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FINDING YOUR TRADING EDGE PART 2:

SUPPORT & RESISTANCE
By Janice Dorn, M.D., Ph.D.

1'd be a bum on the street with a tin cup if the markets were always efficient... Warren Buffett

Edges are what separate successful from unsuccessful traders. Those traders who find and exploit edges are the ones
who end up winning. Moreover, the ability to execute an edge is at the heart of behavioral trading.

In the introduction to this topic in the May 2000 issue of the Trading Doctor Newsletter (http://snipurl.com/1p2db) the
scene was set for you to begin to understand the concept of edge in behavioral terms.

It is critical to know that those who utilize behavioral trading believe that markets are neither random nor efficient. In
other words, behavioral traders do not ascribe entirely to the Efficient Market Hypothesis or the Random Walk Theory.
We look at something more akin to the Complex Adaptive Market Hypothesis put forth by Andrew Lo and colleagues.

Markets are not efficient because there are too many ill-conceived ideas and opinions floating around. Markets are not
random, because strong emotions of traders create trends.

In order to find and profit from an edge in the markets, behavioral traders must search for and find what Michael
Mauboussin has called “diversity breakdowns.”

These are points of instability in price where there are likely to be collective overreactions or underreactions caused by
irrational traders or investors. The key to trading and investing successfully is to look for the points of greatest instability.
In other words, in order to profit maximally, it is necessary to understand both your own psychology and the collective
psychology of other market players.

Technical analysis, no matter what it is named (and there are more than enough methods and indicators to go around!),
is nothing more than human emotions plotted on a grid. It is the task of the behavioral trader to find the places where
emotions are running the highest, and exploit these for profit. Emotions of millions of traders in the markets result from
brain-based (cognitive) biases. Cognitive biases [http://snipurl.com/1p2hm] provide the edge for behavioral traders.
Simply put, trading edges are the result of cognitive biases and are found at areas where perception diverges from
reality.

Trust only movement. Life happens at the level of events, not of words. Trust movement...
Alfred Adler

With that background, let's move on to the behavioral basis of support and resistance. The concepts of support and
resistance are quite simple; they are relatively easy to find with the naked eye or to plot on any chart. Support and
resistance represent price points or regions around certain price points that appear to act as barriers, either on the
downside (support) or the upside (resistance). A simplified illustration is shown in Figure 1.
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Figure 1: Support and Resistance

Support and resistance areas result from the collective behavior of market participants and are caused by three major
thinking biases: anchoring, disposition and recency. When traders "anchor” on a price, they base their perceptions on
information that is recent and readily available. A certain price (print) becomes an anchor. Subsequent prints are
determined to be either too high or too low when compared with the recent anchor. Since these prices are quite simple
to see on charts, they have great psychological appeal and are used widely.

For example, in Figure 1, the area labeled Support 1 at a low print of around 33 is an anchor, especially when the price
rises to the 44 area. It is the Support 1 region which is an anchor for both short term and longer term traders. As the
price begins to drop back toward the 33 area, that area becomes the anchor against which to judge if the price is too
high or just about right.

Here is where the recency bias enters. Recency is the tendency for traders to focus more on recent events, data and
information. Thus, the print in the 33 area is weighted more heavily by traders than any previous prior lows.

Traders anchor on recent prices. That's the basis for the biases of anchoring and recency. It's just that simple.
Or is it?

Let's say that you wanted to buy on Figure 1 when the price reached the 33 area, but you didn't. Maybe you were looking
somewhere else, or at some other indicator or different time frame and were expecting the price support to be lower than
33. You don't buy. It rises to the 43 area over the next few days. How are you feeling about that and what are you
thinking? Chances are that you won't be a happy camper, and will feel a myriad of emotions, including anger, frustration
and regret. Now, you see the price falling from the 43 area back toward the 33 area. This time, you are looking to buy to
make up for what you missed the last time it was at 33. In fact, even if it falls a little below 33, you may like it even
more since it is cheaper and you are now anchoring on the 43 thinking that it is going to go back there. So you buy
some at 33 and maybe some more a little bit lower. You are not alone in what you are thinking or seeing, as many
thousands of other traders are also anchored on the print in the 33 area, and have just observed what happened the last
time it went from 33-43. This is what causes buyers to come into the market at the area marked Support 1. Due to
anchoring on a recent price, buyers come in, and the stock does what you thought it would do -- it bounces.

Support and resistance are psychological phenomena that result from large numbers of traders anchoring on recent data
and looking at the same thing.



Support and resistance are not real phenomena, but rather are emotional responses and reactions to what the traders
perceive. If most traders believe that the price will bounce when it hits 33, they create that support level and it becomes
a self-fulfilling prophecy. Actions based on perception become reality, as many traders step in and buy because they
believe that the price will increase from 33 to 43 just as it did the last time.

Moving smartly along with this, let's look at the third thinking bias which contributes to support and resistance -- the
disposition bias. The disposition bias is rampant among traders, and refers to the tendency to take small profits rather
than letting winning positions run higher. The brain bias for this is that fear of “giving back" profits increases as the stock
runs higher and profits increase.

Here is an example of how the disposition bias works on support and resistance. Look on Figure 1 at the area marked
Support 2. Let's say you bought in the 20 area sometime around the beginning of April. Look at the price movement off
of that 20 area. It leaped up toward the 33 area quite rapidly. You did not sell because you were anchored on the
recency of the previous high in the 43 area. Rather than going to the 43 area, the price hit around 33 and then fell back
to the 24 area. How are you feeling, and what are you thinking now? Most traders will hold and hope, saying that it
"has" to get back up to that 33 area again and | will sell then. The high of 33 now becomes a new anchor, replacing the
previous anchor in the 44 area.

When the price goes back to the 33 area, you will and do sell. So does every other trader who is now anchored on 33.
This is what creates Resistance 2 on Figure 1, i.e., a new anchor and many traders eager to sell at that point. The 33
area now becomes a new recent high anchor and is now considered a high price where many are prepared to sell. This
selling creates a wall of resistance at that level.

These areas of support and resistance are points of chart instability created by the combined emotional instability of all
others trading that particular item. They are not real; rather they are perceptual areas derived from cognitive biases
which are most likely to become battlefields where prices will move higher or lower, depending on the predisposition and
positioning of large numbers of traders.

Resistance becomes a barrier from which prices higher prices are rejected.

Support becomes a barrier from which lower prices are rejected. Support and resistance are pressure points where
emotions run the highest and a high level of vibratory movement is likely to occur due to thousands or millions of people
making trading decisions in and around that price area.

Trading by buying support and selling resistance is the edge for the so-called range or countertrend traders. These
traders make money by buying in the area of support and selling in the area of resistance.

On the other hand, if one is employing a trend following (as opposed to countertrend or range-bound strategy), the edge
is different. In the case of trend following, it is the breakdowns of support or resistance that provide an edge for the
trader. An example of this is shown in

Figure 2.
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Figure 2: Break of Support

In Figure 2, Support 1 in the 10 area held the first time it was tested in mid-February. The price bounced from 10 and
stopped at the 12 area where a new resistance was established. It then fell to the 10.5 area and bounced again but could
not exceed the 12 area and began to fall back again toward the 10.5 area (which now has become Support 2).
Countertrend traders were trading between Support 2 and Resistance between mid-March and mid-April. Shortly after
that something happened at Support 2. The price hesitated at the Support 2 level (some countertrend traders were
buying at the point, “expecting” to see a trade up to Resistance), but the price at Support 2 did not hold. It dropped into
Support 1, hesitated and even moved up a bit (more weak buying pressure).

Then, in early May, the price began dropping through Support 1 and continued to drop from May to early June (from the
10.5 area to the 6 area at Support 3) where it found some support for a while, and then continued to drop more. That
meant that anyone who had bought at either Support 1 or Support 2 who did not have a stop and get out, was sitting on
a large loss. This is particularly true of those who anchored on Support 2 and bought more at Support 1, since it was
also a recent anchor.

Seasoned countertrend traders would have been out of the trade on or near the close at the beginning of May. They saw
that the area of price instability at Support 1 was not holding. These smarter countertrend traders know that support and
resistance are not set in stone. Sometimes they hold and sometimes they don't. They have trained their brain to see this
type of hesitation around a Support or Resistance anchor, know when the anchor is not going to hold and get out. The
rest of the traders who do not have this type of brain synaptic strategy

(http://snipurl.com/1p2em) do not get out and watch in

helplessness and despair as the stock tumbles downward.

This is what happens over and over again to novice traders with no planned and programmed synaptic strategies. They
either can't or won't get out. They don’t know what to do when they are on the wrong side of the markets and the
markets move violently and quickly against them.

This type of movement is the bread and butter of trend traders who buy new highs and sell new lows. As the
countertrend traders are panicking out of their long positions all the way down from Support 1 to Support 3, the trend
traders are continuing to short into the weakness.



Thus, in contrast to range (countertrend) traders whose edge is trading by buying support and selling resistance, the
edge for trend traders is quite different.

Trend traders profit at those points of market instability where support or resistance break down. At these times, there is
a distortion in perception and cognitive biases because most are still anchoring on recent orderly price movements.
Traders get lulled into thinking that markets are rational and that they can keep doing the same thing over and over
again and making profits. This works until it doesn’t. It is at those points where reality trumps perception and the
countertrend trader is unable to adjust his or her biases quickly enough to take action and get out. This is the “What the
heck is happening here? Why is it not holding? Maybe it's just temporary? The market has it all wrong and it is going to
come back soon” Why didn't | get out? | can't get out now because | would have to take too much of a loss? | can't
take it any more and have to close my eyes and sell now” situation.

The takeaway from this is that price points or areas of support and resistance are points of volatility and instability. They
can be great edges or they can throw you right off the edge and into the abyss. Support and resistance areas are
excellent illustrations of the battleground of psychological warfare in the markets.

Seasoned traders see this time and time again. They have trained their brains to be extremely cautious and hyper-vigilant
in these areas. It is at these times that fortunes in the markets are made or lost. It is at these areas of price instability
which are called support and resistance that the true market battles occur. One side is going to win and the seasoned
trader is flexible enough to be on the winning side. How does the seasoned trader win? By either getting out when the
anchor does not hold or getting in and riding it up or down until the trend ends and bends.

It /s not the strongest of the species that survives, nor the most intelligent, but the ones most responsive to
change... Charles Darwin

Good Trading and Brain On!
Doctor Janice
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