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Int(;rnet Services for The Technical Analyst

I have to admit to not being entirely up with the Internet, although that is something which I
hope to correct over the next two months.

Certain details of sites will be provided to members and the folowing are known at present:

The Technical Securities Analysts Association of San Francisco has recently established a home
page . The site provides I understand technical information, research extracts plus contact name
and e-mail addresses for members. Its address is
http://www.teleport.com/"ifta/TSAA/tsaahome.htm!

Philip York of QBL made the following comment in his last newsletter:

There is an excellent Omega user group on the Net at omega@futures.clark.net. The group now has
over 600 subscribers, discussing all manner of topics about the Omega products. To subscribe send the
message SUBSCRIBE OMIEGA followed by Yyour name in the body of an e-mail (o
listproc@futures.clark.net.

If you want some more examples of indicators, systems and utilities you can douwload these from the
| following two fip sites:

Jip.wiwiuni-frankfurt.de/pub/pwgifomega/

Sip.hk super.net/mirrors/misc/omega/

The Frankfuri site is the main sife, its just very slooow, hence one of the guys set up a mirror in Hong
Kong.

Also Omega have a Wide World Web page at:
hitp:mww. gale.net/~omegares/

Would members please fax or mail me details of sites and what they offer so that they might be
communicated to other members in the newsletter,

Roger Lawes Phone (02) 375 6536 Fax (02) 247 7627 or mail to PO Box N255, Grosvenor Place,
Sydney 2000 '

L
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Redefining Price: An Unorthodox View
By Dr Michael Wignall PhD
Introduction

The term *price’ is so taken for granted that rarely, if ever, is
it graced with a definition by analysts or traders. Two faclors
undoubtably drive this uncritical acceplance. Firstly, the all
pervasiveness of the term in every day life which induces a
stubconscious view that 'price' itself is so gbvious there is
nothing needing to be understood. Therefore it remains
unquestioned. Secondly, the speculators' ingrained view that
profits, or more correctly, positive equity can only be
extracted from prices moving higher or lower between the
time a position is initiated and it is subsequently terminated.

Thus the standard, but misleading speculator's adage is: ouy
low - sell high' or ‘sell high - buy low'. A more meaningful
and less emotive form would be: ‘buy at one level and re-sell
at a positive differential' or ‘sell at one level and re-purchase
at a negative differential”.

It the commodity futures markets with their highly leveraged
exposure the emotiona! response to the risk of adverse market
moves is intimately linked to expectations of whether prices
will go higher or lower afier initiating exposure. This in turn

is a reflection of everyday experience of prices. -

The Miscanception

However, contrary to both historical and current wisdom, as
accepted by the speculating community, unconsciously based
on everyday experience, prices in the context of the futures
markets:

do not go ‘up'
do not go ‘down’

In reality *prices' do not go anywhere, A lack of appreciation
int this area is a key conceptual limitation of speculators and
12 barrier to effective understanding of the markets.

Scape

What follows is a rational argument in defence of this
apparently bizarre assertion. In the process, the term ‘price’ as
it is normally applied to market action will be examined and
the shortcomings inherent in the conventional methods of
portraying it will be highlighted and an alternative logic
provided. One which is divorced from the misleading
simplicity of everyday life but is based on the reality
tepresenting the end product of the price generation process
at the heart of the futures market - the pit auction. The
context is the US commodity futures markets which use the
open outery method of pit trading for order execution and
futures contracts that involve physical delivery, Where $ and
¢ are quoted in examples in the text these

arc the US  If there are no responsive bids or offers at the posted levels

e

currency.
Traditional View On How 'Prices' Are Formed

Conventional technical approaches to market analysis ignore
the key question as (0 how prices are formed, emphasis being
on the questions which are uppermost in the speculators'
mind: '... what has the price been doing? and *... in what
direction is it likely to go?. Where an apparent movement of
prices ‘upwards' or ‘downwards' has occurred any
retrospective explanation is fypically limited to the simplistic
view that there were/are ... more buyers than sellers' or ..
more sellers than buyers’, It follows from this that in the
former situation the price did/will go higher and in the latter
case it did/will go lower,

The Rational View

In reality a buyer cannot be a buyer uniess (s)he meets a seller
and a seller cannot be a seller unless {s)he meets a buyer. In
both cases the mutual entry into new commitment {or exit
from existing commitment) can only be achieved at a price
level that is mutually acceptable to both parties holding

- opposite sentiments. Every sale is accompanied by a purchase

and every purchase is accompanied by a sale. It follows that
for every party ta a buy/sell or sell/buy transaction (depending
on which party is taken as representing the point of reference)
there is always a counter-parl}'.l There is always ‘somcone’
acting as the Other Side Of The Trade (CSOTT). There can
never therefore be ‘more buyers than sellers' or ‘more sellers
than buyers”. They are always equally balanced, a fact which
is traditionally ignored in technical analysis (TA).

Opcning The Auction

The auction can typically start in one of two ways; either via
a call auction or a non-call auction. Both can be considered
to be different types of preliminary auction period that
precede a main auction period. The type in use will depend
on the particular exchange and the futures contract involved.

Call Openting .

The call type can be described as a single sided auction,
whose selection of a clearing level is controlled by an
exchange official* The purpose is to allow the seller that
provides orders representing the highest offer of those
submitted to be given priotity in terms of allowing bids to be
matched apainst ils sales requirements. Simitarly the buyer
that provides an order representing the lowest bid of those
submitted is given priority in terms of allowing offers to be
matched against its buying requirements.
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the exchange designates the outcome as cither (or both)
‘Offer No Trade' (ONT) or 'Bid No Trade' (BNT)
respectively.  Each delivery month is subjected to the
controlled auction in turn until the transaction relating o
all the pending market limited orders which can be matched
at the specifically posted levels are satisfied as far as they
can in terins of offselling the respective quantities of buy
and sell orders.

The purpose of this rotation of the call is the discovery of the
most theoretically efficient® market clearing level under
controlled conditions for each delivery month in turn,
assuming trades actually occurred through offsctting. In the
case where the outcome is a ONT or BNT these are still of
value in that they indicate the highest level at which offers
are potentially available to offset buy orders should the latter
ultimately appear tater in the day during the main auction
and vice versa for a BNT oulcome.

Such equilibrium levels are discovered in the shortest
possible time without the distortions that would arise due to
the competitive bidding and offering of the floor traders,
were an open ouicry auction 1o be used. If the quantity of
responsive bLids are insufficient 1o satisfy the toial
population of potential sellers at the level of the highest
offer, the latter have the choice of subsequently using the
main auction period to try and have the balance of their
selling orders executed, providing the auction happens to
migrate to the level they particularly desire.

Alternatively if the quantity of responsive bids is in excéss
of such offers, the former also have the choice of
subsequently using the main auction pericd to try and have
the balance of their buying orders executed, providing the
auction happens to migraie to the level they specifically
desire.

In the case of the lowest bid a similar, but reverse logic
applies. If the quantity of responsive offers are insufficient
to satisfy the total population of potential buyers at the level
of the lowest bid, the latter have the choice of subsequently
using the main auction period to try and have the balance of
their buying orders executed, providing the auction happens
to migrate to the level tiiey require.

If however, the quantity of responsive offers are in excess of
such bids, the former also have the choice of subsequently
using the main auction period to try and have the balance of
their selling orders executed, assuming the auction happens
to migrate to the level that satisfies their needs.

The end result of the opening call is the establishing of two
clearing levels (a bid and an offer) which can subsequently
be used as a reference for the key auction participants.
These are the commercial non-speculalive community
wishing to incorporate futures positions into their business
transactions in the underlying physical commodity market,
cither through hedging or arbitraging operations. In
lajdllion it provides a reference [or the pit traders against

which they can make decisions regarding the initiation of
exposure for the new main auction session, or the
termination of any exposure held over, either voluntarily or
involuntarily from the Close of the previous auction session.
It thus provides a bound on the appreciation of their
polential risk and thus helps to reduce obstacles to trading
at the stage of the day where there is the minimum amount
of information on which they can base their decisions for
their degree of involvement over the remainder of the main
auction session that follows.

Non-Call Opening

The alternative method of opening the auction is via a non-
call market. This involves the commencement of the normal
competitive doubte sided open outcry auction involving all
participants. The 'opening' is achieved via the artifice of
assigning a set lime period, immediately after the opening
bell, typically 120 seconds, as warranting special treatment.
In essence am externally imposed clearing level is
retrospectively imposed by the exchange, after all buy and
seli orders that were offset in the pit during the period are
put through the confirmatory matching up process off-floor.

It is possible that if there is a high volume of orders being
processed at the open, 'sub auctions' will appear through the
offsetting of orders at different prices at the same time. In
effect the price at which a transaction occurs in these ‘sub
auctions' represent the equilibrium price for those sub
auctions. There will be as many sub auction equilibrium
prices (some different, some coincidentally the same) as
there are sub auctions that momentarily appear. None of the
sub auction equilibrium prices will likely represent the ‘true'
equilibrium price of the totality of the open auction itself.
Because of the audio noise level in the pit during this period
each sub auction price will likely only be known to the
brokers and pit traders in the immediate vicinity of the
Iocation where the transaction occurs.

As a result it can be expected that at any instant in time,
available bids will not 2ll be matched against the lowest
existing offers, some will be against relatively higher offers
existing at another location in the pit. Similarly, available
offers will not all be matched against the highest available
bids existing, some will be against relatively lower bids
existing elsewhere in the pit.

This simultaneous clearing of the auction at different prices
to form sub auction equilibrium prices is indicative of an
inefficient auction and it is a consequence of the period
available for order offsetting being so compressed. Such a
short timescale may not allow the efficient collection and
processing of the individual prices at which transactions are
undertaken by the exchange's time and sales computers and
passed to the quote boards at the rate at which they are
formed® if there is a large volume of orders being processed.
Thus there is likely to be insufTicient time for the normal
common reference to be displayed and used by brokers and
pit traders {o make their operational judgements at a rate
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that would allow the optimal execution of the off-foor
customers' orders, when seen from the lallers’ viewpeint, Tt
follows from this that it is unlikely that true equilibrium price
will be discovered in the normal fashion through the serial
resolution of order flow imbalances that tends to occur during
the main auction period when there are no similar time
constraints.

The gross compression of the auction period assigned as the
‘Open' increases the likelihood of parallel processing of the
order flow imbalances and the consequent appearance of sub
auctions in large pits under conditions of large volumes of
orders. As the time pericd is so short and the volume of
transactions invariably farge such that it is difficult for the
exchange's price monitoring system to extract all the different
clearing prices from each sub auction, there is techaically no
market or clearing price in existence during (he open after the
first posted price extracted from what was perceived as the
first transaction of the time period becomes obsolete.  What
does appear on the quote board is likely to represent an
intermittent, unrepreseniative and outdated view of the
auction. This being the case it can be argued that brokers with
orders for execution at the market during the Open as 'Market
On Open' (MOD) orders have no reliable exchange validated
or ‘official' market price reference against which they can
submit the buy or sell orders of their olf-floor customers.

In the absence of an official, valid statement of the current
market clearing level a pragmatic solution will be for brokers
to react to the clearing prices generated within the sub
auctions in their immediate vicinity. These will arise from
the offsetting of buy and self orders by other broker to broker
or pit trader to pit trader combinations.

Alternatively, another source of information that will be
available to act as a substitute current market price will be
brokers attempting to execute 'market if touched' (MIT) or
price order limited buy or sell orders for off-floor customers.
Whilst 2 transaction cannot occur via two sets of MIT orders
or price limited orders each specilying differing execution
prices, a broker with ATM orders {whiclk arc not price
specific) will be able to execute them against any bids or
offers that become available via other brokers MIT orders, if
these are treated as substitute market clearing levels,

Giiven the compressed timescale it is unrealistic for brokers to
discover the lowest bid available against whicl their off-floor
customersATM sell orders can be ofiset, or the highest offer
against which their ATM buy orders can be offset. There will
therefore be a tendency for such orders, particularly those of
public speculators to be aggrepated (as they are price non-
specific) prior to the open, and executed in blocks apainst
MIT orders or price limited orders of diflerent pncc
requirements.

Continuing The Auction: After The Open

Afler the opening bid and offer price has been established via

a call market the auction will normally switch to open
outcry.8 This can best be described as a double sided
competitive auction. This is designed to operate without any
pre-arrangement belween potential buying and selling
participanls.9 All delivery months are available, should there
be a demand for trading simultancously. This allows intet-
delivery month arbitrage to be conducted by on and off floor
participants alike, should they wish to do so.

Formation Of The High And Low

Much impostance is traditionally placed by the inter-day
timeframe, speculating communify on the significance of a
series of consecutive intra-day High and Low values.
Invariably the key issue is whether *higher Highs with higher
Lows’ or lower 'Highs' with lower ‘Lows' are perceptible over
a number of days - as these are deemed to indicate the
exisience of a potentially exploitable inter-day price trend.

In terms of the price generation process the sets of High and
Low values simply define the upper and lower bound of the
competitive auction process on the particular day in question.
They represent the extremes of the migration history of the
auction clearing level, which in turn results from the way in
which the pit traders reconcile the mconung order flow
imbalances throughout the day.

In some circumstances this reconciliation process will resuit
in the ongoing auction being triggered to progressively clear
by migrating through a series of sequential levels « a
microtrend, typically having a life expectancy of minutes.
The form the various reconciliations take, irrespective of
whether microtrends form or not, will be motivated by the pit
traders' aftempts at accruing open positive equity by trading
net positions during microtrends in the nearest to deliver
month, or arbitraging between different delivery months,
depending on their trading philosophy.

Then subsequently converting their open equity to closed
equity through liquidating their exposure though offsetting
against orders of opposite sentiment. Ideally these will be off-
floor intra-day (imeframe speculators in the main, orto a
lesser degree, inter-day14 timeframe speculators or hedgers.
The aim of the pit trader is 1o generally have net zero
exposure by the Close, in order to avoid the risk of carrying
exposure overnight until*the next session's Open. Their
reward can either be closed positive equity (a profif) or
negative equity (a loss), depending on their competence.
Their driving philosophy is as described in the second
paragraph

Whether or not the H:gh or Low representing the intra-day
clearing migration limils can be considered to be 'significant’
will depend on the reason for (he migration boundary formiong
where it did, which set of participants are used as the point of
reference and whether they are internal or external to the pit.
The discussion that follows uses the off-floor inter-day
speculator as the reference and describes situations where the
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termination of microtrends form the extreme limits of the

auction’s scssion. Microtrends come into being as a result of
the activilics of the pit traders voluntarily and pro-actively
initiating exposurc in anticipation of the execution of an off-
floor order of significant size, by taking the OSOTT in
expectation of accruing positive equity. The fogic being that
the impact of the broker eventually executing the order, will
result in a displacement of the auctions current clearing level,
which depending on its impact on other on and off-{loor
participants, will result in a sequential clearing of the auction
through a series of consecutive levels,

Microtrends can also be triggered by pit traders involuntarily
and reactively terminaling exposure, again in anticipation of
the execution of an off-floor order of significant size by taking
the same side of the trade (SSOTT) of the pending order, in
order to terminate their existing exposure and so avoid or at
least reduce the accrual of negative equity.

The Internal Dynamics -

Five principal cases of differing auction internal dynamics
resulting in the formation of the High of the day can be
visualised. | Unfortunately only one of which will be
identifiable from an external examination of the message
presented by the inter-day OHLC price bar, For clarity and
simplicity each of the Cases 1-3 and 5 that follow relate
specifically 1o the formation of the intra-day High. The same
logic but ‘inverted' can be applied to describe the mechanisim
that results in the formation of the intra-day Low. Case 4
deals with the intra-day Low; inverting the logic will provide
the case for the intra~day High. Each case assumes the pre-
existence of a microtrend, having begn induced by one or
other of the situations already described. :

Case 1: Internal Dynamics - Single Timeframe Speculator
Action ,

The first case represents what can be termed an internally
induced expiration of an established miicrotrend. This will
result from a lack of ATM orders within he general order
inflow from off-floor participants in general {both non-
speculzator and speculator). Thus open equity of (he early risk
taking pit traders (who happen o establish net positions at a
clearing level that, with hindsight represented the
commencement of the microtrend) can only be closed off by

| them offsetting amongst themselves, using their later risk

taking colleagues.

Eventually a time will be reached where the numbers of long
pit traders desiring to close out their positive equity will
become significant in relation to the numbers of new pit
traders wishing to participate in the microfrend. Then the
exilting pit traders desiring to exit will have to offer
competitively against each other in order to attempt to satisfy
their individual offsetting needs. To do this they will discount
their offers in varying degrees lo increase their atiractiveness
to the dwindling supply of incoming participants willing (o
assume long exposure.

The consequence will be a local, internal order-flow
imbalance amongst the pit traders themselves and a reversal
of the microtrend and the continuation of the auction clearing
process at a somewhat lower level for the rest of the session.

This assumes that order flow imbalances of a similar nature
do not subsequently reoccur before the arrival of the Close. 1f
there is no such event then that microtrend termination level

" becomes, by default, the High of the day. If there is a

reoccurrence then it does not, as it is superseded, and simply
becomes just one of the highs of the day, prior to the eventual
formation of the actual High of the day. This caveat applies
to Cases 2-4 that follow.

Case 2: Internal Dynamics - Non-speculator Action

The second case represents what can be termed an externally
induced termination of an established microtrend. This time
it is due to the successive migration of the auction reaching a
clearing level where it triggers pending price limited
orders!0 set by individual commercial non-speculators.
‘These happen, coincidentally fo be of opposite sentiment to
that which dominates the microtrend.

When the microtrend eventually clears at the level of the
pending orders and they are elected, they act in competition
with the early trend riding pit traders attempting to terminate
their exposure 50 as to close out their accrued positive open
equity. The end result will be the termination of the
microtrend.

Casc: 3 Internal Dynamics - Single & Extended
Timeframe Speculators

This echoes both Cases 1 and 2 in that it represents an
externally induced expiration of an established microtrend,
but the termination results from an appreciable supply of
speculators' ATM order inflow, the majority of which happen
to be of the same sentiment as the pit traders inside the
microtrend. :

The submission of such orders will allow the open equity of
both the early and later risk taking pit traders to be closed off
by them offsefting against the incoming ATM orders which
are of the same sentiment as themselves. If the supply and
quantity of incoming speculator ATM orders entering the pit
continues over a period which is long enough to absorb all the
offsetting orders from the pit traders exitting the trend, as the
auction conlinues to migrate through successive clearing
levets, the end result will be that the microtrend that existed
inside the pit and populated by the pit traders will, ir effect,
be progressively transferred outside the pit. There, it will be
populated by the off-floor speculator participants. They will,
unknowingly, have replaced the pit traders to 2 major extent.

The perception of the former will be that the microtrend
continues as before, but what will not be apparent will be the
progressive reduction in the nurabers of pit traders needing to
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