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Avoid Bad Whipsaw Signals! Try Using
TradingExpert's New +/- DMI Filter

By David Vomund

n the new 7.2 release of AlQ’s

TradingExpert Pro there is a

new indicator called +/-DMI.

AIlQ users have requested this

indicator because it is often
found in technical analysis books.
Interestingly, the +/-DMI is not really a
new indicator in TradingExpert. In-
stead, it is a different method of chart-
ing the Directional Movement Indicator
(DMI). Let me explain.

Directional Movement is a concept
that J. Welles Wilder, Jr. described in his
book, New Concepts in Technical Trading
Systems. The DMI is based
on the assumption that
when the trend is up,
today’s price should be
above yesterday’s high.
Conversely, when the trend
is down, today’s low price
should be lower than
yesterday’s low.

In calculating the +/-
DMI indicator, when
today’s high is greater than
the previous day’s high,
then the difference in the upward
movement is the +DI. When today’s
low is less than the previous day’s low,
then the difference in the downward
movement is the —DI. Inside days are
ignored.

The +DI
and -DI
numbers are
then averaged
for a period of
days (the
default is 14)
and then
divided by
the average
true range.
The results
are normalized and displayed as oscilla-
tors.

DAVID VOMUND

“The +/-DMI can be used either as a
system on its own or as a filter for
a trend-following system...To make
sure that you only act on signals in

the direction of the trend, then only
act on signals that agree with the
+/-DMI signals.”

Figure 1 shows a chart of Texas
Instruments. The bottom of the chart
displays the new +/-DMI indicator. If
the +DI is above the —DI, the directional
movement is up. If the +DlI is below the
-Dl, then directional movement is
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down. The greater the difference
between the +DI and -DI, the more
significant the trend. For this indica-
tor, a buy signal is registered when
the +DI crosses above the -DI. A sell
signal is indicated when the +DI falls
below the -DI.

The Directional Movement
Indicator (DMI) is simply the differ-
ence between the +DI and -DI
indicators. Comparing the DMI to
the +/-DMI in Figure 1, we see that
when the +DI crosses above -DI, the
DMl rises above zero. When the +DI
is well above -DlI, as it was in late
August, the DMI is very positive.
The point is that these are the same
indicators charted differently.

Why has AIQ added the +/-DMI
indicator? One reason is to satisfy
user requests. Many technical
analysis books plot the +/-DMI
indicator instead of the DMI. Trad-
ers wanted their systems to resemble
the technical books. Another reason
is that more advanced users wanted

“Another Welles Wilder indicator is
the Parabolic system (ParaSAR). This
indicator works great in trending
environments but whipsaws during

sideways movement. Many of the
whipsaws can be eliminated by
combining the ParaSAR indicator
with the +/-DMI.”

to run studies on just the +DI line.
That is not possible when using the
DMI.

The +/-DMI can be used either
as a system on its own or as a filter
for a trend-following system. Trend
following systems often turn into
whipsaws during non-trending
environments. To make sure that
you only act on signals in the direc-
tion of the trend, then only act on
signals that agree with the +/-DMI
signals. Let me explain with an
example.

B AIQ Charts

[BEET

Chart View Draw Explore Tagli w Help

s = O P R R e W cd [l A = R E N S e e

IFY 2 1N 10/24/03 (87 - 4) CEx Dae: 10724103
I Texas Instrs Inc (Daily) High: 27.66 0.26
LL | O 272 oo
I ¢ pen:
W L W 26.624 ER Up: 87 Down: 4
el HL I. H_ HH %H 24576 21d ST MA 25.07 A
B HH— L L[ [ ; ” . 50d IT MA 241
| r f s [ : 100dLT MA 2143
fll H_ H_H. 22 528 21d High 273
< : 21d Low 22,57
% TJ 10dSTESA  26.33
28dITESA 2515
i % FJ 20.48 49dLTESA  24.02
kb, e
i o r H-LHHF 18.432 ParaSAR 462 .,
T T T T T T T T T T T T ¥ =
A 3 0 0BV 5617
VP Trend 49.66
DirMov Volalility 33.63
0BV Pl 43.86
32 Vol O cl 14.08
24 Splitvol 136320
16 SK-5D 692
MACD Osc 019
pat e I ‘ ot ot 2
LU III||H‘M 1 [ ||||. L | ‘\ |0 RS Tki ELECTE 0
! RS Indx SPX  550.27
N-Vol 81.36
+/-DMI MF RS 77.56
+DI 40 MF 0SC 8.03
32 ADX/R 25.9
RSMD Tkr ELECT6 0
24 Velacity 0.22
16
-DI 8
ER| 4 o =
For Help, pressF1 INT39-3 Connected [Taglist:

Figure 1. Daily chart of Texas Instruments. Displayed below the price are the DirMov (DMI) and
the +/-DMI indictors. Note the similarity between DirMov and the new +/-DMI indicator.

Another Welles Wilder indicator
is the Parabolic system (ParaSAR).
This indicator
works great in
trending envi-
ronments but
whipsaws
during side-
ways move-
ment. Many of
the whipsaws
can be elimi-
nated by com-
bining the
ParaSAR
indicator with
the +/-DMI. Here is how it works —
only act on ParaSAR buy signals
when the +DI is above the -DI.
Along the same lines, only act on
ParaSAR sell short signals when the
+Dl is below the -DI.

Figure 2 shows a chart of
Textron Inc. (TXT). On the price
chart is the ParaSAR indicator. This
indicator gets its name from the
shape assumed by the trailing stops
that tend to curve like a parabola.
Notice that as prices trend higher,
the rising dots below the price

action, which represent the sell
points, tend to start out slower and
then accelerate with the trend. A
buy signal occurs when prices rise
above the downtrending dots.

Figure 2 shows seven buy signals
(see arrows on price chart). During
the same period, the +DlI only rose
above -DI three times (see arrows on
DMI indicator). The ParaSAR is
clearly a more sensitive system.
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By using the +/-DMI filter,
several of the bad whipsaw signals
in the ParaSAR indicator would
have been avoided. Directional
Movement is positive from May
through August so during this
period only ParaSAR buy signals
should be acted on. ParaSAR short-
selling signals should be ignored.
Using this technique, you only
traded in the direction of the trend
and two whipsaws were avoided.

Most people will continue to plot
the DM indicator instead of the
+/-DMI because it is easier to spot
crossovers. However, adding the
+/-DMI indicator gives you the
flexibility to experiment with the
components that make up the DMI
indicator.

]

David Vomund publishes VIS Alert, a
weekly investment newsletter. For
sample issues, visit www.visalert.com.
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Figure 2. Daily chart of Textron with DirMov (DMI) and +/-DMI indictors. ParaSAR indicator has
been added to price plot and arrows drawn to show ParaSAR buy signals. Note that +/-DMI gave
only three buy signals during same period that ParaSAR gave seven buys.

Market Review

ctober is supposed to
be a “scary” month for
the market. That
wasn’t the case this
year. Helped by
strong economic and earnings news,
the S&P 500 rose 5.5% in October.
Even stronger were small-cap stocks
with the Russell 2000 gaining 8.3%.
The good news was punctuated by a
very strong Gross Domestic Product
(GDP) number. Third-quarter GDP
grew at a sizzling 7.2 percent annual
rate, the fastest since 1984.

Several of the top performing
industry groups in October were
commodity related. Metals Mining
rose 20%, Aluminum rose 18%, Steel
rose 17%, and Forest Products rose
17%. Not all groups participated in
the rally. Food Retailers lost 8%,
Wireless Communications lost 6%,
and Oil & Gas Services lost 6%.

Market averages have been very
strong since the March lows. The
best trendline is found on the
Nasdaq Composite (Figure 1). The
Nasdaq has touched this trendline
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Figure 1. Daily chart of Nasdaq Comp. with support trendline that has been tested (arrows) but
not penetrated since early March.

on four separate occasions (see
arrows). As long as the Nasdaq is
above this trendline, the bullish
pattern is intact and oversold buy

signals will work better than over-
bought sell signals.
]
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Option Analysis

'Percent to Double'

A Useful Tool for Option Traders

By Stephen Hill

Option traders have asked AlQ to
include the parameter Percent to Double
in its popular OptionExpert software.
This tool is used to establish realistic
goals for option trades.

If you trade options, you’ve

probably heard the term

“Percent to Double.” The

guestion is, what exactly is

Percent to Double? Why
not Percent to Triple? | decided to
ask the experts.

| contacted the pros at the CBOE
and CME and asked: what is Percent
to Double? A friendly support
person at the CME referred me to an
archived answer (obviously, this
guestion has been raised before).
The following paragraph is a para-
phrased version of the archived
answer to my question.

....”Percent to double” is not
commonly used in the U.S., although
it is used in Europe and the U.K.
“Percent to double” is the percent-
age price rise needed in the price of
the underlying for the option to
double in price on the option’s
expiration date. The theory is that,
the lower the Percent to Double, the
better. Note, however, that for any
strategy to work, the forecast for the
underlying stock must be accurate...

I would disagree with the “not
commonly used in the U.S.” state-
ment.

Here’s an example of Percent to
Double:

Consider that the price of XYZ
stock is $58 and the price of the XYZ
March 60 Call is 3.50. At a stock
price of $67 on the day March
options expire; this call will have a

value of 7.00, or double the current
price of 3.50. A stock price rise from
$58 to $67 is an increase of 15.5%
(approximately), so that is the
“Percent to Double” in this example.

That’s the theory. But you’ll
notice that this explanation is a little
light on details, plus the reference to
the European
style options
with price on
expiration.
European style
options are
option con-
tracts that may
be exercised
only during a
specified
period of time just prior to their
expiration; American style options
contracts may be exercised at any
time between the date of purchase
and the expiration date.

How is Percent to Double
calculated?

The answer relies heavily on the
type of formula that is used to
determine fair value of any given
option given a specific set of circum-
stances. The most common model

used to determine fair value of
options is the Black-Scholes analyti-
cal model. The Black-Scholes model
determines a fair price of an option
based on a set of conditions which
include such factors as time to
expiration, interest rates, volatility of
the stock, and the option strike price.

“There are some resources on the
internet that offer Percent to Double as
a service. Fortunately, AlQ’s

OptionExpert offers us an easy way to
calculate Percent to Double.”

In computing Percent to Double
there are 5 elements of information
required. These are listed in Table 1.

The first two elements are given
when we decide to open an option
position. The price of the option at
the given future date is also straight-
forward; it’s twice the opening value
of the option. Essentially, we have
already determined a value of the
option on the given date. What we
need to determine is the value of the
underlying that matches that option

Table 1. Percent to Double input requirements

* Today's underlying price.

* Today'’s price of the option.

* The future date for analysis.

* The underlying price at the future date.

* The price of the option at the future date.

_
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value. To achieve this, the Black-
Scholes formula needs to be resolved
backwards.

Doing this by hand would be
very time consuming. There are
some resources on the internet that
offer Percent to Double as a service.
Fortunately, AlQ’s OptionExpert
offers us an easy way to calculate
Percent to Double.

When evaluating options on a
given underlying, by default
OptionExpert fixes the analysis date
to the next expiration. If we are
within 10 days of next expiration, the
date moves out to the next month.

The value of the underlying on
that expiration date is also deter-
mined by using a modified slope
formula based on work undertaken
by Larry McMillan. However, the
value of the underlying at expiration
determined by OptionExpert is not
going to match the value of the
underlying we are looking for, but it
does fix the parameters for us to
move to the next step in the calcula-
tion.

Let’s look at an example that
shows how we can use OptionExpert
to find the value we need. Figure 1
displays data for a straight buy of 5
contracts of Yahoo (YHOQO) Dec’03
40 Puts at 1.85. Immediately we
have two of our requirements, the
current value of 1.85 and the value of
the option at double the current
price or 3.70.

Other information in Figure 1
includes the value of the underlying
today (42.27), date for analysis (in
this case November '03 expiration of
11/21/03) and an indicated value for
the underlying on that date of 35.
The question is, how do we deter-
mine the value for the underlying on
the analysis date that corresponds
with a doubling of the option value
(given that all other factors remain
the same)?

Fortunately, OptionExpert has
several different graphical represen-
tations of any given option. For our
purposes, we will use the price of the
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Figure 1. Situation Data section of OptionExpert's Position Analysis screen. Data in left panel
includes current price and volatility for Yahoo stock and a projected value of 35 on 11/21/03. The
position data section lists a straight buy of 5 contracts of Yahoo Dec'03 Puts at price of 1.85.
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Incorporating the Style Index Approach to Sectors

Testing Our 'Relative Strength Report Strategy"
Using Select Sector SPDRs

By David Vomund

ast month we discussed

a trading approach that

took advantage of the

Relative Strength report

and applied it to Ex-
change Traded Funds (ETFs) that
track various market indexes. Now
we’ll apply the same approach to
industry sectors to see how well it
spots sector rotation.

For our sector trading test, we
could have used sector funds from
well known mutual fund families.
The most popular choice would be
Fidelity Investments. Fidelity’s 40
sector fund choices give Fidelity the
broadest selection compared to
competitors. Making the sector
funds more attractive, Fidelity has
just lifted the 3% sales load (that’s
the good news about a bear mar-
ket—products become more afford-
able!). Fidelity does charge a pen-
alty if you hold a fund for less than
30 days, however. Information on
Fidelity sector funds can be found at
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Figure 1. Relative Strength (Strong) Report for October 3, 2003. The report, run on a list of
eight SPDRs (sector ETFs), shows the Technology and Utilities sector funds in top positions.

www.fidelity.com.

The Rydex family of mutual
funds also offers sector fund choices.

With 17 funds, Rydex doesn’t offer
the selection that Fidelity does, but it
has the ones that count the most.

Percent to Double (continued)

underlying versus value graph (see
Figure 2).

To determine the price the
underlying needs to attain for the
value of the option to double,
OptionExpert utilizes a crosshair
that allows us to pinpoint this
position on the price/value curve.
Figure 3 illustrates this point. The
corresponding value of the underly-
ing for an option value of 3.7 is 36.6.

Finally, we need to run a quick
calculation to determine the percent
change in the underlying that
brought about the doubling in value

of the option. We'll use this formula:
PTD =V2-V1x100

V2
Where:

PTD = % to Double

V2= Value of underlying on
analysis date

V1 = Value of underlying on
acquired date

Plugging in our example values:

PDT = 36.6 - 42.2 x 100
36.6

PDT =-15.3%

To sum up this example, for the
December '03 40 put on Yahoo to
double its value from the acquisition
date to the analysis date, the under-
lying ticker must fall by 15.3%.

How would an option trader
make use of the Percent to Double
parameter? The first step is to take a
look at the historical chart of the
underlying security to determine
how realistic it is for the value to
change by the indicated percentage
in the time frame used in the evalua-
tion. If it appears unlikely, then you
know that the upside potential of the
position is limited.
]

_
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The advantage of Rydex funds is free
unlimited trading. Information on
Rydex sector funds can be found at
www.rydexfunds.com.

Rather than using mutual funds
to trade sectors, you can also use
Exchange Traded Funds (ETFs).
First launched in the early 1990s,
ETFs are securities that combine
elements of mutual funds, but do so
in a different way. Like mutual
funds, ETFs contain a pool of securi-
ties. Like stocks, ETFs are traded on
major U.S. exchanges and can be
bought and sold anytime during
normal trading hours. For more
information on ETFs, visit
WWw.amex.com.

There are several choices of ETFs
that track industry sectors. For our
study we decided to use the Select
Sector SPDRs. Launched in early
1999, nine sector ETFs are now
traded on the AMEX. These sectors
can be bought or sold at any time
during the trading day in the same
manner as buying shares of stock.
You can even sell them short. The
nine sector choices are:

* Consumer Staples (XLP)

* Energy (XLE)

* Financial (XLF)

* Health Care (XLV)

* Industrial (XLI)

* Materials (XLB)

* Technology (XLK)

e Utilities (XLU)

The SPDRs are less aggressive
than other sector choices. They are
passively managed and only hold
Standard & Poor’s 500 stocks. The
annual management fee is about half
that of other sector mutual fund
choices and they are liquid. There is
good volume and unlike a stock or
closed-end mutual fund, the number
of shares in the marketplace is not
fixed — if the demand for a given
ETF outstrips supply at any point, an
ETF specialist can create new ones

from a basket of the underlying
securities in the fund. When a large

o4 Portfolio Manager
View Reports Transactions Help

DEVORA
LVIM=1

Account v
EE BlAE S gblAl v2e e

Portfolo | Stoploss | Transacton | Journal | Closed | Motes | craph |

MF1
MF2

MF3

MF&
MT25%
MTFEE
MTHO102
MTHLY
MTHSH
MTHXO
QULY-DY
QRLY R
SPOR
TESTL t
TEST2 4
TEST3
TEST4

u Paitfolio IRR
B Index

= § TESTE

TESTS 12/22¢93 014/13/00 08/16/00 12/14/00 04/412/01 08/09/01 12/07/01 04/05/02 08/02/02 12/02/02 03/31/03 07/28/03
Date

= § TEST?
w- § TESTS
- § TESTS Annualized IRA
#-§ TOPZ Sigma

¥ § VISALER Sharpe Ratio

SPDR 5P

#23) 818
181 1779
023) 048]
Tregnor Ratio 1530
Flegression Alpha: 008
Analysis against b 080
benchmarks
R-Squared 061

Statistics | Asset Allocation | Performance Analysis

| Riskanayss |

For Help, pressF1

NUM

Figure 2. Portfolio Manager screen with a graph of SPDR portfolio back test results (IRR vs.
time) displayed in upper window. For comparison, a plot of S&P 500 performance is also shown.

transaction is placed, shares can be
created or redeemed to meet de-
mand.

The Strategy

Our trading strategy utilizes
AlQ’s Relative Strength report. The
Short-Term Relative Strength-Strong

report was run again. If the current
holdings were rated in the top half of
the report, then there were no trades.
If a holding had fallen in the Relative
Strength report to where it was no
longer in the top three, then it was
sold and the highest rated ETF was
purchased. The portfolio was

report was run every other Friday on always fully invested in two SPDRs.

the SPDRs.
This report
looks at the last
120 trading
days (approx.
six months)
and breaks
them into
quarters. A
percentage
return figure is
calculated for
each quarter. These returns are then
averaged with twice the weight
placed on the most recent quarter’s
worth of data.

At the start of the test, the two
highest ranked ETFs were purchased
with equal dollar amounts to estab-
lish a fully invested portfolio. Two
weeks later, the Relative Strength

“For our study we decided to use the
Select Sector SPDRs...These sectors
can be bought or sold at any time

during the trading day in the same
manner as buying shares of stock. You
can even sell them short.”

The strategy is designed to rotate to
the sectors of the market that have
the best performance.

Figure 1 shows the Relative
Strength report on October 3, 2003.
Since we are examining eight SPDRs,
as long as our portfolio holdings are
within the top four of the report then
there are no trades. XLI and XLK

—
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were being held at that time so no
action was taken.

the worst performers during this
time period and the system was
unable to rotate
to a sector that
contained small-
cap stocks.
Consequently,
there were no
sectors that
bucked the
bearish market
trend.

Figure 2
shows a graph of

the SPDR portfolio along with the
S&P 500. Although the SPDR

“While this strategy outperformed the
S&P 500 by about 3% per year, its
performance was not good enough to
recommend it as a trading system.

The fact that the sectors contain only
S&P 500 stocks hurt the
performance.”

Results

portfolio is above the S&P 500, their
movement is closely tied together.

I hoped for better results from
this test but | believe the problem
with this system isn’t the strategy
but the vehicles used in the strategy.
The SPDR sectors are too closely
correlated with the S&P 500.

Sometimes knowing what
doesn’t work is as important as
knowing what does work. | expect
results would be improved by using
the system on the Rydex or Fidelity
mutual funds. We’ll reveal the
results of these tests in a future
]

We chose to backtest the SPDRs
because, of the ETF choices, they
have the most history. The SPDRs Table 1. Yearly Returns (%)
began trading at the start of 1999. _
Since the Relative Strength report Year Sector Trading ~ S&P 500 Index
requires six months of data, the 1999* 8.21 6.39
earliest our backtest could start was
July 1999. That means our test was 2000 -6.44 -10.14
run mostly in a bearish environment. 2001 -15.93 -13.04
The yearly results are found in 2002 -15.66 -23.37
Table 1. While this strategy outper- 2003** 24.79 18.98
forme_d the S&P 500 by about 3% per Average -1.006 -4.236
year, its performance was not good
enough to recommend it as a trading * beginning on 7/2/99
system. The fact that the sectors ** through 10/15/2003
contain only S&P 500 stocks hurt the
performance. Large-cap stocks were
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Trading Suspended:

Apogee Technologies (APGT), Chateau Communities (CPJ),
Cobalt Corp. (CBZ), Hispanic Broadcasting (HSP),

Legato Systems (LGTO), Quintiles Transnational (QTRN)
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AOL Time Warner Inc. (AOL) to Time Warner Inc. (TWX)
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Value City Department Stores (RVI) to Retail Ventures (VCD)

Wire One Technologies (WONE) to Glowpoint Inc. (GLOW)

the monthly plan with myTrack.
New features are concentrated in
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software, Real-Time Alerts and
Portfolio Manager. Also avail-
able are over 60 new trading
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