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Foreword

ERIVATIVES HAVE TAKEN ON an ever increasing importance in the
markets. The broad definition of derivatives includes options, fu-
tures, and many more exotic instruments that are conjured up by the
leading investment banks. For most traders, though, derivatives
means options—stock options, futures options, or index options.
The virtual explosion in trading volume of options of all types attests to their
importance. Moreover, there has been an increased interest in short-term trading—
even day trading. This work by the DeMarks addresses both issues with a degree of
professionalism reflective of their experience as traders and system designers.

This is not a get-rich-quick book. The setups, signals, and concepts described
herein will require some study by even the most astute trader in order to use them
successfully. But that is good news. So many books on day trading are published
that seem to tout the concept as an easy road to riches. Any serious day trader—and
I consider myself among them—knows that day trading is hard work, which is dif-
ficult on the psyche, and the concomitant rewards are available only to those who
are willing to “pay the toll,” so to speak. This book should appeal to both the aspir-
ing trader and the experienced trader as well, for it lays out nontrivial concepts that
can lead to excellent profits.

Most of the systems in this book are a continuation of the ones described in
DeMark’s earlier works—they deal with the timing of the purchase or sale of the
underlying security. Options can, of course, be used in place of the underlying in
any trading system—buying calls instead of taking a bullish signal on the underly-
ing stock, index or futures, or buying puts instead of shorting the same. However,
there is one very interesting new twist present here: the TD % F system. In this
instance, DeMark lays out an option trading system that depends only on the price
of the option itself! There is no consideration of what the underlying is doing—
although the movements of the underlying, of course, influence the price of the
option. I have often been a proponent of using options as a technical indicator to

xi



xii DEMARK ON DAY TRADING OPTIONS

predict the movement of the underlying security—option volume spikes, sudden
increases in the expensiveness of options, and put-call ratios are all accepted ways
of doing this. Now, perhaps, another indicator has been introduced that may help in
determining prices reversals by the underlying security.

Options are very useful as sentiment indicators. Unfortunately, most of our fel-
low option traders are wrong in their market opinions most of the time. That’s why
the put-call ratios—which measure option volume—are important contrary senti-
ment market indicators. This book describes a new sentiment indicator. It uses the
dollar-weighted values of puts and calls during a trading day or at the close of trad-
ing. This indicator is similar to the put-call ratio that is commonly used for mea-
suring sentiment, but because it uses price as well as volume and open interest, it
may truly represent a new way of looking at sentiment. As always, though, the
astute contrarian will want to be in a position opposite to that of the majority of
traders.

TD % F is only one of many indicators presented in this book. It is important
to understand that these are indicators—not systems. A system has specific entry
and exit points and an exact track record can be constructed using them. However,
most systems are hard to use for individual traders because somewhere along the
line they conflict with the trader’s own penchant for trading. The DeMarks, on the
other hand, have given us indicators—rules for determining when a market is ready
to be bought or sold, but which stop short of the dictatorial rules of a system. The
good news is that this method gives the trader some room to use reason and logic
in the way he or she employs the indicator; the bad news is that inexperienced
traders might not be able to “reason” very well.

There is little mention in this book of terms you would find in a conventional
option book—such as implied volatility, delta, gamma, theta, or vega. But that’s
okay. This isn’t an option theory book—rather it is designed primarily as a trading
book and it recommends that you use options to do that trading. When I am trad-
ing options for a short-term trade, I prefer to use near-term, in-the-money options,
for they have little time value premium and most closely reflect the movements in
the underlying security. The DeMarks espouse the same philosophy. You want to be
able to capture quick price movements without having to worry a lot about time
decay or possibly a change in the volatility pricing structure of the options—that is,
how expensive the options are. Day traders of options don’t have to worry much
about either one—there is little time decay in the course of a single day, and
options don’t normally have a significant change in their pricing level in one day’s
time. Moreover, options limit your risk if something especially untoward should
happen, but they allow for almost unlimited rewards.

In addition, the beauty of the DeMarks’ approach is that these systems are
geared toward option buyers. Forget spreads, covered writes, strangles, and so
forth. If you can identify the likelihood of a swift movement by the underlying
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security—and that’s what this book is all about—then you can concentrate on buy-
ing options as your trading vehicle. There is no need for the hedged strategies. In
fact, it’s a myth that option writers make all of the money in option trading. Any-
one who has written covered or uncovered calls on the major stocks—especially
the technology stocks—during the ongoing bull market has suffered the conse-
quences. Even those who have employed bull spreads have found their profits
reduced because they limited their profit potential. So the DeMarks’ approach—
and it is a valid one—is to forsake the exotic and stick with the basic: buy calis if
the underlying is going to rise, and buy puts if it’s going to fall. Of course, deter-
mining what the underlying is going to do is a difficult endeavor, but the indicators
presented herein are very useful for that purpose.

While many setups and indicators are presented in this book, my favorite is the
TD Camouflage. It is simple, seems to have excellent results, and can be quickly
understood by even the most novice trader. If you come away with nothing else,
learn this one concept. It should improve your short-term trading results.

Another very interesting concept that is stressed in this book is that of using
the current day’s opening price as the point from which to measure net change for
the day. Not a single pricing service approaches the markets in this way—from
newspapers to the most sophisticated and expensive real-time data services. Yet, as
the DeMarks stress throughout, the most important thing for a trader to know about
a stock, future, or index is how it is doing relative to today s opening price. I won’t
get into examples—the DeMarks do that—but suffice it to say that I agree with this
concept and perhaps this book’s greatest contribution to investment theory will be
the realization of that ideology.

Readers who are familiar with Tom DeMark’s previous works will find these
systems to be similar to ones you have previously discovered. New traders will be
intrigued by them as well, and should learn a lot. Again, I stress that this is not a
trivial, “make-a-million” (while you lie on the beach) book. It is a serious endeavor
and requires study and concentration. But from the myriad of examples and charts
that point out how these indicators work, you should be able to see that any serious
time spent studying these techniques should prove profitable to you in your trad-
ing.

If you want to keep track of these indicators yourself, you will need software
to do it. There are just too many calculations and too many markets to expect that
you can do it by hand. The DeMarks address this problem, though, by providing a
list of potential software solution providers in the appendix. This, of course, neces-
sitates having a computer and a pricing service so that you can monitor these
setups at all times. However, for the trader who is interested in only a market or
two—and these indicators appear to work well on the biggest market: S&P futures
(and OEX traders can be included as well)—it would be possible to keep the infor-
mation updated by hand, at least on a daily basis.
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The summary chapter is extremely well done, for it ties together the concepts
laid out in the more detailed portions of the body of the work. In fact, it is so good
in describing what the book is about, that you might want to glance at the summary
chapter first and then delve into the detail of the book.

Overall, I think you will find this book interesting and will also find that it
contributes to your profitability, whether you are a day trader using five-minute,
ten-minute, or hourly charts, or if you are a short-term trader using daily charts and
planning to hold for several days at a time.

Lawrence G. McMillan



Preface

ELL, I STAND CORRECTED. After the completion of each of my

first two books, 1 vowed never again to submit to such an ordeal.

Articles, yes; seminars, maybe; but books, no, never. So, now

that this work has been completed, I shall make the same state-

ment once more: “never again.” I promise—I think. I suppose I
knew all along that 1 would write just one more book. I always felt as if I had so
much to say and too little space and time in which to say it, which is probably not
a surprise to many of you who know me. But what is different about this book?
Why options and why now? You might say my son’s involvement in floor trading
and then in managing funds, as well as his keen interest in this area of the market
were certainly catalysts.

To some of you already familiar with our work, a few of the indicators in this
book may seem to be simply a rehash of our previous books and articles, only this
time applied to option trading. Believe us, this is not the case. We’ve developed
several option rules and indicators which we are sharing with you for the very first
time and have added several additional settings, qualifiers, and applications to our
existing library of indicators, all of which have enhanced their efficacy. The indi-
cators discussed in Chaps. 6, 7, 8, and 9 apply to the underlying asset as opposed
to the option itself. From these indicators, a trader can apply the results to option
trading to identify low risk call buying and put buying opportunities. To other read-
ers unfamiliar with our work or to beginning traders, this is a great place to start.
One of the biggest complaints regarding our previous written works has been the
perceived complexity of the techniques presented and discussed. We understand
this concern; after all, accepting new and unorthodox approaches to market analy-
sis is just plain difficult. Fortunately, this book is a departure from the highly
detailed techntcal writings of the past. Although the ideas discussed in this book
have been an ongoing collaborative effort between father and son, the organization
and writing skills that T.J. has provided have simplified the descriptions and the

xv
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explanations of the material. Although unexpected, should you experience diffi-
culty with any aspect of this book, don’t be discouraged—just like learning to ride
a bicycle, once the skill is acquired, it becomes second nature.

We refer to the information in this book as market timing indicators, not
turnkey systems intentionally. The reason for this distinction is that our techniques
lack precise entry and exit levels and instead concentrate upon trading opportunity
zones. Our goal is simply to provide the components from which traders can select,
design, and build their own trading models with which there exists a level of com-
fort. Our contribution is the various trading concepts and the assortment of trading
methodologies from which to choose. We encourage your research and experimen-
tation with the various indicator settings, as well as indicator combinations. It is
only through experience and testing that you will acquire an aptitude with these
methods.

Now to answer the question many have posed throughout the years. Why does
7D preface each of our indicators? Believe us when we say it is neither our inten-
tions to promote our initials, nor is there some underhanded mercenary motivation
at work here. Our legal counsel advised us to trademark our indicators to ensure
proper control of their distribution and to limit our liability should others offer fac-
similes for sale and distribution and misrepresent their effectiveness or intended
application.

We do not profess to be experts in the intricacies of various option-writing pro-
grams and mathematical models. Since being introduced to option trading almost
three decades ago, we have been fascinated by these markets. The purchase of
options has served as a poor traders’ alternative to trading stocks and futures. Most
of the techniques we developed specifically for option trading were tested by
closely following both the intraday and the daily price activity reported by quote
services, as well as option charts we created ourselves. Not until we decided to
write this book did we realize that there existed a serious data deficiency within
this industry. There was a lack of uniform option data and some of the data which
was provided proved to be inconsistent and riddled with errors. Data reliability and
availability are two serious industrywide problems. Unfortunately, the data pro-
viders with whom we had success specialized in only equity or only futures infor-
mation, but not both. Fortunately, the occasional errors in data reporting even by
these services while conducting tests proved to be tolerable. Consequently, we rec-
ommend you observe and monitor closely, the integration of the various data and
the techniques before you commence trading.

While we have personally traded and used these indicators successfully over
the last 30 years, we feel it is important that you not assume they are infallible.
Extraneous factors, such as money management and discipline, also contribute to
one’s trading success. Each trader has his or her own trading pain threshold and as
a result, the location of one’s stop losses and profit levels may be different from
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other traders who may be more or less emotional. Therefore, we stress the impor-
tance of not only paper trading each indicator, but also the proper integration of
those you especially like into your trading regimen. _

Since the majority of our indicators are designed to anticipate trend exhaustion
or trend reversals, they may appear unorthodox to some readers of conventional
technical analysis. I stress that we are not trend followers; to be one and, at the
same time, day trade options is incongruous. We prefer to buck the prevailing mar-
ket sentiment, intending to anticipate the inflection point where the trend reverses.
We believe that this is the only way to day trade options properly. We feel that, at
the very least, the market-timing techniques presented in this book will improve a
trader’s ability to identify ideal low-risk entry levels.

Individually, these indicators may appear intimidating and seem unsuitable for
your style of trading. However, given the variability and the diversity of this suite
of market-timing tools, inevitably at least a few should comfortably complement
various aspects of your trading style. We encourage you to apply them and to
experiment with variations of these tools and settings. We’ve never meant to imply
that we are blessed with the Holy Grail of trading indicators; however, we do
believe we are on the right track. Assuming your appetite for market-timing
research is as voracious as ours, our experience and ideas should enable you to

trade more profitably.



Introduction

EFORE A BABY CAN WALK, it must first learn to crawl. Before the walls
of any building can be erected, architectural plans must be prepared
and carefully followed to insure a sound foundation is in place. Like-
wise, before any discussion of techniques to day trade options can be
presented, it must be preceded by an explanation of what options are;
where and how they are traded; what filters or screens can be used to select option
trading candidates and then, once purchased, what techniques can be applied to
predict and monitor their price activity; what types of market orders can be placed
to execute option trades; what methods can be used to lock in profits and exit trad-
ing positions; and what contingencies exist to protect against the inevitable—trad-
ing losses. These factors, together with an acute awareness and appreciation for the
risks and the rewards associated with trading options, should prepare a prospective
trader for this exciting and financially rewarding form of trading.
Within the investment industry, there is a commonly held belief that more than
90 percent of option buyers lose money. The majority of books and courses
devoted to the subject of option trading have been written by authors who are con-
vinced that the only way to trade profitably is not to buy options, but rather to write
or to sell them based upon a series of complex, mathematical pricing models and
strategies. Unfortunately, most of these writers are theoreticians and not active
option traders. They fail not only to address the reasons why most option buyers
consistently lose money but also to provide methods which can improve a buyer’s
chances of trading success. Were these authors traders themselves, they would be
more inclined to develop option-trading methods that concentrate upon the timely
purchase of options with the potential of open-ended profits, rather than merely to
rely upon complicated formulas that are designed to control option-trading risk
but, at the same time, limit reward. Our experience indicates that these complex
approaches serve to intimidate and confuse most traders, discouraging their partic-
ipation and therefore preventing their chances for trading profits.

xix
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Although some option-writing techniques may be profitable, the degree of
success traders enjoy is limited to the value of the option at the time the trade is ini-
tiated which is a function of market volatility, the underlying security price, and the
time remaining before an option’s expiration, among other considerations as well.
In actuality, trading defensively and adhering to option models and complicated
option-writing strategies contradicts the goal of most option traders, which is to
leverage their investments and make a significant amount of money within a short
period of time. They perceive, we believe incorrectly, that this selling methodol-
ogy is a safer and a more profitable means of trading than the outright purchase
of options. Similarly, we could present theoretical price valuation models that
describe option price behavior given various levels of price activity of the underly-
ing security along a specified time spectrum. After all, models are helpful since
they are designed to provide a trader with an option-pricing road map. On the other
hand, how often has real-time trading conformed to a market model? Not often and
especially not in those instances in which traders have relied heavily upon a spe-
cific game plan to trade their own accounts aggressively.

We’re certain there are a number of excellent books that discuss how to write
or sell options and lock in respectable returns. Unfortunately, the option-investing
public is often precluded from participating in these trading strategies because the
implementation of these techniques requires either a large capital commitment or
the possession of the underlying security. As a result, an undercapitalized trading
novice is forced to either buy options outright or forego participation in this poten-
tially rewarding trading opportunity. Fortunately, we believe that what may be per-
ceived by some as an inferior and riskier approach to option trading is in reality a
preferable form of trading, provided proper guidelines are followed. In other
words, we feel that buying options outright without the requirement of, or concern
for, complex formula-ridden and capital-intensive methods of writing or selling
options can be more rewarding, both financially and emotionally. If you are like we
are, you prefer limited risk and unlimited gains and that is precisely the focus of
our book.

Despite the multitude of formidable barriers to successful trading, there exist
numerous strategies which enable traders to buy and to sell options, even intraday,
profitably. These methods are a reasonable and a practical alternative to the sophis-
ticated, hypothetical trading techniques which require large account balances and
complex computer-driven market models. We believe all that is required is a basic
understanding of the operation of the options markets and a measure of trading dis-
cipline and money management skills. This book concentrates upon the presenta-
tion of simple, easily understood methods to identify option-trading opportunity
zones. Our methodology deemphasizes the commonly accepted practice of selling
an option in anticipation of the premium value’s decline to zero as time lapses into
option expiration. Rather we attempt to provide a disciplined option trader with an
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open-ended profit potential, since our basic approach merely requires buying and
then liquidating an option position at the appropriate time.

Although this book may occasionally describe or refer to various option-
writing strategies or trading models, they are incidental to the thrust of our discus-
sion which is to present a number of approaches to successfully buy and day trade
options. Certainly, there is nothing to prevent a trader from employing the day-
trading techniques presented in this book and then electing to extend the holding
period longer than the conclusion of the entry day’s trading. The important consid-
eration is to adhere to the application of a mechanical and disciplined approach to
both the selection of option-trading candidates and the timing of their purchase.

You’ve heard the expressions “you’re only as good as your last trade,” “trading
opportunities are like city buses—if you miss one, another will appear shortly,” and
the ever quoted market nemesis “coulda, woulda, shoulda.” (As in, “I coulda
bought it; if I had, I woulda made a lot of money; now that I know this, I shoulda
bought it.”) Each phrase emphasizes the importance of two critical factors often
neglected by most traders; namely, discipline and money management. Without
proper respect for these elements of successful trading, one is doomed to failure.
Obviously, not all trades will be profitable and unless contingencies exist to pre-
serve one’s capital against such unforeseen events, trading becomes gambling.
Having a systematic approach or a mechanized set of indicators to time entry
clearly provides a trader with a distinct advantage over discretionary and emotional
trading. This is the basis of our focus. Discipline is an extension of one’s psyche
and personality, and, although it can be acquired, we view it as more innate. Money
management, on the other hand, is a skill which can be taught, but its mastery usu-
ally comes with market maturity and experience. This book is not intended to con-
centrate upon the mechanics of money management or the psychology of a trader
but rather to impart a defined set of option-trading rules which should provide the
framework required to trade options successfully.

It appears to happen all the time to the uninitiated, inexperienced option trader.
Some lucky trader purchases an option anticipating a forthcoming news announce-
ment or development. The expected event occurs and while the underlying security
may double in price, the option’s value may increase many multiples of that
amount. Examples such as these, however, are the exceptions rather than the rule.
History confirms that it is much more likely that the value of an option will expire
worthless than produce lofty gains such as those described. Just as playing slot
machines is usually a losing proposition and the casino’s odds of winning are

- greater than those of the gambler, so too the frequency of failure is much greater
than success for option buyers as opposed to option sellers or writers. Unless an
option buyer’s timing is precise and option-trading methodology is disciplined,
trading losses are a foregone conclusion. That is exactly why our emphasis is upon
introducing effective methods that will tip the scales in favor of the option buyer.
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It’s amazing how people will foolishly spend their hard-earned, after-tax dol-
lars on a whim or market rumor. Many traders part with their money without a
thorough understanding of how options behave. We believe most option buyers’
selection processes are random and driven primarily by emotion. To trade options
profitably, it’s important that a buyer have an edge over the writers or sellers of
options, as well as other option buyers. With the proper trading tools and mindset,
a trader should be equipped to establish just such a trading advantage. The tech-
niques we present are certainly not a panacea for all the ailments afflicting option
traders. Nevertheless, they should help eliminate the commonly held perception
that buying options is a nonreturnable or a nonrefundable form of securities trad-
ing. The indicators and option-trading techniques we describe will provide a new,
fresh perspective in which to view option trading, all of which should contribute to
your trading success. Best wishes for trading profits.
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Trademarks

LL OF THE FOLLOWING indicators are registered trademarks and are

protected by U.S. Trademark Law. Any unauthorized use without the

express written permission of Market Studies, Inc. or Tom DeMark

is a violation of the law. They are as follows: TD Absolute Retrace-

ment, TD Breakout Qualifiers, TD Camouflage, TD CLOP, TD
CLOPWIN, TD Combo, TD Countdown, TD Critical Price, TD Critical Qualifier,
TD Demand Line, TD Differential, TD Dollar-Weighted Options, TD Double
Retracement, TD Exit One, TD Fibonacci Range, TD Line, TD Magnet Price, TD
Open, TD Percentage Factor (TD % F), TD Point, TD Price Oscillator Qualifier
(TD POQ), TD Range Expansion Index (TD REI), TD REBO, TD Reverse REBO,
TD Relative Retracements, TD Sequential, TD Setup Trend (TDST), TD Supply
Line, TD Termination Count, and TD Trap.
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