TRADING Strategies

The POWERTOOL strategy

Like any other craft, trading requires the right tool(s) for the job.

In this case, combining a simple trend indicator
with a bull/bear momentum calculation creates an excellent

timing tool for short-term traders.

FIGURE 1 DEFINING THE TREND: THE THREE-BAR NET LINE

. The bai labeled with a blue 1 is the highest high of that upswing. The bar {0
its left, lubeled bar 2, has G iower low than ber 1. The bar to the left of bar

2, labeled bar 3, has a lower low than bar 2. The horizental line extending
fi" om the ."'I'-_C_-'i"If of bar 2's low is the three-bar net line. The (gst bor on the
: chart (labeled with a red 1) closes belaw the three-bar net (ine, 50 he new
~trend 1s down. The bar to its left has a higher high than the last bar. so it's

any winning trading
strategles relv on two
technical indicators —
one to determine a mar-
ket's underlving trend and another to
time a trade. The Powertool strategy isa
good example: It uses Joseph Stowell's |
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from the rieht of bar 3's low [s the three-k

bar net line. The last bor on the

. chart (labeled with a red 1} closes below the three-bar net line, so (He new

- trend is down. The bar io its left has G higher high than the last bar. so i
; labeled bar 2. The bar te the left of bar Z has a higher high than bar 2, so it’s

{abeled bor 3. The new three-bgr net line extends |
The trend is down until price closes above Lhe most recent three-bar net line.
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tume a trade. The Powertool strategy is a
good example: It uses Joseph Stowell’s
three-bar net [ine as the trend indicator
and Dr.  Alexander Elder's bull
power/ bear power as the timing indica-
o

Together, the two indicators create
synergy — L.e., 2 whole greater than the
sum of its parts: Trading with the three-
bar net line is more precise when trades
are imed with bull power/bear power;
and trading with bull power/bear
power ig more ¢onsiztent when trades
are taken in the directon of the three-
bar net line,

Stowell’s three-bar net line

o draw a three-bar net line (see Figures
1, left, and 2, opposite page) when price
has been rising recently, first find the
highest high for the current upswmg
and label it bar 1. Next, look to the left
and find the most recent low that is
lower than the low of bar 1 and Iabel it
bar 2. Finally, look left again and find
the most recent low that is lower than
the low of bar 2 and label it bar 3. The
three-bar net line is a horzontal line
extending right from bar 3's jow. The
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FIGURE 2 THREE-BAR NET LINE IN AN UPTREND

the hivhest high of the current upswing. Bar 2 is Lhe [irst bar {eft of bar
wilh u lower {ow than bar 7. Bar 3 is the [irst bar to bor 2' lefi with @ (ogwear

BY THOMAS A. BIEROVIC low L U L .'r‘ ﬁr'er-—bu- net '='rh IS :_.fu-"r.l'f to the r' HL r.'.'f bar 3's iow. Tne

trend is up until price doses below the
current three-bar net line,

The process is inverted for drawing a
three-bar net ling when pﬁces have been
falling (see Figures 1 and 3, p. 42). Bar 1
15 the lowest low of the downswing.
Look to the left: The most recent high
that ix higher than the high of bar 1 is
bat 2. Look left again: The most recent
high that is higher than the high of bar
two is bar 3. Now, draw the three-bar
net line 1o the right across the chart from
the high of bar 3. The trend is down
until price closes above the current
three-bar net line. '

One note: Inside bars (those with
lower highs and higher lows than the
bats preceding them) don't count, so

Source: TradeStation Platform Dy Tradedtation Group

Calculating an EMA

Bull pqmerihem power indicators An expanential meving average iEMA} uses a: smmthing factnr m gwe

just skip over them.
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One note: Inside*ftars (those with
lower highs and higher lows than the
bars preceding them) don't count, so

Calculating an EMA -

Bull power/bear power indicators An exponential moving average (EMA). uses a "gmmthing {a::tbr 1o gnce

just skip over them.

Dr. Elder’s bull power measures the more emphasis to recent prices, thus maiung the rndlcatur mnre mﬁpﬂnﬂ‘sre._!;
bulls' ability to pull price higher; his directional changes as they occur. The shorter the EMA, the more'the. mﬂﬁt

bear power measures the bears” ability recent price action is emphasized. The opposite is true for [ﬂngén‘ EMA!-

to push price lower Expressed in terms of daily bars, the EMA fonﬂula ls o LR U
Bull power is the carrent price bar’s N R

htgh minus a 13-bar exponential moving Joday’s EHtA = {C*(P - EMA_))) 3 EMA , -

average (EMA) of ciosmg prices. Bear where i

power is the current price bar's low P = current price (typically, the c!.ﬂsmg pnce} e

minus the 13-bar EMA (sec “Calculating EMA_; = previous pericd's EMA A e

an EMA,” right, for more informaton € =smoothing constant S g o e .‘.' iy el B i

on exponential moving averages). j
The logic behind bull power/bear . Because you need to know the previous day s EMA vame tg: l;. l-:uiqigp tﬁday:_

power is that the price high represents EMA, ‘it is necessary to begin the EMA calcutahﬁn Using a: 5in1ﬂ{e mfmﬁg avEf ]
the maximum power of bulls, the price age (SMA) value. The foliowing fﬂrmula relates the $mﬁntﬁing mnstant used'
low represents the maximum power of " an EMA to the number of bars in an equwa[ent SMA.
bears, and the EMA represents, in Dr :

Elder's words, the “average consensus Smodthing constant (5C) = 2!{1+_If'l_}
of value.” The distance between the where ' o
high and the EMA defines bull power, N = number of penﬁds in Sa'\ﬂ.&

while the distance betwegn the low and
the EMA <efines bear power (see Figure

4, p. 42). {1{{1 +zﬁ};
continued an p. 42 -

ACTIVF TRADER « Mav 2002 = www.activetradermag.com



FIGURE 3. THREE-BAR MET LIME IN A DOWNTREND

Har 1 is the {owest low af the cureent downswing, bur ¢ is Lhe first bar 1o bar
1% left that has a higher hiyh than bar | {remember Lhol inside bars, like Lhe
one to bar 1's immediate left, don't count), Bar 3 is the first bar to bur 2's
tefr that has a higher high than bar Z. Draw the three-Dar net line Lo the it
from:the high of bar 3. The {rend is down until price closes apove the most

recent three-bar net line.

| Cooper Industrial Inc. (CBE), daily
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FIGURE 4 BULL AND BEAR POWER

Bull puwer is the high of the current bar mipus the 13-bar expenential moving
average (EMA) of the close. When the high 15 gbove the EMA, bull power is

Bull power and bear power are plot-
ted as separate histograms below a bar
chart (see Figure 5, opposite pago).

interpreting bull power/bear
power

in a neutral (sideways) market, bull
power is usually above zero (ie., the
high is above the EMA), and bear power
is usually below zero (ie, the low is
below the EMA.) In an uptrend, howev-
er, both bull and bear power are fre-
quently above zero (the hugh and low
are hoth above the EMA) In a down-
trend, both bull and bear power are fre-
guently below zero (the high and low
are both below the EMA). Figure 5 illus-
trates this.

You probably won't want to buy a
market when price has already climbed
so steeply that the low is above the
EMA. or scll it short when it has already
declined so sharply that the high is
below the EMA.

Instead, when price is in an uptrend,
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FIGURE 4 BULL AND BEAR POWER EMA., or sell it short when it has already
declined so sharply that the high is
below the BMA.

Instead, when price is in an uptrend,

_ . Wb o b Rk iy i wait for bear power t0 cross below zero
» =00 = WA T 2L 1 ;"'f‘E'I u = (0t r l}'E' gns and fh L [ 7 Ir_:! o I:;: or H 'i Ii

below the EMA (the green and red bars), the markel may he averboueht or

oversold, respectively.

Bull puwer is the high of the current bar minus the 13-bar expenential moving
average (EMA) of the close. When the high 15 cbeve the EMA, bull power is
positive. Bear power is the low minus the i3-bar EMA. When the low is below

to avoid buving when the market is
; overbought. Then wait for bear power

Analog Devices Inc. (ADI), daily to tick up (ko be greater than it was yes-
: terday), which indicates the coun-
tertrend dedline has lost its downward
momentur. With that setup in effect,
place an order to buy above the previ-
ous price bar’s high.

Similarly, in a downtrend, waif for
bull power to cross above zero (e.g,, for
the high to rise above the EMA] so you
won't be selling short when the market
is oversold, Then wait for bull power to
tick dowt {to be less than it was yester-
day), suggesting the countertrend rally
has run its course, With the setup
effect, place an order to sell short below
the previgus price bar’s iow.

The Powertoo! rules are;

Long
B Tomoor 102001 " 11/2001 122001 1. The dlose is above the three-bas
Source: TradeStation ?’:-EITT'Z'T-‘.';-:'-:!-' TrackeStation Group ﬂ net line.
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FIGURE 5 CONFIRMING STRENGTH OR WEAKNESS

The price high at B 15 higher than the price high ul A. Bull power at B is high-
ar than bull DOwWal & .Ir .-:i ....”'jH'T’IHE' the stre gl h of the uprrend, The price .
low gt D is lower thun (he price low at C, but bear ;.r-wer at D is higher (le:
negative) than bear pawer at O, i Lhe best buy setups, buil power hrﬂ,r
the recent price Lr\,h bul bear power does not confirm the recent orice J'Dw

- The reverse is frue r-.;r {he DL'"_rl short se 2LUpRs,

2. Bull power is above (.

5. Bear power ¢rosses from above
to below O

4. Bear power is greater than it way
vesterday.

L3

-
o
-
T

Entry: Buy tomorrow above today’s
high.

Exits:

1. Set an initial protective stap below
the three-bar net line.

2. Tradl a stop below the three-bar net
line,

B Short
andlhn B s
| | ) L ) : ﬂI.ThECEQEELEBEI{mwthE three-bar
B net line.
2. Bear power is below 0.
i' : 3. Bull power crosses from below 0
: ¢ above 0.

4. Bull power is less than it was

yesterday,

T T, I . r—_ T
_ 26 12/2001 10 : Entry: Sell short tomorrow below
- source: TradeStation Platform by TradeStaton Group today’s low.
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FIGURE 6 POWERTOOL LONG TRADE

A lone siwnal s given on bar D gfter it moves above bar C's high (which was
f::.-:-l,ﬁ"'-' har when bear penar ”‘-'-rll -I"F--F.f[ The exit is on bar E. The thres t‘-’u" net
i{fne is progressively ruised as the stock rallies, lacki ing in increasing profits.

(3 Allegheny Energy (AYE), daily
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Entry: Sell short tomorrow below
today’s low.

Exits:

1. Set an initial protective stop above
the three-bar net line.

2. Trail a stop above the three-bag net
line.

Note: “Above” means any smali
amount above the high or the three-bar
net line, e.g., 10 cents for a stock or one
tick for a commodity. “Below” means
any small amount below the low or the
three-bar net line, e.g.. 10 cents for a
stock or one Hek for a commodity-

Two Powertool long trades

In Figure 6 (left), price closes above the
three-bar net line om bar A, which
means the trend is up. Both bull power
and bear powor are greater than zero.
Un bar B, bear power crosses below
zero, indicating the market is not oo
overbought to buy. On bar C, bear
power Hcks up, 50 we place a buy stop
above the bar-C high.

The next two bars don't penetrate the
previous bar’s high, 5o a long trade is
not mggered until bar D, which rallies

continued on p. 44



FIGURE 7 CATCHING THE TREND

Here's another winning trade on the | long sidde, Like Lie exemple ir: Fieure 6,
the trade ..a,:nhrm.z o great dewl of the Ut 2nd, Clileririe near its hn.nmn.rp
and exiting just after the market peaked.
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FIGURE 8 ON THE SHORT SIDE

In this example. a short tragde was opened at bor D and exited at bar £ The tall
price bar two days after bar D ulmost stopped out the trade. but fortunately, the
three-bar net line held. and Powertool hammered out another successful trade,

| Aglent Technologes (), daily " .-

above the previous bar’s high. We exit
the trade profitably on bar E on a g¢lose
below the three-bar net Jine.

The second long trade example (see
Figure 7, top left) is similar to the first:
The main difference is that the entry
cuy stop is hit un the second bar after C,
not the third bar as in Figure 6,

Pewertool shert trade

In Figure 8 (bottom left), price closes
below the three-bar net line on bar A, so
the trend is down. Both bull power and
bear power are less than zero. On bar B,
bear power crosses above zeto, indicat-
ing that the market is not too oversold
to sl short. On bar C, bear power tcks
down, g0 we place a sell stop below the
var-C low and get short on bar D. We
exit this winning trade on bar E, which
closes above the three-bar net line,

Trading Powertool Intraday
The first intraday trade example (see
Figure 9, opposite page, top) occurs on a
SU0-minute chart of AXP Price moves
above the three-bar net line on bar A,
indicating -an uptrend. Both bull power
and bear power arc greater than zero,
On bar B, bear power crosscs below

2etd, mdicating the market is not too

]
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FTC;LIRE 8 ON THE SHORT SIDE

In this example. a short trade was opened at bar D and exited at bar £ The tall
price bar two days after bar D almost stopped out the trade. but fortunatiely, the
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Trading Powertosl Intraday
The frst inraday trade example (see
Figure 9, oppuosite page, top) occurs on a
JU-minute chart of AXP Price moves
above the three-bar net line on bar A,
indicating -an uptrend. Both bull power
and bear power arc greater than zero,
Om bar B, bear power crosses below
zeto, mndicating the market is not too
overextended to buy. On bar C, bear
power ticks up, so0 we place a buy stop
above the bar-C high and go long on bar
D. We exit the rade with a significant
profit on bar E when price penetrates
the three-bar net line. .
The reason we don't wait for price to |
close below the three-bar net line on
traday charts is that intraday bars |
don't really have closing prices, except
for the last bar of the day. The closes of -
all the previous intraday bars are really ;
just the last trades of those particular -
intraday periods, so they Lave far Jess
significanice than the closes of daily or |
weekly bars,
The second intraday example (sece ¥
Figure 10, opposite page, bottom) is;
found on a 15-minute chart of MXIML |
Price moves below the three-bar net line®
on bar A, 20 the trend is down. Both bull
power and bear power are less than®




zere. On bar B, bull power crosses above
zero, indicating the market is not too
overextended to scli short. On bar ¢
bull power ticks down, so we place a sell
stop below the bar-C low and get short
on bar D. We exit this winning trade or,
bar [, when price penetrates the three
bar net line,

Why Powertool works

Itis very difficult — perhaps impossible
— to make money consistently over the
fong term in stocks or futures by basing
ttades on  one ndicator alone.
Fortunately, it's not difficult to integrate
two or more indicators into a synergetic
strategy that features the positive
aspects of each.

The Powertool strategy capitalizes on
joseph Stowell's three-bar net ling’s abil-
ity to identify the trend and Dr
Alexander Elder's bull power/bear
power indicator’s ability to time trades.
The result is a strategy that’s more reli-
abie than single-indicator strategies and
more powerful than many complex, eso-
teric anes. €7

For more information on the euthor see p. 12,
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FIGURE 9 WORKING INTRADAY

Cn itraday bars Power tool exits crades based on g penetration of the
three-bar net line instead « aj waiting ,.rvr g close above or beigw it.
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FIGURE 10 INTRADAY DOWNTREND

Here, Fowertox IrthJ res

a tengihy dowrit; trn_. ana 12-m .r‘u*u chart. F"*f.;-



anie than Bngie-macator strategtes and
more powerful than many complex, eso-
teric ones. ﬁ

For more information on the euthor seep, 12,
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FIGURE 10 INTRADAY DOWNTREND
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