~
The Art of the Arb Al

PairCo, LLC

pairtrader.com
September 2009

pair frader

stocktrading.com

A Sigh of Relief...
Rob, with a look of relief on his face, -
has passed of the editorial and w
content management of the newsletter
to me with a promise that he would Page 2 Plugging The Leaks....David Harrison
continue to provide some insightful
articles for each new issue. One of Page 4 Communication...Don Bright
my goals is to really focus on content
that will be reality based. By this I Page 5 Need For Speed
mean ideas that we can all use and
which potentially could improve our Page 6 Responsibility....Daryn Collier
trading starting today. [ am not a
seasoned trader by any means and for Page 7 Sports and Trading...Rob Friesen
this very reason I would like to
encourage the submission of articles Page 8 CEO’s Corner— Bob Bright
that you feel would be of value to
other traders. Too often we look at Page 9 Creativity & Ingenuity....Rob Friesen
trading as an individual business and
it is my belief that we can improve Page 10 Measuring Performance...Daryn Collier
our individual profitability and
experience a greater degree of Page 11 Resources
success by working together as a
team and helping one another. Please Page 12 Improving “Pairformance”...Daryn Collier
forward any ideas or article
Submissions to Daryn Collier — Page 13 Price Behavior...John Kuder
7btl@brighttrading.net.
Page 15 The Money Orchard
Page 16 Excel-Redi Connectivity...Stephen Chan
A New Look... like the market at Page 17 PRT Tips & Tricks... Bill Kausch
lunchtime

Page 25 Trading Leveraged ETF’s... Rob Friesen

Our new format will be work in
progress and I hope that with the next
issue I will be able to add some more
visual content. Any ideas or
suggestions are appreciated!
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Many poker expressions apply to trading. One poker expression is to
“plug a leak”. A leak is a weakness or flaw that causes you to lose
A money. It can be a small trickle or a massive flow. These leaks can cause
* a generally talented poker player to lose money over the long term. The
same principle applies to trading, plug up your leaks to maximize

* successful trading strategies. This is not a column to give you winning

trading strategies but to help you plug your leaks.

*>

Two frequently heard poker expressions are playing with “case money” and “scared
money”. Case money is playing with your last dollars. If you lose your last dollars you
are unable to play. Playing with “scared money” means playing with money you can not
afford to lose.

Another poker expression is making a “value bet.” A “value bet” is a bet where you
think you have they best hand or statistical advantage to win the pot with the remaining
cards to come. A “value bet” is made with the hopes that the opponents will call and not
fold. In order for a poker player to win over the long haul, they have to learn how to
make “value bets.” “Value bet” examples for a trader could be an extra layer at a very
good price or enveloping and catching a good “market on close” for an afterhours or
overnight trade

When someone is trading with “scared money or “case money” it is almost impossible for
them to trade at their best. If the trader is thinking about rent or whom they owe money,
they won’t initiate a trade when there is a strong perceived edge to do so. The trader will
not make the “value bet” because they are afraid to lose more money. Traders and poker
players both need to avoid freezing up when they lose money.

It is crucial that poker players as well as traders operate within their account limits. If the
account of a trader who is trading with “case money” goes to zero that trader is now out
of business. New traders should be talking to their managers about account
balances and trading size.

Traders, like poker players, frequently fall victim to operating with “scared money” or
“case money”. An overall winning strategy will have statistical anomalies that will cause
losses on certain days or weeks. If the trader has had a few losing days or months they
start questioning themselves and may not take advantage of an available opportunity.
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Plugging The Leaks cont...

There will always be losing trades. Too much fear will prevent a trader from seeing and
taking advantage of the gifts that the market occasionally gives.

Day scalping a “child” stock can be prime example of missing opportunity after an
anomaly loss. A trader may be regularly scalping a stock for .05-.30 on a daily basis.
One day the market or the stock acts odd and there is a big loss. What frequently happens
is the trader is feeling a “bad beat” and just watches the stock for a day or week

and loses opportunity. Unless there is some news to the contrary, the trader should go
back to the winning strategy the next day.

A word of caution.... A Bright mantra is “Do it until it stops working.” There may be a
winning strategy that works for 20 years then stops working. If the winning strategy
stops working for a period of time it would be wise to reassess the strategy and talk to a
manager to see if something is being missed.

There is a big difference between making a trade because of boredom or need to make
money for rent and making a trade because of a perceived opportunity to take advantage
of. All traders have kicked themselves because they have hesitated and didn’t “pull the
trigger” on initiating a trade. Many traders have also kicked themselves when instinct told
them to let a winner run and they just take few cents profit. “Scared money” will make a
trader not trust their instinct and make those “value bets.”

It is said that it takes six months of trading to develop instincts and another six to twelve
months to trust the instincts. Trusting instincts allows a trader to take advantage of
opportunity and make the “value bets” that are crucial to long term profitability. Every
trader needs to learn to trust their instincts. If a trader can’t (or won’t) trust their instincts,
then that trader should probably not be trading.

For a great crash course on the economy More Great Resources
and the challenges we are facing, check http://seekingalpha.com/
out:

http://caracommunity.com/

http://www.chrismartenson.com/crashcourse http://www.footnoted.ore/

http://10gdetective.blogspot.
com/



http://www.chrismartenson.com/crashcourse
http://seekingalpha.com/
http://caracommunity.com/
http://www.footnoted.org/
http://10qdetective.blogspot.com/
http://10qdetective.blogspot.com/
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After 30 years in the securities trading business, I’'m been asked a thousand times “what
1s the most important tool in the trader tool box?” To be completely honest, my answer
has changed over the years (decades). Early on, my answer was to be sure that you have
access to latest computer modeling systems. Back in the 1970°s and early 1980’s it was
important to have that access. Why? Because this was how we were able to compete by
leading the way with, sometimes complicated, price models. At the time, we were
“leading edge” without even realizing it, because we felt as if we were competing with
others who had similar tools. The reality was that we were far and above the true
competitors, the public and institutional trader/investors. And, don’t get wrong, having
the best trading models (for current instruments) is still very important.

Fundamentals and Technicals have always been important, not always for the reasons that
newer traders think. Fundamental analysis compares to reading up on your latest project
or task. Technical analysis relates to comparing snapshots of your task versus similar
other tasks. Both help in determining such things as relative strength, both to each other,
and to the overall marketplace.

Execution technology really came into the forefront in middle 1990’s. You
wanted/needed to have the best access and the fastest computer. Both were extremely
valuable in those days, and still are. What has happened over the last decade or so, is that
both have become more “matter of fact.” They have become commoditized. Nearly
everyone has a quick computer and access to most markets. We, as professional traders,
understand that these tools are basic necessities, much like an electrician needs a
power drill.

Now, to Communication. How do we get to know these other tools? How do we know
that we understand what we’re looking at? How do we know that our interpretations are
valid? By asking questions, by sharing our thoughts, by keeping journals, and, most
importantly...by communicating. This may sound redundant, perhaps so very basic as to
ask “why is Don writing about this?”” I’ll tell you why. Over the years I have interacted
with hundreds of traders, from trading floors to training classes....and the traders I’'m the
most concerned about are the “quiet ones” ... those who fail to communicate. [’ve
answered the same question from the same trader multiple times, and yet am still glad
that they continue to ask. If they don’t understand, then I feel that I have failed to
properly communicate the answer. [ have deferred to other traders, my brother, even
other students to help me properly make my point. Whatever it takes to communicate
our thoughts.
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As my brother noted in his article, we have tried many methods over the years to open
these doors of communication. Daily and weekly chats, training classes, chat rooms etc.
Those who participate, even in the most minor capacity, will greatly improve their odds
for success.

And the hardest part
Was letting go not taking part
Was the hardest part
And the strangest thing
Was waiting for that bell to ring
It was the strangest start

~Coldplay~

Do you find that you give back profits during the slow part of the day yet you just keep
trading? Here is a great test to see if your trading is emotional based. On a day when you
are up after the first 1-2 hours of the day, lock your Redi so you can not place trades
without first entering a password. Next, sit back and watch the market trade. If you feel
like you are missing out or have an overwhelming need to unlock Redi and start clicking,
maybe it's time to take a closer look at your “need” to trade and how that might be
affecting your overall profits.

Did you Know, .,

Designated Market Markets on the New York Stock Exchange are now required to quote the stocks they
trade more competitively. The updated requirement should increase quoted size at the inside market!

DMMs must now quote at the national best bid and offer at least 10 percent of the time for liquid stocks.

The NYSE also phased in improved pricing (rebates) for DMMs designed to encourage them to quote in
bigger size. The new quote obligations and pricing went into effect on Tuesday, September 1%

http://www.nyse.com/Frameset.html?displayPage=http://apps.nyse.com/commdata/PubInfoMemos.nsf/0/85
256fcb005¢19¢8852576230072caeb?OpenDocument



http://www.nyse.com/Frameset.html?displayPage=http://apps.nyse.com/commdata/PubInfoMemos.nsf/0/85256fcb005e19e8852576230072caeb?OpenDocument
http://www.nyse.com/Frameset.html?displayPage=http://apps.nyse.com/commdata/PubInfoMemos.nsf/0/85256fcb005e19e8852576230072caeb?OpenDocument
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Daryn Collier

A few weeks ago I had a conversation with a trader who
told me he was ready to quit trading. It was a very honest
conversation and one in which I felt that [ was in
agreement with many of the points he was making. This
trader, we'll call him "Trader-X", has some significant
previous experience to the tune of 4 million share plus
months and half-million dollar years. Yet, here he was,
ready to quit trading. He truly felt beat up by the market
and the light at the end of the tunnel was fading fast.
Now, let me first say that Trader-X is one of the nicest
guys you will meet, he was always willing to share his
trading ideas, talk about his strategies and offer advice to

Responsibility cont...

people who asked for it but something he said to me near the end of our conversation has
had me thinking for days on end. He said "I hate the way I feel when I am trading". I
suppose this comment resonated with me because I was having many of the same feelings
as Trader-X, trading for me has become a real struggle and as of late, to be honest, it has
become less and less enjoyable. I walked away from our conversation asking myself,
"who is responsible for the way I feel when I am trading? Is it the market, or is it me?”

It has been said that one of the keys to success in this business is taking personal
responsibility. My conversation with Trader-X left me thinking about my trading and
wondering how much of the responsibility for my frustration and lack of profits was |
placing on outside entities or forces?

Is my lack of success on any one particular day really due to the elimination of the
specialists’ role, the introduction of algos, HFT computers or flash orders? If, at the end
of the trading day I felt beat-up, unsuccessful and dejected, who responsibility was that?
The easiest thing to do, in our personal and professional lives, is to blame our problems
on others. It removes the problem from our control so that when someone asks "why?"
we can simply point the finger. There is however one problem with the blame game:

If our problems are someone else’s responsibility or fault, how can we take action to fix
them? As traders we do not have the power, money or influence to change the structure of
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Responsibility cont...

the markets. We do however have the power to change ourselves and how we view the
environment in which we operate. If you are struggling or are having a hard time
adapting to the myriad of market changes we have recently experienced, the first and
most productive place to look for a solution is within ourselves. So many traders got into
this business to take control of their destiny. The key to maintaining that control lies in
accepting personal responsibility. Following my conversation with this trader, I made the
decision to take back control of my decisions and accept responsibility for my results.

Rob Friesen

With the 2010 Winter Olympics (in Beautiful BC) less than 5 months away, I was
thinking about the relationship of sports to trading. I have often said to traders that
learning to trade is requires the dedication, perseverance, work ethic and focus of an
Olympic athlete. You can imagine the discipline, mental rehearsals, goal setting, practice
and all-around effort that are required to go after something as ambitious as this. Well,
fortunately or unfortunately depending on whether you want this business to be
accessible to everyone or whether you want it to be reserved for the precious few with the
will and ability to survive, it does require all the above.

With all that said, here is a practical place to start:

Most sports require that you lean forward; be on the balls of your feet. You have heard
the saying about being on your toes. Sprinters are in the blocks, leaning forward and on
their front part of their feet, definitely not on their heels. Basketball, Tennis, even Golf
requires a stance in order to perform at your best.

In trading, you need to be leaning forward, in readiness, in anticipation. Sit on the edge
of you seat. It is hard to have the attitude of the hunter, the warrior, when your feet are
on your desk and you are completely at ease.

I challenge you to be more alert, more focused, live in the moment to control fear, and
with courage stick to the plans you developed. Try periodically sitting on a Swiss Ball
instead of a chair and you will notice how alert you become.

“In reading the lives of great men, I found that the first victory they won was over
themselves... self-discipline with all of them came first.” Harry S. Truman




The Art of the Arb Al

PairCo, LLC

pairtrader.com
September 2009

pair trader

stocktrading.com

$% Lt # (

Bob Bright

I was asked by Rob Friesen, who puts together this newsletter periodically, some weeks
ago if I would write about one item on how poker and trading relate. A difficult task in
some ways. I have had a hard time trying to narrow to only one item as there are so many
similarities. 1 guess the overriding item in both games (yes, trading is a game) would be
finding the perceived EDGE before you make a bet In this instance, I define a bet as
risking money on the probability of making more money than losing on a trade.

Most poker players know that the EDGE they can create for themselves is in always
being aware of the position they have (as in the game of no limit Hold em), the possible
range of hands their opponents play, the outs they have to improve their own hand for a
probable win, and whether the implied odds suggest a higher reward than the additional
risk of a bet or raise.

Trading is no different in many respects. The position you have is based on the amount
of capital you have to work with, who the other players are and their reason for trading
the opposite of you. The outs could just be the number and type of indicators that you
have when you decide to execute a particular trade. We all know there are a number of
different strategies in trading (opening only, MOC’s, pair trading, scalping, momentum,
trend following, market making, etc.). The hard part is to know when you have a
perceived EDGE. The experienced traders tend to know when they have a perceived
edge only from previous transactions, their history if you will. How well they have done
on Openings, trading pairs, etc. The more experience they have the better they do on the
various strategies.

Since it takes time to develop the strategies that work for you and strategies that work the
best evolve over time, it takes a lot of study of your own trades to determine which ones
are your strongest and weakest strategies. This in my opinion is why the traders that are
studying and networking the most with their peers are making the most money.

We try to help by having the morning team-speak everyday, listing pertinent information
on our website and having our Tuesday afternoon strategy reviews. We also have two
retreats per year. We certainly welcome any suggestions on how to improve the ability
for you to network and study your trades.

Remember that having a perceived EDGE before making a trade is far more profitable
than trading willy nilly or from boredom.
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Rob Friesen

One of the things I love about trading is that we can be creative by the day, hour or
minute. This wonderful business is only limited by our imagination. As long as things
move even slightly, we have opportunity.

One of the things limiting our creativity is our view of what’s possible only by what
currently exists. We come at the market confined by operating within what is being done
or what has been done before. Open up your mind, think outside the box, what strategies
could you create, what models could you develop?

I think of Bart Weetjens, a Belgian industrial designer who began working with rats in
1998. Now the organization he heads, APOPO, employs 126 people in offices in
Tanzania and Mozambique. They train African Rats to sniff out landmines. This is
cheaper, more effective and safer than using dogs and of course humans. What an
ingenious idea, to take something as awful and loathed as the oversized African rat and
turn it into a mine sweeper. Check out these links and be inspired:

http://www.thesun.co.uk/sol/homepage/news/2349805/Rats-can-be-trained-to-sniff-out-
landmines-and-explosives.html

http://news.nationalgeographic.com/news/2004/02/0210_040210_minerats.html

http://web.worldbank.org/ WBSITE/EXTERNAL/COUNTRIES/AFRICAEXT/TANZANIA
EXTN/0..contentMDK:21462478~menuPK:287354~pagePK:2865066~piPK:2865079~theS
1tePK:258799.00.html

http://www.apopo.org/newsite/content/index.htm

“No steam or gas drives anything until it is confined. No life ever grows great until it is
focused, dedicated, disciplined.” Harry Emerson Fosdick D.D



http://www.thesun.co.uk/sol/homepage/news/2349805/Rats-can-be-trained-to-sniff-out-landmines-and-explosives.html
http://www.thesun.co.uk/sol/homepage/news/2349805/Rats-can-be-trained-to-sniff-out-landmines-and-explosives.html
http://news.nationalgeographic.com/news/2004/02/0210_040210_minerats.html
http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/AFRICAEXT/TANZANIAEXTN/0%2C%2CcontentMDK:21462478~menuPK:287354~pagePK:2865066~piPK:2865079~theSitePK:258799%2C00.html
http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/AFRICAEXT/TANZANIAEXTN/0%2C%2CcontentMDK:21462478~menuPK:287354~pagePK:2865066~piPK:2865079~theSitePK:258799%2C00.html
http://web.worldbank.org/WBSITE/EXTERNAL/COUNTRIES/AFRICAEXT/TANZANIAEXTN/0%2C%2CcontentMDK:21462478~menuPK:287354~pagePK:2865066~piPK:2865079~theSitePK:258799%2C00.html
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Daryn Collier

Have you ever got an hour into the trading day and felt that you just were not in sync with
the market? Maybe you keep putting on the short side of your spread on first in a rising
market, maybe you are entering positions before your plan dictates or maybe you are just
feeling a general lack of confidence. One thing that might be worth taking a look at is
your daily routine. If you truly believe that trading is about finding an edge and extracting
profits from the market based upon that edge, then it is reasonable to say that you ought
to have a well established routine.

If you were operating a casino, you would have a business plan that would detail every
aspect of your business. Imagine for a few minutes, if you will, what would happen if you
instead decided to operate your casino by the seat of your pants. One day you were open
24 hours, the next day you were open only 8... On Monday Blackjack was a game of 21
but on Tuesday you decide that maybe 23 would be more fun. You can probably imagine
how disastrous this would be on the overall profitability of your business. Why then, as
traders do we feel it is ok to vary our routine or change the way we trade on a day to day
basis without first establishing whether or not we will be maintaining our edge?

Let’s take a look at three potential scenarios:

Your trading is consistently profitable

If this is the case, you should be experiencing an up-trending equity curve. This is the
simplest and most favourable scenario of all. The objective in this situation is to develop
a thorough understanding of your routine, your edge and your mental state and then work
on not only maintaining but also maximizing your edge. Seek out and focus on the areas
where you might be able extract a slightly better performance. It could be something as
simple as improving your ratio of offering/taking liquidity.

Your trading results are mixed

This can be a frustrating period for any trader. It is often distinguished by an equity curve
that looks a little like a roller coaster with a slight downward trend due to expenses. In
this scenario the best thing to do is reduce your trading size and start a thorough analysis
of your trading. Here are some ideas:

a) Take a look at your pre-market and post-market routines.
b) Are you consistently performing your review and preparing for the next trading day?

-10 -
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Performance cont...

¢) What psychological factors are coming into play? Perhaps your worst trading occurs
on the days after you receive your monthly bills?

d) Is you intraday trading consistent? What are your win/loss ratios? Your winning %?
e) Do you have a few big losers each month that cost you the majority of your profits? If
so, why are those losses happening and what can you do to fix the problem?

f) Do you have a plan? Do you keep a journal?

g) What is the common thread when you analyze your winning days.... compare those to
your losing days?

h) Are you trading with a positive expectancy?

As a trader with mixed results, our job really becomes one of self-analysis. We need to
determine what we are doing right, what we are doing wrong and embark on a quest of

self-improvement.

You are trading a declining equity curve

Start trading as small as possible! If you are experiencing a declining equity curve, the
most important thing to do is determine why you are in this situation. Is it because you
are simply trading a "system" with a negative expectancy? Are you trading a "system"
that works well for other traders but maybe psychologically you are not where you need
to be? Maybe you are experiencing both of these issues! In any case, a declining equity
curve is a sign that a thorough analysis of both yourself and your trading methods is in
order. The most important thing in this business is capital which means our number one
priority should be to protect it.

Here are some great trading and psychology resources worth checking out:
http://www.thekirkreport.com/

http://traderfeed.blogspot.com/

http://epchan.blogspot.com/

http://www.ritholtz.com/blog/

http://quantifiableedges.blogspot.com/

http://www.stratfor.com/

http://www.swimupstreamlife.com/

If you have a favourite resource or a blog that you think might provide value to other
traders, send a link to 7BTL@brighttrading.net and I will include it in the next issue!

-11 -
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Daryn Collier

Part One — History & Tools

This is an interesting topic upon which I am going to be placing a tremendous amount of
focus on going forward with my personal trading. It is my belief that as spread traders we
can easily fall into the trap of just watching our spread and not paying attention to what
the individual stocks are doing. Trading, no matter how you slice and dice it, involves
risk. The key, as traders, is to measure the risk we are taking and look for spots where we
can risk a little and have to potential to make a lot. If you are putting on positions in pairs
or contractual pairs I think you are doing yourself a great disservice if you are tuning out
the price action of the individual stocks.

First things first:

In years past there was a tremendous amount of focus placed on reading the tape. We
relied on our ability to interpret what the specialist was doing and looked for repeating
clues that might indicate what was going to happen next. We focused on NYSE stocks
because they were “run” by a person who had all the quirks, habits and tendencies that
each of us tend to develop over our life. If we watched a stock long enough we could pick
up on some of those tendencies and profit from them by working alongside the specialist.
Don often calls it, “being a surrogate specialist”.

With the advent of the much loved hybrid system and the specialist being renamed DMM
(Designated Market Maker) who’s primary function has changed to providing liquidity
for which they are paid rebated, many traders threw tape reading out the window and may
have even made the assumption that much of the price action that we see is random.
However the truth of the matter is that the market is still made up of buyers and sellers
who, more often than not are doing their buying and selling at certain prices. We are not
concerned with the little buyers and sellers as much as we are with the offers to sell 60k
shares at 21.70 or the bid for 170k shares at 9.20.

One of the difficulties with today’s market structure is that there are so many options
available to large buyers and sellers including dark pools, cloaking and algorithms which
often break up huge orders in to tiny little bite size pieces that are impossible to
distinguish from a one lot trader. Or so it seems.

The question and the focus of this series are: What are the ways in which we can use

the tools we have available to improve the profitability of our pairs? To begin lets
take a look at our tool box.

-12 -




~
The Art of the Arb A

PairCo, LLC

pairtrader.com
September 2009

pair trader

stocktrading.com

Levels cont...

We have the following tools:

e A spread price
e Charts of the spread and each individual stock
e Level 2 for each stock
e Time and Sales for each stock
e News
+ ) )

John Kuder

We commonly look at price behaviour in terms of two types: congestion and trend. This
is a very useful context for looking backward at history. It allows us to classify the
movement and measure the amount of time spent in each, determine the nature of pairs,
etc. Trend is fairly universally defined as successively higher highs and higher lows for a
trend up, or successively lower highs and lower lows for a trend down. Congestion is
everything else.

I suggest putting a slightly finer point on it and naming the behaviours after the
psychology that dominates at the time. I will not be going as far as rigorous mathematical
descriptions that can be made into a trading algorithm; I leave that to better minds.

Let’s explore the usefulness of three types of movement: Rest, Test, and Run! I define
Rest as when a stock or index is trading in a very narrow sideways chop, with the bar
highs and lows being nearly equal. This is what most traders consider un-tradable noise
and might be a scalpers dream if it lasted long enough. I call it Rest for two reasons.
First, it usually happens after a fast price shift, so I envision a sprinter catching his breath.
Second, it tends to lull traders watching it occur into a state of near sleep. Trading this
narrow range is accomplished by scalping between the boundaries until they break.

Test occurs most of the time, as traders move prices to test various levels, such as
previous highs and lows, round numbers, trend lines, moving averages, etc. Prices will
frequently break the level by a tick or two to catch the stop orders of the anxious traders
hoping to be the first aboard a breakout move. If it is a true Test, prices will then reverse
and retrace a little or a lot, looking for another level to test. Trading this type of action is
about fading the current direction close to the level that is being tested and being ready to
exit if it breaks. You have to leave more wiggle room than when trading rest, and the
risk/reward ratio is much better.

-13 -
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Price Behaviour cont...

Run! is what momentum traders love to see; a fast break or shift to a new price level.
This 1s almost always news or event-driven and I include the exclamation point to remind
us of the emotional quality of this type of movement. It is like when someone yells,
“Run!”; there is an element of surprise, disbelief, and maybe a little panic. Trading this
type of action is mostly just getting on board quickly. It is not the classic trend. In this
context, waiting for a pullback is missing the move. The only way to find a tradable
pullback is to drop to a lower time frame; like from 60 minute bars to 5 minute bars.

If you are on the wrong side of a Run!, you may slap your forehead. If you are on the
right side, you probably celebrate. Either way, it seems like luck rather than skill.

Price action can alternate between Test and Rest for hours, as you have seen in any slow
lunch period. Any pullback in a trend can be considered Test behavior, unless the trend is
so strong that the pullback is Rest instead.

That’s it. Look at a chart and label all the different price movements as Rest, Test, or
Run! and see if you find it a useful way to frame the markets you trade.

ﬁmﬂ/foﬁaz/&é//

BTM Leadership Mission Statement:

Bright Trading Vision: 7o provide the vehicle for every Bright Trader/Member that wants
additional value and support plugged into a dynamic effective team. Bright Traders will
also benefit from the resources of the Team Pool.

Team Vision: To provide an edge to Team Traders through education, structure,
accountability, collaboration and creativity. This will result in increased productivity and

retention.

Reason for Teams:

No individual has complete knowledge and individuals in a team can access
more information and know-how.

Individuals think differently and promote scenario considerations. One trader
alone can have “blinders” on.

Trading is a complex multi-faceted endeavor.

Teams can foster creativity.

Leveraging time and resources.
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A great story from Jeff Quinto ~ futures trader:

The story takes place in an orchard - an orchard
where all the trees grow money and, as the wind
blows, the money falls off the trees onto the
ground.

Seeing the orchard for the first time, a new trader
raced around the orchard trying to grab all of the
money on the ground. But, nearly every time he
reached down to grab the money, the money blew
away.

Again and again, he grasped for the money only to have it blow away just as he reached
for it. The new trader exhausted himself lunging at the money, so he sat down to rest. As
he sat contemplating what to do next, some of the money blew into his hands, so he
grabbed it and put it in his pocket.

Instead of racing around the orchard trying this and trying that to grab the money, he
found that by just sitting and waiting for the money to come to him, he was able to fill his
pockets again and again.

For many traders, it seems that the more things they try, the further they move away from
the profits they seek. This story describes many traders who see all the money they could
make in futures markets. In their attempt to get it, they switch from this strategy to that
strategy, this indicator to that indicator. All of this disjointed activity is done in a
frenzied attempt to capture the money that they know is there and, also, to recapture the
money they have lost in their previous attempts.

Successful trading comes from finding a workable strategy and executing it consistently -
patiently waiting for the best trades to come to you just like the trader sitting in the
money orchard letting the money come to him.

Today's markets are very tradable. But, if you are continually switching strategies, trying
new indicators and reacting to every move in the market, like the trader in the orchard
who frantically grabs at everything he sees, you are likely to only find frustration,
disappointment and confusion.

However, if your strategy is to patiently wait for the best trades, knowing that even

seemingly perfect setups may not work, you are likely to succeed in today's markets, and
the markets of the future.
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Stephen Chan

Description

Imagine being able to control Redi’s Montage, Esignal, or any other Windows program
from Excel. With one click in Excel, you could switch tickers, populate the size, price,
and destination in Redi, and change the spread chart in Esignal.

You can accurately enter dozens of positions in seconds instead of minutes.

The following documentation will require knowledge of Excel VBA programming, and
less than a dozen lines of code.

1. Download and install Autolt version 3 from
http://www.autoitscript.com/autoit3/

2. In Excel, add the object reference.
In VBA editor, click Tools->Add References.

Add the AutoltX3 1.0 Type Library.

Available References: o

[] ActiveMovie contral bvpe library
[[] &dobe 30 Utiity 1.0 Type Library
[l Adaobe Acrobat 7.0 Browser Contral Type Library 1, D

[] Adobe Acrabat 8.0 Type Library Browse:.
[l AForméut 1.0 Type Library

[1ASFChop 1.0 Type Library :I

[]ASFChop 1.0 Type Library

| AspNetMMCExt dil Pricrity

Ll

Eo _.:-:,_'l Ly ne ibrary +|
u Awatar PlatFarm APT Type Library
[ BbDevMarPs 1.0 Type Library
[ blockdriver 1.0 Tvpe Library

l—llbrn swsinfo 1.0 Tvoe Library I _|;|
4 3

—Autolk®3 1.0 Type Library

Locatiors;  C:\Program Filesiautolt 3 autolbdautoltyd, dil
Lamguage:  Standard

***The Remainder of this article and a sample excel spread sheet is available at the
following links:http://www.pairnomicshelp.com/PairCoNwsltr/Excel toRedi.doc
http://www.pairnomicshelp.com/PairCoNwsltr/redi_montage.xls
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Bill Kausch

My PRT Usage History and a Disclaimer

First, let me start out with an overall disclaimer. Everything in this article is my opinion,
and represents what I do, or at least try to do. I am not suggesting it as advice to anyone.
Rob asked me to document some of my “tips and tricks” for using Ullrich Fisher’s Pair
Range Trader (PRT), but I am far from an expert. I started with Ullrich’s PTEL
(Elementary Pair Trader — no longer available) in late 2005. I eventually upgraded to
PTGT in 2008 and to PRT in early 2009. PTGT is very similar to PRT except that it only
automatically does one leg per pair, until you “reset” it. PTGT is really just a “restricted-
down” version of PRT, available at a lower price. It is a good stepping-stone if you want
to try automated trading for more than a month at a reduced software cost.

Advantages of Pair Range Trader

One of the frequent comments traders make is that, “I had a good plan, but in the heat of
the moment I did not follow it”. Sticking to a pre-determined trading plan is perhaps one
of the biggest advantages PRT can provide. To use PRT properly you have to do some
homework before you begin. You need to research and pre-decide which pairs you may
want to trade that day. You load data from spreadhistory for these pairs (only) into PRT.
You need to pre-determine entry and exit prices for a pair, and how many legs you may
want to put on that day. Ideally all of these trading parameters should be decided before
the market opens. This can provide some extra discipline for traders that need it. These
parameters can be changed during the day, but I think it is psychologically a little more
obvious that you are changing your plan when you do this, as opposed to trading “on the
fly” without PRT. This helps to provide some discipline to stick to your trading plan.

Operating System, Hardware, and Software

I am using Windows XP and Excel 2003, and this is currently what I would suggest to
anyone running PRT. Vista is a performance hog (in my humble opinion) and I intend to
do my best to keep all of my PC’s on Windows XP, until [ upgrade to Windows 7
(skipping Vista). I have heard that Windows 7 is essentially the Vista platform, but with
significant changes to achieve “XP-like” performance. I have also heard comments in our
chat rooms that there are
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problems using Excel 2007 with several of the automated programs Bright traders use,
but I cannot provide any specific details. I have used Excel 2007 in non-trading, and
personally I like Excel 2003 much better — probably because I can find any menu option
quickly in 2003, and I am always searching to find where Microsoft hid the same option
in Excel 2007.

The hardware requirements for PRT depend upon how many pairs you want to monitor
and trade, and how fast you want to scan your trading pairs. By adjusting these
parameters, (scan time and number of pairs) PRT will work with a large range of PC
hardware performance capability. PRT provides an adjustable “calculation time” and
“scan time”. The scan time determines how often orders can be submitted. PRT
disables the normal Excel automatic calculations, and the calculation time replaces this.
Using a relatively long calculation time of say 10 seconds, and scan time of 20 seconds,
you can probably do 40-50 pairs on an old and slow single-core 2.0 GHz PC, assuming
you have at least 2 GB RAM. I have upgraded hardware several times over the years,
and now use a Dell Precision T3400 workstation which has dual core 3.0 GHz
processors, with 4 GB RAM, (Windows XP only sees about 3 GB, but the RAM is
installed in pairs). I monitor about 125 pairs with a 3 second calculation time and 6
second scan time. I currently (as of late August, 2009) have about 50 pairs with “legs
on”. I also drive four monitors with this one PC and it performs just fine. See Ullrich
Fisher for specifics on your PC hardware compatibility with PRT.

How I trade - Overnight Portfolio Trading versus only Intra-day Scalping

I believe one of the big advantages of PRT is to allow you to trade a large portfolio of
pairs in a logical and repeatable fashion. My personal belief is that this advantage is most
fully exploited when you are willing to hold pairs overnight.

Based on conversations with many traders I have talked to, “going home flat” at the end
of the day seems to be something of a personal decision based on each trader’s perception
of risk.  Some traders do not like to hold positions of any size overnight, others (like
me) are comfortable holding “fully hedged pair positions” overnight. Holding a portfolio
of pairs overnight does not make you an “investor” — I can usually exceed the 200,000
shares per month to get the REDI platform rebate, despite holding some pair positions for
several days. Iuse PRT to “trade the noise” every day — and that noise-based production
accounts for a significant portion of my profits.

“People create their own success by learning what they need to learn and then by
practicing it until they become proficient at it.” Brian Tracy
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I recall years ago reading a broad-based scientific analysis of stock movements overnight
vs. intra-day. I do not remember exact numbers (and they have probably changed
anyway) but the conclusion was that most price change occurs

overnight. I always do at least some fundamental and technical research before entering a
pair position, so I think it is reasonable to assume the probabilities are that the majority of
both overnight and intra-day movements will be in my favour. I personally think it is a
lot more risky holding 1,000 shares of one stock, unhedged during the day, than holding
for example, 2,000 shares overnight that is distributed over 10 stocks in 5 highly
correlated pairs. How many times does a political, economic, or financial event during
the day kick all stocks up or down unexpectedly?

Have I gotten burned occasionally holding a large portfolio overnight? Sure, of course.
An upgrade or downgrade, a company’s change in guidance, a takeover, or even holding
into earnings can sometimes burn you on a stock. However I have generally found the
“pleasant overnight surprises” are at least equal (in dollar terms) and usually greater than
the “unpleasant overnight surprises”. In just the last two weeks, I was in BJS long (vs.
SII short) overnight when the BHI buyout was announced. I was in BP long (vs. XOM
short) when the big Gulf of Mexico oil find was announced. I was in GIS short (vs. K
long) when it was downgraded on 02 Sept 2009. All of these were overnight events, and
if you were not in the stocks already, you missed most of the profits. These added to
profits, but none hugely because I was diversified in many pairs. Staying in a large
number of pairs, and not having a huge position in any one pair helps to reduce the risk of
a knockout event. This is really a personal decision, and each trader has to do what lets
you sleep at night. One recent small sample study is here:
http://blog.afraidtotrade.com/july-select-stats-overnight-holding-vs-intraday/

Pair Selection

I generally trade only high volume NYSE stocks with a small bid-ask spread, frequently
one cent. | trade a few pairs that may occasionally have a 5-10 cent spread, but I will
only do those on PRT if I believe I can get a large price movement relatively quickly —
like 40-50 cents in one day. I generally look for pairs from spread history with a high
correlation between stocks in the pair, above average Darren’s ratio, a high production
index, and high midline crossings. I also look for a fundamental bias in same direction as
technical charts indicate to trade the pair (or at least neutral fundamentals) and pairs
where [ think the technical charts show a good risk vs. reward that the pair is moving in
my favour. I also trade very range-bound pairs that I believe are able to generate good
profits just from the cyclic noise.
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Leg sizes for each Pair

I almost always trade the smallest “legal” leg size on PRT. That means at least one of my
stocks is 100 shares, and the other may be anything from 100 up to 500 shares. A large
second stock size of 300-500 shares is only for an occasional very different priced stock
pair. Most of my pairs are in the range of 100 x 200 or less for one leg size. PRT
appears to have the ability to go up to 30 legs on each one pair, but I have never gone
much beyond 10 legs, and even seldom that far. That means if you are using even the
smallest leg size of 100 x 100 shares, you could, in theory, develop positions of 3000 x
3000 if you expanded up to 30 legs. I see little reason (except a large equity position) to
trade larger leg sizes — I would prefer to do more legs at closer intervals and capture more
noise production.

Maintain Proper Capital Balance

Maintaining a good capital balance (similar dollars long and short) is important to
maximize pair profits. I believe it is also technically required to use Bright Trading
leverage in excess of 5 to 1. I review my capital balance and adjust leg sizes at least once
per week. I typically send an e-mail to Alex and Ullrich to adjust some new leg size
ratios in spreadhistory ever week — Like add a 130 ratio and drop a 110 ratio. I also add
new pair suggestions very frequently.

You should look at the actual spread price number at which your pairs are currently
trading (column B). As close to zero as possible is optimum. That means your spread
trading ratio (Column A) matches the actual pair spread price. Anything over a 6 or 7 (in
Column B) indicates a different ratio would better match your buy and sell decision
points with the spread movements. Note that you can trade pair ratios (Column A) in
PRT like HdLow90 (ideally 100x111 shares in column N and O) different from the stock
leg sizes in PRT (like 100 by 100 in column N and O) and also with either or both values
different from the true pair ratio (like HdLow80 = 100x125) for HD = 27.03 and Low =
21.62 (These prices and ratio will have column B near zero). If you trade with non-
capital-balanced stock leg size (like 100 x 100 for HdLow) your capital will not be
balanced, and you will make more or less profit than you expect. If you trade with a
proper leg size (like 100 x 125 for HdLow in columns N and O) and a different pair ratio
(like HdLow100 in column A) your capital will be balanced, but your buy and sell price
points will not match what the pair is actually doing and you profit will not be optimum.
Ideally both the trading ratio (Column A) and the leg sizes (column N and O) should be
fairly consistent. An actual spread price over 10.0 is a definite “non-optimum trading”
red flag. You should consider requesting a new ratio in spreadhistory when you
encounter this.
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One important note — as Rob has mentioned several times in the chat room, the NYSE
now handles mixed size orders (like 150 shares) differently, by stripping off the portion
between 100 and 200 shares and filling that on a different server. I have seen poor fills
and delayed fills on these partial order sizes, hence I have started to round to the nearest
hundred in many cases, and use other pairs to achieve overall market balance. For
instance, I may round a perfectly balance ratio of 100S x 180L up to 100 x 200, and
another perfectly balanced ratio of 100Lx120L to just 100Sx100L. I overweight the
longs in one pair, but underweight the longs in another pair, and keep my overall
portfolio balanced. I would prefer not to do this, but the long fill time or poor price
quality fills on mixed-size NY SE orders forces this approach. I still keep the trading ratio
(Column A) as close as possible to the actual spread price optimum (capital balanced)

Using ATR’s to Determine Buy and Sell Trading points

I firmly believe in Rob’s “trade for production” strategy. There is noise is almost all pair
stock movement, and PRT can automatically monitor that for you and capture profits
with the noise. I trade many “range-bound pairs” with above average Darren’s ratio.

In late 2008 and early 2009 the stock market was very volatile. The VIX was over 50 and
even highly correlated pairs were moving a lot. To avoid getting too much money in any
one pair, and to maximize my profits, I was frequently setting average leg intervals at 70-
80% of the 65-Day ATR (a lagging number). More recently in mid-2009, as volatility
has declined, and the VIX has dropped to 25, I have shifted to an average leg interval at
50% of the ATR, or sometimes even 30-40% of the ATR for the pair. This is justa
starting point — I usually go for a minimum 30-40 cents per leg, and sometimes as high as
$1 or more per leg. If I find a pair is cycling over a 30-40 cent range, I will adjust my
“last-on, first-off” leg interval to take advantage of that cycle (usually a few cents within
the chart cycle range).

My “normal goal” is to trade pair cycling noise at about 50% of the 65-day ATR, or at
least 30 cents per pair. If you wait to trade at a 1 full ATR move, you will miss a lot of
“production from noise cycles”. On the opposite spectrum, if you trade every 10-15 cents
— then the slippage and commissions will be more significant in reducing your profits.

Make a Decision — Buy More or Exit the Pair

You may be successfully trading a pair for noise production for several days, and nicely
cycling back-and forth in a few layers (such as 2-3 layers), and then the pair starts to
trend against you further than it has before. I have seen some traders “just sit there”
because their plan was to only add 3 legs maximum. That third leg just keeps getting
further and further away from the spread price, and the losses, (while small due to the 3-
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leg limit) just keep adding up. In my opinion this is “the worst of all worlds”. It just
postpones the difficult decisions. I think it is better to take a hard look at your pair, the
fundamentals and technicals, and re-evaluate why you got into the pair in the first place.
Either add more legs, or exit the pair.

A significant portion of profits, especially with automation like PRT, is from “trading the
noise” to lock-in production each day. If you stop at 3 legs while the pair spread price
continues to move against you, then you are missing the profits from noise that may
occur each day at a “further-out” price.

There is a possible short-term compromise. I would recommend only doing this for a few
days until the pair recovers, or you have completed the research required to execute a
decision to add more legs or exit. The compromise is to re-set leg number 3 (or you last-
on leg) to within the current 50% ATR range of the pair. Put it in “the cyclic noise price
region”. Leave your first leg exit point where you bought it. Leave the middle leg
number 2 with leg 1 if you firmly believe a retracement is possible in a short time, or
move it out near leg 3 if you want to capture more “trade the noise” production.

Trade Some and Hold Some:

For pairs that generally trend, or even range-bound pairs that have significant movement
between upper and lower 3-month ranges (and most pairs do), I try to follow Rob’s
frequent suggestion to “Trade some and Hold some”. I started doing this more and more
after continuing to notice pairs I had traded for what I thought was a “good movement” of
maybe 50-70% of its” ATR, then later acted like the energizer bunny...it kept going and
going (in the direction I had just exited). Then, of course, I was in that “shoulda, woulda,
coulda” headspace. If I had held it longer I could have made $5 per pair instead of “only”
$1 per pair. I now frequently set-up PRT to do this for me. When I find a pair at a very
attractive technical and fundamental entry position, at the next retracement, I will
manually add 2 legs instead of just one. I frequently let PRT add the first leg at my pre-
determined entry point, and then I will manually add a second leg shortly thereafter. I
then set two radically different exit prices on PRT. I will set my “leg 2” price to be the
“trade the noise for current production” price — like a 50% ATR from the current spread
price. (This is the “trade some” leg.) [ will then look at a 3-6 month chart and estimate
“how far the pair could move in my favour” if it went all the way back to nearly the
opposite extreme. I then set my exit price for “leg 1” a little bit within this range (This is
the “hold some” leg).
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Make a Decision vs. Trade some and Hold Some

Note that the “Trade Some and Hold Some” strategy above, and the compromise strategy
at the end of the “Make a Decision” section are very similar. In both you are “artificially
moving the extreme legs” away from a mindless ATR-driven P&L strategy. In “Trade

Some and Hold Some” you are potentially adding profits by moving leg 1 (first on) into a
longer-term hold price region to maximize long term profits. In the “Make a Decision”

compromise strategy, you are giving up some long term profits (from full retracement) in
order to gain some “trade the noise” production profits by moving out the last leg you put
on. Be prepared to execute either strategy as situations arise - be creative and be a trader!

Be a Trader not an Investor

On large ATR moves, (like over 1 ATR) with no news or engine to account for that
move, I will frequently manually sell more legs than PRT might normally do
automatically based on long-term profit calculations. I do this because on a big move
(with no news or engine) there is a much higher probability for a retracement of that
move later that same day or the next day. I have then “locked-in” the profit from that
large ATR move, so that I can get back into the pair at a better price the next day.

End of the Day use of PRT Data — Do vyour Homework

I originally logged all pair trades on paper in a notebook. Later I changed to typing them
into a spreadsheet. Now I use PRT to help me see the trades I did and the resulting profit
or loss. Goldman updates final REDI P&L prices about 15 minutes after the market close
(if you use primary market and not consolidated). After that update occurs, I make a
copy of the PRT P&L (column J), and paste it into a new spreadsheet. I do this every
day, adding one new column each day to my “P&L” spreadsheet. At the end of the
month I have 20+ columns showing exactly how my profit or loss trended in each pair
over the month. I review this every few days and adjust buy and sell price setpoints or
just completely exit pairs if I do not like what I see in the multi-day trend. This is much
easier than trying to extract profits for each pair from the CAS system — plus I have it
every day.

A few details may help if you decide to do this. Open a P&L spreadsheet in the same
Excel instance as PRT. Be sure scans and re-calculations are stopped on the OPARM
tab. Copy and paste pair names into the new spreadsheet. Keep the top 7 rows of the
P&L spreadsheet blank or with titles so the Excel row count in P&L and PRT matches
exactly. When you get ready to copy and paste the P&L column, do a “paste special -
values” and then a “paste special-formats” into the P&L spreadsheet. This will eliminate
formulas and links in the copy, but retain the light green and light red background.
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A lot of red columns in one row probably needs investigation and maybe termination (or
trading direction change, if justified) for that pair. (This is really not rocket-science.) I
also have two more columns at the far right of my P&L spreadsheet that shows the
monthly and yearly total profits for each pair (just sum the appropriate columns across
the page). Ithen sum these two final columns at the bottom for an estimate of monthly
and yearly trading profits (before commissions, interest, risk haircut, rebates and other
fees).

There are some additional minor adjustments needed for 100% closure and matching on
this PRT number and the REDI P&L number.

1. You must adjust for pairs that were fully exited, as PRT will have a zero in the
P&L column. I just look at my REDI position window for pairs I have fully-
exited that day, and add that pairs’ profit back into the P&L spreadsheet (in the
appropriate cell) for that day.

2. You must also, of course, manually adjust rows in your P&L spreadsheet (add and
remove rows) when you add and remove pairs in PRT. This can be a hassle, but I
think it is worth it.

3. Lastly, I add several rows at the bottom of my P&L spreadsheet to account for
non-PRT trades, such as other non-PRT pairs, single stock scalps, MOC’s, long
term holding profits, and other trading activities.

Here is a small sample of what your PRT-driven P&L tracking spreadsheet may look
like:

P&L P&L P&L P&L Current  Since  Annual
4-Sep  3-Sep  2-5ep  1-Sep Month = Juby | Owerall

Fri Thu Wed Tue Total Firzt Total
AepEix100 28 20 9 18 75 420 419
BpXom120 -33 32 580 -146 442 a7 961
Cwz\Wag100 0 0 0 0 0 0 663
Do 100 0 0 0 0 0 303 669
DhiTol 50 27 13 40 40 40
DizTw=110 0 0 0 0 0 0 0
DoEzvs0 -3 106 104 53 261 1613 858
DoRig100 a8 4 85 207 304 662 131
DriEats50 0 0 0 0 0 62 518
DewTx250 166 176 158 250 TO0 1324 3659
DukFpl300 0 0 0 0 0 0 99
DwvnEog120 18 6 24 24 24
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Rob Friesen

Traders have myriads of products available to them these days but none as notorious as
the leveraged ETF’s. They have run the gamut of being blindly accepted as ordinary
products, heralded as a great way to invest long-term, promoted in newsletters as the
current way to make a fortune from a small account and the way to overcome the bear
market or protect your portfolio from the downside. They have been plunged into by the
retail trading community and high frequency trading hedge funds. These stocks on
steroids have sucked up liquidity from every corner of wall-street and the top 24
leveraged ETF’s reveal recent combined daily volumes of 270 M. Not bad for the
summer doldrums.

More light has been shed on the true nature of these products in the area of performance
and risk. As a result, some brokerages do not allow trading in them. Warnings have
popped up about not holding them overnight and using them for day-trading purposes
only. This is due to the built in management costs of the product and the slippage
resulting from achieving returns that are double, triple or quadruple an index. The
leverage is reset every day and the compounding effect of this works against you.

A FINRA public warning last month about leveraged ETF’s gave the following example:
Over a five-month period that ended April 30, a leveraged ETF seeking to deliver three
times the daily return of the Russell 1000 Financial Services Index fell 53 percent, while
the underlying index actually gained about 8 percent. A leveraged "short" ETF seeking to
deliver three times the inverse of the Russell 1000 Financial Services Index's daily return
declined by 90 percent over the same period.

As aresult of the spotlight on these products, regulators will be increasing Margin
requirements for all Leveraged ETF’s beginning Dec 1, 2009. It will be according to the
ETF construction...e.g. A 3X product will require more margin than a 2X product.

The bottom line is that these products have overnight risks that exceed there respective
volatility and are designed to be income for the originators and managers of them.
See current lawsuit: http://www.proshares-lawsuit.com/
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On trading them intraday ...
Let’s talk about two of the 2X ETF products developed by ProShares.

SSO — seeks daily investment results (before fees and expenses) which correspond to
twice the daily performance of the S&P 500 index. It has an expense ratio of 0.95%

SDS — seeks daily investment results (before fees and expenses) which correspond to
twice the INVERSE of the daily performance of the S&P 500 index. It has an expense
ratio of 0.91%.

If you go long SSO intraday, it will perform at twice the $SPX.

SDS will perform inversely to the $SPX intraday by double. This means that when you
buy SDS it works in reverse, so if the market is going up, your long on SDS will be going
down and you will be losing money (quickly I might add). If on the other hand the
market was declining, your long in SDS would be making you money.

When traders first try them, they see these products as very stable and the movement
quite contained and that is usually because they have been trading stocks whose ATR’s
are large. Example: Freeport-McMoRan (FCX) which has a Beta of 1.8 and a 65-day
ATR of $2.83 or MasterCard (MA) with a Beta of 1.2 and a 65-day ATR of 5.09 gives
the trader quite a handful for the day. He jumps over to SSO or SDS and feels like he is
watching paint dry. The trader should be aware though that FCX and MA have betas that
are under 2, so in reality are tamer than these two ETF’s.

Unlike a very tame stock that trades very few ticks per minute, these leveraged ETF’s are
trading consistently and rolling up and down. The closest way of describing how they
trade is to compare them with the SP500 e-minis. Unlike stocks which can have stale
prints for many minutes, e-minis and SSO and SDS are always trading. They zigzag and
jig around then blast off in one direction or another.

Because of this constant trading action as well as the directional rocket blasts, we have
two strategies to employ.

The first is that of a market maker. The goal of market making is to sell premium or buy

discount. We have employed this concept in pairs trading, basket trading, opening only
orders, end-of-day enveloping and imbalance plays. Here also, we are attempting to
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provide liquidity into extremes. During overbought and oversold conditions, fishing
orders can be placed to capture outlier moves. One indicator used is the TICK indicator
and traders wait for the fringe areas of the daily range. For those that have eSignal, the
$TICK can be viewed in a chart making for easy recognition of the TICK range of the day
and what represents overbought and oversold conditions. If a trader was not observing
the actual range of the day and set his points of entry to respond only to +1000 or —
1000 TICKS, he would have some days where no trades took place. He would also not
be adapting for the bullish or bearish bias on the day.
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This is that $TICK chart for one day showing the outliers and the bias. Notice that
overbought conditions were prevalent at 800 Ticks, but only once did we hit -800 and
most of the oversold conditions were at -300. The market had a slight upward bias on the
day.

When you get filled on your fishing order placed strategically as the TICK gets to these
extremes, you have the opportunity to profit as the $SPX retraces. Of course this is not a
guarantee, just a long observed probability and just 1 handle pullback in the e-minis can
translate into 6 or more cents profit on your trade.
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The second strategy can take advantage of support and resistance set-ups, break-outs and
directional bias on the day. In order to do this attention must be directed to previous
market numbers and daily projected numbers, indicators like the US Dollar, VIX, TRIN,
Bonds and Interest rates, VWAP, EPREM A0 and quantity and quality of Buy and Sell
programs.

Do pay close attention to the trading behaviour of the SP500 e-minis and the range they
settle into or any observable trend. Directional trades can be taken from the break of a
range. These setups are similar to trading regular stocks that break through a number or
are very correlated to the e-minis. The thing about the SSO is that it is 100% correlated
to the $SPX and if the SP500 FUTURE moves, the SSO will respond, sometimes with a
slight lag. The SDS is 100% inversely correlated. Because of this relationship they can
be hedges to each other in the event you want to crutch trade. Why hedge? Sometimes
holding a hedged position put you more in tune with how they are trading, getting a better
read on the market. You can decouple the hedge when you have information and let the
retained position make you money.

On the subject of costs, the cheapest way to trade these is to only trade the SDS either
long or short depending on your goals and what the market is offering to you. Do note
that most everyday, you will require a short stock locate on SDS (and SSO) if you intend
to short it. Locate enough that you will have what you need if you intend to scalp
frequently. If you happen on a day that no locate is available, then you are relegated to
trading long only.

Some things to consider: These ETF’s are very responsive to the market and require
focus and attention to detail and to the “tells” from your indicators. If you play them
tight you can make scalping or directional profits regularly and keep your losses tight.
They are liquid, so provide ample opportunity for all who want to play. It is a good idea
while placing fishing orders to keep your hedge locked and loaded as well as anticipate
where you will place your retracement order once you are filled. This placement is
dependant on current how the e-mini is trading and what its volatility is. We recommend
having HOT KEY'S set-up is harvest the noise, place fishing orders, throw retracement
orders in, or capture those break-outs. We recommend that you do not hold them
overnight, but there are some longer-term traders that are shorting them for the inherent
decay that [ have described earlier. They would be Short SDS and Short SSO at the same
time.
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The next chart shows SSO and SDS overlaid on the same chart. You can see how they
are the mirror image to each other. Now look closely...are they an exact mirror image or
is there inefficiencies between them? This inefficiency is caused by the speculative
nature of traders as many trade these with opinions of where the market is going next.
An astute trader can capitalize on some of this and if he trades them full-time will
actually see this mispricing as it occurs and can capitalize on it through strategically
placed orders.
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Well, that is enough on this subject for this newsletter. Perhaps in the next edition, we
can discuss scaling techniques, money management, and best time-frames to trade them
in, and move on to some of the other ETF’s. The SSO and SDS are probably the best
training ground due to their more subdued nature and that they are 100% correlated to the
SP 500 e-minis that we all watch.
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DAY TRADING, INVESTING and any purchase or sale of equities can be extremely Risky and you can lose some or all of your
money.

This presentation does not constitute an offer or solicitation to any person in any jurisdiction in which such offers or solicitation is not
authorized or to any person to whom it would be unlawful to make such offer or solicitation. It is the responsibility of any person or persons
in possession of this material to inform them of and to observe all applicable laws and regulations of any relevant jurisdiction.

All Rights Reserved. Unauthorized reproduction of any PairCo, LLC or PairTrader.com publications is strictly prohibited. PairCo, LLC.
does not give individualized market advice. Due to the exclusive nature of our subscription services, your subscription fee is non-
refundable. We publish information regarding companies in which we believe our readers may be interested and our reports reflect our
sincere opinions. However, they are not intended to be personalized recommendations to buy, hold, or sell securities. Investments in the
securities markets, and especially in options, are speculative and involve substantial risk. Only you can determine what level of risk is
appropriate for you. From time to time, various persons or websites contribute data and articles. PairCo, LLC may are may not audit or
agree with all that is published.
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