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Why Channels
 

Moving averages lag price by their nature but comparing the relationship of price to the lagged average is a real time comparison which does not lead or lag and gives you accurate insight into what price is doing at that exact moment in time. A reference point if you will. Using the moving average in this non-lagged fashion by relating price to a single moving average gives you a limited spatial view. You are inherently limited to the certain times in which price is moving about the moving average. The answer from some is to apply numerous moving averages of different lengths. This can make a chart very messy and for this reason and others does not work well. I have seen techniques that have so many moving averages on a chart you cannot see the price bars. Moving average Channels, Keltner channels or Bollinger Bands by their nature give you multiple viewpoints in relationship to price. Moving average channels give you another dimensional view but their drawback is that the upper and lower bands are statically spaced. Bollinger bands are better than moving average channels because they contract and expand based on the channel settings of X number of standard deviations. But this feature has a drawback in that the expansion and contraction is too dynamic and does not allow for easy evaluation of the relationship of price to the bands that is obtainable with Keltner channels (See the example chart with explanations below) The one exception and or feature of Bollinger bands I might mention is that, when tuned properly, a Bollinger Band can be used to catch the top/bottom of a retracement a good percentage of the time. When you finish reading this document and you see what can be done with Keltner channels, I think you will find Keltner channels can do exactly the same and additionally provide much more information.   

 Keltner channels in my opinion are the perfect compromise between the three. The channels expand and contract relative to price volatility but they allow easy comparison with price. The midband is just a moving average so if we use moving averages we have not lost anything but we have gained an additional spatial viewpoint. 

 

    
 Where does it fit into my trading?

I have been using several indicator setups called MOF’s (Money On the Floor) and slings (Slingshot). The creators of these setups are “Buffy” and Jimmer. (See addendum for MOF and Slingshot Trade Setups) Additionally I have used a template for these indicators developed by “Scorp”. While Buffy and Jimmer are masters at seeing and developing indicator combinations, Scorp is an artist in setting up the indicator colors and line widths on a chart.  Their concept uses multiple time frame stochastics to time the entries. Additionally we use MACD Histogram for RD (Regular divergence) and HD (Hidden divergence). One of the problems that I am always having is attempting to line up the different length stochastic cycles so that my cycles line up and I have a higher percentage outcome. Sometimes it seems almost impossible to know where in the cycle you are because different time frames are setting up differently and contradicting one another. Not only that but you have to always switch between charts in order to do this even with all the different time frames you have on one chart. I always loose focus of the last chart when I switch.  But then I had what you might call and “AH HA”.

Our Goal and setting up the Keltner Bands

 

Our primary goal is to emulate triple screen trading on one screen such that we can see and be certain about the cycles that are occurring. Dr. Alexander Elder originally developed this technique many years ago. I have seen it applied with stochastics on three different time frame charts to catch the tide of all the cycles in sync. But my Ah-Ha is to use Keltner channels for this. Then once we know how to evaluate the price cycles we will look to our MOF and Sling indicator setups to time our trade. I am going to choose three different length cycles so that we can see cycles within cycles within cycles. The Keltner I use are exponentially smoothed moving averages. They are based on either (H+L+C)/3 or the just the close if you don’t have that option, the difference is minimal. I adjusted the Keltner band widths and cycle lengths such that I could clearly identify 3 time frames of cycling. (See chart below) For each cycle, the bands are adjusted so a small percentage of price falls outside the bands. The band widths and Cycle lengths are also compared and set such that the Short term fits inside ½ the Mid Term and the Mid Term fits inside ½ the Long Term with room to spare. Keep in mind we are dealing with tick charts and the base time element is a little tricky since tick charts by nature are not based on time. So calculation of a specific cycle length, as can be done with time based bars cannot be done easily however it can be measured and it is visually easy to see.  In the scrunched up sample chart below, you can see the cycles within cycles and you can also see the small percentage of price outside each cycle band. The basic trading concept is to take trades in the direction of all three cycles or trades from band to band when higher time frames are flat, nothing new here. With these bands we can clearly see not only when the directions are lined up but also how price is contained within the bands. A secondary goal is to research the band requirements necessary to improve our outcomes on not only 2 signal trades but three signal trades as well.
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Here is an actual picture of ES on 08/19/2003.  Can you see where the cycle tops and cycle bottoms are without even seeing the bars?  My goal is to one day be good enough with these indicators to trade a chart like the one below without the Bars. I have heard of the concept of Naked trading (trading without indicators) I guess this would be the inverse.  
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Here is the same ES chart from above with the bars applied.
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Example Reading the Keltner Bands

 

Refer to the numbers on the chart above to reference each situation. Notations of going up and down are short term directional and do not necessarily indicate trend reversals. In combination with the indicators however is where the real power is.

 

1) 1)      Price just catches upper short-term band but price failure at upper mid term. ( We are going down. 

2) 2)      Price failure at short-term lower band and mid term lower band ( we are going up!

3) 3)      Price finds resistance at mid term band and short-term upper band ( we are going down.

4) 4)      Price retrace finds support at red long term midband and short term midband ( We are going up 

5) 5)      Exhaustion Spike through upper short term and upper mid term band ( look for reversal.

6) 6)      Price retrace congests and finds support at yellow Mid Term Band ( we are going back up.

7) 7)      Price reaches upper short-term band but price failure to reach yellow mid term upper band. ( We are going down. 

8) 8)      Price reaches short-term lower band but price failure to reach yellow lower mid term Band. ( We are going up! 

9) 9)      Price rises but finds resistance at yellow mid term Middle band red long-term middle band with price failure at short-term upper band. ( We are going down. 

10) 10)  Price reverses but finds double failure at short term and Mid Term lower bands. ( We are going up!

11) 11)   Price rises again only to find resistance at the yellow mid term Middle band and red Long-term middle bands. Price failure at the short-term upper band. One should take note that price is coiling here between 8,9,10 & 11. When a coil breaks depending on the number of coils the minimum expected travel is the height of the coil. Now zoom yourself out and notice we are coiling between 1,2,5,12 and the close of the day on a higher time frame. I notice these things much easier without looking at the higher time frame when the channels are applied. 

12) 12)   Exhaustion Spike through the lower short term and lower mid term bands. Look for reversal.

13) 13)   Price failure to reach the lower short term and Lower Mid term bands again.

14) 14)  Exhaustion spike through upper short term Band. Look for reversal.

15) 15)  Retrace finds support at “all three” Mid Bands 

 

 

Evaluating our rubber Bands  

 

There are several easy ways of evaluating price within the bands

 

1) 1)      Price Failures at Upper and Lower Bands – The idea of price failures comes from dealing with Andrews Pitchforks and Median lines. Dr Alan Andrews taught that when prices failed to reach a Median line a Price failure had occurred and price would proceed in the opposite direction away from the median line. This concept works with Bands as well. As indicated above, moving averages are like rubber Bands. Price stretches and contracts these bands. By viewing the price action relative to the bands we can determine the relative strength and weakness in the price at that moment. Think of it as prices diverging from the Bands. In the chart above at reference Point 7 with no price bars on the screen you can clearly see the shorter term band unable to rise to the previous level with the longer term yellow band (Price is weakening even though in many cases like this we will see a higher high) Evaluating this strength and weakness and then using the 2xBline indicators and divergence to confirm trades is my Plan.   Below is a chart showing a higher high, which would indicate to the uninformed that price, would continue up. But we can see a price failure relative to the red long term Keltner band as price makes a thrust up and almost touches the red upper band and then on the next thrust up is not able to reach the same point relative to the red band as the gap widens.
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2) 2)      Price Exhaustion spikes –when we have these bands setup properly we can see the extra energy of the exhaustion spike pushing through our rubber bands with a several point reversal to follow once price closes back inside. The bands with this extra spatial dimension allow us this insight into price. The chart above is also a good example of an Exhaustion spike. Notice how on the first thrust up to the red upper band price breaks out above the upper short-term aqua colored band and then once we have a close back underneath the violated band we will always see a countertrend reversal albeit relatively small.

 

3) 3)      Price congestion at midband – The midband is exactly that, the halfway point between the upper and lower band. Price and the midband will always come together. Either by price retracing back or the midband moving to catch price or both. Look for support/resistance at these midbands co-incident with indicator setups. Example of congestion on the chart below.
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4) 4)      Where price is within each channel will give us information about what price is doing. Look at the next chart below; locate the yellow midterm Keltner bands. When price rises it must rise in the upper half of the channel and when if falls it must fall in the lower half of the channel. Next locate the red long-term channel Note how price breaks above the midband going up and falls below the midband going down. By watching price, in relationship to the channels, you will always have a reference point. When using multiple time frame channels you will understand where you are relative to multiple time frames by looking at only one chart. 
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Here is another example from today 8/22 /03 of price respecting the lower midband channel.(yellow) Note the sequence that mathematically must occur for prices to rise; price first must break above the short term then the intermediate and finally the long-term midbands in that order. There is no getting around this. So if price is unable to break above one of the midbands, as is the case below, we will remain in that direction. 
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This is an intesting application of the above channel concept. We think a potential bottom is in place because we just had an exhaustion spike right at the lower long term band (red). Keep in mind, price has traveled a long way down all day from the upper long term midband, you can see that on the previous chart. We are looking for a possible EOD bounce but unless price can move above the yellow midterm midband we cannot go up and we clearly can see a failure here at both the yellow midband and short term upper band. I know of no other tool with which we can so easily read to give us this wealth of information. 
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Chart with indicators Applied

 

Below is the one last chart with my standard indicators applied.  Look at the MOF’s and slings, which are co-incident with price failures and support and resistance.
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Stops

 

Stop setting is easy. If we are correct about the direction we have picked, price should not penetrate the opposite Keltner band. If we are wrong about the direction then we expect to be stopped out and we accept our loss. We will of course make our entries off the shortest term Keltner on the chart. On a 343-tick chart the short term Keltner has a channel width, which averages around 3 points. We always will make our entries at midband or better. Sometimes that will be much better when there is a higher time frame midband giving us support or resistance. Using that as a guide our stops will be 1.5 pts or less on average, however in real world testing I have found that increasing it to 2 pts to accommodate flexing of the bands works much better. 

 

Targets 

 

There are lots of ways I deal with targets including Fib expansions etc. But relative to the Keltner, Targets depend on which cycle we are trading. But the rule of thumb I am using, since I am taking my trades off the shortest Keltner I am going to take off at least part of my trade at the midband of the next higher time frame Keltner and probably the rest of the trade at the projected position of the opposite Band of that same Keltner. Until I develop this technique further I intend to keep my trade targets between these two places

Keltner Settings at Present

 

Short cycle 1.4/9 Aqua

Intermediate cycle 3/45 Yellow

Long-term cycle 7.2/120 Red

Exponential  (H+L+C)/3 or Close only

 

Ensign Template
Ensign doc file
 

 

 

 

 

Conclusion

 

To summarize I would make one point. All the example charts you see were snapped today or in the last several days after I wrote the text explaining the concepts. They were done in most cases in real time as I was trading and marking up the charts. The point is this; the behavior I have described at the bands happens everyday over and over again. But don’t take my word for it watch and convince yourself of this. I think you will find it a very useful tool to complement the 2xBline indicators.  

 

 

 

 


Addendum Buffy and Jimmer MOF and Sling Trade Setups

 

The following descriptions use the Indicator setups along with Bollinger Bands as originally designed. Assume that price failures etc. relative to the Keltner are substituted for the anything referencing Bollinger Bands below. This definition/description of the Setup has been borrowed from the www.dacharts.com website. If you need more information, that is the place to look.

MOF 3 Signal Trade
· The MOF takes a high percentage trend trade. It is work to catch the bottoms and tops. It is fun to trade the middle of a trend.

MOF stands for Money on Floor. It is just a fancy name for a pure price action trade.

The purpose of an MOF is to:
Catch the first lower high in an up trend
Catch the first higher low in a downtrend.

Please refer to the chart (The color references are to the black background chart) a printable white background chart is also available at www.dacharts.org/archives/2Xbline/3_Signal_Setups/MOF/3_Signal_MOF.png
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1. Note price is making a lower high here after making a lower low - trend has changed from up to down. 

· Bar has tagged the upper Bollinger Band. 

· Bar colors are red showing the long term Stochastic in the 2X Study Window has the %K lower than the %D.

2. In the 2X Study Window note the following: 

· The long term stochastic - two red lines - have rolled over to the downside. 

· There is still a spread between %K and %D. 

· The short term stochastic - the red/yellow and green lines - have pulled back along with price. 

· We are looking for a short trade, which is in the direction of the long term stochastic. 

· It is not necessary for the short term stochastics to pull back into the sell zone or even cross the longer term Stochastics.

3. In the Bline Study Window. 

· The Bline is the white line with the colored circles. 

· The other 4 lines are referred to as ribbons. 

· Their relationship to the Bline and their direction is what sets up trades. 

· The Bline is falling. 

· The Ribbons have pulled back up to the sell zone - this is only necessary for the 5/3/3 (Cyan and Red lines) as you can have ribbon divergence which is where the 5/3/3 and 9/3/3 do not stay together. 

· This setup is called the first sell signal with a falling Bline. 

· We are looking for a short, which is in the direction of the Bline.

4. This is the 3rd signal - Hidden Divergence-HD (May also be called Reverse or Continuation Divergence) 

· Price has made a lower high while the MACD histogram has made a higher high. 

· Note the HD gave you plenty of warning this might be a 3 signal trade as the divergence was present on the completion of the second up bar. 

· Now it is just a matter of patience until the ribbons get to the sell zone.

When these three signals are present, it is a very high percentage winning trade.
When 2X and Bline signals are there, while it is still a high percentage trade, you need to be more aware of what is going on in the higher and lower time frames.

One-way to trade this would be to enter a sell stop just below the last completed bar. Generally this is called "Stalking the Retracement".

A simple way of describing this setup would be - The first touch of the opposite Bollinger Band after the long term stochastics have turned. 
Long term Stochastics down then touch of the upper band.
Long term Stochastic up then the touch of the lower band.

On this chart, the long-term stochastics are down (bars red) and price tags the upper Bollinger Band.

While this is on a 343 constant tick chart, the setup is the same on any time frame. As with all indicators, the larger moves are on the higher time frames. 

Slingshot Trade
The Slingshot is a high percentage trend trade. It is work to catch the bottoms and tops. It is fun to trade the middle of a trend.

Just like MOF, It is just a fancy name for a pure price action trade. 

The differences in the setup are:
The LT Stochastic in the 2X Study Window are flat usually with no or very little space between %K and %D.
The Bline will be flat usually above 80 or below 20 and the ribbons will create the sling often clearer than the 2X signal.

The purpose of a slingshot is to:
Catch a continuation trade off a retracements/flags/consolidation in an up trend
Catch a continuation trade off a retracements/flags/consolidation in a downtrend.

Please refer to the chart (The color references are to the black background chart) a printable white background chart is also available at http://www.dacharts.org/archives/2Xbline/3_Signal_Setups/slingshot/Slingshot_Prt2.png
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1. In price window - (Circles 1 and 2):
Price is making a lower high after making a lower low - trend is still down.
Bars have tagged the upper Bollinger Band. 
Bar colors are changing back and forth between red and green. 
This is common when the long term Stochastic in the 2X Study Window and the Bline in the Bline Study Window are so flat either above 80 or below 20.

2. In the 2X Study Window note the following (A and D):
The long term stochastic - two red/green lines - are flat and very little or no space between %K and %D. 
The short term stochastics - the red/yellow and green line - have pulled back along with price. 
We are looking for a short continuation trade, which is in the direction of the trend.
It is not necessary for the short-term stochastics to pull back into the sell zone.

3. In the Bline Study Window- (B-E):
The Bline is the white line with the colored circles.
The other 4 lines are referred to as ribbons.
Their relationship to the Bline and their direction is what sets up trades.
The Bline is flat and below 20. 
The Ribbons have pulled back up to the sell zone here, although this is not necessary for slingshots. 
Often the 5/3/3 (Cyan and Red lines) does tag the sell zone. 
It is common to have a ribbon divergence, which is when the 5/3/3 and 9/3/3 do not stay together, to occur with Bline slings.
We are looking for a short continuation trade, which is in the direction of the trend.

4. MACD Study Window (C and F)
This is the 3rd signal - Hidden Divergence-HD (May also be called Reverse or Continuation Divergence)
Price has made a lower high while the MACD histogram has made a higher or equal high. 
Note the HD on C gave you plenty of warning this might be a 3 signal trade as the divergence was present on the completion of the fourth retracement bar.
You also want the MACD histogram falling if you are going short and rising if you are going long.
Now it is just a matter of patience until confirmed by price taking out the low of previous bar. 
Note that F does not have HD. The first trade is referred to as a 3-signal trade and the second one as a 2-signal trade.

When these three signals are present, it is a very high percentage winning trade.
With 2X and Bline signals only, it is still a high percentage trade but you need to be more aware of what is going on in the higher and lower time frames.

One way to trade this would be to enter a sell stop below the low of the bar two bars ago. Generally this is called "Stalking the Retracement".
Ask yourself - What does price have to do to make these indicators confirm this trade for me and that is where you want your sell stop.

The most common places for the LT Stochastics in the 2x window to go flat is as follows:
1. Above 80 and below 20
2. Close to the midpoint of the Stochastics. This often results in a measured move also referred to as an equal length continuation trade.

While this is on a 550 constant tick chart, the setup is the same on any time frame. As with all indicators, the larger moves are on the higher time frames. 

 

