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Some aspects of trading are painfully simple. A technical condition can

be either right or wrong. A reliable pattern in the E-mini S&P 500 futures

market is a flag formation on a five-minute chart. However, it’s when

they fail that you often have the best chance to profit.

BY AL BROOKS

five-minute E-mini S&P 500

chart provides an incredible
amount of information. But
despite this massive flow of
information, simple analysis of its
price action is all that is needed to
trade successfully. One such strategy is
based on flag formations, and it usual-
ly presents several profitable entries
every day.

A flag formation occurs when the
market forms an area of conges-
tion following a surge of activi-
ty. This indicates that both buy-
ers and sellers are equally active
at the current price. If the previ-
ous surge was upward, the break-
out will usually be to the upside.

However, if the flag extended
far enough to break an up trend-
line, then buyers will be wary |
because this is a sign that the §
momentum is waning. Many bulls ]
will scalp out with a small profit
on the breakout to the new swing
high. Also, bears will look for
another opportunity to sell at the
slightly better price that the new
high offers. This often leads to a
reversal that may be either a scalp-
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ing opportunity or the start of a pro-
tracted downswing. In either case, it is
a low-risk, high-probability entry.

One of the most reliable entry methods
is on a stop at one tick beyond the prior
bar. If the market is in a bull flag and you
are looking to buy, place a buy stop order
one tick above the high of the prior bar. If
by the time the current bar is complete,
the bar does not extend beyond the high
of the prior bar,

lower the buy stop to

one tick above the current bar that just

completed itself. (Do the opposite when

trying to sell a breakout from a bear flag;

enter it on a sell stop at one tick below
the low of the prior bar).

On a five-minute E-mini S&P 500

chart, if you picked your entry cor-

Failed flags can lead
to E-mini success

rectly, an initial four-tick protective
stop works in more than 80% of the
breakouts. If the bars are large or the
flag looks like it has more to go, either
risk six ticks or, even better, wait for a
second entry.

Waiting for a second entry means
that you do not take the initial trade.
Instead of buying the breakout of the
high of the prior bar, wait to see if the
bar after the breakout has a lower high.
f it does, place an order to buy one tick
above its high. (This move represents
the second attempt at a bull breakout.)

In the first chart in “When the bear
turns” (right), TL1 is a steep down
trendline that is broken by Flag 1. In
general, fading a strong trend is a los-
ing proposition. However, in this par-
ticular case, there were three large bear
bars and the previous two had decent
tails; thus, the bears might be tem-
porarily exhausted. Also, because the
downward trend bars did not close
within a couple ticks of their lows, the
sellers are showing that they are not as
aggressive as they could be.

The next bar is a small bull reversal
bar, with its low below the prior bar’s
low, and a close above the open and




above the close of the prior bar. This is
a mark of buying. Also, four of the five
bars of the bear flag had closes above
their opens, again indicating that buy-
ers are active. Once the bear flag broke
to the downside, the breakout bar was
not large. The next bar was even small-
er and its close was near its high. All of
this increases the odds that there will
be at least a second leg up (the bear
flag being the first leg up).

This is a low-risk long entry and it
has a high probability of extending at
least six ticks. A six-tick breakout is a
magical number for E-mini day traders.
Many traders scalp for four ticks and to
do so, the move has to extend six ticks.
Why do you need a six-tick move to
make four ticks! You enter on a stop
that is one tick above the prior bar,
and you are trying to exit at four ticks
above that. Most of the time, a sell
limit order will not be filled unless the
market goes above it by at least one
tick, meaning that a six-tick move is
required to net four ticks on a scalp.

MARKET TURNS

When trading counter trend, it is natu-
ral to be hopeful that the trend has
reversed and that your trade will make a
fortune. The reality is that you just
bought a bear trend and the odds are
high that the bear trend will resume. As
such, it is wise to take profit on most of
your position after just a small up-move.
For example, if you bought three
contracts, you might take profit on two
at four ticks (that is, scalp when trad-

ing counter trend). Then, place a pro-

tective stop at breakeven on the
remaining contract. If a sell signal
develops in the meantime, take the sell
signal and exit your remaining long at
the same time. If it turns out that you
did just buy the low of the next 10
years and you are angry for taking a
scalper’s profit instead of holding on
for a fortune, remember that every
strong trend will have plenty of great
entries that you can swing for more
profits. Also, it is important to main-
tain discipline. This is a strategy to
take advantage of short-term correc-

tions and it should be treated as such.

This second leg of the up-move in
the first chart in “When the bear
turns” formed a bull flag (Flag 2).
There was a small breakout bar (Bar 2)
that failed on the next bar, which had
a low below the low of the breakout
bar. You don’t want to buy the break-
out because it follows several small bars
that closed near their open, which
indicates indecision. When bars are
small and closes are near the opens, a
better play is to watch for an entry,
don’t take it and then wait for it to fail
and trap one side; enter as the trapped
traders are forced to reverse.

[n this example, most bulls would not
have bought at Bar 2 because of the
small sideways bars that made up the
flag. Likewise, bears would be hesitant to
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sell on the bar after Bar 2 when the bull
breakout failed, because there was not
enough up momentum to trap many
longs. However, when the market made
a second breakout to the upside at Bar 3,
this is a great long entry, again only for a
scalp because there is no evidence that
the market is in a bull swing.

Flag 3 had two bull breakouts and
both failed. Again, the bars in the flag
were tiny, indicating lack of convic-
tion. However, this second failure of
the bull flag breakout is a great short (a
second entry is almost always a good
trade), especially because the down
momentum of the first 90 minutes of
the day was so strong. Also, three legs
up in a bear often works like a wedge,
resulting in a new low.

Flag 4 broke a steep trendline and
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reversed the low of earlier in the day
(two of the bars in the flag were above
the highs of the prior bar). When the
market reversed upward again at Bar 7,
it was the second attempt to reverse

after a new low of the day and it also
followed a bear flag breakout. Also,
both the flag and the new low had lots
of tails and the closes were above the
opens, indicating that buyers were
coming into the market by the time
the bars closed. This makes a long at
Bar 7 a high probability long scalp.
The second chart in “When the bear
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trading Techn; |

turns” shows a bear trendline (TL1)
followed by a small, two-bar bear flag
that broke the trendline. There was a
bear breakout that failed on the next
bar, which was a great long entry.
What made this particularly strong was
that the low of this leg was exactly at
the low price of the opening range, cre-
ating a double bottom. Also, the range
of the day at this point was only about
six points and the average range had
been more than 10 points, indicating
that there would likely be a breakout of
the range either up or down.
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Because the market made an exact
test of the low followed by a bear flag
breakout, creating another attempt at a
breakout into a bear swing and a mea-
sured move down, and both attempts
failed, there was a great chance that
the market would attempt an upside
breakout. When an entry has a reason-
able chance of being the low (or high)
of the day, it is best to scalp out only

part and let most of your trade swing.

For example, if you traded three con-
tracts, you might scalp one at four ticks
and hold the other two with a
breakeven stop.

The market formed an extended bull
move to a new high, but Flag 2 broke
below the bull trendline (TL2). After
the bull flag breakout, Bar 3 traded
below the low of the prior bar, provid-
ing a short entry. This entry is against a
strong trend, so you should scalp all or
most of your trade. The market formed
a larger bull flag (Flag 3), which was a
well-shaped bull flag on higher time-
frame charts (such as the 15-minute
chart). Bar 3 was a short entry below
the low of the prior bar, creating a
failed bull flag breakout.

More examples of these formations
are shown in “Reading the breakdown”
(left). It shows a powerful failed tlag at
Bar 1, which was a possible low of the
day (every new low is a possible low of
the day). Flag 2 was protracted and
broke below a bull trendline (TL2).
There was a large breakout bar that
failed on the following bar. The break-
out was so strong and the prior up
move so convincing that you should
not be looking to short here (wait for a
second sell signal). This failure became
just a test of the breakout (a failed

~attempt at a failed breakout), and was a

great second-chance long entry.

Bar 2 was a wonderful short entry.
The bull poked above a bull trend chan-
nel line and reversed back down, indi-
cating exhaustion. The move had three
thrusts up, making it a wedge. The
move was basically a measured move up
that tested yesterday’s close and imme-
diately reversed down. The entry bar
was a second entry (remember the first
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entry that occurred on the bar after the
breakout?). A climactic move usually
results in an extended move in the
opposite direction. This is a great short
and you should swing most of your
shorts, expecting at least an hour or so
down and usually at least two clear legs
(here, there was just one extended leg).

GOING WITH THE FLOW
“Easy street” (page 40) shows when you
should stick with the trend. Bear Flag 1
broke the down trendline (TL1), provid-
ing a great long scalp at Bar 1. Because it
is a counter trend, you should scalp
most or all of your contracts. If you hold
some, you would exit the balance at
breakeven. Following the long entry,
there was a bar that poked above the 20-
period exponential moving average
(EMA) but closed below its midpoint,
indicating that the bears won the bar.
Bar 2 was a second attempt at cross-

ing above the 20-period EMA, and this
time the bar closed near its low and the
range was larger than that of the prior
EMA test bar, showing that the bears
were now even more aggressive. Also,
this leg up had a lower high than the
high of Flag 1 (a bear trend has lower
lows and 11igh&+). Fin&ll\,’, this was the
first touch of the 20-period EMA in a
couple hours, indicating that the bears
have been aggressive all day.

When you see this much bear
strength, you need to start looking for
bull set-ups. The reason is each will be
seen as a possible low of the day,
month or even year by lots of generous
traders who will buy, lifting the market
for only a few ticks. When no strong
bull bar forms after their entry, they
will feel trapped with no profit and
likely a one- or two-tick loss that never
seems to go away. [hey will place their
sell stops to exit at one tick below the

low of the prior bar. They will exit at a
loss and not be eager to buy again until
the next small up-close bar forms.

The most reliable trading opportuni-
ties always occur when someone is
trapped. Each of these small long set-ups
saw weak bulls trapped with losses, with
their protective stops providing the per-
fect area to get short, at one tick below
the low of the prior bar. Because you are
trading with the trend, you should
swing most of your contracts because a
trend will always extend much further
than anyone thinks it should. 'FM

Al Brooks stopped practicing medicine 20 years
ago to stay home and raise his kids and has been
day trading for his personal account ever since.

Visit Your DAILY Futures Resource:

Visit the AII-New, QUOtE.com for
Free Global Market Data

This financial website has been completely redesigned with your needs in mind

Now with more global content, breaking news, a better
portfolio manager and all-new, interactive charts
featuring data for all the issues in your portfolio.

Take your trading to a new level with Quote.com’s:

» Hot lists

» Interactive charts
» Analysis

» Alerts

Luate.com |

Visit t

» Portfolio Manager
» Historical data
» Breaking news

. Sl wla G W

BEELE W AR e

The new interactive Flash charts

include 13 studies, 5 styles and &

range of preferences and effects.

he site

today! QUIOtE com

the esignal Network of Financial Websites

www futuresmag.com | January 2008 37



