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Preface

System, developed by Jesse Livermore over his legendary 45-year

career trading the stock market. This book explores the technical as-
pects of the Livermore Trading System, including Timing, Money Manage-
ment, and a way to achieve Emotional Control. It deals with the details
and secrets of the stock trading system that brought about Livermore’s
amazing and unbridled success on Wall Street.

The information in this book comes as a result of over two years of
deep research and many personal interviews with the remaining Liver-
more heirs. In 2001, I wrote the only complete biography of Jesse Liver-
more: Jesse Livermore—World’s Greatest Stock Trader, published by John
Wiley & Sons., Inc. This is a very personal memoir about the famous trader
and covers every aspect of his life from the time he ran away from home in
1891 until he shot himself in 1940.

For that book, I was able to interview Paul Livermore, Jesse’s son,
who was a recluse and had never spoken to anyone about his father.
Paul provided insights into his father’s trading and his methods that had
never been disclosed. Paul was 77 at the time and died shortly after
these interviews.

I also interviewed Patricia Livermore, Livermore’s daughter-in-law,
married to Jesse Livermore Jr. She provided not only several personal
anecdotes, but also some information about how Livermore prepared for
his day of trading and how he prepared his mind to trade in the massive
positions he often took.

Livermore made four separate fortunes and caught the crash of 1907
on the short side: He made over $3 million in a single day. In the Market
Crash of 1929, he made over $100 million.

Livermore was not a fundamentalist in his trading approach—he was a
true technical trader. He believed that the technical trading of stocks, re-
curring numerical and chart patterns are nothing more than the graphic re-
flection of such human emotional behavior as greed, fear, ignorance, and
hope. Livermore knew how to recognize these recurring patterns and

dee Like Jesse Livermore explains the complete Livermore Trading
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made several fortunes as a result of this knowledge. “Wall Street never
changes,” he said, “because human beings never change.”

Through trading and market observation, Jesse Livermore found that
stocks and stock markets move in cycles within a series of repetitive pat-
terns. He then developed a set of unique tools, using mathematical formu-
las and equations that allowed him to identify and interpret the movement
in stocks with uncanny reliability. His amazing trading record over the 45
years of his career made him one of the most famous traders to ever work
on Wall Street. He is still regarded by many professional traders as the
greatest trader who ever lived.

Livermore worked in total secrecy in a highly secure New York City
penthouse at 780 Fifth Avenue, the Heckscher Building. He once wrote,
“On October 5, 1923, in order to practice my new techniques and theories,
I moved my offices to Fifth Avenue. I designed the offices very carefully. I
wanted to be away from the Wall Street atmosphere, out of earshot of any
tips. I also wanted to gain more secrecy in my operations and more secu-
rity, so that no one could know my trades. Sometimes I used over fifty bro-
kers to keep my trades secret.”

It was here in these offices that Livermore applied his interpretive
skills with the technical tools available to him at the time: board boys
recording market movement on a chalkboard; telephone lines con-
nected directly to the exchanges in New York, Chicago, London, and
Paris; and a number of ticker tapes spitting out the most current stock
and commodity quotes. He proved his trading system over and over
again by taking advantage of the accurate price movements predicted
by his trading system.

Under the pseudonym Larry Livingston, Jesse Livermore was the
real protagonist in another best-selling book: Reminiscences of a Stock
Operator, published in 1923 (also currently published by John Wiley &
Sons). That book explained what he did, like cornering entire commod-
ity markets such as cotton and coffee, and making $3 million in a single
day by going short in the crash of 1907, but that book did not explain
how he did it.

This book explains Livermore’s trading methods, techniques, and
technical formulas. It reveals the Jesse Livermore Trading System in com-
plete detail. All of these trading methods can be applied to today’s trading
techniques, using personal computers and the Internet.

The book explains a number of aspects of Livermore’s technical trad-
ing systems, such as:

e Recognizing and profiting from Pivotal Point Trading
¢ Continuation Pivotal Points and how to recognize them
¢ One- and three- day reversal signals—how to identify them and profit
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¢ Tandem Trading—looking at two stocks, the stock and the sister
stock

¢ Industry Group action and how it must be analyzed and understood

before trading

Top Down Trading techniques

The importance of volume activity in trading a stock

Stocks breaking out to new highs and what that can mean for a trader

Break-outs from a consolidating base

Trading only in the leading stocks in each group

The dimension of time, an important element in trading the Livermore

system

¢ The complete Livermore Money Management system

The Livermore Trading System can be applied to any trading time frame
from 10 seconds to 10 years, and it can be used by the long-term trader as
well as the day trader.

Like an athlete preparing for a contest, Livermore considered it very
important to prepare himself both psychologically and physically for a day
of trading. These techniques are disclosed in this book.

[NOTE: As a result of his Jesse Livermore research, Smitten currently
is putting together a fully automated software program that allows the
trader to trade like Jesse Livermore. This software program is the main as-
set of a company that was taken public and started trading on the Nasdaq
Bulletin Board on April 1, 2003, under the symbol SMKT-Stock Market So-
lutions. This highly technical software program has led to an even deeper
study of Livermore’s trading methods and formulas. Much of this detailed
technical material is included in this book.]

LIVERMORE TRADING SYSTEM—
STRUCTURE OF THE BOOK

The Livermore system has three main headings: Timing, Money Manage-
ment, and Emotional Control.

Timing—When to Pull the Trigger

Chapter 4 explores the technical tools Livermore used to determine when
to pull the trigger and actually initiate the trade. This includes graphic
studies using charts, tables, and examples of Pivotal Points, as well as
how to recognize Continuation Pivotal Points and one- and three-day
stock reversal patterns. The importance of high-volume breakouts are
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explained. Stocks breaking out to new highs are also demonstrated and
explored in detail. All these factors are necessary to fully understand the
Livermore Trading System.

The Livermore Money Management System

This is a system used by Livermore that explains to the trader “when to
hold ’em and when to fold ’em.” The five rules of Livermore’s money man-
agement are explained in full detail in Chapter 5.

Rule 1—Use a unique probe system.

Rule 2—Never lose more than 10 percent on any trade.

Rule 3—Always keep a cash reserve.

Rule 4—Don't sell just because you have a profit; you need a reason to
buy and to sell.

Rule 5—After experiencing a windfall profit put half the profit in the
bank.

Emotional Control

Chapter 6 discusses how to keep your emotions under control and follow
the Livermore Trading System. Livermore believed emotional control to
be perhaps the most difficult thing for a trader to master. Often, a suc-
cessful trader has the biggest battles within himself, in following his own
rules. Livermore’s rules for emotional control are explained in detail in
this book. A quick summary follows:

e Learn from your mistakes: Keep notes and analyze every trade.

e Preparation: Livermore had a daily regime, almost a trading ritual.

e His Special Office Arrangement: Keep strict office rules such as no
talking after opening bell.

¢ Masterminding the media: Be suspicious of the news media—read be-
tween the lines.

e (ut losses/control emotions: A TRADER MUST LEARN AND PRAC-
TICE EMOTIONAL CONTROL.

¢ Let the winners ride: Don’t dump a winning trade.

e Follow your own rules.

e Beware of stock tips: Never take stock tips under any circumstances.

Livermore finally concluded—perhaps his most important observa-
tion—that emotional control is every trader’s major challenge and is often
the most important element in successful trading. He went so far as to
take college courses in psychology to try and better understand the hu-
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man mind. He considered faulty emotional control as his major trading
flaw. He said to his sons, “I only lost money when I did not follow my
own rules.”

The book explains the importance of discipline in following the trad-
ing rules. It outlines how Livermore traded and how the reader can do so
as well.

Each chapter of this book deals with one or more of Jesse Livermore’s
trading theories, methods, and techniques. In some cases, they have been
updated to take advantage of the advanced technology that is currently
available to today’s technical traders. The book includes a large number of
charts, graphs, and tables. It is designed for the trader who wants to be-
come a master trader, like its subject.

Richard Smitten
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CHAPTER 1

Meet Jesse
Livermore

During his lifetime, he was a legend of Wall Street. He was “The Boy

Plunger,” “The Wolf of Wall Street,” “The Great Bear of Wall Street.”
When he was alive, he was as famous as Warren Buffett is today, although
they had entirely different trading techniques.

He was a quiet and secretive man, given to keeping his own counsel.
After losing several fortunes by listening to tips and the advice of men he
thought were smarter than he was, he closed his offices near Wall Street at
111 Broadway, moved up to the Heckscher Building at 780 Fifth Avenue,
and set up a palatial suite of offices. On one of his many trips to Europe, he
had found a manor house in England with a huge paneled library. He
bought the library, including books, paneling, and furniture. He had it dis-
assembled in England and reconstructed in New York.

The library was highly secure, with a private keyed elevator. It occu-
pied the entire penthouse floor. When visitors exited the elevator, they
found themselves in front of a big metal door that opened onto a small an-
teroom where Harry Dache would be waiting. Dache was a six-foot-six,
former merchant mariner. He was Livermore’s bodyguard, chauffeur, con-
fidante, and tutor of languages and life to his two sons. Once past Harry,
visitors entered a suite of palatial offices, including one large room in
which six men worked in silence on a walkway in front of a chalkboard,
posting stock prices.

Once the market opened no one was allowed to talk. Livermore de-
manded silence for perfect concentration, so so that he could focus on the
market and the price, time, and volume signals of the stocks he was inter-

l esse Livermore was perhaps the best stock trader who ever lived.

1



2 TRADE LIKE JESSE LIVERMORE

ested in. With the ticker tape clicking, the chalkboard men posting the
prices, and direct phone lines to the various stock exchange floors, the
steady stream of current information never ceased after the opening bell.
Livermore considered himself a student of the stock market all his life,
and he loved it.

Livermore was born on July 26, 1877, in Shrewsbury, Massachusetts.
His parents were New England farmers trying to scratch out a living from
the rockstrewn fields. As a youth, Livermore was slight and sickly, which
resulted in a lot of reading and solitude. He was a boy with a quick mind
and good imagination, as well as a natural aptitude for numbers.

In a short while, he decided that his boyhood dreams and the adven-
tures he had read about could not be realized in the unyielding New Eng-
land countryside. At the age of fourteen, he was pulled from school by his
father and sent to work in the fields. This only strengthened his belief that
success rested in using his brain, not his body. He soon entered into a con-
spiracy with his mother, who supplied him with $5, and he formulated an
escape plan. One afternoon, he simply slipped out of the farmhouse to the
main road to Boston, hailed a wagon, and rode into the city. By chance,
the wagon stopped in front of a Paine Webber brokerage office, and he
wandered inside.

It was love at first sight for Livermore. He was enthralled with the bro-
kers’ office, city life, adventure, unbridled youth, and freedom. Paine Web-
ber needed a chalkboard boy to post the stock prices for the customers,
and he jumped at the opportunity. As far as Livermore was concerned,
fate had extended a hand, and he grabbed it. Within hours of leaving the
farm, he had a job, and with his meager funds he rented a room and be-
came his own man before he was fifteen.

His mathematical brain set to work immediately as the quotes were
yelled out by the customers from the ticker tape spitting out an endless
stream. Soon, Livermore would challenge the crowd to yell out the quotes
faster. With his brain in high gear and his concentration focused, he could
write the numbers down on the board faster than the crowd could yell
them. He felt alive with the challenge.

But Livermore was not just writing down numbers, he was in sync
with them, in harmony, and soon he began to see recurring patterns and
cycling trends. He kept a notebook, and during his breaks he would copy
down these numbers to see if he could recognize the patterns.

He was also sensitive to the crowd. As the numbers changed and as
the stocks moved up and down, so too did the mood of the crowd. They
saw a stock’s volume increase, and the excitement level increased. He
could almost feel their heartbeats accelerate. He saw their eyes light up as
their trading increased. It did not take him long to figure out that as they
saw opportunities to make money their personalities changed. All of a
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sudden, there was an excitement in the air as the price climbed. But this
excitement often died as the stock price rolled over and fell—the crowd
became quiet, often sullen, and sometimes despondent.

Livermore was eventually able to define these emotions as greed and
fear, the two dominant emotions that, he understood, drove market ac-
tion. He noticed how the traders all talked among themselves, buoying
their confidence, reassuring themselves; he also noticed how often they
were wrong.

One day, the office manager told him something that he was to wrestle
with for the early part of his life. “Hey, Kid, see how these guys all talk
among themselves, figuring stuff out about why this happens and why that
happens? You see how often they are wrong? Well, I'll tell you something
that could help you: It isn’t what these guys say to each other that
counts—it’s only what the goddamn tape says that counts!”

At first, Livermore did not get it. But then one day the light went off
in his brain: “Don’t concern yourself with why things are happening,
only observe what is happening. The reasons why will be eventually re-
vealed to you—by then it will be too late to make money—the move will
be over!”

Livermore was a good-looking, easygoing kid, with a quick smile and
a calm demeanor. His keen intelligence and natural curiosity were obvi-
ous to those who knew him. Blond with a perfect set of white teeth, he
stood five feet eleven inches tall. He always wanted to be six feet, and
later in his life he owned 30 pairs of elevator shoes that raised him the ex-
tra inch he wanted. He always found ways to get what he wanted—it was
a life pattern for him.

Livermore soon felt that he was receiving more than a university edu-
cation, a specialty education in stock market trading. He made a series of
observations in his diary that later helped make him millions. But he never
was motivated only by money. Rather, he was motivated by curiosity, ex-
cellence, and a desire to be the best—the best stock trader who ever lived.
He knew that the money would come. The money was the reward. Liver-
more made two observations at his young age:

1. The majority of traders and investors lost money on a consistent basis.

2. The majority of traders had no intelligent and consistent plan to trade
the market. In effect they were gambling. Playing tips. Playing
hunches. Playing the favorites of the moment. Playing all kinds of
tips—tips from analysts, friends, insiders.

In other words, as far as Livermore was concerned, what he saw other
traders doing was simply random-action stock picking—deadly and dan-
gerous. The same is just as true in today’s trading environment.
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It was then that he decided to spend his life developing his methods,
his strategy, and his stock-picking system. He did this in secret, for his
own use. He was insatiable in his quest for knowledge. One of the clients
in the brokerage house was a professor who, one day, gave him a book on
the laws of physics, with the comment, “Maybe there is something in here
that you can apply to the market.”

There was. The professor had underlined. “A body in motion tends to
stay in motion until a force or obstacle stops or changes that motion.” Liv-
ermore thought long and hard about this, and agreed that momentum was
a key factor in the behavior of stocks in both directions—up or down.

He kept his trading diary in secret. He was secretive and quiet by na-
ture, feeling no desire to share his thoughts with others. He was like this
all his life. He believed idle chatter was a waste of time and that all that re-
ally counted was action. And to him that was what the stock market was,
pure action—every minute was dynamic and true: pure to itself and its
own rules.

One day his boss caught him making entries into his secret diary.
“Hey, Kid, you trading in your head making pretend bets? Useless waste of
time, Kid. You gotta lay your money on the line in this game. Then you'll
see that everything changes for you because your emotions take over, not
your intellect. Don’t waste your time with that pretend stuff.”

Livermore discovered that his boss was correct. The minute the
money goes on the line, everything changes. Even his physiology changed.
His blood pressure increased, sweat appeared on his brow, he could feel
his heart beat increase—the trade loomed as the largest thought in his
mind. Yes indeed, his boss was correct, but Livermore liked the rush; it
made him feel very alive.

When he was 15, six months after he had started at Paine Webber, he
made his first trade. One of the other boys came to him and suggested
they go across the street to the bucket shop.

Livermore agreed. He had some confidence in the recurring patterns
he had noted in his diaries, and he had developed some trading methods
in his mind and tested them on paper. He decided it was time to make his
first real trade.

A bucket shop was a place where one could play the market on 10
percent margin. Its atmosphere was more like an offtrack betting parlor
than a broker’s office. The stock ticker spewed out the trades as they hap-
pened on the exchange, and the prices were recorded on the chalkboard.
The rules were simple: Put up your 10 percent in cash, place a bet by buy-
ing a stock and receive a printed receipt for your purchase. Then sit back
and watch the action. As soon as you lost 10 percent of the value of the
stock, the house swooped in and took your money. Conversely, if the
stock went up you could cash in your ticket at will. The house won almost
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all of the time. It was usually a sucker play—with the customers being the
suckers. They were simply bad stock pickers.

The bucket shop kept the money. It was never used to buy the stock.
The actual purchase of the stock was booked by the bucket shop, as bookies
still do. Together, Livermore and his friend scraped together $10 to buy steel.
Checking the calculations in his diaries, Livermore saw a good opportunity,
and they placed their order. Within seconds, steel rose, and they closed out
their trade with a profit of over $3 on a $10 play—Livermore was hooked. He
had made in seconds what it usually took him a week to earn at his job.

Soon, Livermore quit his job and was playing the bucket shops. In a
year, he amassed profits of over $1000. He returned triumphant to his par-
ents’ farmhouse and gave his mother back the $5 she had given him and
$300 more, as a present. The visit showed them that at the age of 16 he
had already become a successful stock market trader. His dumbfounded
father accepted the money.

Livermore returned to Boston and continued his trading. As he did, he
carefully recorded all his trades, studying them for patterns and trying to
improve his methods. As time went by, he became so successful that he
eventually was banned from every bucket shop in America.

Unable to play in the bucket shops, Livermore traveled to New York
City. At 20 years of age, he arrived in New York with $2500 in his pocket.
His stake had been as high as $10,000, but he had suffered reversals like
everyone else. His philosophy, all his life, was simple: “Learn from your
mistakes, analyze them. The trick is not to repeat your mistakes,” which
meant to Livermore you had to first understand your mistakes—find out
what went wrong with the trade, and don’t repeat the same mistake again.

Livermore considered his days trading the bucket shops as his educa-
tion, his college days, his apprenticeship. He had already established
some early rules. But could he follow them?

The first two trading rules Livermore had listed in his secret diaries:
“Basic Rule:—Before pulling the trigger on a trade place as many factors
in your favor as possible.” Livermore felt that success was achieved when
all the basic factors were in his favor, and he concluded that the more fac-
tors he could think of the more successful he would be.

The next rule was this: “No trader can or should play the market all
the time. There will be many times when you should be out of the market,
sitting in cash waiting patiently for the perfect trade.”

So, armed with $2500 and his experience in the bucket shops, Liver-
more entered the action on Wall Street. He befriended E. F. Hutton and
opened an account at his brokerage firm.

He began trading and almost immediately went broke. Then he had to
figure out why.

He went to his friend and mentor E. F. Hutton for help.
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Excerpt from Jesse Livermore—World’s Greatest Stock Trader by Richard
Smitten (John Wiley & Sons, 2001).

“Ed, | can’t beat Wall Street right now. I’'m going back to the bucket
shops. | need a stake, then I'll be back.”

“l don’t get it.” Hutton said. “You can beat the bucket shops, but you
can’t beat Wall Street. Why’s that?”

“First off, when | buy or sell a stock in a bucket shop | do it off the
tape; when | do it with your firm it’s ancient history by the time my order
hits the floor. If | buy it at say, 105 and the order gets filled at 107 or 108,
I've lost the comfort margin and most of my play. In the bucket shop if |
buy it off the tape | immediately get the 105. The same is true when |
want to sell short, especially on an active stock where the trading is
heavy. In the bucket shop | put my sell order in at say, 110, and it gets
filled at 110, but here it might get filled at 108. So I'm getting it from
both sides.”

“But we give you better margin than the bucket shops.” Hutton said.

“And that Ed, is what really killed me. With the extra margin from you
| could stay with a losing stock longer, not like the bucket shop where a
10 percent move wiped me out. See, the point is that | wanted the stock
to, let’s say, go up and it goes down. Holding on to it longer is bad for a
trader like me because | was betting it would go up. | can afford to lose
the 10 percent but | can’t afford a 25 percent loss on margin—I have to
make too much back to get my money back.

“So, all you could ever lose in the bucket shops was the 10 percent
because they would sell you out.”

“Yes, and it turns out that was a blessing—all | ever want to lose in
any one stock is ten percent.” Livermore said. “Now, will you lend me
the money?”

“One more question.” Hutton smiled. He liked this boy—he was a
force to be reckoned with, a mental force. “Why do you think you can
come back here next time and win, beat the market?”

“Because | will have a new trading system by then. | consider this part
of my education.”

“How much did you come here with, Jesse?”

“Twenty-five hundred dollars.”

“And you leave with a borrowed thousand dollars.” Hutton said,
reaching into his wallet and extracting the thousand in cash, handing it to
Livermore. “Hell, for 3500 dollars you could have gone to Harvard.”

“I'll make a lot more money with my education here than | ever would
have, going to Harvard.” Livermore said, smiling, as he took the money.

“Somehow, | believe you, Jesse.”

“I'll pay this back.” Livermore said, pocketing the money.
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“I know you will. Just remember when you come back—do your trad-
ing here—we like your business.”

“Yes sir, that | will.” Livermore said.

Ed Hutton watched him leave. There was no question in his mind that
he would see him again.

Jesse Livermore made and lost fortunes a number of times. He lived in
opulence, maintaining several palatial homes complete with staff, includ-
ing a permanent barber. He owned a yacht, and he and his wife kept his
and her Rolls Royces. He even had a private railcar, which transported
him to Chicago and the grain pits at the Board of Trade, although he never
appeared on the floor of any exchange.

Livermore went bankrupt four different times; each time, he paid
back every cent to his creditors when he got back on his feet. His skill in
trading the market and the resulting incredible lifestyle did not, however,
insulate him from tragic events, culminating in his suicide in New York’s
Sherry Netherlands Hotel in 1940.

Jesse Livermore was, and still is, considered by many Wall Street
traders as The Greatest Trader Who Ever Lived. But The Greatest Trader
Who Ever Lived knew that happiness was elusive and had nothing to do
with wealth.






CHAPTER 2

Timing IS
Everything

cation, in trading the stock market it is timing, timing, timing. In or-

der to assure himself that his timing was correct Jesse Livermore
went through a complex checklist before he pulled the trigger on a trade.
It was also his observation that on many occasions the timing on selling a
stock was just as crucial as buying a stock; in fact, sometimes the selling
was the more difficult decision.

Any stock trader will tell you that stock buying is the easier of the two
trades—getting in is the fun part. When traders buy stocks they are full of
hope and perhaps a touch of greed, so when they pull the trigger and buy a
stock there is often a feeling of elation, euphoria, similar to the feeling a
person gets when he makes a major purchase such as a car, or a house, or
a boat. These feelings stem from the emotions of hope and greed. It is
later, if the trade shows losses that these emotions often turn into fear. The
trader has to fight a constant emotional battle.

This is where the second phase of Livermore’s Trading System, the
Money Management phase, becomes essential—choosing the moment to
sell. Even if the stock goes in the right direction and the trader prospers by
gaining several points, he still has to decide when to sell his position:
Should I take the profit now, or should I wait?

The Livermore philosophy on this point is simple, like the rest of his
trading strategies. You need valid reasons to buy, and you need valid rea-
sons to sell. Some of Livermore’s greatest long-term triumphs in the mar-
ket occurred when he bought a stock and waited for a valid signal to sell.

I ike the old real estate adage that everything is location, location, lo-
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This book explains in detail when the buy signals occur and when the
sell signals appear. It will be up to the astute trader to follow these sig-
nals correctly.

Your timing should never be dictated by high prices. High prices were
never a timing signal to sell a stock. Just because a stock is now selling at
a high price does not mean it won’t go higher. Livermore was just as com-
fortable on the short side, if that was the direction of the trend. Just be-
cause a stock has fallen in price does not mean that it won’t go lower.
Livermore said: “I never buy a stock on declines, and I never short a stock
on rallies.”

Buying stocks as they made new highs and selling short as they
made new lows was a contrarian point of view in Livermore’s day. He
let the market tell him what to do. He got his clues and his cues from
what the market told him. He did not anticipate; he followed the
message he received from the tape. Some stocks keep making new high
or lows for a very long time, and therefore can be held for a very
long time.

Livermore had a reputation as a high-flying speculator, not unlike a
high-stakes gambler. Nothing could have been further from the truth. Liv-
ermore was more conservative in his trading than anyone ever knew. The
Livermore Trading System was a disciplined procedure for him. Simply
stated, it was an attempt to place as many factors in the trader’s favor as
possible. Or, put a different way, don’t make a trade until all the odds are
in your favor.

The trick for Livermore was to have the discipline to often refrain
from trading until the perfect, or as close to perfect as possible, trade
came along. And they did. Like streetcars, another one always came
along—better to miss one than to get on the wrong car and take a trip to
financial hell.

With this in mind, the first thing Livermore did in his timing system
was to check the overall direction of the market. It is important to reiter-
ate that he did not care which direction the market was moving. There
was always a trade possible for him, either up or down, short or long. He
always wanted the wind at his back. He wanted to trade with the trend,
not against it. This may sound simple but just consider how many so-
phisticated mutual funds and investors were buying stock during the last
few years when they should have been out of the market altogether, or
selling short!

Figures 2.1-2.3 illustrate the dramatic fall the stock markets experi-
enced over the last three years. They had been in decline long before
the 9/11 tragedy and bottomed out soon after that date. The only way
traders could make money in such a market was to trade the short side.
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Figure 2.1 This chart (one of three) illustrates the precipitous fall the market
has recently experienced.

This is usually prohibited for most mutual funds, which eliminated
these type of funds from the possibility of making a profit under these
circumstances.

Few people understand the short side of the market. In Livermore’s
day, as in the climate of today’s trading, very few people would specu-
late on a stock going down. In fact, very few people understand that
you can actually place an order to short a stock and make money as the
stock price declines. Less than 4 percent of investors or traders actually
ever short stocks.

Livermore shorted stocks, and this was one of several specific rea-
sons why he was such a successful trader. He had concluded that the
stock market goes up approximately a third of the time, sideways a third
of the time, and down a third of the time. Therefore, if a trader only trades
in anticipation of a stock rising in price he is wrong on the trade two
thirds of the time!
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Figure 2.2 This chart (two of three) illustrates the precipitous fall the market
has recently experienced.

The speculator Louis Smitten defines the steps of a short sale as
follows: the sale of stock you don’t own, in anticipation of a drop in
price.

1. Stock is borrowed from your broker for delivery to your account.

2. Later, you purchase stock in the open market and return it to your
broker to pay back the stock you borrowed. This completes the
transaction.

In other words, the stock is sold first, then bought back at a later date, and
at, it is hoped, a lower price. This is the reverse of a normal buy-first, sell-
later transaction.

So, the first step in the Livermore procedure before making a trade is
to determine the direction of the overall market—Livermore referred to
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Figure 2.3 This chart (three of three) illustrates the precipitous fall the market
has recently experienced.

this as determining the Line of Least Resistance. He did not generally use
the terms “bull” or “bear” for a very specific reason: He felt these terms led
the trader to have a mind set that would cause him to anticipate the direc-
tion of a trade or the direction of the market—a deadly and dangerous
thing to do—because the market is a dynamic entity driven by people’s
emotions—not reason.

Don’t try and anticipate what the market will do next—simply
go with the evidence of what the market is telling you—npresenting

to you.
—Jesse Livermore

This is a complex, confusing area for traders in understanding the
Livermore theory. There are times when his approach may appear con-
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tradictory and confusing. You may ask yourself: Isn’t Livermore’s whole
theory a way of anticipating the direction of the market before it
happens?

In the Livermore Trading System, the answers are always apparent
in the actual performance of the stock. It is the trader’s job to inves-
tigate the facts and solve the mystery, to be like Sherlock Holmes—only
deal in the facts that are presented by the stock—Do not antici-
pate what will happen next—Always wait for the market to confirm
your trade.

The successful speculator must formulate his plan in advance of a
stock’s movement. Because the market is driven not by logic but by emo-
tion, it is most often unpredictable and goes against logic. Livermore be-
lieved that to even out the odds and increase the safety of a trade the
trader had to wait for the market to confirm his judgment. This required
patience and discipline, two rare traits in most people. But if you follow
this advice, you are in effect getting insurance on your position because
you have waited until the market has shown you what it is going to do.
The rule is not to place your trade until the market itself confirms your
opinion or shows you a different path to follow.

News items can often be deceiving. They can have less of an effect on
the market than one might think or, by contrast, they can have a greater
effect. The point is that there is no telling what effect news will have. As
can be seen by the previous charts (Figures 2.1, 2.2, and 2.3), after the
tragedy of 9/11 the market went down, but not as deeply or for as long as
had been predicted. This was because the market had already been declin-
ing for more than a year.

It is too difficult to know what is going on in the inner workings
of the market at the time of a news release. To illustrate: Perhaps the
market has been in a long-term period with plenty of solid momentum
behind it. In that case, a bullish or bearish piece of news may have
no effect. The market also may be in an overbought or oversold condi-
tion and absorb the news item without a tremor, effectively “ignoring”
the news.

When dealing with the news and its impact on the stock market,
do not anticipate by using your own judgement and in effect “guess”
what will happen. You must study the action of the market itself. As
Livermore said: “Markets are never wrong—opinions often are. He also
remarked:

Timing in the stock market is the key to success. A trader may de-
duce that a stock is going to go up or down in a big way and eventu-
ally he may be correct. In fact, if you have any experience in the
market this will ring true. I knew that stock was going to go up ten
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points—I was just too darn early on the trade. I lost my money but I
was ultimately right on the stock. I just moved too soon, the market
went against me and I sold out my position for a loss. I even made a
second attempt to buy it and it dropped three points, I got nervous,
so I sold it.

Often a trader will move too soon and then doubt his opinion on the
stock and sell it out. Or perhaps he makes other commitments and has no
money left to buy the stock when it does make a move. Having been too
hasty and having made two erroneous commitments, he loses courage.
This is a common lament of stock traders.

What a trader is battling here is basically his greed. He wants every
point out of the move and will kick himself if he is a point or two on the
late side of the trade. Don’t be anxious to make the trade. Wait for the con-
firmation of the market before you place your order. Think of it as a small
insurance plan—Ilose a point or two and help eliminate the bad trades on
the times when you are wrong and everyone is wrong on at least some of
their trades.

Say, for instance, a stock is selling around $25 and has been consoli-
dating within a range of $22 to $28 for a considerable period. Assuming
that you believe that the stock should eventually sell at $50, have pa-
tience and wait until the stock becomes active, until it makes a new
high, at around $28 to $29. Watch for an increase in volume activity, say
50% or more over normal volume. You will then know that you are cor-
rect. The stock must have gone into a very strong position, or it would
not have broken out. Having done so, it is altogether likely that it is start-
ing a very definite advance—the move is on. That is the time for you to
back your opinion. Don’t let the fact that you did not buy at $25 cause
you any aggravation. The chances are if you had, you would have be-
come tired of waiting and would have been out of it when the move
started, because having once gotten out at a lower price, you would have
become upset and perhaps fearful, and would not have gone back in
when you should have.

A key factor in the Livermore Trading System’s timing approach is to
be correct in the trade right from the beginning. You should have waited
patiently until all the factors were in place before pulling the trading trig-
ger...therefore the stock should move in the direction of your trade almost
simultaneously with entering the trade ... that is, if you have acted cor-
rectly and been patient.

By contrast, if you have made a decision to enter a trade and the stock
does not move quickly, and perhaps just lies there, languishing going side-
ways, or if it moves against you in the opposite direction of your trade,
you should consider immediately closing out that trade.
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Experience proved to Livermore that the real money made in specu-
lating was “in commitments in a stock or commodity and showing a profit
right from the start.”

Livermore believed that if he was right in his timing and pulled the
trading trigger at the appropriate moment, then the momentum would be
like a tidal wave right behind the trade, and it had to go up. Therefore, if
the stock did not go up right away he would have to assume his judgement
was wrong. Yet there were times when Livermore admitted he did not
have the patience to wait for the right moment, because he wanted to con-
stantly be in the market.

You may well ask: With all his experience, why did he allow himself to
break this rule? Livermore’s answer: He was human and subject to human
weakness. Like all speculators, he permitted impatience to outmaneuver
good judgment.

There are aspects of trading that are very close to gambling, such as
playing card games like poker and high-stakes bridge, which Livermore
did every Monday night in his mansion on Long Island. Everyone who en-
joys these games has an inclination to play every hand and win every pot.
It is a key finger on the hand of greed, and if not curtailed by the self-disci-
pline to adhere to the trader’s own rules, it will almost surely become his
greatest flaw. If not understood, it will surely bring about his downfall.
Livermore exhorts the trader to have patience and wait until all factors
are in his favor.

Livermore spent a great deal of time trying to determine when to sell a
stock. The timing on the sale of a stock is just as important as the pur-
chase. Your buy can be perfect, but unless you sell at the right time, the
entire trade may not show a profit.

It is a human trait to be hopeful, especially when you buy a stock; and
to be equally fearful when you sell. Livermore believed that when you in-
ject hope and fear into the business of speculation, you face a very formi-
dable hazard, because you are apt to get the two confused and in reverse
positions.

Here is an illustration of the timing sequence in a typical trade. You
buy a stock at $30.00. The next day it has a quick run-up to $32.00 or
$32.50. You immediately become fearful that if you don’t take the profit,
you may see it fade away—so you sell and exit the trade with a small
profit, at the very time when you should entertain all the hope in the
world. Why should you worry about losing two points’ profit that you did
not have the previous day? If you can make two points’ profit in one day,
you might make two or three the next day, and perhaps five more the next
week.

As long as a stock is acting right, and the market is right, be in no
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hurry to take a profit. You know you are right, because if you were not,
you would have no profit at all. At this point, you should let the stock ride,
and ride along with it. It may make a very large profit. As long as the mar-
ket action does not give you any cause to worry, have the courage of your
convictions . . . stay with it.

By contrast, suppose you buy a stock at $30.00, and the next day it
goes to $28.00, showing a two-point loss. You would not be fearful that the
next day would possibly see a three-point loss or more. No, most traders
would regard it merely as a temporary reaction, feeling certain that the
next day it would recover its loss. But that is the very time when you
should be worried. That two-point loss could be followed by two points
the next day, or possibly five or ten within the next week or two. That is
when you should be fearful that, because you did not get out, you might
be forced to take a much greater loss later on. That is the time you should
protect yourself by selling your stock before the loss assumes larger pro-
portions.

Livermore learned that profits always take care of themselves but
losses never do.

His doctrine for the trader was to insure himself against considerable
losses by taking the first small loss. In so doing, the trader keeps his ac-
count in cash so that at some future time, when a good trade presents it-
self, he will be in a position to go into another deal, taking on basically the
same amount of stock as he had when he was wrong.

This strategy allows the trader to be his own insurance broker, be-
cause the only way he can continue trading stocks is to guard his capital
account and never permit himself to lose enough to jeopardize his overall
operations and be unable to trade at some future date, when his market
judgment is correct.

Livermore was convinced that nothing new ever occurs in the busi-
ness of securities or commodities trading or investing. There are times to
speculate, and just as surely there are times not to speculate and stay out
of the market.

He believed in a very true adage: You can beat a horse race, but you
can’t beat the races. This is true with the stock market. There are times
when money can be made investing and speculating in stocks, but money
cannot consistently be made by constant trading every day or every week
of the year. Only the foolish will try. He felt that this strategy just was not
in the cards and could not be done.

The trader may ask himself a major timing question: Why can’t I
just pick the correct time to buy a stock and then just forget about sell-
ing that stock because I am in for the long haul? If the last three years
has taught us anything, it should be that there are no stocks that can
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just simply be bought and put away, hidden in our mattresses for the
years to come.

Livermore believed that there are no good stocks! There are only
stocks that make money!

This book offers some of Jesse Livermore’s dos and don'’ts for traders.
One of the primary don’ts is: One should never permit speculative ven-
tures to run into investments. Don’t become an Involuntary Investor. In-
vestors often take tremendous losses for no other reason than that their
stocks are bought and paid for. How often have we all heard an investor
say: “I don’t have to worry about fluctuations or margin calls. I never spec-
ulate in the market. When I buy stocks, I buy them for an investment, and
if they go down, eventually they will come back.”

But unhappily for such investors, many stocks bought at a time when
they were deemed good investments have later met with drastically
changed conditions. These such so-called investment stocks frequently
become purely speculative. Some go out of existence altogether. The orig-
inal investment evaporates into thin air along with the investor’s capital.
This is due to the failure to realize that so-called investments may be
called upon in the future to face a new set of conditions that would jeop-
ardize the earning capacity of the stock, which was originally bought for a
permanent investment.

By the time the investor learns of this changed situation, the value
of his investment has most likely already greatly depreciated. The stock
market moves in future time, not present time. Therefore, the so-called
investor must guard his capital account, just as the successful trader
does in his speculative ventures. Then, those who like to call them-
selves investors will not be forced to become unwilling investors—nor
will trust fund accounts and mutual funds accounts depreciate so much
in their value.

In Livermore’s time it was considered safer to invest money in rail-
road stocks such as the New York, New Haven & Hartford Railroad
than to have it in a bank. On April 28, 1902, New Haven was selling at
$255 a share. In December of 1906, Chicago, Milwaukee & St. Paul sold
at $199.62. In January of that same year, Chicago Northwestern sold at
$240 a share. Look at those safe investments approximately 40 years
later.

On January 2, 1940, they were quoted at the following prices: New
York, New Haven & Hartford Railroad $.50 per share; Chicago North-
western at 5/16, which is about $0.31 per share. On January 2, 1940,
there was no quotation for Chicago, Milwaukee & St. Paul, but on Janu-
ary 5, 1940, it was quoted at $.25 per share. In Livermore’s time, hun-
dreds of stocks considered gilt-edged investments eventually were
worth little or nothing. Great investments tumble, and with them the for-
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tunes of so-called conservative investors in the continuous distribution
of wealth.

There is no question that stock market traders have lost money. But
Livermore believed that the money lost in the long run was small com-
pared to the gigantic sums lost by so-called investors who have let their
investments ride. The same is true in the current 1999-2004 stock mar-
ket, as illustrated in the market charts at the end of this chapter. From
Livermore’s viewpoint, the investors are the big gamblers. They make a
bet, stay with it, and if it goes wrong, they lose it all. The trader might
buy at the same time. But if he is an intelligent trader, he will recog-
nize—if he keeps records—the danger signals warning him that all is
not well. He will, by acting promptly, hold his losses to a minimum, and
await more favorable market conditions, or trade on the short side of
the market.

When a stock starts sliding downward, no one can tell how far it will
go. Nor can anyone guess the ultimate top on a stock in a broad upward
movement. Livermore recommended a few thoughts that should be kept
uppermost in the trader’s mind.

Never sell a stock because it seems high-priced. You may watch the
stock go from 10 to 50 and decide that it is selling at too high a level.
This is the time to determine whether anything will prevent it from
starting at 50 and going to 150 under favorable earning conditions and
good corporate management. Many have lost their capital funds by sell-
ing a stock short after a seemingly too high, long upward movement.
Study the stock on the basis of current conditions, looking for a clear
reason to sell.

By contrast, never buy a stock simply because it has had a big decline
in price. The decline is probably based on a very good reason. For exam-
ple, the stock may still be selling at an extremely high price relative to its
value—even if the current level seems low.

Livermore’s trading method may come as a surprise to most traders.
When he saw, by studying his records, that an upward trend was in
progress, he became a buyer as soon as the stock made a new high on its
movement, after having had a normal reaction.

The same applies whenever he took the short side. Why? Because he
was following the current trend direction, and his records signaled him to
go ahead. It was a safe trade.

The Livermore trading system insists that it is foolhardy to make a
second trade, if your first trade shows you a loss.

As an ironclad Livermore rule, never average losses. Let that thought
be written indelibly and forever upon your mind.

Some 2004 examples of blue chip stocks reinforce Livermore’s
own words. (See Figures 2.4-2.10.) There are no good stocks—only
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stocks that make you money. Some people considered these stocks
as unassailable . .. safe as money in the bank. These blue chip stocks
include:

e General Electric
e Coke

e Lucent

e General Motors
e Microsoft

e Sun Microsystems
e Intel

Perhaps these blue chip gilt edged stocks will come back in the fu-
ture, but there is no doubt they will need many years to recover. The emo-
tional hell of their owners is inestimable.
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CHAPTER 3

Livermore
Trading
Discoveries

complexity, Livermore believed that a stock trader is “Always a stu-

dent, never a master.” As Livermore gained knowledge over his 45
years of trading, he modified his trading system accordingly. He always re-
viewed and studied each of his trades, good or bad. He went to school on
his successes and his failures. They always had a lesson for him, some-
times hidden, sometimes painful.

The stock market is forever evolving—it is dynamic. Because of its

DISCOVERY 1: TRADE ONLY THE LEADERS

Once he was sure he was correct in his conclusions, he would incorporate
them into his trading system. One early Livermore lesson was “trade only
the leaders in any particular industry group.” Don’t play in the junkyard
with the weaker stocks. Don'’t try to fish for the bargain stock, the as yet
undiscovered stock in an industry group. Rather, go with the proven lead-
ers! In the long run, you will be much better off. This single piece of advice
can greatly assist a trader in the decision-making process. If you cannot
make money with the leaders of a stock group, it is unlikely that you can
make money at all in that group.

He believed there is always the temptation in the stock market, partic-
ularly after a period of success, to become careless or excessively ambi-
tious. Prudent trading requires the trader to use sound common sense and
clear thinking to keep the profit that he has already made in the market. If

29
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you will hold fast to sound principles, you will not lose your money, once
you have acquired it.

Everyone knows that stock prices move up and down. They always
have, and they always will. Livermore believed that behind these major
movements is an irresistible force: a momentum like a wave of water, in
some cases a tidal wave that once set in motion would remain in motion
until it hit an obstacle and stopped or was reversed—in stock trading this
is know as “the trend.”

Noticing and observing this power is all one needs to do. It is not prof-
itable to be too curious about all the reasons behind the force of price
movements. You risk the danger of clouding your mind with nonessen-
tials. Just recognize that the movement, the power, the momentum is
there, and take advantage of it by steering your speculative ship along
with the tide. Use the power. Do not argue with the market you are ob-
serving, and most of all, do not try to combat it.

Remember also that it is dangerous to start spreading out all over the
market, carrying several positions. Do not have an interest in too many
stocks at any one time. It is much easier to watch a few than many. Liver-
more made this mistake of owning too many stocks early in his career,
and it cost him money. He believed the most stocks that can be handled at
any one time was 10, but he felt much safer and in control if the number
was smaller, say no more than 5 stocks.

Another mistake he recognized and warned against was to turn com-
pletely bearish or bullish on the whole market. Because one stock in
some particular group had clearly reversed its course from the general
market trend, don’t assume from this that the entire market is changing
in trend.

Rather, be patient, and wait until you see other groups turning to a
new direction, particularly the leading industry groups within the mar-
ket. The time to act is when these other groups corroborate the actions
of the first group and indicate a decline or advance in the direction of
the market, showing that a new trend is forming. If you use the Liver-
more trading system principles, you will have plenty of time to see the
trend changing. In time, other stocks will clearly give you the same in-
dication. Those are the cues you must wait for, and you must take them
when they show themselves. These were the specific cues Livermore got
in the Crash of 1907, when he made $3 million in a single day, and in the
Crash of 1929, when he profited by more than $100 million by being on
the short side.

Back in the wild bull markets of the late 1920s (before the Crash of
1929), he saw clearly that the advance in the copper stocks had come to
an end. Copper was a major commodity used as a bellwether in the
1920s to predict the market, because it was so widely used in the building
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industry. Many of today’s traders still use copper in their calculations to
predict market direction.

In 1929, Livermore next noticed that the advance in the motor group
had reached its zenith, stopped dead in its tracks, and rolled over. Be-
cause the bull market in those two industry groups had ended, he arrived
at the faulty conclusion that he could safely sell everything and jump on
the short side. He was wrong. The rest of the market kept moving in its
upward spiral. Livermore lost his shirt on these trades.

But at the same time he was piling up huge profits on his copper and
motor short sales. Overall, he was about breaking even. He persisted in
his short positions on the entire market and continued to lose on these
trades. He spent the next six months of 1929 trying to find the top of the
utility group, another key bellwether group. Eventually, this and other in-
dustry groups reached their peaks. By that time, Anaconda copper was
selling 50 points below its previous high and the motor stocks were in
close to the same ratio. So the profits on these short sales continued to
climb, offsetting his losses, but not by much.

The lesson to impress upon your mind is that when you clearly see a
move coming in a particular industry group, act upon it. But do not let
yourself automatically act in the same way in another industry group until
you plainly see signs that the second group is in a position to follow the
trend of the first group you are trading. The trader must have patience and
wait until his judgment is confirmed by the market. In time, you will get
the same tip-off in other groups that you received in the first group. Just
don’t spread out your positions and move to trade the entire market, until
you have first received confirmation.

Confine your studies of movements only to the prominent stocks of
the day, the leaders. If you cannot make money out of the leading active
issues in the leading industry groups, you are not going to make money
out of the stock market as a whole. If a trader had followed Livermore’s
advice in the last crash (1999), he would have seen history repeat itself
as the leading stocks and groups such as Amazon, Yahoo, America On-
line, Lucent, Cisco Systems, Sun Microsystems, and even the great Mi-
crosoft reached their highs and rolled over, leading the entire market
with them. The signals from these stocks came three to six months be-
fore the entire market followed suit. Livermore knew well that the mar-
ket leaders in a strong bull market are the first to go up and the first to
roll over and go down. Rarely are the market leaders of one bull market
the same as the leaders of the new bull market, when it finally rallies
and begins its new cycle. The same will be true in this market of the
new millennium.

Livermore always identified the market leaders and tracked them
very closely. He also spent a lot of time deducing who would be the new
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leaders in a new market. If he were alive today, he would have already
figured out what stocks will be the leaders of this new millennium
market. A prudent trader of today would be wise to do the same. Find
the new markets, the new products, and the new market leaders before
the crowd.

Just as styles in women'’s clothing are forever changing, the old stock
market leaders drop out, and new ones rise up to take their places. In the
1920s, the chief leaders were the railroads, American sugar, and tobacco.
Then along came the steels, and sugar and tobacco were nudged into the
background. Every new market cycle has new market leaders, with few if
any of the old leaders remaining in the picture. Livermore believed it
would always be that way as long as there was a stock market.

Note this Livermore trading rule: New leaders emerge with each
new market. At this current moment, new leaders are moving into posi-
tions of leadership.

Also note another Livermore rule: It is not prudent for a trader to try
and keep account of too many stocks at one time. You will become entan-
gled and confused. Try to analyze comparatively few groups and few
stocks. You will find it is much easier to obtain a true picture that way
than if you tried to dissect the entire market.

If you analyze correctly the course of two stocks in the four or five
prominent groups, you need not worry about what the rest are going to
do. It becomes the old story of follow the leader . .. keep mentally flexi-
ble. Remember the leaders of today may not be the leaders two years
from now.

The skilled trader will study only a limited number of groups and the
leading stocks in each of those groups. He will learn to look carefully be-
fore he leaps. In other words, he will be patient. After 1920, a new age of
markets was ushered in—one that offered safer opportunities for the rea-
sonable, studious, competent investor and speculator. There were tech-
nology improvements for that age with the invention of the widely used
ticker tape, the telephone, and newspapers that provided a current record
of the stock trades and activity posted every day along with headlines and
editorials. This all helped traders and investors make intelligent decisions
on what to buy.

DISCOVERY 2: UNDERSTAND INDUSTRY
GROUP MOVEMENTS

Livermore found that industry group movement was the key to individual
stock movement. In the 1920s, he made a very important discovery that he
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applied to his trading system: Stocks did not move alone. When they
moved, they moved in sectors and industry groups. For Livermore, this
was a huge breakthrough.

If U.S. Steel rose, then sooner or later Bethlehem, Republic, and Cru-
cible would follow. Livermore observed this time and time again, and it
became one of the most important trading weapons in his arsenal. As a re-
sult, Livermore never tracked a single stock. He first tracked the industry
group movements. Livermore decided that a legitimate group movement
had to include at least the two leaders of the group, and eventually all the
stocks in the group would follow.

It is a commonplace mistake for traders of today to confuse Industry
Groups and Industry Sectors. In fact the media and traders often use these
terms interchangeably. It is very important to know the difference.

Sector means all the industry groups within a particular section or
area. As examples, the Financial Sector includes a number of Groups, as
do the Computer, Communications, and Medical Sectors.

In the Financial Sector, for example, there are national banks, re-
gional banks, savings and loan banks, financial service groups, stock bro-
kers, and others. The Computer Sector includes, among others, box
makers, software providers, makers of peripherals such as printers, moni-
tors, and hand-held devices.

Livermore believed that the most intelligent way to get one’s mind at-
tuned to market conditions and to be successful in trading was to make a
deep and through study of industry groups in order to differentiate the
good groups from the bad. The action result was this: Buy groups in a
promising position and short Industry Groups that are not.

It has been shown time and time again that on Wall Street
people very often fail to see the thing that is right in front
of them.

—Jesse Livermore

Currently there are more than 87 million Americans invested in the
stock market in one form or another. It cannot be emphasized too strongly
the importance of first understanding the Industry Group action before
the purchase of any single security. It was a key to Livermore’s incredible
success in trading the market. This key factor is understood by some of
today’s market participants, but seemingly ignored by a large number
traders and investors.

Stay away from weak groups! Conversely, just as Livermore would
have avoided the weak stocks in the weak industry groups, he favored
the strongest stocks in the strongest industries. The trader must, of course,
be able and willing to revise any forecasts and positions in the light of
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developments that occur from day to day and to move quickly, if factors
have moved against him. This is just good common sense.

Why Industry Groups Move Together

If you were to ask today’s market pundits why industry groups move to-
gether, you would be subjected to a lengthy, probably convoluted, answer.
Like many other aspects of his market views, the group movement
premise was quite simple to Livermore. He explained it in one sentence:
“If the basic reasons are sound why U.S. Steel’s business should come into
favor in the stock market, then the rest of the steel group should also fol-
low for the same basic reasons.” The converse to this premise, of course,
also works for playing the short side of the market: When a group goes out
of favor for a common basic set of reasons, just as it went into favor, it
will include all the stocks in that industry group.

The industry group charts in Figures 3.1-3.3 illustrate the general di-

Figure 3.1 This is the first in the series of industry group charts, all showing
the general direction of the group. This is the Internet Group.
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Figure 3.2 This is the second in the series of industry group charts, all
showing the general direction of the group. This is the Broker/Dealers Group.

rection of three current groups: The Internet Group, the Broker/Dealers,
and the Housing Group.

Note: It was also an important clue for Livermore that, if a particular
stock in the favored group did not move up and prosper with the others,
this could mean that perhaps this particular stock was weak or sick, and
therefore might be a good short sale or at the very least, the trader should
be cautious in buying it. It can act as a red warning flag that the stock may
be in trouble.

The only exception to group movement is when a single stock may
comprise over 50 percent or more of the total sales of the group, as is cur-
rently the case with Intel and Microsoft, who dominate their Industry
Groups. In these examples, you do not need to examine the two leading
stocks in the industry group; one will do the job, because sooner or later
the rest of the group must follow the single dominant leader.
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Figure 3.3 This is the third in the series of industry group charts, all showing
the general direction of the group. This is the Housing Group.

Also note this may not always be the expected, conventional stock in
the group. Occasionally, a smaller, well-managed stock will assume lead-
ership, perhaps with a new product or strategy, and may knock out the old
leader. Keep alert! Choose the most powerful stock in the group, not the
best bargain or a beaten down stock poised to recover.

DISCOVERY 3: TOP DOWN TRADING

The concept of Top Down Trading is very straight forward, involving
four steps.
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Step 1—Set Up the Checklist

Before making any trade on any particular stock, you must first check off
the following items:

First, check the line of least resistance to establish the overall current
market direction. Remember, Livermore never used the terms bull or bear
because they forced a mind-set that he believed made his thinking less
flexible. He used the term line of least resistance. He checked to see if the
current line of least resistance was positive, negative or neutral—side-
ways. Be sure to check the exact market the stock trades on—for in-
stance, does the stock you are interested in trade on the Dow, the Nasdaq,
or the Amex? Establish this before executing the trade.

It is essential to make sure the lines of least resistance are in the di-
rection of your trade before entering the trade. See Figure 3.4 where the
Nasdaq formed a pivot point and changed basic direction.

Figure 3.4 Here the Nasdaq formed a pivot point and changed basic direction.
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Step 2: Track the Industry Group

Check the specific Industry Group. If you are considering a trade in AT&T,
check out the Telecommunications Long Distance Group. If Haliburton is
your trade of choice, check out the Oil Well Drilling Group. If you are
looking at a trade in Harrah’s Entertainment, check out the Leisure Gam-
bling Group. Make sure the group is moving in the correct direction, the
line of least resistance, in order to increase your chance of a profit on the
trade you have selected. In the example below, the trade is in the Internet
Industry Group.

The Internet Industry Group began its recovery in February/March of
2003, the same time as the Nasdaq. (See Figure 3.5.) In March/April, it
gave a clear sign that the line of least resistance was upward. The signals
confirmed each other that the trend was now to the upside.

Figure 3.5 The Internet Industry Group began its recovery in February/March
of 2003, the same time as the Nasdaq.
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Step 3: Tandem Trading

Tandem Trading involves comparing two stocks of the same group. Com-
pare the stock you're interested in trading with the sister stock. For exam-
ple, if you plan to trade in General Motors, check a sister stock such as
Ford or Chrysler/Mercedes. If you are going to trade Best Buy, than check
Circuit City—a sister stock.

Tandem Trading Example: The stocks chosen for this example are
Morgan Stanley and Merrill Lynch—the two leaders in the Broker/
Dealer Group. Both stocks bottomed out in February/March of 2003
and gave a signal, by pivotal point, that the line of least resistance was
positive. Because the broker/dealers are also often an important bell-
wether group for what the market may do in the future, this chart ac-
tion (see Figure 3.6) was a precursor of what was to come in the overall
markets.

Morgan Stanley (MWD
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Figure 3.6 Both Morgan Stanley and Merrill Lynch bottomed out in
February/March of 2003 and gave a pivotal point signal that the line of least
resistance was positive.
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Figure 3.6 (Continued)

Step 4: Examine All Three Factors
at the Same Time

Look at the market, the Industry Group, and the Tandem Industry Group
stocks in one glance. (The example of this is seen in the new Livermore
Software from Stock Market Solutions, on the opposite page.)

In the example, it can be clearly seen how the system works, when
all factors are in unison. All the signals in Figure 3.7 (both market and
stock) show a bottoming out in March/April and a reversal in trend,
clearly indicating that the line of least resistance was now upward in
direction.

NOTES FOR THE TRADER

Due Diligence: Do a final, thorough analysis of the individual stock
you have decided to trade. This step would be similar to traveling down
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Figure 3.7 All the signals (both market and stocks) show a bottoming out in
March/April and a reversal in trend, clearly indicating that the line of least
resistance was now upward in direction. The group is the broker/dealers with
Morgan Stanley and Merrill Lynch as the two leading stocks in that group.

the runway—but not lift off—a final chance to change your mind be-
fore you pull the trigger and buy the stock. This final step must be
completed by you, and you alone. Make this decision on your own—it’s
your money.

A military friend of mine, U.S. Navy Commander (Ret.) Dennis
Kranyak, compares this approach of Livermore’s to the steps the U.S.
Marines follow before they select a beach to assault. They study all the
factors on all the possible beaches. They analyze all these factors as care-
fully as they can with the full knowledge that the assault will not be per-
fect, no matter what the analysis reveals to them.

There will always be unknown factors, the main one being the un-
predictable human factor in assaulting a beach or playing the stock
market . . . there is always the human factor to consider.
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