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TRADING TECHNIQUES

Market Profile
Bagcs

Every off-floor trader would like to get a feel for how things
really are on the exchange floor. Mastering Market Profile
may help you get it.

orried that you' Il never be
able to compete with the
floor traders? After all,
they're right there in the
middle of the action.
They’re privy to inform-
ation that off-floor traders
see late or maybe never.
Once you start using
Market Profile, however,
youmay findyourself with
moreinformationthanthe
floor trader. Nolonger will
floor traders, decked out

intheir colored jackets, frantically gesturing and scrambling
to make themselves heard and seen by other traders, seem
chaotic, intimidating, or bizarre. Instead, with the use of
Market Profile, you will see the order in the markets.

J. Peter Steidimayer devel oped Market Profileinthe 1980s
inconjunctionwiththe Chicago Board of Trade. Traderswho
use it say that they get an in-depth understanding of the
market, contributing to improved trading. Many factors can
be monitored from Market Profile.

Market Profileisnot an indicator in thetypical sense. It
does not provide buy/sell recommendations but acts more
like a decision-support tool. It organizes the data so that
you can understand who isin control of the market, what
is perceived as fair value, and the direction of the price
move. It is possible to extract enough information from
Market Profile for you to position your trades more
advantageously.

Market Profileisuseful for the pit trader aswell asthe off-
floor trader. The indicator can help the off-floor trader get a
better sense of the market; prior to theintroduction of Market
Profile, only floor traders had access to this information.
Although all references here refer to using futures contracts,
Market Profile can be used just as effectively for other
tradables. Software vendors such as Cqg and WindoTrader
provide Market Profile displays for equities.

IN THEORY
The concept of Market Profile stems from the idea that
markets have a form of organization determined by time,
price, and volume. Each day, the market will develop arange
for theday and avaluearea, which representsan equilibrium
point where there are an equal number of buyersand sellers.
In this area, prices never stay stagnant. They are constantly
diverging, and Market Profilerecordsthisactivity for traders
to interpret.

Market Profile is based on the normal distribution curve,
wherein approximately 70% of the values fall within one
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FIGURE 1: MARKET PROFILE STRUCTURE. The
structure of Market Profile follows that of a normal
distribution curve of price occurrences.

standard deviation of the average. If you rotate the normal
distribution curve so that priceis along the vertical axis and
time on the horizontal axis (as shown in Figure 1), you have
the structure of Market Profile.

A normal distribution curve assumes that the number of
occurrences follow a bell-shaped curve. Anyone who has
traded in the markets, however, knows that prices never
follow a definite pattern; in fact, you rarely see a normal
distribution. What you do see are skewed distribution of
prices, which makesit possibleto seethe price at which most
of the trades actually took place. This provides significant
clues about the direction of prices and isthe groundwork for
understanding Market Profile. In theory, thishel psthetrader
identify where prices are in relation to values.

Monitoring price distribution over time givesinsight into
what levels are considered fair and unfair. You may take
advantage of this information and identify good trading
opportunities.

Volume is the key to understanding Market Profile. If
pricesmoveaway fromthevalueareabut volumestartstodry
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MARKET PROFILE BREAKDOWN
Dec. ‘99 coffee “C," 9/7/99
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FIGURE 2: MARKET PROFILE BREAKDOWN. Market Profile is made up of time
price opportunities (TPOs), which are represented by letters. Each letter repre-
sents one half-hour of the trading day and is placed at each price level occurring
during that time.

timeframe trader and all others asother-timeframe. Thelatter
trader type provides market direction by moving pricesto new
levels, whereastheformer isinterestedintradinglargevolumes
on few ticks. They provide liquidity to the markets.

The initial balance is the price range of market activity
during the first hour (thefirst two time periods). In Figure 2,
thisis represented by A and B. On September 7, 1999, the
initial balance for the December 1999 coffee contracts was
established in thefirst two half-hour periods between $91.00
and $91.90. A wide initial balance suggests that prices will
stay within the range, whereas a narrow one suggests that
prices may extend beyond it. The ability to differentiate
between thetwo will only be possible after some experience.
If the price range falls outside the the range set by the initial
bal ance, thereisthe suspicion that the other-timeframetrader
hasentered themarket and tried to move pricesaway fromthe
area of balance.

During D period, the other-timeframe seller entered the
market and drovepriceslower. However, during thesubsequent
periods, buyersentered the market and drove priceshigher. In
H, the seller entered again and held control till theclose, ascan
be seen by the activity during | and J periods.

The height of the entire NORMAL DAY
profile— that is, the high to Sept. ‘99 soybeans (CBOT), 8/30/99
the low — i s knownasthe | , ,o0x v < Open
range. In this example, the 469 YD
range is $90.20 to $91.90, jgg‘z‘ ig:
which is wider than the 4690 YDHI
initial balance. 4236 YDHI

On occasion, pric_es_ go 268‘2‘ XBH: . Value
above or below the initial 4680  YDHI area

P 4676 YDHIK
balance.Th|S|.sknown asa ,(_BJ i | (e .
range extension. In this > 4672 YDGHIIK Point of
examp'e the range extends <C 4670 YDGHIJK > |<— control

L X 4666  DGHIK*<—— Close
T . (8)
indicating a seller range |z 462  DGIK
: 4660 DFGIJK
extenspn. O 55 DRy

Thepricerangewhere70% 4654  DFI
of the trading activity takes jggg BE'
place, onestandard deviation 4644 DEF
from the mean, is the value 4243 DEF

. . 464 DEF
area. Inthisexample, itisthe P
area between $90.80 and 4634  DEF
$91.55.Caculationof thisarea | ¥ 4630 DEF

iscoveredinmoredetail inthe
sidebar, “Vaue area calcula
tion.” This is where the bell
curvecomesin. Thevauearea
reflects the acceptance level
of a certain price range or
balance area. Any attempt to move prices away could provide
important clues to direction.

Thepoint of control isthelongest lineof Tposclosesttothe
center of the range. In Figure 2, $91.25 represents the point
of control. This is where most of the trading activity took
place and is considered to be afair valuefor the trading day.

J period is the closing range and designates the day’s
close. Here, it is $90.40. The closing price is important
because you need it as a reference point for the following
day’ s opening activity.

When you haveaseriesof singleletterson either extreme,
itisknownasasingle-print buying/selling tail. The presence
of suchatail indicatesastrong reaction by theother-timeframe
traders. Inthiscase, both single-print buying and selling tails
are present. Since both are very short — only threeletters—
the response from the other-timeframe traders was very
strong. The buying tail represented by the three | periods
shows that the other-timeframe buyer responded quickly to
lower prices. Conversely, thethree Bsat thetop of theprofile
indicates that the other-timeframe sellers responded quickly
when the prices were above value.

represents trading prior to the open.

RECOGNIZING

DIFFERENT DAYS

Now that you know how a profile develops, it's time to
examine the different types of days you might encounter.
There are several typesof profiles, and you should be ableto
recognize the shapes associated with the different types of

FIGURE 3: PROFILE OF ANORMAL DAY. A
wide initial balance and a relatively balanced
market characterize a normal day. The TPOs
are represented by DEFGHIJK. The Y period
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VALUE AREA CALCULATION
VALUE AREA CALCULATION Oct. 99 crude oil, 8/24/99
Value area can be calculated using either volume or time price opportu- A 2165 c
nity (TPO) count. Here’s the calculation using the TPO count: gigg SE
2162 BCDE
1 Count the total number of TPOs, including single prints. 2161 BCDE
2 Calculate 70% of this number. ﬁgg gggg
3 ldentify the point of control (the longest line of TPOs closest to the center 2158 BCDEJ 9 T
of the range) and note its TPO count. 2157 BCDEFJK <
4 Addthe TPOs of the two prices above and below the point of control. The w gigg ggggigﬁl‘ij ﬁ w
TPOs of the two with the greater number should be added to the TPOs g 2154 BCDFGHIIKL <
of the point of control. é 2153% BCDFGHIJKL 20 '-:')J
5 Continue this process till the total number of TPOs counted reaches W oo . 2
70% of the total number of TPOs. 5 2150 BCFGHIKL® =
o 2149 BCFIKL 14 J
The same methodology can be used to calculate the value area using ;iig gﬁF'KL g
volume. See sidebar Figure 1 for the application of the calculation. 2146 BIL
2145 BIL
Total TPOs = 131 ﬁﬁ g:
70% of 131 = 91.7 B b
TPOs of the point of control =11 2141 BI
TPO count: 11 +20+ 18 + 16 + 14 + 9 + 6 = 94 | -
Value area = $21.48 to $21.59
_J.G. SIDEBAR FIGURE 1: VALUE AREA CALCULA-

TION. The value area is calculated using the
TPO counts at price levels above and below
that level with the most TPOs.
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NORMAL VARIATION OF TREND DAY DOUBLE-DISTRIBUTION DAY
A NORMAL DAY Sept. ‘99 soybeans (CBOT), 8/23/99 Oct.*99 crude oil (CEC-NYM), 8/31/99
Sept. ‘99 soybeans (CBOT), 8/27/99 e " 2230 6\
4682 G 4662 K 2225 G \
4680 GK 4660 K 2224 GKL \
4674 GK* 4656 JK* 2223 GKL |
4670 GK 4654 JK 2222 oKL |
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4662 EGHIJK 4650 JK 2220 oKL |
4660 EGHIJK 4646 J 2219 GKL '\
4656 EGHIJK 4644 J 2218 GIKL |
4654 EFGHIJK> 4640 J 2217 GIKL
L 4652 EFGIJK 4636 J 2216 GIKL
O 4650 EFGIJK 4634 J 2215 FGIKL \
§ 4646 EFIJK 4630 J 2214 FGHIKL |\
o 4644 EFIJK 4626 J 2213 FGHIKL |
| 4642 DEFIJ 4624 N 2212 FGHIIL |
O 4640 DEFIJ 4622 2211 FGHIIL |
O’ 4636 DEJ 4620 Fl 2210 FGHIL* |
0 4634 DEJ 4614 FHI 2209 FGHIJL
4632 D W 4612 FGHI 2208 FGHIIL
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4616 D O 4600 FGHI < 2203 Fl
4614 YD X 459 Al X 20 E “
4612 Y O 4504 FI E)J 2201 F A\
4602 Y 4590 F T 20 BF '\
4586 F o 219 BF \
FIGURE 4: NORMAL VARIATION OF A NOR- 4584 DF 2198 BDEF \
MAL DAY . The profile indicates activity during o D7 ig; SEBEE \‘
the early trading hours followed by a range jggg BE 2195 BCDEF |
extension. This implies that the other- 4574 YDE 2194 BCDEF |
timeframe trader entered the market after 4572 YDE 2193 BCDEF !
watching it for a while. D represents the first 4570 YDE 2192 BCDEF !
half-hour period. The Y period represents trad- 4566 YDE 2191 BCDEF ,'
ing prior to the open. 4564 YDE 2190 BCDEF |
4562 YDE 2189 BCDEF
4560 YDE 2188 BCDEF
4554 YDE 2187 BCDE
i 4552% YD 2186 BCDE
dayg. To dc_) so, however, will s bt el = /’
requirepractice. Onceyou do, you 4544 D 2184 BCE /
can get afeel for the market. 4540 D igg SEE //
It is equally important to , 2180 B /
determine whether the buyer or FIGURE 5: STANDARD TREND DAY. Erlces 2179 g/
. . are constantly moving up and there is no 2178 g !
seller is in control in the early interest in moving them in the opposite direc- 2154 B!

trading hours. Some off-floor
traders prefer to wait till the third
time period before making any
trades, becauseduringthisperiod,
you may see the development of avalue areaand extension
of pricesbeyond theinitial balance, both providing cluesas
to what type of day isdeveloping. If the development is not
clear at thispoint, it isagood ideato stand on the sidelines
and wait.

The normal day is characterized by awide initial balance,
which indicates that the other-timeframe trader entered the
market early. Thisisusually duetotherel easeof major newsthat
suggests either bullish or bearish signals. During the remainder
of thetrading day, the other-timeframe buyers and sellerstrade
back and forth and the market remains relatively balanced.
Figure 3 shows an example of a normal day. As mentioned
previoudly, it is rare to find a norma distribution in Market
Profile, and hence a“normal” day is not particularly normal.

A more common occurrence isthe “normal” variation of a

tion.

FIGURE 6: DOUBLE-DISTRIBUTION DAY . Here,
two distributions are identified, indicating that
the other-timeframe trader found prices to be at
an unfair value and aggressively moved prices

normal day, which higher to another value area.

isalsoidentified by
activity during the
early hours of trading. What makes this different from a
normal day is that the other-timeframe trader enters the
market after standing on the sidelines for a while. Note in
Figure 4 how, during the fourth time period (represented by
G), the range is extended beyond the initial balance. This
indicates that the other-timeframe has found an opportune
price level and entered the market aggressively. During the
remainder of the day, trading activity occurs between the
other-timeframe and day-timeframe traders. A new balance
areawill usually be formed.

Another typeisthetrendday. Therearetwotypes: standard
and double-distribution trend days. Trend days are especially
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useful in indicating price

S NIELEND DAY direction. Figure 5 gilvssan

Sept.'99 T-bond (CBOT) day, 8/26/99 - H9 9
example of a standard trend

11624 B T .

11623 o day price is f:onslstently

11622% $ABL rising and thereisno interest

e e in moving it in the opposite
11620 $ABLM* . . . .
O 11619 $BKLM direction. The profile is
Z 1618 SBEKLM usually narrow, with no time
0 i $BDEFKL iod containi h
L 11616 Z$BDEFKL period containing more than
O 11615 Z$BCDEFJKL five Tpos. The other-
o 11614 Z$BCDEFHIK > . . .
il Bk timeframe participant is in

11612 CDEFGHIJ control.

. GEERGH) A double-distribution day

11610 EG isdisolavedinFi 6.Y

11609 G isdisplayedinFigure6.You

FIGURE 7: NONTREND DAY . A narrow trading
range with a wide profile identifies this profile.
It is likely that traders are waiting for a news
event or economic release, or it may be a day
prior to a holiday. Here, the TPO symbols are
Z$ABCDEFGHIJKLM.

can clearly see the two
different distributions that
occurred during the trading
day. The initial balance is
represented by the B and C
Tposandisrelatively narrow,

which means that the other-

timeframeparti cipant hasnot
entered the market. The other-timeframe buyers enter the
market aggressively during F because they believe prices are
below value. This results in the prices extending to another
level. Trading between buyers and sellers occurs at this stage,
and anew balance level is established.

If you detect the formation of the double-distribution day
early, you can take advantage of some great trading
opportunities. It isimportant to watch the Tpos here between
thetwo distributions. They are usually single prints, but if you
notice them changing to double printslater during the trading
day, itisanindicationthat pricelevelsarenot being sustained
at thesecond distribution; they are, infact, moving back tothe
first distribution.

There are days when there will be no enthusiasm that you
canobserveinthemarket. Y ouwill beabletoidentify thisby
avery narrow trading range with awide profile (Figure 7); no
evidence of arange exten-sion isapparent. Thisisknown asa
nontrend day. What may be happening hereisthat tradersare
waiting for either a news event or an economic release, or it
could just be aday prior to aholiday. Usually, anontrend day
isfollowed by achangeintrend. In Figure 8, you can see that
the profile of the September 1999 Treasury bond contracts,
whichtraded on August 26, 1999, wasfollowed by adownward
trend.

There is another type of day known as the neutral day. In
thiscase, asthe name suggests, thereisnot much differencein
the perception of value between buyers and sellers. You can
see that both buyers and sellers are active by the range
extensions on either side of the initial balance. Figure 9
represents such aday. Thecloseisinthemiddle of therange,
indicating that thereisabal ance betweenthebuyer and seller.
If, however, the close was near either extreme, it may mean
that thebuyer (if it closed toward thetop) or seller (if it closed
toward the bottom) isin control.

13:47_USUS - Treasury Bond-Day Pit. Sep 93 nait.

8/26/99
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FIGURE 8: IMPLICATIONS OF A NONTREND DAY. A nontrend day is usually followed by
a change in trend. From the bar chart, you can see that the nontrend day that occurred on
August 26 was followed by a downtrend. Figure 7 also displays the profile for September
1999 Treasury bond contracts traded on August 26. Since they are from different sources,
however, the TPO letters and price increments do not coincide.

USEIT
After yougainsomeexperience
inanalyzingMarket Profile, you
should be able to recognize the
differenttypesof daysandpredict
the direction of the price. After
youunderstandhowtorecognize
thedifferent days, you will need
toputit dl in perspectiveto see
what Market Profilerevealsand
how traders can benefit fromit.
Market Profile is different
from atick chart. It combines
price, volume, and time and
organizes those factorsinto a
form that you will be able to
recognize. A tick chart gives
you anideaof therelationship
between priceand volumeat a
specific time. By observing
Market Profile, you will be
ableto visually determine the
price levels at which the
markets are in equilibrium.
Y ou will aso understand who
isin control at any giventime
and recognize when that
control shifts. This gives you
anedgeinmakinggoodtrading

NEUTRAL DAY

Oct. ‘99 crude oil, 8/24/99
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FIGURE 9: NEUTRAL DAY. Here, both buy-
ers and sellers are active and they are in
agreement on the value of the contracts.
Since the close is in the middle of the profile,
itindicates that there is balance between the
buyers and sellers.

decisions, alerting you to the possibility of a shift in the

perception of value.

The auctioning process in the marketsis similar to that of
any business: supply and demand. In the futures pits, when

CQG FOR WINDOWS (CQG, INC.)
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other-timeframe buyersand sellersconduct atransaction, the
process goes through a middieman or the day-timeframe
trader. If there is an imbalance between supply and demand,
itisthefloor trader who must bear the brunt. For example, if
there are more other-timeframe sellers than buyers, the floor
trader will befacedwithasituationwherethereisanincreased
supply but not enough demand to dispose of the contracts. In
order to restore the equilibrium between the buyers and
sellers, priceswill haveto bereduced to the point where they
will attract buying activity.

BUYING AND SELLING
Tradersreact differently toprices
2| at different times, so it is
. ;(j important to recognize the type
, of activity that is taking place.
There are two broad categories of
buying and selling activities known
as initiative and responsive.

\

Differentiating between the two is
important, and the structure of Market Profile will provide
cluesto the type of activity taking place.

To determine which activity is taking place, you must
compare the current day’ s profile to that of the previous day
(Figure10). If traderstaketheinitiativeto movepriceshigher
or lower than the previous day’s value area, the action
indicates that the activity isinitiative. If, on the other hand,
selling activity is dominant when prices are higher than the
previousday’ svaluearea, or buying activity prominent when
pricesarelower, you can conclude that responsive activity is
taking place.

Comparing the current day’s profile to those of previous
days enablesthe market participant to recogni ze the changes
from one day to the next and observe changes in market
participation and attempted divergence of price from value.
Such an approach will provide clues about whether the
market actionisoccurringinatrending or bracketing (trading
range) market and reveal whether movement is likely to be
met with acceptance or rejection.

Y ou can spot atrend by looking at the movement of the
value area. If it moves in one clear direction, either up or
down, you know that the market isin atrend. A bracketed
market isonein which prices move back and forth between
two price levels that act as support and resistance.

When the value area steadily moves in one direction, this
means that the movement in price is being accepted. If,
however, the value area is overlapping the previous value
area, you can conclude that the trend is slowing down and
starting tofind balance. Inabracketed market, both the other-
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FIGURE 10: RESPONSIVE VS. INITIATIVE ACTIVITY. Increased selling activity when prices
are above the previous day’s value area, or buying activity when prices are below indicates that
responsive activity is prevalent. Conversely, if increased buying activity is dominant when prices
are above the previous day’s value area, or selling activity prominent when prices are below, it
indicates that initiative activity is prevalent.
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FIGURE 11: MARKET PROFILE WITH MOVING AVERAGES. Using Market Profile in
conjunction with traditional indicators such as moving averages can supply additional
confirmation. Here, moving averages alert a sell signal earlier than Market Profile, providing
clues of a change in price direction.
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timeframe buyers and sellers are responsive. When prices
reach the top of a bracket, the seller enters and pushes them
down. Conversely, when price reaches the bottom of the
bracket, the buyer responds by driving them up.

To determinewhether amarket isbracketing or trending,
| find it useful to combine Market Profile with moving
averages. Figure 11 shows a bar chart of the September
1999 Treasury bond contracts with an overlay of the five-
and 10-day moving averages and Market Profile of August
24 t0 26, 1999.

Market Profile reveals several
factors that provide you with an
idea of the trading activity taking
place in the markets.

The moving average crossover methodology does a good
job of indicating the trend direction and revealing good
trading points. Combining it with Market Profile reveals
someinteresting points. Thecrossover of themoving averages
that took place on August 24 in September T-bondsindicated
asell signal. However, with Market Profile, we can observe
that the sell signal came too early; the profile does not
indicate that the sellers are in control. In fact, it shows the
opposite.

Since the close was above the value area, the profile of
August 24 suggests that prices were likely to rise, which is
precisely what happened. It isnecessary to determinewhether
the priceswill continue moving up. The profile of August 25
has a higher value area and a wider range than that of the
previous day. It also shows no signs of decreased initiative
activity. These factors indicate that the prices will probably
keep going up.

Ontheprofile of thefollowing day (August 26), you can
see the following:

1 Pricesdid not have much of arange and seemed to be
that of a nontrend day. As mentioned previously, a
nontrend day is usually followed by achangein trend.

2 Pricesdid not go above the high of the previous day.
Thevaueareadevel oped withinthat of thepreviousday.
4 Moving averages indicate an even sharper downturn.

w

The bar chart on Figure 11 shows that prices decreased
sharply after August 26, 1999, suggesting that they hit a
resistance level.

CONCLUSION

Market Profile reveals several factors that provide you with
an idea of the trading activity taking place in the markets.
Monitoring the market action will enable you to determine
the type of day that is devel oping, whether a price trend has
started, what the value areais, the type of activity (initiative
or responsive) taking place, whether theactivity iscontinuing
or changing from the previousday, and whether themarket is
trending or bracketing. Combining Market Profile with
indicators such as moving averages can help you create a
successful trading strategy. Next time, I'll show you more

ways to apply it.

Jayanthi Gopalakrishnan is a Saff Writer for Stocks &
Commodities magazine.
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