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CHAPTER 1

The Search for
a Universal
Market Law

The Rise of AbleTrend

I don’t know its name. If we must give it a name, let ccall it “Tao.”
—Tao by Lao-tzu

to the market in 1995. It is now used by tens of thousands of traders in more than
60 countries. Many of these users have been trading market symbols that we in the
United States have never even heard ¢f, ara yet it still works.

People have asked us “how often” we have to change our formula in order to keep it
working properly in today’s fast.cnanging global markets. Our answer is: not at all. The
formula has remained the sam= as when it was first created. It worked in any market
then, and it works now. It.is timeless.

As a developer of Aulelrend, I am asked very often how AbleTrend was developed.
What are the principle: behind it? What is the underlying philosophy? This chapter ad-
dresses these most-asked questions.

T he AbleTrend trading system software was fivst developed in 1994 and was released

COMPLETE CHAOS OR HIDDEN ORDER?

These are common questions that I am most often asked by traders:

¢ Is market behavior random or does it follow certain rules?
¢ Is the market completely chaotic or is there a hidden order?
¢ Can markets be quantified or predicted using scientific methods?

Most economists believe that markets are random, chaotic, and cannot be predicted.
A very smart man once told me, if you could know just a little bit of the market law,
the world would be yours. But most people just don’t believe there is such a thing as
market law.
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ABLETREND

I believe my work has proven them wrong. Because of AbleTrend, the order that

underlies market movement can now be easily plotted on charts. Figures 1.1 through 1.5
show the buy/sell signals and support resistance levels provided by AbleTrend in several
different times of financial crisis. As you can see, AbleTrend never missed any big moves.
Looking at these charts, what do you now think? Is the market completely chaotic, or
could it be possible that there is a hidden order?

During the economic crisis of 2008 to 2009, an AbleTrend sell signal was given on
9/4/2008, before the big market drop, and a buy signal was given on 3/13/2009 before
the market soared in 2009 (see Figure 1.1).

Figure 1.2 shows the AIG stock chart from 2005 to 2009. A sell signal for AIG stock
was given on 7/22/2007, and the stock lost 99 percent of its value from there.

The crude oil futures weekly chart from 2004 to 2009 is depicted in Figure 1.3. The
buy and sell signals of AbleTrend caught the big moves for-«!l major up and down
trends.

Figure 1.4 shows the S&P 500 index chart in 2001. The-AuleTrend sell signal was one
month ahead of “9/11” of 2001 and the big market.drop.

Figure 1.5 depicts the S&P 500 index chart in 12S7. The AbleTrend Sell signal was
10 days ahead of “Black Monday” (10/19/1987), .he 1987 stock market crash.
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FIGURE 1.1 S&P500index chart2008 to 2009. AbleTrend gave a sell signal on 9/4/2008, before
the economic crisis hit.
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FIGURE 1.2 AIG stock chart 2005 to 2009. A sell signal for AIG stock was given on 7/22/2007.
AlG lost 99 percent of its value after that.
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FIGURE 1.3 Crude oil futures weekly chart. Last five years, updated 11/15/2009, showing buy
and sell signals given by AbleTrend.
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FIGURE 1.4 S&P500index chartin2001. A seil'sicrnial was given one month ahead of 9/11/2001.
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FIGURE 1.3 S&P 500 index chart in 1987. The AbleTrend sell signal came 10 days ahead of
“Black Monday” (10/19/1987), the 1987 stock market crash in the United States.
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From these five examples, we can see the signal accuracy of AbleTrend. This indi-
cates that there must be a sound principle, or hidden order, behind the markets—and
that AbleTrend is able to tap into it. Chapters 2 and 4 discuss this in more detail.

It’s important to note the advantage of AbleTrend over arbitrary wave analysis,
which is a popular method of analyzing charts. Wave analysis draws areas on a chart
(1, 2, 3, 4, b,...) that change position as market conditions change. For example, one
popular wave analysis software initially marks wave “3” as a bottom. However, when the
market keeps down in the next 10 bars, it removes the previous mark “3” and reassigns
all the previous waves. It changes all marks on the chart to fit the facts, after the fact.
How can you rely on that kind of market analysis?

By contrast, AbleTrend signals are dynamic during the formation of the bars. But
once the bar closes, the signals generated by AbleTrend do not change. They remain the
same as they were when they were first generated because the forrila that created them
is accurate. This means that AbleTrend signals are valuable an4 have practical power in
real-world trading.

WHEN MY INTEREST IN TRADING BECAN

To fully appreciate the revolutionary nature or the AbleTrend approach to trading, it
would be helpful for you to understand wiyand how I developed it. AbleTrend did not
just appear one day. It naturally evolved wt.en a lifetime of training allowed me to take a
unique perspective on a newfound in‘erest in trading the markets.

The fact is, I have been a scieniist all my life. I have tried to treat every project with
scientific approaches.

I earned a B.S. from the University of Science and Technologies of China, where I
studied under some of the ifnest scientific minds in the country. I then went on to earn
my master’s degree ii: quantum chemistry from Zhongshan University, China. Having
been awarded a Regency Fellowship of the University of California (UC), I came to the
United States in 1982 and earned a Ph.D. in chemistry from UC Santa Cruz in 1988.

With all my studies, my greatest interest has always been to discover the hidden
structure underlying life’s apparently “random” events. So perhaps it was not really an
accident that led me to turn my analytical eye to one of the world’s most seemingly
chaotic phenomena—the financial markets.

It all started when I was working at a leading gas analyzer company in Silicon
Valley, California. It was 1989, and a friend induced me to invest $10,000 in an S&P 500
futures trading pool. My friend told me that it returned 10 percent a month. He had re-
ceived returns of $3,000 in the last three months and planned to invest even more. At
that time, I knew nothing about trading. That’s why a 10 percent return per month didn’t
set off any alarm bells within me that it might be too good to be true. Two months later,
the Commodity Futures Trading Commission (CFTC) shut down the investment com-
pany, which was revealed to be a multimillion-dollar Ponzi scheme. I lost $7,000 of the
$10,000.
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This incident actually turned out to be a good thing for me. It introduced me to a
whole new world—the futures and commodity trading industry. And rather than scaring
me off, it triggered my scientific curiosity about trading.

A SCIENTIFIC ANTIDOTE TO ARBITRARY
MARKET PREDICTIONS

For all my life I had been steeped in the world of physics. But now, thanks to my friend
who had introduced me to the world of investing, my interests broadened to include
financial matters. But I was still a scientist, and the more I became interested in trading
the markets, the more my scientific sensibilities were offended by the arbitrary state-
ments and predictions of the market gurus.

From TV to radio, from magazines to newspapers, from we sites to books, invest-
ment experts talk about “what the market should be doing.” [I'hey say things like, “The
Dow Jones index should go up 10 percent by the end of this vear.” Or “The target price for
this stock should be $78 per share in 12 months.” Or “AIC is the blue chip of blue chips;
it should come back to $50 per share.” Or “. . . with suzih bad news the market should sell
down.” The opinions never stop.

One recent example is the market responsec to the news that the Royal Bank of Scot-
land (RBS) had announced the largest annualloss in UK corporate history on February
26, 2009, with a total loss in 2008 amouatit.g to 24.1 billion British pounds. According
to the report, RBS was planning to nue 325 billion pounds worth of toxic assets into a
scheme that offers insurance for ai future losses. When this terrible news hit, many
experts thought RBS prices shculd plunge as traders would sell their stock. But RBS’s
stock price soared 30 percent on that day! Sellers were deeply astonished by the market
behavior. In fact, there i 110 ¢uch thing as “should,” or “would,” or “could” in the trading
world. What people teli vcu has no value. If you want to win, there is only one way to go:
Act on what the market is telling you. Go in the direction that the market is going now.

Even the most celebrated gurus are not immune to arbitrary predictions. Warren
Buffett bought stocks of General Electric (GE), Goldman Sachs (GS), and other stocks
in October 2008. He thought it was a good time to buy. However, in March 2009, GE
dropped from $22 to $7, and GS from $115 to $75. His Berkshire Hathaway stock price
dropped nearly 50 percent from the top within five months. Steve Forbes predicted crude
oil would come back to $30 per barrel in February of 2008. At that time oil was priced at
$70 per barrel. However, in fact, oil reached $146 per barrel in July 2008. Most airlines
experienced huge losses in 2008 by “hedging” (buying) crude oil futures in the second
half of that year. They were not expecting what happened next: Oil prices dropped from
$146 to about $35 per barrel at the end of 2008. And of course, not knowing where to turn
or who to listen to, thousands and thousands of retirement plan investors lost 40 to 50
percent of their account value in 2008 as the stock market plunged.

All these facts made us see the urgency to write this book and introduce the public
to a different approach to investment and trading. You see, at every key turning point of
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the markets, AbleTrend provided clear market directions, buy or sell signals, and spe-
cific support and resistance levels. If more and more people knew the concepts of Able-
Trend, or perhaps had access to the AbleTrend software, losses like those mentioned
here could be avoided. I believe that public awareness of AbleTrend could be of benefit to
many people.

FIRST STEPS: BECOMING AN FASYLANGUAGE
SYSTEM DEVELOPER

The S&P 500 index futures contract was launched in 1986. Trading futures was still rela-
tively unknown to many people in 1989, the year I first discovered the markets. But by the
following year, System Writer (later called TradeStation) EasyLanguage was introduced.
It was a computer program that allowed people to develop technicai analysis tools such
as market indicators and trading systems.

The idea of using computer technology to approach the markets appealed to me, and
I decided to look into it further. With my strong backgrou i in software programming, I
quickly became a certified EasyLanguage expert. At ti.e same time, I studied many of the
reputable trading books that were available, and T 1ested their trading ideas.

In 1990, I began reading many books about-trading and took trading workshops from
Larry Williams, George Angell, Larry McMilia:;; et al. Among those master courses, the
way Larry Williams used TradeStation’s "asyLanguage to write indicators and trading
systems significantly impacted my apovraach to trading. His introduction to Money Man-
agement (MM) piqued my initial inter<st in this topic and was the reason why I later built
MM into AbleTrend.

In 1992, I created the Spyglass trading system, which was sold through George
Angell. The system was diccussed in his book Inside the Day Trading Game: Putting a
Spyglass on Profits (1894). 1 joined George to give workshops on the “Spyglass trading
system” around the country.

During the five years from 1989 to 1994, I tested the validity of over 500 market
indicators that purported to describe and predict price activity. I also created over 100
indicators of my own. Among the indicators I developed, one of them—which I now call
the “AbleTrend” indicator—was, and continues to be, the most fundamental and robust.
The purpose of this book is to explain and demonstrate what AbleTrend is all about.

By the early 1990s, trading the markets had become serious business to me. In
1995, my wife, Grace, and I became commodity trading advisors (CTAs) registered with
the Commodities Futures Trading Commission (CFTC).

THE TREND: FOE OR FRIEND?

In the 1990s, a well-known market analyst published an article titled “The Trend Is Your
Enemy: Avoiding Trading Trends.” He stated that trading trends may be avoided by
means of using the two moving average methods.
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After my own 20 years of studying the markets, I couldn’t disagree more.

It is my experience that in trading, there is nothing more important than the trend.
AbleTrend is designed to mathematically identify and then follow market trends.

A human being’s opinions or assumptions mean nothing to the market. The major
goal of AbleTrend is to listen to the market’s voice, understand its language, and make
trading decisions based on actual market moves. The more arrogant we are in our opin-
ions of what the market should do, the more disastrous it can be to our trading. The fact
is, being humble and willing to follow the market should be a trader’s first rule. Don’t
fight the market. It is not your enemy. If you follow it, you will find it to be your best
friend. Always remember: The trend is a trader’s best friend. No one is above the mar-
ket trend. Not even the Fed, governments, international central banks, mega funds, or
supertraders.

I remember in 1992 when I started to trade currency futures, thie British pound was
dropping like a rock. The UK central bank with many other central vanks together tried
to stop the trend. But they could not. One report said that the UR central bank lost one
to two billion pounds per day.

From late 2008 to early 2009, the U.S. government-iniecied over one trillion dollars
into big banks and insurance companies. The U.S. Dcw Jones industrial average (DJIA)
index still dropped from 11,500 to 6,500 in six montns, down 43 percent. Even the U.S.
government couldn’t stop the market trend. The n arket is like a wide river. Market trends
are like powerful currents. The market follows its own way. No one can control it.

It’s a natural law: Water always flows Gown from high to low. The lesson is clear:
Don’t go upstream. In fact, the river is ane$ your enemy. It doesn’t even know who you are.
Water in the stream follows its own v7ay and is guided by the natural laws that underlie
its movement. You cannot change it and will likely pay the price for trying. But you may
attune yourself with it. Go the way it’s going. First understand the trend; you will then
understand how to trade iv.

THE FUNDAMENTAL APPROACH

One common way to trade the markets is what is called the fundamental approach. Fun-
damental traders make their trading decisions by analyzing “supply” and “demand” based
on principles of economics. In order to trade, these individuals attempt to learn all the
facts about current demand and available supply. To analyze a stock price, these traders
seek to find out what are the P/E ratio, dividend, rate of growth in revenue and prof-
its, company-related news, mergers and acquisitions, management changes, new prod-
ucts...even what’s happening with other companies in the sector that could affect the
stock’s prices. Overall economics news—such as unemployment reports, GDP reports,
and housing start reports—all can affect the stock’s price.

However, after all these endless studies, you might still not know the “fair” price for
the stock. Will the market move up or down today? What’s the fair price to buy or sell?
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When is the right time to buy or sell? These questions still remain. And often traders feel
powerless when the market ends up moving contrary to expectations: The stock plunges
even though good news has been released, or it soars even though bad news has hit the
street. This is the problem with the so-called fundamental approach.

One Friday morning in 2009, the unemployment report was released at 8:30 A.M. New
York time, reporting that over 500,000 jobs had been lost in the United States the previ-
ous month. It was very bad news. A trader in a big trading room was going to sell the
news. Before making the trade, he asked his friend, who is a supersmart trader, “Are
you selling?” His friend replied: “It seems the market is going up right now. I have to
buy now.” But our trader didn’t listen to his friend. He was swayed by the news and sold
50 contracts of the E-mini Dow futures. Unfortunately for him, the DJIA index soared
625 points that day.

This is a true-life example of why the fundamental approach iz not desirable in the
real trading world.

THE DREAM OF A UNIVERSAL
EARLY-TREND INDICATOR

Many of the published indicators used for piedicting price movement are derivatives
of a mathematical formula called the incving average. The moving average is always
delayed due to the nature of averaging of values. Many traders, including myself, have
concluded that these indicators cannot sustain their utility in different markets or across
time. Some of these indicators muy work for a limited period of time, but then they lose
their effectiveness. Some sf them apply only to bull markets and fail in bear markets.
Some of them work or'y tcr specific futures markets, or only work for specific stock
symbols, but they fail i1 other markets.

When I became involved in the world of trading, my work was driven by the dream
that something better was possible. I was looking for something fundamentally sound. It
should work under any and all market conditions. It should be universal, working in any
market and for charts in any time frame: hourly, daily, weekly. In another words: If there
was hidden order behind all markets—and I strongly believed it must be so—I wanted
to find it.

I wanted to find a way that would let me hear the market telling me which direc-
tion it was going to take. I wanted to know how to pin down the formation of a trend
at its earliest possible stage. I wanted to know the key support and resistance levels,
and be able to recognize whether a market trend had reversed or if it was going to con-
tinue in the prevailing direction. I wanted to be able to figure out how big the risk might
be before taking a trade, so that I could calculate an accurate risk/reward ratio. Em-
boldened by my dreams, I started my journey toward developing a better approach to
market analysis.
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COULD THE LAWS OF NATURAL SCIENCES ALSO
GOVERN THE FINANCIAL MARKETS?

There are natural laws behind everything we observe. You may or may not understand
them, but you already know these laws exist from your daily experiences. You also know
that it is useless to ignore them. Why does an apple naturally drop from a tree to the
ground? Why does water in a stream always flow from a high position to a low one?
Why do some chemical reactions happen spontaneously, while others cannot? Why does
salt dissolve in water effortlessly, but the reverse process requires the input of extra
energy? All of these phenomena are so different in format that people may not recog-
nize that they are all governed by one law—the second law of thermodynamics—called
entropy.

As a scientist, I firmly believed that a similar law must undéilie all movements of
markets. And so I tested idea after idea, formula after formula. A few years passed by,
and I was still testing. Then one day an idea came to my mina.-Could it be that the non-
linear regression equation, which covers so many phencii:cna in natural science, could
also apply to the stock market? As it turned out, that was the breakthrough idea I had
been looking for.

THE BIRTH OF ABLETREND

One aspect of my Ph.D. studies in physical chemistry at UC Santa Cruz involved “spec-
tral simulation,” using big maintraine IBM computers. Back then, in 1986, one run of such
a program on the big compurers could last a few days. Over a 20-year period from the
1960s to the 1980s, the 7.2, National Science Foundations funded and supported thou-
sands of scientists to fiaish a huge project: numerically working through most standard
mathematical computations.

On the shoulders of those scientists, I had developed a simulation program by us-
ing the huge libraries of LINPACK and EISPACK. The LINPACK, used for linear algebra
computations, was developed at Argonne National Laboratories. EISPACK is another
huge software library for eigensystem solutions.

The software program I developed from 1982 to 1988 during my graduate study at
UC Santa Cruz, can be applied not only to molecular spectral simulations, but also to
any kind of mathematical simulation. That is why I decided to use this approach as the
starting point of my investigation into the financial markets. However, applying it to the
stock market proved to be very complicated. I needed to simplify the process and find
mathematical models to simulate the DJIA index waves.

Then, in 1994, after countless tests of different models and formulas, I hit upon one
proprietary mathematical model that worked very well with the DJIA index waves. 1
then applied the model to other markets such as gold, wheat, T-bonds, and so on. They
all showed very positive results.
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The markets I studied were far different from one another, but it seemed there was a
common natural law behind the movement of all the markets. Unlike any of the previous
models I had tested, this approach did not have any curve-fitting setbacks. It showed the
market direction as IT IS, and at an early stage. It provided the support and resistance lev-
els that could be used for setting targets. It was also updated with every incoming tick in
real time. I realized that I had just created an accurate measurement of the market—one
that works for any market and any time chart. I was thrilled. I called it ASCTrend (later
changing the name to AbleTrend in 2007).

Before that discovery, I had only dreamed that trading could actually become my ca-
reer. But now my belief was justified that the more fundamental a natural law is, the more
widely it can be applied. Applications of the fundamental laws of geometry, or Newton’s
laws, or the second law of thermodynamics, or quantum theory, and so on—can be seen
almost everywhere in our life. I recognized that many of the natuvral laws that I was fa-
miliar with could be applied not only in the areas of physics an«! chemistry, but also to
financial market trend analysis. It was so encouraging to see market behavior following
the basic laws again and again.

The up-and-down price moves of gold, oil, corn, ccrumodities, and index futures; the
soaring and plunging of stock markets around the w<21i;d; the exchange rates of hundreds
of foreign currencies—they all appear to behave so differently that people think they
must be treated specially, or differently, or individually.

However, when we ask “what is the bavic law behind each market move?” we find
that it is the market trend itself. But no.on¢ had ever described it before. There was no
name for it yet. But now, let’s call this iaternal market force “AbleTrend.”

After creating the AbleTrend concept, I put the scientific formula to work to de-
velop a set of indicators. As a vesult of these efforts, market direction and key support
and resistance levels are new =asily plotted out and can be presented on paper or on a
computer screen for any market and any time charts. Examples presented in Figures 1.1
through 1.5 illustrate vhe power of AbleTrend.

AbleTrend is the result of a natural scientist applying standard methodology to de-
velop a science of trading. Basically, what’s really a trend? How do we define the trend
scientifically? How do we follow the market trend in trading? Also, what’s real support
and resistance? How do we control risks and trade the support and resistance? The suc-
cess of this approach in actual trading proves that fundamental natural laws can be ap-
plied not only to the natural sciences, but also can work in financial markets. As we shall
see again and again throughout this book using real-life examples, applying AbleTrend to
the chart of any market helps traders make buy and sell decisions that are more in line
with actual (although not always obvious to the naked eye) price movement.
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