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chapter 7

Core CFD
trading skills

In this chapter we examine the core skills that you need to
develop to trade successfully. Mastering these core competencies
is essential to mastering CFD trading. It doesn’t matter whether
you trade shares, currencies, futures, commodities or CFDs, the
core skills required are all the same.

Analysis

Before you place your first trade you must decide how you'll
develop a trading edge. Your trading edge is the advantage you
intend to exploit for profit and is critical to your success. Your
edge comes from a thorough analysis of the market you intend
to trade. It is not essential you do all the research yourself, as
you can use analysis from a third party, but it is essential that
you find an edge before you enter the market.

Methods of analysis include a wide range of variables, such
as economic factors, technical indicators, seasonal influences,
fundamental criteria, relative performance, news releases, special
events and valuation measures. It doesn’t matter which school
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of analysis you subscribe to as long as the method of analysis
provides you with an edge.

Economic analysis

Traders who use economic analysis as a basis for trading decisions
focus on news releases reporting the countrys economic
performance. Most economic analysis focuses on interest rates
and their likely direction. The reason for this strong focus on
interest rates is that high interest rates slow economic growth
and low interest rates speed it up. Reports, such as those on
inflation, employment, retail spending and housing, all give an
insight into the rate of economic growth and the likely direction
of interest rates. In Australia interest rates are set by the Reserve
Bank of Australia, and in the US by the Federal Reserve. As a
general rule higher interest rates are detrimental to the stock
market because company profits are affected by meeting higher
interest payments. Companies also spend and invest less because
it's more attractive to save money than spend it.

Tip

Until you find a strategy to follow that allows you to profit
with CFDs, stay out of the market. Trading CFDs for fun or
excitement is costly.

Economic analysis is particularly important in the currency
markets as interest rates have a significant influence on this
market. It can be used in the stock market, but requires some
careful interpretation to ensure you understand how economic
changes will affect a specific company.

Fundamental analysis

Fundamental analysis focuses on the underlying performance
of the company and assumes that a share price will follow the
company’s performance. If you find a strongly growing company
then ultimately the share price is likely to rise as well. The
information contained in the company’s annual and half-yearly
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reports is closely examined and turned into a series of ratios
that allow you to compare different companies across different
industries. News releases are also studied to predict what will be
in the next report from the company.

Fundamental analysis is widely used in the stock market
and can be applied in the commodity markets as well. Here the
focus is on the supply and demand for the commodity. This
information is not as readily available as it is in the stock market,
where the companies deliver the information on a regular basis
to meet the requirements of the stock exchange the company is
listed on.

Technical analysis

Technical analysis is the study of price and the way price moves.
Stock market prices are often displayed on charts, usually
as lines, bars or candlesticks. The price can then be used to
produce a wide range of indicators that are displayed as lines
on a chart. Different indicators can show whether the market
is in a trend, at an extreme where a turning point is likely to
occur, or in consolidation where the market is moving sideways
with a series of up and down movements. By interpreting these
indicators you can decide when to enter and exit trades. Price
movement can be displayed for any market, so technical analysis
can be effectively applied to any market and in any time frame.
An interesting aspect of price movement is that patterns you can
see in one time frame, say on a daily chart, can also be seen on a
five-minute chart and an hourly chart.

Technical analysis is easily accessible to anyone with
a computer and internet access, allowing you to trade any
market in the world. Technical analysis can be used to analyse
commodities, currencies, indices and stocks.

Quantitative analysis

Quantitative analysis is sometimes referred to as data mining. It
involves analysing historical data to find relationships that are
statistically significant. As with technical analysis, computers

125



copyright material

CFDs Made Simple

have recently opened up this area of analysis. Charts are replaced
with databases and powerful analysis tools, such as decision
cubes and pivot tables, which can be used to sort through lots of
information. Seasonal patterns can be researched for any market
by averaging out the movement on a particular day, week, month
or year.

Like technical analysis, quantitative analysis focuses on
price to find possible trading opportunities, but this focus can
be extended to the study of fundamental ratios if you have
access to the historical data. This market approach has recently
become much more accessible to smaller traders because data
has become more readily available.

Quantitative analysis can be applied in any market so a
trader can analyse commodities, currencies, indices or shares to
find relationships in the data.

Tip

Youll ‘hear endless views on how to trade CFDs and the
markets, and some of these views will be conflicting. Unfortu-
nately both can be right! You have to choose an approach that
gives you an edge in the market.

Deciding on what form of analysis to use to find an edge is an
important decision. Begin by focusing on one aspect of analysis.
When you have a sound understanding of that aspect add other
approaches. Over time you can learn about other methods of
analysis and decide which method you prefer to use to find your
trading edge in the market.

Position sizing

Sound position sizing methods are critical to your CFD
success. Being able to control your position size is one of the
key advantages of trading CFDs. As mentioned in chapter 5,
it's essential to size your positions to control losses. No matter
how good your analysis is, you will be wrong. Accepting this is
important for survival when trading CFDs. The market you're
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trading is made up of thousands of participants all making
independent decisions. No analysis available can take into
account all the possible outcomes of these decisions, so no
analysis will be right every time. If you have placed too large a
position on the trade then you can blow up spectacularly if there
is a strong move or gap against your position.

If you buy 100 contracts of CBA at $50 your position size is
$5000; if you buy 100 contracts of silver at $25 your position
size is $2500; if you buy 100 contracts of gold at $1400 your
position size is $140000; and if you buy 100 contracts of S&P
ASX 200 at $4600 your position size is $460000. Position size
matters because it has a significant effect on your profit and loss.
Adding an extra zero to a position makes for an exciting ride,
but can quickly result in disaster. Controlling risk via position
sizing is critical for successful CFD trading.

Tip

You can enter very small positions with CFDs, in some cases
as small as one contract. How many contracts you trade is
your responsibility because you have complete control over
the risk you take on.

Average true range

Average true range (ATR) is one way to gain an understanding of
the market you're trading and the impact of position size. It shows
how volatile a stock or CFD has been during a specified period.

True range is the range of movement in the price of a CFD
in any given time period, including any opening gap, where the
price opens today at a price different to yesterday’s close. True
range is the greatest of the following measures:

= current high—current low
= current high—previous close
= current low—previous close.

The average true range is the average of the true range over a
specified number of periods.
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The ATR shows the normal movement in the market you
wish to trade, so you can determine a suitable place for your
stop loss and profit targets, and then calculate your position size.
The ATR can even be used to provide entry signals as a measure
of when the market has moved to an extreme (see the section on
countertrend trading in chapter 11). The ATR varies over time,
as well as by market. Table 7.1 is an example of the ATR for
different instruments.

Table 7.1: example of ATR for four different markets

XJo NASDAQ BHP Gold
Weekly ATR 170 115 $2.00 $41.00
Daily ATR 65 55 $0.90 $20.00
Hourly ATR 17 6 $0.35 $2.72
Five-minute ATR 5 1 $0.06 $0.52

If you're trading BHP Billiton then a move of 90¢ in a day is
normal. This means that a position of 100 BHP CFDs will
normally fluctuate $90 in a day; 1000 BHP CFDs will fluctuate
by $900 in a day; and a position of 10000 BHP CFDs will
fluctuate $9000 a day. When calculating your position size
decide what sort of daily movement you're prepared to tolerate,
remembering that the move could be against you and could also
be up to two to three times the ATR.

Being able to control your position size allows you to reduce
your risk when trading CFDs, but many traders never learn to
do this. Instead traders buy large positions because its possible,
then when it goes wrong they lose far more than they should
have. Success comes back to correct position sizing. The most
effective method we've found to determine position size was
outlined in chapter 5.

Low-risk entry

Low-risk entry points improve your chance of success when
trading CFDs. A low-risk entry point means you lose very little
if the trade doesn’t go as planned. Keeping your losses small can
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improve your risk-reward ratio and your overall profitability
A low-tisk entry point can be calculated in a variety of ways;
however, with all of the following entry techniques you'll quickly
know if your analysis was wrong.

Tip

Low-risk entry points not only make trading easier, they’re
more profitable overall, because, when a trade does not work
out, your loss is as small as it can reasonably be.

Market movement

To gain a perspective on how the market moves, imagine a share
price is attached by a rubber band to the value of the company.
Regardless of how you work out the true value of a company, the
market rarely trades at its true value. A company only trades at its
true value for a fleeting moment on the way to being overvalued
or undervalued. The further away the share price is from its true
value, the more the rubber band is stretched and the more poten-
tial there is for a move back towards the true value. The further
below its valuation a company is, the more the rubber band is
stretched and the more likely the company will move higher. In
a similar way, if a company is trading significantly above a trend
line (the line of best fit, which touches as many turning points
as it can) or moving average, its far more likely to move back
towards the average than continue to trade above the average.

Pull back in a trend

A great example of a low-risk entry point is a pull back in a trend,
which allows you to enter near a trend line. Consider figure 7.1
(overleaf) where low-risk entry points are shown at A, B and C.
Not every trade works out, but by entering the market as the
share price touches the trend line and turns down, you'll quickly
know if the trade has gone wrong if the price then moves back
above the trend line. The higher risk entry points are marked
by D, E and E because sensible stop placement requires a stop
a long way from your entry point. If the stop was placed where
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you're sure the down trend has finished it would have to be on
the other side of the trend line, and an entry at D, E or F would
result in a larger loss than is necessary, because your entry is a
long way from your exit placed above the trend line.

Figure 7.1: trading a downtrend in Commonwealth Bank

Source: chart by MetaStock.

Support and resistance

Buying at support, a level which the share turns up from more
than once, or selling at resistance, a level where the price turns
down more than once, also provides a low-risk entry point.
You'll very quickly know if youre wrong if the price breaks
out beyond this level. If the support level or resistance level
holds, then the price will reverse direction and head back the
other way. Low-risk entry points exist at A, B and C in figure
7.2 if you're looking for a trade as the share turns around at the
support level.

A low-risk trading opportunity may also appear if the
market doesn't reverse and a breakout occurs, with the price
breaking through the support level and continuing in its current
direction. A sound breakout move rarely pulls back below the
support or resistance level it broke through, and again low-risk
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opportunities exist at points D, E and E When a breakout occurs,
a second entry opportunity can sometimes occur, as it does in
this example when the share fell back and then bounced off the
same level it originally broke through at G.

Support and resistance levels provide the opportunity to
trade a reversal, as it turns off the level or a breakout through
the level. To determine which method is appropriate you’ll have
to consider other information, like what is happening in other
markets, volume behaviour, or the levels of buyers and sellers in
the market depth at the time. Both approaches—a reversal or a
breakout— provide a low-risk entry opportunity, as a failure will
very quickly confirm that your analysis was incorrect.

Figure 7.2: trading support and resistance levels in
Woodside Petroleum
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Source: chart by MetaStock.

Strong move

Another entry that can be considered low-risk is entering after a
strong move in any direction. If the market has moved sharply
higher, there is a good chance the market will not continue in
this direction, without at least consolidating the recent gain.
This consolidation occurs because the very short-term traders
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are taking profits. Defining a strong move depends on what is
being traded. For example, a daily move of 3 to 4 per cent in
an index is a big move, but for a US share it is not particularly
unusual.

Tip

Some of the best trading opportunities exist at extremes, when
the market is well away from its true value, whether you
measure this technically or fundamentally.

If the market has moved more than twice the ATR in one period,
or three to four times ATR over 10 periods, then this could
be considered to be a big move. If the US markets are down
3 per cent overnight, look for a short-term long trade because a
reversal is now likely. Buying after a heavy fall may not seem like
a low-risk entry technique, but the chance of the market falling
further is quite small. The odds certainly favour the market
changing direction after a strong move in any direction. The
boundary lines on the chart in figure 7.3 show a movement of
four times ATR in 10 days. Entry could be taken short at A, B
and C, and long at D.

Figure 7.3: trading extreme reversals in Woolworths
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It may not feel comfortable to use low-risk entry points, especially
if the trend has not had time to develop and there is still a degree
of uncertainty. Just because an entry point is low-risk does not
mean that every trade will be profitable. The Patterns of Success
newsletter trades a strategy that enters trades when a breakout
occurs from a chart pattern. As part of our analysis we consider
the trend of the market, the sector and the share, as well as the
volume behaviour, to determine whether to take a trade. Even
though we employ a low-risk entry technique we don't take
every trade that comes along, just because it looks the same. We
also consider other factors when making a decision.

Cutting losses

Before you enter a position you should know where you're going
to get out. This is critical to keeping your trading account intact.
When you enter a trade only three things can occur:

= your analysis was correct and the trade moves into profit
= your analysis was wrong and the trade moves into a loss
= you get lucky and the trade moves strongly in your favour.

We prefer the third outcome. The purpose of our analysis
is to identify opportunities where we can get lucky, but more
importantly we want to avoid the situation where we get caught
with large losses.

Stops are essential to skew the trading edge in your favour.
If you eliminate large losses and use good analysis to determine
when to enter trades, then you're likely to have an advantage
trading CFDs. Remember no analysis will be correct every time,
and stops take care of what happens when the trade does not
work out as planned. ‘Cut your losses and let your profits run’ is
repeated over and over again in the markets, and is an essential
part of a sound trading strategy.

Develop the habit of always placing a stop loss order into the
market when you enter a trade, to ensure that you control your
losses on any trade. There are a variety of ways to decide where
to place your stops.
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Percentage stops

The simplest method of stop placement is to place a stop at a set
percentage from your entry price. If you enter a trade at $5.00
you place your stop 5 per cent below your entry at $4.75. While
this method is simple it doesn’t take into account the volatility
of the share price and tends to be very wide on higher priced
shares (so the price of the share will need to rise considerably
before the stop loss is triggered) and very close on lower priced
shares (so the price of the share has to increase by only a small
amount for the stop loss to kick in). A 5 per cent stop loss on an
index is likely to be a long way from the current price.

Volatility stops

To overcome the limitation mentioned for percentage stops, a
volatility-based stop can be used. A volatility stop adjusts as
the volatility of the share changes—the stop is closer when
the volatility is low and further away when the volatility is
high. The average true range (ATR) can be used to determine
stop placement, adjusting automatically as the share’s volatility
changes. If a stop is placed outside the normal movement of the
market you're trading, it is less likely to be hit. For example,
when trading intraday on BHP CFDs the normal hourly
movement as measured by the ATR is 35¢. If your stop is placed
20¢ from the current price there is a good chance it will be
hit by the normal market movement. However, if you set your
stop 60¢ away from the current price it will take a strong move
against your position to trigger a stop loss.

Stops are usually placed one to three times the ATR from the
entry price, although we've seen stops as wide as five times the
ATR used successfully by longer term traders. Using the ATR as a
guide to stop placement means that your stop loss can be applied
to any market and it’s also appropriate for any market condition.

Technically based stops

Technically based stops are placed depending on the current
price action and at a place where the market has signalled a
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change in direction or volatility. A stop placed below a trend
line, below a support level or below the last turning point could
be used to get you out of a long trade. A stop placed above
resistance, above a down trend line or above the last turning
point could get you out of a short trade. All of these stops are
based on a particular pattern that can be detected in a chart.

Time-based stops

All of the previous stops have been based on the price reaching
a particular level, but time-based stops can be a useful tool to
add to your exit strategies. When you enter a trade your analysis
suggests that the market is going to move in a certain direction.
If the move does not happen within a set time, say 10 periods,
then you could exit the position and wait for another entry
opportunity. The best trades tend to move strongly in your favour
early on. If the trade doesn’t do this, you can exit after a set time
instead of waiting for the trade to hit your price-based stop.

Scaling in

Have you ever entered a trade and realised almost immediately
that you did the wrong thing? Most CFD traders have. By
entering a part position, you can test the waters and, if the trade
moves as you expect, you can then add to the position. This is
known as scaling in.

When considering position sizing earlier we considered that
a trade was entered in one full parcel and exited the same way.
However, another tool you could use is adding to a winning
position, maximising the returns from a good trade. Starting
with a position less than the full amount you wish to buy, you
can add to the position at preset intervals.

Tip

Scaling in is one of the most underused techniques by CFD
traders. Spend as much time developing your position sizing
model as you spend on looking for good entry techniques.
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The amount you add at any stage can vary. Start by entering
half now and half when you're more comfortable that things
are going your way. Once you've mastered scaling in with two
positions, you can scale in by adding three, one-third-sized
positions; or four, one-quarter-sized positions to build up to
your full position size.

There is always uncertainty when entering a trade. In the
chart in figure 7.4 half the position could be entered at A because
the share approaches the trend line. You cannot be certain that
the share will turn around here. You could then scale in with a
second position entered after the market pull back to touch the
trend line for a second time at B. You're now in the full position
for the move higher. If you were adding three times, start with a
one-third position and add to it at B and C.

Figure 7.4: scaling in to a position in ANZ Bank

Source: chart by MetaStock.

To pyramid or to scale

Pyramiding into a trade is similar to scaling in, because in both
cases you're adding to your trade, but the technique is slightly
different. Scaling involves adding to a position until it reaches
full size, while pyramiding involves adding second or third
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positions to the current position and adjusting the stop loss to
keep risk levels the same. For example, if you enter a trade at
$10 with a stop at $9.50 your risk is 50¢. If the position moves
to $10.50 you could add a second position and move the stop to
$10.00. Your risk will still be 50¢, with the first position being
exited with no profit and a loss on the second position.

When pyramiding you can add to the position with the same
sized parcels, or you can reduce the size of your second and
third pyramid to half the original size. So you could enter full
size, then enter half of the remaining parcel, then the other half.
In the chart in figure 7.5 you could enter your original position
at A, followed by a second at B and a third at C.

Figure 7.5: pyramiding into a trade in Newcrest Mining

Source: chart by MetaStock.

Tip

Scaling into a position reduces your risk, because even though
you may be too early for the party, you did so with a smaller
position. Pyramiding is about adding to your position size to
maximise the returns from your big winners.
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Holding

The famous 1900s speculator Jessie Livermore made the follow-
ing comment:

And right here let me say one thing: After spending many
years in Wall Street and after making and losing millions of
dollars I want to tell you this: It never was my thinking that
made the big money for me. It always was my sitting. Got
that? My sitting tight!

(Reminiscences of a Stock Operator, Edwin LeFevre)

Jessie Livermore was referring to the fact that most money in
the market is made from sitting, not thinking, and that holding
positions was a key to his success. It takes time for a trade to
play out and having the patience to allow the trade to develop is
critical to its success. This doesn’t mean that a trade that doesn't
work out should be held until it becomes profitable. A stop loss
is an efficient way of dealing with these trades, but it takes time
for profit to grow.

It would be easy to trade if the market simply moved in
a straight line from your entry price to your exit price, but it
doesn’t. There will be pull backs counter to the main trend,
sometimes many before the trade reaches its destination. Being
able to tell the difference between a simple pull back and a
reversal is challenging. The section on exits later in this chapter
examines different techniques that you can use to tell the
difference between a normal pull back and a change in trend.

Related markets

Holding is not about being passive, it’s about actively monitoring
the trade and the market conditions to ensure that the reasons
youre in the trade remain valid. Related markets can be
monitored as well as the price movement in the market you're
trading. For example, if you're trading gold shares on the long
side and the price of gold stops rising, this is a warning that you
may need to scale out of the position or take profits by exiting
the whole position. If a CFD trade in oil required the US dollar to
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be falling as one of your entry criteria, then while you're holding
you would monitor the US dollar for any significant change.
A strong rally in the US dollar is likely to lead to a reversal in
oil and you could then scale out or take profits on the whole
position.

Tip
Remember to look at what’s happening in related markets

as this activity can have an influence on whether to hold the
position through a pull back or not.

Scaling out

Scaling out of a position is the reverse of scaling in. You exit part
of a position on the first signs that the market may be turning
around, then exit more of the position when the turnaround is
confirmed. A common strategy is to exit one-third of a position
when the trade has moved in your favour by the amount of your
risk, one-third of the position to take a profit at twice your risk
and the final one-third when the trend finally ends. Assume you
entered a trade at $10 with a full size position of 300 contracts
and a stop at $9.70. Your risk is 30¢ per contract or $900. If the
market moved up by 30¢ then your first exit would be to sell 100
contracts for a gain of $300. Your risk on the trade has reduced
from $900 to $300 without moving your stop loss, because you
have a $300 profit and if the remaining two positions fell back
to the stop you would lose $600. Your second exit would be to
sell at a 60¢ gain for a profit of $600 and your final exit is when
the trend ends. By the time you've taken the second exit you
have a nice profit of $900 and you can allow the final position to
move until the trend clearly ends. Scaling out allows you to lock
in profits, reduce your risk on the trade and let your profits run
until the trend really ends.

Scaling out aligns your trading with the trend as it unfolds
and increases the probability you will have a successful trade.
As a trend develops its inevitably getting closer and closer to
the end of the trend. No trend goes on forever and there comes
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a time when the odds favour the trend reversing rather than
continuing. It is impossible to consistently pick the top and
bottom of a trend and scaling out allows you to capture the most
likely part of the trend, but also hold onto gains until the trend
ends to maximise your winners.

Scaling out at preset levels based on the risk you're taking is
one way to approach reducing your position size, but you could
consider other methods when scaling out of a trade.

Support or resistance

At support or resistance levels its a great idea to reduce the
size of your position. It is useful to assume that a support or
resistance level will hold and result in a reversal, unless there
is strong evidence otherwise. Strong evidence could be a very
strong trend in the market, which is shown by the fact that the
market cannot move much against the trend or significant trends
in other related markets. By reducing a position at a support or
resistance level you're able to lock in some of the gain on the trade
and still hold on in case the move does extend beyond this level.

Tip

One of our favourite places to reduce the size of our position
is after a strong move in our favour. After a strong move in
any direction the probability favours a reversal.

Sometimes you get lucky

There are two reasons to sell after a big move in your favour.
The first is you've made money, which is always nice, but the
second is that strong moves often reverse rapidly. A large move
can provide a low-risk entry point because a reversal may be
close at hand and the probability favours a change in trend. Use
the ATR to give you a guideline to normal movement. A move of
1.5 to 3 ATR would then be considered a big move.
Inexperienced traders often enter the market after a strong
move and are more likely to be caught by a reversal. It's okay to
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lock in some profit and reduce your risk at the same time. If the
market continues on then it’s always okay to re-enter a trade.

Taking profits

When a trend finally ends it’s time to take profits. Unfortunately a
flag does not go up to signal the trend is over, so as a CFD trader
you need to look for clues that alert you to the end of a trend.
As we mentioned in the section on holding, its important to be
able to distinguish between a pull back and a change in trend.
There are a number of different techniques for taking profits and
completely exiting a position. Choose the exits that you find
appropriate to your particular style of trading. You can always
use more than one exit, taking the exit that works best for you.

Tip
More than for any other part of your trading, rules are
required for exits.

Any exit signal that you use should be based on set criteria. Once
you're in the heat of a trade your perception of what is happening
is altered. It’s often linked to your profit and loss rather than to
what the market is doing. You can become emotionally involved
with the position and your decision making criteria can become
altered. Exit the trade when your signal occurs. If the trend
continues and you exited too soon you can always re-enter if the
market conditions continue to be in your favour.

Trailing stops

A trailing stop follows the share in the direction of the trade. As
the share moves away from your entry it can be used to lock in the
profit on the trade. A trailing stop is often set a fixed percentage
below the most recent low price if you're trading long. We've
found a range of 3 to 8 per cent works well for most traders.

Ideally a trailing stop should be based on the ATR for the
instrument you're trading, because the necessary stop loss varies
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as the volatility changes. If a normal movement is 20¢ then a
stop of 40¢ may be appropriate, but if the volatility changes and
the normal movement increases to 60¢, then a 40¢ stop becomes
too tight. From our experience CFD traders are best to place a
stop between one and three times ATR. A stop at three times
ATR is better suited to trend traders who wish to hold for weeks
to months. From running thousands of tests, we've determined
that three times ATR is one of the most profitable exits for a
trend-based strategy. Shorter term traders, trading days to weeks,
may consider tighter trailing stops, set at the lower end of the
one to three times ATR range. Both one times and a three times
ATR stops are shown in the chart in figure 7.6.

Figure 7.6: one times and three times ATR stops for
BHP Billiton
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Source: chart by MetaStock.

Only a few CFD brokers provide trailing stops in their platform,
and we're not aware of any that provide trailing stops based on
the ATR.

Technically based stops

Technically based traders can place stops at a variety of different
places based on the price action in the share that’s being traded.
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You could place stops at the last turning point or at a place
where the trend line has clearly been broken. Profit targets can
be set at support or resistance levels and an interpretation of the
bars or candlesticks can also be used to take profits.

Turning points

An up trend is a series of higher highs and higher lows, while a
down trend is a series of lower highs and lower lows. You can
use a change in trend as an exit strategy by placing a stop at the
last turning point in the share. This is effective in staying with a
trend as it continues and takes you out when there is a change
in trend. The lines in figure 7.7 show the turning points, which
progressively move higher as the share makes higher lows.

Figure 7.7: using turning points to exit a trade in
BHP Billiton
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Source: chart by MetaStock.

Using trend lines to exit

A break in a trend line can also signal a change in trend and
is a sound place to exit from the trade. You must have at least
two turning points to draw a trend line. In the chart in figure
7.8 (overleaf) if you entered a long trade at A you would place
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orders to sell below the trend line to capture a change in trend.
At B, C and D the market came back to the trend line, but didn’t
break below the line. It may seem odd that the share would turn
around consistently at a straight line, but trend lines work as
exit signals because other traders also draw trend lines.

We've already covered the concept of scaling out at support
and resistance levels, but you may also use these levels to
determine when to take profits on a trade. If the supporting
evidence is for a turnaround then, rather than scaling out, it may
be better to exit completely.

Figure 7.8: using a trend line to exit a trade in BHP Billiton
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Count-back lines

Count-back exits use the lowest price in the last x days to
determine an exit point from a long trade, or the highest price
to exit from a short trade. To exit a long trade, find the lowest
point in the last x number of days and place your stop at this
level. The chart in figure 7.9 shows a short trade and a variety of
count-back periods from three to fifteen. The higher the count-
back periods you use, the wider the stop loss becomes.
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Figure 7.9: using count-back lines to exit a trade in
BHP Billiton
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Source: chart by MetaStock.

A three-day count back is commonly used by short-term traders,
while we have found it effective to use a 20-day low when trading
a medium-term trend based strategy. The 20-day low keeps you
in a trade while the trend unfolds and has proved very effective
when testing trend-following strategies.

Short-term signals

If a market is moving strongly in one direction it can gap, where
the open of the next period is some distance away from the
close of the last period. A gap usually occurs because a market
is closed and cannot adjust to take into account some new
information. When the market starts trading, the price jumps to
the new price, leaving a gap in the chart. This gap can signal the
end of a move, though not every gap means a move is ending;
in some cases it can be the start of a move instead. Regardless
of whether it is the start or the finish of a move, it’s an excellent
place to enter a stop order for a potential reversal. If the market
gaps up, place a stop order just below the low of the candle or
bar after the gap. If the market gaps down, place your stop order
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just above the high of the candle or bar following the gap. If the
move reverses you will be out with a nice profit and if the move
continues you'll still be in the trade.

In addition to gaps you can use a variety of short-term exit
signals. These include particular shapes in the candlesticks or
bars. All of these reversal patterns can provide evidence of the
end of a move, but its a good idea to wait for confirmation
that the trend is reversing, before acting on these very short-
term signals. The signal may simply mean the market is going
lower for a day or two, not necessarily changing direction
for good.

Profit targets

Profit targets are set to get you out of a position when your trade
moves into profit. The exact end of the trend is often hard to
identify when it occurs, and reversals can happen very quickly,
resulting in giving back some of the profit you had made.
Profit targets allow you to exit from your trade with a profit
if the market moves to your specified level. Profit targets are
commonly used when scaling out of a position. These can be
set as limit orders in the market, which will trade if the share
reaches the set price.

When setting profit targets we prefer not to base them on a
set percentage; for example, get off with a 1 per cent profit, or
get off after a move of 10 per cent, though this technique can
be used. Setting targets to take profits, or reduce your position,
when the trade hits resistance or support is a much better
approach. Assume support or resistance will hold unless there
are very clear indications otherwise. You could also base profit
targets on the ATR because this gets you out of the position
when the normal movement has been reached in your chosen
time frame. It’s better to take profits too soon than hang out for
every last dollar that is available.

In figure 7.10 a long trade can be exited or scaled out of at
A, while a short trade is exited or scaled out of at B. In this way
you're taking profits as the market makes them available.
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Figure 7.10: exiting a trade using profit targets in
Woodside Petroleum
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Source: chart by MetaStock.

Tip

If you’re going to leave a position open while you're away
from the market, you can use an OCO order to take profits
with a stop loss as protection. An OCO order allows you to
set a target for the order as well as a stop loss. Whichever
order is hit first cancels the other order.

Profitability-based exits

Take windfall profits when they're delivered to you. If you've
made money from a strong move in your favour then its a good
idea to take profits. Exiting after a large move in your trading
direction, or a series of bars or candles moving in your favour,
can improve your profitability. The odds are against the move
continuing and taking profits to lock in the gain is advisable.
Larry Williams, a successful futures trader, uses a bailout exit,
which consists of exiting on the first profitable open. Regardless
of whether he’s up $1 or $1000 Williams exits if he’s in profit.
Using this exit provides you with a high win percentage because
you'll exit only when you have a profit. This exit, however, still
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must be coupled with a stop loss for those trades that never
move into profit. This is a useful exit for very short-term traders
with normal holding times of just one to two days.

Tip

You don’t have to use only one exit method, a number of
different exits can be combined. You could use a gap, a
turning point or a large move in your favour to take profits.
The signal that happens first will exit you from the market.

Re-entry

It can be frustrating to be exited from a trade too early, but
exiting from a trade doesnt mean the opportunity no longer
exists. If you exited too early you can re-enter a trade provided
the reasons you got into the trade remain valid. If you're trading
a consolidation breakout, then false breakouts can occur, where
the price breaks up and then falls back into consolidation. If
the swings are wild enough you can be stopped out after entry.
Figure 7.11 shows the possible entries and subsequent exits. If
your first entry was a breakout at A, then you may have been
stopped out at B. A re-entry can be taken at C or D.

Figure 7.11: re-entry into a long trade on Forge Group
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As part of your trading plan you can determine what has to
happen for you to make a re-entry. It is possible to re-enter
immediately after being stopped out, but this does come with
some risk that the re-entry is too soon. If you have been exited
from a long trade, it may be that the market bounces higher only
to fall away soon after. A less risky approach is to watch the pull
back to see whether the market is going to continue to drop or
bounce higher. A re-entry can be taken once you confirm the
market is moving higher.

Remember your first entry may not be perfect, but if your
reasons for entering the trade remain valid, then a re-entry can
add to your success.

Tip
If at first you don't succeed, try and try again, provided the
criteria for the trade remain valid.

Re-entry can be one of the hardest things to learn, because
you've exited the trade to take profits or cut a loss. You then
have to adjust your view to confirm whether the original reasons
for entering the trade remain valid and decide whether its
appropriate to get back into the position. This requires you to be
flexible and to remain emotionally detached from your trade.

Chapter summary

= All traders require core skills, whether trading CFDs or any
other instrument. Mastering these core skills is the key to
trading success.

= Good analysis is critical to your overall success, though this
does not have to be your own analysis. When you're starting
out its useful to have someone guiding you with the trades
he or she is placing.

= Whatever type of analysis you use, it’s all about finding an
edge to pursue in the markets. This is an opportunity to
profit from a particular set of circumstances that occur on
a reasonably regular basis.
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It’s up to you as a CFD trader to control your position size.
Too many traders trade too large a position and quickly end
up in trouble. You must control your risk every time you
enter a trade.

Always use low-risk entry techniques and only take the
signals when the market is set up for a move. It’s not
necessary to take every entry signal, but trade the ones
with a higher chance of success.

Develop the habit early on in your CFD trading career to
place a stop loss every time you enter a CFD trade. A stop
loss in conjunction with good position sizing allows you
to control your risk on every trade.

Scaling in further reduces risk, allowing you to test the
water by entering a smaller position before adding to the
position as the market movement confirms your view.

Holding a position can be challenging, but it’s not a set and
forget approach. You need to actively monitor the trade
and market conditions for evidence that it’s time to take
profits. Be cautious of getting lazy and just letting it go.

Scaling out reduces the size of the position as the move
develops, allowing you to lock in some of the gains as
probability favours a reversal.

You can use multiple exit signals to know when to take
profits, but whatever you do it’s important to have clear
rules for exits to avoid getting caught up in the emotions
triggered by the markets.

When you've exited a trade it’s always possible to re-enter
the trade. This may be part of your strategy, and it allows
you a second chance at getting into a profitable trade,
provided the entry criteria remain valid.
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