was in its prior trend. There is a straight line 

drawn to the right of the X. We'll use that as our entry signal.  

 

Where is my stop loss? The formula I'm using for the stop is Buy 1 ZN @ 110.14+ Stop. 

I'm using the ATR on the chart plus ½ a tic. (.03*.32 = approx 1 tic. That's how Reuters 

calculates their ATR). I always add a half-tic in the 10-year note futures and one full tic if 

I'm trading the 30-year bond futures. The other thing that'll get me out of the trade is, IF 

the MACD crosses on the 5-min chart THEN BUY 1 ZN @ market to cover, OR, IF the 

DMAs cross on 5-min chart THEN BUY 1 ZN @ market to cover.  
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Where is my profit target? Again, I'll use the ATR. The formula will be to BUY 1 ZN @ 

entry price minus ATR. Entry was a Sell at 110.13. Profit target became, 110.11+. 

 

So what happened? I sold one ZN @ 110.13, at the open of the 12:35 bar, stop was 

110.14+, and profit target was 110.11+. As you can see on the chart the stop wasn't 

triggered. The profit target was hit on the 12:50 bar.  

 

Conclusion: 

You can use this method with any commodity using any two time frames. I encourage 

you to read about the basics of indicators. Joe DiNapoli's work is a great place to start. 

 

 

Further Reading 

Trading with DiNapoli Levels, by Joe DiNapoli 

Technical Analysis Explained, 4
th

 Edition, by Pring 

 

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding  

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Trading Plan for Economic Releases 
 

A trader asked how I came up with the trade we put on this morning, for the 

Retail Sales (RS) release [November 2004]. Here's a detailed account how I 

came up with the plan. It's basically the way I come up with plans for any 

important release. The way I decided to trade the RS number was pretty 

simple.  

 
 

 

 

1. I want to establish the same thing that I establish for all my trades, which is 

a. Why am I getting into the market? 

b. Where am I getting into the market? 

c. Where is my profit target? 

d. Where is my stop loss? 

 

2. So I begin by answering the questions above.  

 

3. Why am I getting into the market? 

a. Retail sales may offer an opportunity to trade 

i. Then evaluate Retail sales release 

b. Evaluating the Retail Sales release: 

c. What is the overall bias in the market?  

i. Daily chart is bullish 

ii. 30 min chart is bullish 

d. What's the consensus on the street for RS?  

i. Headline =  -0.1 

ii. Ex =  +0.2 

e. Is there a bias to the number? Meaning, is there a whisper number or does 

this number have a tendency to do something different?  

i. Whisper number? = No there wasn't 

ii. Tendency to do something different? = Yes it does 
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1. That tendency is that the ex-auto component number and 

the total number are usually underestimated by the street 

(consensus) 

2. That tendency tells me something. It sets up a trade.  

a. If traders see the number come out better than 

expected then they will sell it off expecting it to go 

lower.  

b. Since the overall market is set up in a bullish pattern 

on the daily and weekly charts, and the tendency is 

to already underestimate the number then a higher 

number is not really bearish, is it.  

c. Therefore I need to be a buyer, below the market.  

d. I have established a reason to trade answering the 

first question "Why am I getting into the market?"  

 

4. Where am I getting into the market? 

a. Does the last release or prior release of Retail Sales tell me anything about 

where I can get in? Yes 

b. The August release showed that the headline number came out bearish 

(above consensus) and the 10 yr notes broke 5 tics, stopped and ground 

higher.  

c. Where are we trading this morning in the TYs?  

i. Answer these questions 

1. Range: 112'16 to 112'22+ 

2. Open: 112'17+  

3. Yesterday's close: 112'15+ 

 

ii. Take last month's action off of the RS number and subtract it from 

where we are trading a few minutes before the current RS release.  

1. Current price = 112'21 

2. Last month's action sold off 5 tics 

3. 112'21 – 5 tics = 112'16 

4. I want to buy it somewhere in here 

 

iii. Lastly, look at yesterday's close and today's open 

1. Open: 112'17+  

2. Yesterday's close: 112'15+ 

iv. Now look at where I might want to be a buyer 

1. 112'16 
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v. The T-Notes have a tendency to make a new low by one tic and 

reverse. Since we are trading a number, and one that I expect to not 

be very volatile, then I'll look for the T-Notes to make a new low 

by 2 , 2 ½ tics.  

 

vi. Taking all this into account,  

1. Range: 112'16 to 112'22+ 

2. Open: 112'17+  

3. Yesterday's close: 112'15+ 

4. Where I want to buy: 112'16 

5. Tendency to make a new low by 2 tics 

6. I have decided that my best entry point is 14+ 

7. Therefore I've answered the question, "Where am I getting 

into the market." 

 

5. Where's my profit target?  

a. There's no resistance above 112'22+ until 113'03+ (last weeks high) 

b. Develop a 'what if' scenario: 

i. If traders come in and sell the number off, thinking its bearish, then 

they'll all get short in the hole and have to buy it back. We'll rally 

through 22+ easily, and test the old high of 113'03+.  

ii. However, I know from experience that there probably isn't a reason 

to take out the old high today, because  

1. there's other numbers to be released this week  

2. Oil is topping out @45 bbl 

3. the stocks are near their highs.  

iii. Therefore, I'll take a profit well under the old highs. TY's have a 

tendency to stop at 28+ and 29 on rallies and pull back to the old 

resistance, (112'22+).  

c. I'm out at 112'28. 

 

6. Where's my stop? 

a. The TY's show major support all the way down to 112'04.  

b. This is evident from the daily and weekly charts 

c. Since I have a potential upside of 14 or so tics, then I'll risk the 112'04 

level on the downside and sell 112'03s on a stop.  

 

7. I've built a trade that defines 4 things.  

a. Why am I getting into the market? 

i. Retail Sales has offered an opportunity to trade 
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b. Where am I getting into the market? 

i. 112'14+ 

c. Where is my profit target? 

i. 112'28 

d. Where is my stop loss? 

i. 112'03 

 

8. So what did we do this morning?  

a. We decided to enter two orders 

i. Buy 1 @ 112'15+ 

ii. Buy 1 @ 112'13+ 

iii. This is an average of 14+ entry 

iv. The numbers came out different than we expected, but we decided 

to stay with the 15+ bid, and pull the 13+ bid.  

v. We did this because the release seemed to tell us that there was a 

lot for sale after an apparently bullish release and 15+ looked like a 

good buy after all the early buyers got out of their longs.  

vi. We moved the sale down to 112'21 because that's where we were 

trading on the release and TY's looked like they'd test that level.  

vii. We moved are stop to 112'12+ because if we got there, we'd likely 

see 112-08+.  

viii. We stayed in the trade because we had the 30 min MACD bullish.  

ix. When that MACD crossed to negative territory we got out @ 

112'16  

x. We did a lot of work and made only a ½ tic. But, that work goes a 

long way into the future when other numbers are released. We get 

better and better at building a plan and we will catch a great trade 2 

to 3 

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding 

  

  

  

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
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Trading the Gold, EuroFx Spread  
[Jan 2011 authors note: You may substitute NYMEX gold for ecbot gold.] 

 

A look at a spread that offers trading opportunities 
 

Please read the entire research note before trying to trade this spread. There 

are important statements throughout the whole research note.  

 

                   
 

 

 

Contracts:  

1. ecbot big Gold 

a. Symbol:  

i. eCBOT symbol: ZGG7 (February, 2007 as example) 

ii. CQG: ZOG7  (February, 2007 as example) 

iii. tic dollars: $10, a box 

 

2. CME EuroFx 

a. Symbol: 

i. CME: ECH7    (March, 2007 as example) 

ii. CQG: EUAH7 (March, 2007 as example) 

iii. tic dollars: $12.50, a box 

 

3. Charts (CQG chart examples): 

a. Spread: ZOG7/(EUAH7); Ratio is 1:1  

i. above example uses Feb,2007 gold and March, 2007 EuroFx 

ii. Time frame: 30 min 

iii. I call this the signal chart 

iv. An example of the chart follows 
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ii. I'll reprint above chart later in this paper to explain further.  

 

iii. Outright: ZOG7 (Feb, 2007 gold ) 

iv. Time frame: 30 min 

 
v. Chart above shows gold trading at 607.70 
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vi. Outright: EUAH7 ( Mch, 2007 EuroFx)  

vii. Time frame: 30 min 

viii. The "A" used, in the symbol, combines electronic and pit trading. 

ix. Chart below shows the EurFx trading at 130.45 
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4. Outright: CLAG7 (Feb, 2007 OIL) Time frame: 30 min 

 
 

5. Oil is used for the following reasons: 

a. Oil has an effect on gold. Therefore, I watch the relationship.  

b. If Oil makes a large move it will cap a gold rally/break.  

c. The specific Oil contract I watch is listed on NYMEX but it's 

traded on the CME's Globex platform (symbol, CL). 

 

6. Outright (optional chart): ZOG7, EUAH7, CLAG7,  

d. Time frame: 15 min 

e. Basically, you're putting all three contracts in the same chart.  
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7. In the chart above:  

a. Gold is trading 608.20 

b. EuroFx is trading 130.54 

c. Oil is trading 55.60 
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1. The Trade 

a. We're trading off of the 30 min spread chart. I call it my signal chart.  

i. Spread: ZOG7/(EUAH7); Ratio is 1:1 

ii. You're looking at a chart that tells you what an ounce of gold 

would cost, in Euro Currency. This chart shows that it would cost 

you 464.50 Euros' to buy one ounce of gold.  

 
b. I've drawn some vertical lines on the chart above. Those are my buy/sell 

areas. The horizontal lines represent when the high/low was reached.  

i. 468.20 and 463.80 are my buy/sell areas 

ii. If the market gets to 463.80 I will do the following 

1. buy 1 contract of Gold 

2. sell 1 contract of EuroFx 

3. I'll be long gold and short the EurodollarFx.  

4. Therefore I want the gold to rally faster than the EuroFx, or 

the EuroFx to sell off faster than gold.  

iii. Let's answer the basic four questions that I always answer before I 

put on a trade. That will help answer some of the questions that are 

ruminating in your head, at the moment.  

1. Why and I getting in?  

a. The spread hit my buy-line 

2. Where am I getting in? 

a. Approximately the buy-line 
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3. Where is my stop? 

a. I use the Average True Range (ATR) from both the Gold and the EuroFx. I 

set mine to 7. 

 

 
b. Gold ATR = 13.01 or 1.30 (one-dollar thirty cents.  Or, 13 boxes). (Look at 

the gold chart, you'll see it).  

 

c. EuroFx ATR = 12.63 or 1.26 (one-eurodollar twenty six cents.  Or, 12 

boxes). 
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d. Therefore I'll use a dollar stop on the spread of $280, or 25 boxes. (13 

boxes + 12 boxes = 25 boxes. Or said differently, (13*$10) + 

(12*$12.50) = $270.00 

1. Remember, Gold = $10 a box and EuroFx = 12.50 a box.  

2. more on this later 

 

4. Where is my profit target?  

a. Get out where you want to get out. Telling traders where to get can be 

pointless.  

b. I use half the ATR, or, $135, because I know I can get more winners to 

losers on this trade.  

c. I can also use a trailing money stop, if the trade is going my way.  

d. If I have three losers, in one day, I stop trading. That usually means 

there's something going on I don't know about.  

 

 

 

1. Q&A 

a. How did I choose the buy/sell parameters?  

b. You'll learn how to do this by looking at the signal chart (30 min spread). 

c. I'm looking to 

d. fade certain highs/lows 

e. go with certain breakouts 

f. Beware: You MUST know if either gold or the EuroFx is at a critical 

point. If the streets been talking about the EuroFx, for example, taking out 

132.00 to the up side and you're not aware of that, it could hurt you. So, 

know your levels.  

 

2. What economic releases affect Gold, EuroFx, and Oil? 

a. All three are affected, in some manner, by the big econ releases such as 

NFP, CPI, PPI, FOMC etc. 

b. Housing releases have an affect on Gold. 

c. Wednesday and Thursday, there are 9:30am CST Oil number releases that 

have an affect on gold too, because they have such a big affect on Oil.  

d. Any big Euro-zone econ release will affect the EuroFx. Also, any 

statements made by Euro Central Bank presidents will affect the EuroFx 

too.  

e. You can see those releases, in calendar form, here:  

f. www.todayfx.com , click on calendar.  

g. Once you're there, check out the bottom of the page and you'll see all the 

important speeches being given that week.  

 

 

  

http://www.todayfx.com/
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3. The ATR is confusing, how can I learn more about it? 

a. http://www.investopedia.com/terms/a/atr.asp  

b. Also, your charting software should have information on the ATR. Look 

in the help file.  

c. Don't forget that the ATR always rises early in the morning when trading 

is picking up.  

 

4. If I use the signal chart as an example and, say, I buy the spread at 4.638 and sell 

it at 4.658, how much do I make?  

a. I don't calculate it that way. I use my trading software to show me my 

P&L. 

 

5. How did you come up with the 1:1 Ratio?  

a. There's a caveat here. If you're trading small, I think this ratio is fine. 

However, if you begin to raise your volume I think you must begin to 

increase your gold volume relative to the EuroFx. I think once you get to 

3-lots you should look at a 4:3 gold to EuroFx ratio.  

b. I also look at the ATR as an indicator for which contract is more volatile. 

The gold is a bit more volatile than the EuroFx which helps offset the $10-

a -box in gold compared to $12.50-a-box in the EuroFx.  

 

c. This is important, so please read the following: You'll notice that when 

using a 1:1 ratio, if gold moves 4 boxes your way, and the EuroFx moves 

4 boxes against you, you're really down $10 on the trade because of the 

extra $2.50 a box in the EuroFx. The same holds true for the opposite. If 

the EuroFx goes 4 boxes in your favor and Gold goes 4 boxes against you, 

you're up $10 total.  

 

6. What is the lead month in Gold? 

a. Gold is a strange contract. I should know exactly why the lead contract 

jumps around, in no apparent order, but I don't.  

b. You can always find the lead contract by looking at the volume, either in a 

chart or at the cbot web site. It doesn't follow a simple formula, like, once 

November gold expires, December becomes lead month. So, be aware of 

what the lead contract in gold is, by checking out the volume.  

 

  

http://www.investopedia.com/terms/a/atr.asp
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Addendum: Wednesday, January 9
th

, 2007 

 

Concerning Gold, it's important to note the following times-of-day (TOD): 

1. At 12:30 CST, NYMEX Pit trading closes. Many traders spread between the pit 

and the eCBOT big gold. Volume increases 12:15 – 12:30, then, dives and slows 

down to a crawl. NYMEX electronic gold opens at 1:00pm CST. So, that half-

hour, from 12:30pm – 1:00pm, is very slow.  

2. I've also found that the afternoon trade, 1:00pm – 4:00pm, CST is very slow in 

gold. I prefer to do most of my gold trades before 12:15pm CST.  

 

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding 

  

 Reference for addendum: 

NYMEX Gold specs: http://www.nymex.com/GC_spec.aspx 

 

  

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
http://www.nymex.com/GC_spec.aspx
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Trading the Gold, Oil Spread  
[Jan 2011 authors note: You may substitute NYMEX gold for ecbot gold.] 

 

A look at a spread that offers trading opportunities 
 
Please read the entire research note before trying to trade this spread. There 

are important statements throughout the whole research note.  

                       
 

Contracts:  

1. ecbot big Gold 

a. Symbol:  

i. eCBOT symbol: ZGG7 (February, 2007 as example) 

ii. CQG: ZOG7  (February, 2007 as example) 

iii. tic dollars: $10, a box 

 

 

2. CME/NYMEX Oil 

a. This contract is listed on NYMEX, but traded electronically on Globex.  

b. Symbol: 

i. CME: CLG7   (Feb, 2007 as example) 

ii. CQG: CLAG7 (Feb, 2007 as example) 

iii. tic dollars: $10.00, a box 

 

3. Charts (CQG chart examples): 

a. Spread: CLAG7/(ZOG7*2.0) ; Ratio is 2:1  

i. more on the ratio later 

ii. Above example uses Feb,2007 Oil and Feb, 2007 eCbot big gold. 

iii. Time frame: 30 min 

iv. I call this the signal chart 

v. An example of the chart follows 
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vi. I'll reprint this chart later in this paper to explain further.  

 

vii. Outright: ZOG7 (Feb, 2007 gold)  

viii. Time frame: 30 min 

 
ix. Chart above shows gold trading at 613.80 
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x. Outright: CLAG7 ( Feb, 2007 EuroFx ) 

xi. Time frame: 30 min 

 
xii. Chart above shows the Oil (CLAG7) trading at $55.56  

 

b. Outright (optional chart): ZOG7, EUAH7, CLAG7,  

i. Time frame: 15 min 

ii. This chart is optional, as I wrote above, but I think it's important 

for several reasons 

1. All three of these contracts interact in some manner. (See 

the research note, Trading the Gold, EuroFx Spread for 

more on this).  

2. Gold is affected by the EuroFx contract, vice versa.  

3. So, if you're trading gold you should be watching the 

EuroFx. All symbol information for the EurFx is at the end 

of this research note.  

iii. Basically, you're putting three contracts in the same chart.  

iv. To achieve this, simply use the 'Anlog' button in CQG. Read on.   

1. The following is a picture of the chart 
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2. In the chart above:  

a. Gold is trading 615.40 

b. EuroFx is trading 130.43 

c. Oil is trading 55.58 

 

4. The Trade 

a. We're trading off of the 30 min spread chart. I call it my signal chart.  

b. Spread: CLAG7/(ZOG7*2.0) ; Ratio is 2:1  
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c. I've drawn some vertical lines on the chart above. Those are my buy/sell 

areas. The horizontal lines represent when the high/low was reached.  

i. 468.20 and 463.80 are my buy/sell areas 

ii. If the market gets to 463.80 I will do the following 

1. buy 1 contract of Gold 

2. sell 1 contract of EuroFx 

3. I'll be long gold and short the EurodollarFx.  

4. Therefore I want the gold to rally faster than the EuroFx, or 

the EuroFx to sell off faster than gold.  

iii. Let's answer the basic four questions that I always answer before I 

put on a trade. That will help answer some of the questions that are 

ruminating in your head, at the moment.  

1. Why and I getting in?  

a. The spread hit my buy-line 

2. Where am I getting in? 

a. Approximately the buy-line 
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3. Where is my stop? 

a. I use the Average True Range (ATR) from both the 

Gold and the EuroFx. I set mine to 7. 

 

 
b. Gold ATR = 13.01 or 1.30 (one-dollar thirty cents.  

Or, 13 boxes). (Look at the gold chart, you'll see it).  

c. EuroFx ATR = 12.63 or 1.26 (one-eurodollar 

twenty six cents.  Or, 12 boxes). 
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d. Therefore I'll use a dollar stop on the spread of 

$280, or 25 boxes. (13 boxes + 12 boxes = 25 

boxes. Or said differently, (13*$10) + (12*$12.50) 

= $270.00 

1. Remember, Gold = $10 a box and EuroFx 

= 12.50 a box.  

2. more on this later 

 

4. Where is my profit target?  

a. Get out where you want to get out. Telling traders 

where to get can be pointless.  

b. I use half the ATR, or, $135, because I know I can 

get more winners to losers on this trade.  

c. I can also use a trailing money stop, if the trade is 

going my way.  

d. If I have three losers, in one day, I stop trading. 

That usually means there's something going on I 

don't know about.  

 

 

 

Q&A 

1) How did I choose the buy/sell parameters?  

a. You'll learn how to do this by looking at the signal chart (30 min spread). 

b. I'm looking to  fade certain highs/lows  

c. go with certain breakouts 

d. Beware: You MUST know if either gold or the EuroFx is at a critical 

point. If the streets been talking about the EuroFx, for example, taking out 

132.00 to the up side and you're not aware of that, it could hurt you. So, 

know your levels.  

2) What economic releases affect Gold, EuroFx, and Oil? 

a. All three are affected, in some manner, by the big econ releases such as 

NFP, CPI, PPI, FOMC etc. 

b. Housing releases have an affect on Gold. 

c. Wednesday and Thursday, there are 9:30am CST Oil number releases that 

have an affect on gold too, because they have such a big affect on Oil.  
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d. Any big Euro-zone econ release will affect the EuroFx. Also, any 

statements made by Euro Central Bank presidents will affect the EuroFx 

too.  

e. You can see those releases, in calendar form, here:  

f. www.todayfx.com , click on calendar.  

g. Once you're there, check out the bottom of the page and you'll see all the 

important speeches being given that week.  

3) The ATR is confusing, how can I learn more about it? 

a. http://www.investopedia.com/terms/a/atr.asp  

b. Also, your charting software should have information on the ATR. Look 

in the help file.  

c. Don't forget that the ATR always rises early in the morning when trading 

is picking up.  

4) If I use the signal chart as an example and, say, I buy the spread at 4.638 and sell 

it at 4.658, how much do I make?  

a. I don't calculate it that way. I use my trading software to show me my 

P&L. So, if I'm using GH Ghost, I'll look at my position report window. 

That window shows my real-time P&L.  

5) How did you come up with the 1:1 Ratio?  

a. There's a caveat here. If you're trading small, I think this ratio is fine. 

However, if you begin to raise your volume I think you must begin to 

increase your gold volume relative to the EuroFx. I think once you get to 

3-lots you should look at a 4:3 gold to EuroFx ratio.  

b. I also look at the ATR as an indicator for which contract is more volatile. 

The gold is a bit more volatile than the EuroFx which helps offset the $10-

a -box in gold compared to $12.50-a-box in the EuroFx.  

c. This is important, so please read the following: You'll notice that when 

using a 1:1 ratio, if gold moves 4 boxes your way, and the EuroFx moves 

4 boxes against you, you're really down $10 on the trade because of the 

extra $2.50 a box in the EuroFx. The same holds true for the opposite. If 

http://www.todayfx.com/
http://www.investopedia.com/terms/a/atr.asp
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the EuroFx goes 4 boxes in your favor and Gold goes 4 boxes against you, 

you're up $10 total.  

6) What is the lead month in Gold? 

a. Gold is a strange contract. I should know exactly why the lead contract 

jumps around, in no apparent order, but I don't.  

b. You can always find the lead contract by looking at the volume, either in a 

chart or at the cbot web site. It doesn't follow a simple formula, like, once 

November gold expires, December becomes lead month. So, be aware of 

what the lead contract in gold is, by checking out the volume.  

 

 

Thank you,  

Jim Goulding 

http://www.jamesgoulding.com/CV.html   

http://www.linkedin.com/in/jamesgoulding 

  

References: 

ecbot big gold: http://www.cbot.com/cbot/pub/page/0,3181,297,00.html  

CME EuroFx:     http://www.cme.com/trading/prd/contract_list_EC2465.html  

NYMEX Oil:       http://www.nymex.com/WS_spec.aspx 

ATR:                http://www.investopedia.com/terms/a/atr.asp 

Calendar:         http://www.todayfx.com 

 

 

http://www.jamesgoulding.com/CV.html
http://www.linkedin.com/in/jamesgoulding
http://www.cbot.com/cbot/pub/page/0,3181,297,00.html
http://www.cme.com/trading/prd/contract_list_EC2465.html
http://www.nymex.com/WS_spec.aspx
http://www.investopedia.com/terms/a/atr.asp
http://www.todayfx.com/
http://www.todayfx.com/
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Interpret Volatility  to Your Time Frame 
 

When volatility is up a trader must adjust.  Traders frequently get squeezed 

out of their positions, only to be correct after they cover, when volatility 

begins to rise. So, how should a trader adjust? Here are a few suggestions.  

 

            

 

Size 

 

1. If you cut your size then mathematically you stand to make the same amount of 

money if we are volatile.  

a. perhaps you are trading  

i. 3 ~ lots in the cash FI market? Cut back 1 lot.  

ii. 12:9 in the FYT? Cut back 1 unit.  

iii. 20 lots in the outright FI futures? Cut back to 12-15 

iv. you get the idea 

 

Indicators 

 

1. I've really never understood how anyone can trade without watching some sort of 

volatility indicator in a chart, in their time frame. Here are some choices of 

volatility indicators you can use, along with the settings I've come to prefer 

2. Reuters / Telerate / Tradestation / Future Source / Bloomberg / CQG  

a. Historical Volatility 

 5 min chart 

 set to 7 

 15 min 

 set to 10 

 30 min  

 set to 10 

 Hourly 

 set to 10 
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 Daily  

 set to 10 or 14 

b. Volatility 

 5 min chart 

 set to 7 

 15 min 

 set to 10 

 30 min  

 set to 10 

 Hourly 

 set to 10 

 Daily  

 set to 10 or 14 

c. ATR (Average True Range) 

 5 min chart 

 set to 7 

 15 min 

 set to 10 

 30 min  

 set to 10 

 Hourly 

 set to 10 

 Daily  

 set to 10 or 14 

 

Understand that at 7am CDT volatility will begin to increase for an hour or so because of 

the pick-up from the night trade to the day trade 

 

 

Thank you,  

Jim Goulding 

www.jamesgoulding.com 

 

 

  

http://www.jamesgoulding.com/
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