
Here's a new oscillator that helps to solve the problem of risk 

management in rule-based trading systems by helping you 

anticipate consolidation periods when an indicator may beHer serve 

as a sign you should stay flat rather than initiate another trade • 

• 
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BY DAVID SEP IASHVILI 

isk management is a 
stum blin g b loc k of ma n y 
rule~based tradi ng st rategies. 
Even if you select excellent 

stocks fo r trading, [0 preserve both 
your initial trad ing capi tal and accu~ 
mulated profit, some risk control tools 
are necessary. Here, we'll discuss one 
of those risk control tools, the direc~ 
tional divergence indicator (001) . 

The 001 is designed to moni to r 
potential risk and return in a simple 
and effective way. It makes the price 
performance eas ie r to interpre t, as it 
reflects nOt o nl y the change of th e 
price in re lation to its starting poi nt 
within the given semi~cycle, separated 
out by any trading rule, but also indi­
ca tes a co n ve rge n ce/d i vergence 
between the genera ted reversal signal 
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and accual price change directions. 
The 001 provides a new way of iden­
tifying promising trading opporruni; 
ties, and timely determining entry and 
ex it poi nts. It a lso can be he lpful in 
tes ting and compa rison o f different 
securit ies and trading ru les. 

The distinctive feature of the DOl's 
approach consists of prelim inary seg; 
mentatio n of the stock market time 
se ries into loca l semi ;cycies by an y 
trading rul e , with further impro ve; 
ment of its accuracy by semi ~cyde ori ; 
ented e rror detect ion and correc tion 
methods. S uch a two;step procedure 
d rasti ca ll y reduces risk and mak es 
trading decisions more re liable. 

The dete rminati o n o f turn ing 
points and segmentation of raw data 
can be achieved by such popular trad-

ing ru les as mov in g 
ave rage c rossove rs, 
moving average can; 
vergence;di vergence, 
stochastics. the re la; 
ti ve strength index. 
rate-of-change ana ly­
s is, c tc. The initi a l 
goal is to segment the 

marke t time series data into up and 
down semi;cycies using a con vention; 
a i, we ll ; mastered technique. The sec; 
a nd step of the app roach can be a 
major challenge. 

001 CALCULATION 
The 001 is based on the cumulative 
price change (ere) indicaror, which 
es timates the st re ngth o f price 
changes within the extracted se mi ~ 

cycles. The ere is calcul ated as a 
Slim of differences between the cur; 
rent a nd previo us prices o ver the 
given semi -cycle . Unlike a conven­
t ional rate;of-change indica tOr tha t is 
calculated over a window of data with 
a mov ing starring point and a preset 
constant estimat ing pe riod , the epe 
has a fixed sta rting point and, the re~ 



fore, a va riable es timating period. The 
sta rting point and estimating period 
are determined by reversal signa ls tha t 
are generated by a given trad ing ru le . 

For example, if t he curren t semi ~ 

cycle was dete rmined to have sta rted 
10 days ago, the epe will be ca lcu lat­
ed based on the price of that day. It 
wi ll co n t inu e (Q be based o n th a t 
price as t ime goes by, umi l the re ver~ 
sa l signa l determines a new semi ~cyclc 

has begun . 
The epe can be expressed in abso­

lu te o r in pe rce ntage fo rm a t. 
Perce ntage epe displays the di ffer­
ence between curren t pri ce and the 
price in the starting point of the given 
semi ~cycle as a percentage of the s ta rt~ 

ing price. The main advantage of the 
percentage epe is it permits the ana l ~ 

ys is to co m pa re th e stre n gth o f 
changes in d ifferent securities, regard, 
less of thei r absolute price levels. 

The DOl, in turn, reflects not only 
the change of the price in re lat ion to 

its s ta rring po int wi thin the give n 
se mi ,cycl e , ex tracted b y a g ive n 
t rading rul e, bu t a lso the conve r' 
gence/d ivergence between directions 
of the reversa l signa l and the actua l 
pr ice movement. The DOl compares 
the reversal signa l and th e epe to 

dete rmine when it is appropri a te to 

enter the trade. 
Th e DDI measures whethe r th e 

price and indicator movements match 
or don't match , sorts them and depicts 
the resul ts in a standard oscillato r for, 
mat. If the d irec t io ns o f th e pri ce 
change and the reversa l signa l con~ 

verge - that is, they move togethe r 
- the pe rcentage differences between 
th e current pri ces and the prices a t 
the starting points of the semi ~cycles 
are plotted above a zero line as posi, 
ti ve va lues. If th e pr ice direc ti o n 
d ive rges from the d irecti o n of the 
reversal signal, the percen tage d iffer, 
ences are plotted below a zero line as 
negat ive values. 

READING THE 001 
The inte rp re t a ti o n o f t h e DO l is 
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AN APPLE A DAY 
The CPC and 001 Indlcatars are usn here to determine the 01 \lie 
10- and 4O-perlod EMA crossoY8r OR AAPL. The DOl helps mate a dedsiOR H the gIten 
reversal Is \lie beginning 01 a deYe\otIIng trend or just a trap. a false start. It also 
estimates the perlormaJIW 01 de,e\oplng trends In tbe 

,..,...... ... .... 
28 I , 
26 

APPl, ' .. 1" . _. 

,.... .. ..- .......• . .. . .. 
2' 

f····- ............ I·· .... . 22 I 

•• • •••• 20 

• . 1.. '.. • ' •. ". .... ... .. . . .. . 18 

. . .... 16 

.. . .. - 14 

.•. .. ._. - . -. '.. .. .. . ... . . , . ' .. 12 
5<) 

t· ...... .... .. . .. 
•• . ......... - .. . CPC t·· ... . ... • " 10 

...... , ..... 
..... _ .. 

....... 
.... , .. 
•• • ~ ..... , ... . .... . + 

-..... -

. . . .. -... . . 
. . ... .. . ... .... . _... . 

•• 

. . ... 

o 
-10 

. . 5<) 

5<) 

...... f . .. . . ....... . ... ,.. ...... .-

" 
" o 
·10 

.. . ·30 
••• • • • • . .. 

. .. . . . . . ... , . . 
•• .•... .5<) 

(19·01 12·01 OH2 06·02 09·02 12-02 OH3 1)6·03 09·03 

s t ra ightforward . Pos iti ve va lues 
denote that the price change d irec, 
tion matches the reversal signa l direc, 
tion ; this can be considered prom ising 
fo r the con t in ua tio n of th e curren t 
trend. Negative values denme a di ver~ 

gence be tween price and the ind ica, 
to r; thi s ca n be taken as a warning 
sign that the re is enhanced risk in a 
curre n t posi ti o n . Th e 001 he lps a 
trad e r dec id e wheth er a pa rti cul a r 
reversal, generated by a trad ing rule, 
should be qualified as a start of poten­
tial trend, or whe ther it should be rec, 
ogni zed as a signa l o f unp rofitab le 
transit ion , or conges tion phase. 

T his inte rp reta tion is based on fre~ 

quem observat ions in a stock market 

t ime seri es. The readings of d i ve r ~ 
gences afte r two po ints fro m when a 
reversal signal was genera ted are valid 
in more than 70% of the cases. If you 
apply more rig iJ ru les, the reliability of 
the criteria will increase to above 80%. 

For a trader it is important not only 
as an identification of promising trad, 
ing oppo rtuniti es and t iming entry 
and ex it poin ts , but as a con tro l of the 
current va lues of potent ia l profit and 
losses. The DOl can help if we inter­
pret its positi ve va lues as profit , and 
its nega t ive va lues as losses. In th is 
sense, the DOl could be described as a 
profit/ loss control indicator. 

By way of illustration , "A n apple a 
day" {above} shows the DOl applied 

www-futuresmag.com I June 2004 51 




