AN IN-DEPTH AND CLEAR DEFINITION OF

MOMENTUM

By Wayne D. Harrison, CEO Traders’ syndicate

A large herd of wildebeests is grazing peacefully on the African plain. Suddenly, three animals look up and start to move around nervously. They have spotted something in the tall grass. Within minutes, others have joined in the parade, worriedly prancing as anxiety quickly spreads. By now the rest of the herd has stopped grazing and all senses are frantically scouring the tall grass for clues. As tension builds, the entire herd moves nervously in a small circle. Suddenly, without warning, 10 animals bolt away at full gallop and that's all it takes for fear to trigger a stampede as the rest of the herd follows mindlessly in pursuit. Everything in the path of the stampeding herd is crushed.
Life on the African plain is not too dissimilar to life in the jungles of Wall Street. Investors are a nervous lot, anxiously mulling around, constantly searching for any clue that might offer a hint of what will happen next . Endlessly analyzing every confusing phrase uttered by Federal Reserve Chairman Greenspan, dissecting mountains of data on corporate earnings, economic cross-currents and political innuendo. Greed, Fear, and Confusion dominate stock exchanges globally. A rumor hits the market. Fidelity Magellan and Vanguard are buying high-tech stocks. The herd quickly shifts its attention to high-tech stocks on NASDAQ. They're starting to move higher. Buying erupts as the herd charges into high-tech stocks. Quickly, the frenzy spreads to the NYSE. We now have a full blown stampede. The DOW rallies up 95 points in a mere 20 minutes. Greed Rules ! In the confusion, the herd did not dare be left behind.

The similarities between the best minds on Wall Street and our herd of panic-stricken African wildebeests is startling. Even with all of our high-tech gadgetry, fear and greed still dominate global stock markets. Analyzing the latest economic statistic in a government report, interpreting corporate earnings or the latest innuendo from the Federal Reserve is an exercise in futility. Your analytical skills may be superior and your opinion on the current state of the economy may garner accolades at cocktail parties, but in the real world of Wall Street it is totally irrelevant.

Have you ever noticed how the stock market often rallies on negative news while it sells off on what appears to be good news? All that really matters is that you run in the same direction as the herd or you will be crushed like an ant in a gargantuan stampede. News is not important...how the herd reacts to the news is the key issue.
 

Predicting stock prices or derivative prices based on conventional economic theory is doomed to failure because these efforts are based on certain false principles of science. Specifically, they are based on the mistaken hypothesis that economics is analogous to classical mechanics where an action in one part of a system produces a specific reaction in another part of the system. This cause and effect, action/reaction paradigm, becomes fatally flawed when applied to the financial markets due to the human factor - because mere beliefs can alter the phenomenon under observation. For instance, the mere idea, true or false, that the central bank will change the discount rate during an approaching FOMC meeting can produce dramatic changes in the price structure of the financial markets.

The human brain is quite different from the modern computer to which it is frequently compared. A computer is a steady-state system whose internal programming always produces an invariant predictable response when fed identical data, human consciousness is not a steady-state system. Its internal programming varies over time. Consequently, identical input can invoke dramatically different responses at different times. Emotions such as fear and greed often override logic creating a new reality based upon perceptions. While physical systems concern material objects, the central nexus of economics is value and value is not inherent in any physical object, but derived exclusively from a human desire for a particular object at a particular time.

Centuries ago, the human race went wildly insane over tulip bulbs. Why tulip bulbs ? They produce no food, they offer no economic benefits, yet the entire financial system of northern Europe was nearly destroyed by tulips. The ultimate subject of economics is neither gold bullion, money supply, interest rates, cash flows, shares of stock nor any physical goods whatsoever. The ultimate subject of economics is human desires, (i.e., intangible, immaterial mental states). By successfully exploiting two powerful emotions, fear and greed, vendors of products and services create value in the subconscious mind of the consumer. Value perceived becomes value realized once the collective mind of the herd accepts the new reality spun by the promoters. When the spin doctors are in top form, they can turn a simple stock certificate costing less than two pennies to produce, into a treasured asset selling for $90 or more.

Economic fundamentals are distorted by the dominant emotion controlling the herd. In a bull market, greed dominates. Bad news is acceptable, no news is good and good news is fantastic. In a bull market bubble, prices tend to move well above rational estimates of true value. In a bear market, fear dominates. Good news is acceptable, no news is bad and bad news is terrible. Prices tend to plunge well below reasonable estimates of fair value as fear overrides logic. Nestled somewhere between the extremes of fear and greed lies reality, or if you will, fair value. Fair value is a concept that has no relevance in terms of profit or loss. Fair value is merely a milestone or reference point which determines the emotional level of the market. The market moves around fair value in a random fashion as changing news events impact the emotions of investors.
The Random Walk Theory was first espoused in 1900 by the French mathematician, Louis Batchelier. According to that theory, stock prices reflect reactions to information coming into the stock market in random fashion. They are no more predictable than the walking pattern of a drunken sailor. We live in a age where we are bombarded by new information every hour of every day. As new information hits the market there is an initial knee-jerk reaction. Afterwards, the majority of investors reappraise the latest twist on reality and a new consensus develops. Once again, the market moves forward until the next bit of news shatters the current perceptions of reality. A drunken walk of price inter-action.

Fear, greed and confusion create well-defined price patterns that often offer visible warnings of a sell-off or an imminent rally in the market. The three moods of the investment herd, fear, greed and confusion, work like an emotional scale. Fear is on the extreme left, greed is on the extreme right and confusion is the fulcrum point. The stock market moves up and down in waves of emotion as the mood of the herd shifts from fear to confusion, confusion to greed, greed to confusion, confusion to fear, fear to confusion, confusion to greed, etc. etc. It is a never-ending cycle that leaves a distinct pattern in the market.

You could substitute the word "enthusiasm" for greed and the word "reticence" for fear. But however you choose to define it, the emotional scale creates a definite pattern in the market, which we can define in terms of demand or the lack of demand. It is impossible to quantify human emotions but there is a direct correlation between demand and the emotional level on Wall Street. Remember that herd of Wildebeests?
Fundamental Analysis: Market Composition
                        

Most of the economic jargon used on Wall Street intimidates or confuses the average investor. The term "Fundamental analysis" sounds rather vague, while the term "Technical analysis" sounds too "technical" for most people. Fundamental analysis is the study of supply and demand. Most research firms start with a macro economic forecast. They analyze such things as the rate of change in the money supply, interest rates, unemployment, construction spending, productivity, inflation, exports, imports and on and on. This enables them to build a computer model and formulate a strategy based upon their perception of economic trends. Next, they target specific industry sectors which they think will prosper under their economic forecast.

For the auto industry, they analyze numerous elements: how many parts does it take to make a auto and what is the average cost per part; how many autos are in inventory and how many are already sold. What is estimated demand both domestically and internationally; how will technology impact the growth of the industry; how much international competition exists; what impact would higher interest rates or a stronger dollar have on production costs, profit margins and final demand.... on and on until they determine the growth potential for the industry. Finally, they analyze companies within their target industry group to weed out the laggards and select only the best. They analyze capitalization, debt ratio, cash flows, sales, profit margins, return on equity and so on. After zeroing in on what they consider to be the pick of the litter, they tie all of their research together and make an educated guess as to what the fair value for the stock is under current conditions and how far the stock might move under their forecast for future economic conditions. If they are correct on the direction of the economy, correct on the industry sector and correct on their assessment of the companies they bet on, they win. But, in order to win, they must first buy the stocks. That is when technical analysis can begin.
 

Technical Analysis: Price Movement
Today we live in the information age where fast-breaking news is disseminated around the globe instantly. Each item of news may alter the fundamental analysis developed by the bean counters of Wall Street. It is impossible to know all of the news all of the time or the impact the news will have on investors’ decisions to buy or sell. However, the news is irrelevant... it is how the investors interpret the news that counts. If the majority of the investors believe the news to be bullish, they will act on that interpretation and aggressively bid up prices. If they do not like the news, prices will plunge as everyone scrambles for the exit.

If a company with a superior track record of earnings, a superior product line, expert management and a well-known leader in their industry announces that their quarterly earnings are two cents below analyst's forecasts. You might think, "only two cents shy, everything else looks good so I'll hold on.”  In four days, the stock plunges 30%. The rest of the herd interpreted the news differently than you and a selling stampede ensued.

Technical analysis ignores market fundamentals - you can never get the inside  information fast enough to act on it and besides, everybody may interpret the news differently than you. Technical analysis is focused on how people react to the news as evidenced by their buying or selling activity in the market. It really does not matter why prices are moving up or down. The important consideration for a market technician is the strength of the move and will it continue. There is no way to predict the reaction of investors to changing news events. Many times, new data that would appear quite bullish on the surface has already been priced into the market in anticipation of the release of that news. As soon as the bullish news is released, big traders often begin selling stock to lock in their profit and this pushes prices downward. Buy the rumor, sell the fact. This phenomenon occurs frequently in the stock market and intimidates unsophisticated investors who can't understand why the market would go down on good news. A technical analyst has no opinion on the news and is completely focused on the obvious reality that prices are declining in spite of the seemingly bullish news.
The same thing can happen with the release of seemingly bearish news... the market instead goes higher. There can never be an automatic way to accurately predict the future direction of the market. In essence, there is no crystal ball or magical, mystical formula that can define the future. Predictive systems are basically a guessing game wherein the resident guru analyzes all available data and defines where prices should be, given the most current information. As soon as the new information is given, the price targets must be adjusted to compensate for this new data. Today, we get meaningful news minute by minute, from around the globe 24 hours per day. Looking ahead one week is nearly impossible in today's global economy, much less one month or one year. Listen to CNBC or Bloomberg's, read "Barron's" or "The Wall Street Journal", read Fortune or Forbes and you will get five different opinions on the potential impact of the latest economic news. Who's right? Who's wrong? Which way do you go?

Keep in mind, actions speak louder than words. What people say is often totally opposite of what they do. A few years ago, a high profile fund manager for Fidelity Magellan Funds spoke glowingly about a particular stock. The media jumped all over these comments since they came from one of the top guns on Wall Street. Investors quickly bought up the company's stock and who do you think was selling it to them? That's right ... the top gun was double dealing to the public, selling his stock to them after touting it on national airways. The stock promptly took a swan dive after word got out that the "GURU" was actually dumping everything he held. Actions speak louder than words!

One simple rule changes how you attack the market. That rule is.... buy when prices are going higher…. and.... sell when prices are dropping. Sounds simple and quite logical, right? But here's the catch to this logical strategy. In order to do this, you cannot have a market bias. You can't be concerned with why the market is going up -- you won't know how high it will rally and you don't know when it will falter and reverse. All you know is that prices are advancing and you can make a profit if you buy when prices are rallying. The same holds true in a market decline. You will lose money if you buy in a declining market. It's just that simple. In fact, it's too simple for most investors to follow.

When you drive your car do you constantly ponder the laws of physics and their potential impact on the performance of the numerous mechanical and electronic systems that run your engine? If you did, you would never get out of the driveway. Instead, you simply accept the laws of physics. The engine runs and your only job is to safely steer your car along to your destination. Treat the market the same way. It really doesn't matter whether it is going up or down; as long as you stay on the correct side of the move, you'll make a profit.
Stated again ... market prices are based on two human emotions -- fear and greed. Wall Street gurus will always tell us that prices move on market fundamentals. That's why they're always changing their estimates on what constitutes fair value or the equilibrium price. In the real world where you and I reside, market fundamentals have little to do with price. Perceptions of reality move prices up and down. A stock is worth whatever the highest bidder is willing to pay. If Mr. Smith truly perceives value in IBM stock at $190 per share, he'll ante up $190 per share to own IBM and he'll believe he's getting a very good deal. If Mr. Smith is a trader for a giant mutual or pension fund, he'll buy a substantial amount of IBM stock.

Economic statistics define the market - Perceptions of Reality move the market.

Let's get real for a minute ... when a stock like Amazon, a company with virtually no earnings which sells books over the Internet, has their stock price jump over $400 per share, and their market capitalization equates to almost one-quarter that of the entire Dow Jones Industrial Average, it's not market fundamentals driving the prices higher.

Kwik*POP is a technical trading system that measures demand in terms of price, volume, time and momentum.  The level of demand is reflected by the close of a price bar. If the price bar closes on or near its high, demand is implied. If two or three bars close near their highs, in succession and volume starts to increase, demand is present. Let's analyze those statements.

The emotional level swings into the greed (enthusiastic) side of the scale. Buyers begin aggressively bidding on contracts. Sellers continually raise their offering price and buyers will continue to raise their bids. Buyers are willing to pay higher and higher prices. There is a flurry of activity as all of the bulls scramble to get their fair share. This is reflected in the volume of trades occurring. A sharp increase in volume coupled with price bars closing on or near their highs is a very bullish sign. In a sell-off, the opposite occurs. Emotions shift over to the fear side of the pendulum and demand dissipates. Sellers continually lower their offering prices, but the buyers are reticent, so prices close on or near their lows. Please re-read this paragraph because it defines the essence of technical analysis.

Technical analysis is focused on market behavior rather than market news. Once again, the news may be extremely bullish but if price bars are closing near their lows and volume is increasing as prices drift lower, there is no demand and sellers are bailing out irregardless of the apparent bullish news. The market's price action always tells us what investors truly think of the news. The market pundits can tell you they're more bullish than ever, but they can't hide their true sentiment once they start unloading their stocks. Price action always exposes the real opinion.

 

Momentum

The Wall Street crowd is rife with clichés and I'm certain you've heard the old adage "the trend is your friend." Another trite expression from Wall Street is "buy the dips in a rally and sell the rallies in a correction." Sage advice such as this is totally useless if you don't have a method to accurately define the Trend.

Another favorite Wall Street term is momentum. What is momentum? Momentum is a term used to define the laws of physics relative to inertia. Momentum is a property of a moving body that determines the time required to bring it to rest when under the action of a constant force. What does this have to do with the stock market? Well, a very liberal interpretation would imply that demand is the force and price is the physical body. In any event, momentum is a method of describing price swings when the market moves well beyond the generally accepted level of fair value (another esoteric Wall Street term).

Upward price momentum is the rate of price acceleration and downward price momentum is the rate of price deceleration. For example, if prices advanced one point on Monday, one point on Tuesday, one point on Wednesday, our rate of acceleration would be zero since prices are advancing by the same increment every day. If prices advance at a greater and greater rate each day over the prior day's increase, our acceleration factor would go up proportionately faster than the actual price changes since a 1% increase in prices may represent a 10% increase in our acceleration factor. A very simple momentum calculation would be to subtract today's closing price from the closing price two days earlier. That value would be our acceleration factor. By plotting the acceleration factor on a separate graph, we get a totally different profile of the markets movement.

In a strong rally, our simple momentum indicator would go straight up as prices advanced at a greater rate over the prior days increase. At some point, the rate of increase begins to decay or decelerate. Prices continue to increase everyday, but the rate of increase is smaller than the prior days rate if increase. When this happens, our simple momentum indicator turns down, or diverges from the direction prices are moving. This is known as "bearish divergence" because upward momentum is declining even though prices continue to advance higher. Wall Street specialists call this "an over-bought market".
An over-bought market is an environment where profit takers are starting to move in. In essence, a correction is imminent in an overbought market. The opposite occurs in an oversold market. Prices continue to decline, but the momentum (rate of deceleration) is beginning to shift to the up side. This condition is defined as "bullish divergence" since momentum is turning up while prices continue to slide lower. An oversold market with bullish divergence between momentum and price warns of a counter rally as the bargain hunters are beginning to scale in . Momentum is a valuable definition of the markets real strength since it gives us a way to measure demand relative to directional price movement over fixed time frames.
                                  

The best way to describe market momentum is to compare it to the ocean tide and the waves hitting the beach. As the tide (momentum trend) rolls in, waves hit the beach and then retreat. A new wave hits the beach and momentum (the tide) pushes it a little further up the beach before it retreats. Then another wave hits the beach and it makes an even greater advance than the last wave before retreating. Each successive wave surges to a new high tide level before retreating. The market works the same way because it is really emotions driving prices up and down. Each surge in prices (greed) is followed by a retreat (fear). When upward momentum is strong, retreats are shallow and brief, as more hungry bulls charge in on every minor dip in prices. A wave of buy orders floods into the market pushing prices higher. Once the buying frenzy dissipates, fear creeps into the market as traders realize how high prices have climbed and they scramble to lock in some profits. Prices retreat briefly and then another wave of buy orders pours into the market pushing prices up even higher again.

At some point, the tide crests and the pattern reverses. Prices drop followed by a brief counter-rally. Then another wave of sell orders hits the market pushing prices even lower than the last drop. Another counter-rally ensues before the next wave of selling hits the market -- just like the tide when it recedes.

 Support and Resistance

    
The market rarely moves straight up or straight down, rather it stair steps up and down as the emotional pendulum swings back and forth between fear and greed. Remember the old pinball games they used to have in the arcades -- the metal ball would hit a metal pad and a bolt of electricity would force the ball to pivot off in a different direction. The market does the same thing. It pivots back and forth between support and resistance. If we compare the momentum to the ocean tide, then the amplitude of each wave is defined by the pivot points. A pivot point is just what it sounds like -- an inflection point where prices ricochet off in a different direction.

                                     

A pivot high is the highest price bar prior to a reversal back down. A pivot high is an area of price resistance. A point where demand disappeared and fear temporarily gripped the market as profit-takers sold out. Once again, a pivot high is resistance. A pivot low is the lowest price prior to a rally back up again -- an inflection point where buyers jumped in and started to aggressively bid on contracts. A pivot low is an area of buying support. The market moves back and forth between support (pivot low) and resistance (pivot high) as the emotional pendulum swings back and forth between fear, confusion and greed. When momentum is bullish, prices bounce up off of support and surge above resistance making an even higher high than before, just like the waves rolling into the beach. Then the emotional pendulum swings back over to fear. Prices pivot down off the new resistance level. As prices slide back down, another surge of buyers push prices back up to the most recent resistance level, and because momentum is bullish, prices smash through resistance and rally up to make an even higher high than before. The pattern simply reverses in a downtrend.

THE 3 ELEMENTS NEEDED FOR DAY TRADING
1) We need to define the short term trend
2) We need to measure the strength of the move (momentum)

3) We need to time our trade in the direction of the short-term trend

REPEAT THOSE STEPS ALL DAY LONG ... 5 DAYS PER WEEK ... AND YOU'LL BECOME A VERY SUCCESSFUL TRADER. Kwik*POP will define the trend, measure the strength of the trend and show you when optimum conditions are present for entering the market, but, YOU MUST PULL THE TRIGGER.
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