LEARNING MADE EASY

5th Edition

Day Trading

dummies

A Wiley Brand

Ann C. Logue, MBA

Author of Hedge Funds For Dummies






dummies

A Wiley Brand






Trading

5th Edition

by Ann C. Logue, MBA
Author of Hedge Funds For Dummies

dummies

A Wiley Brand



Day Trading For Dummies®, 5th Edition

Published by: John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030-5774, www.wiley.com
Copyright © 2024 by John Wiley & Sons, Inc., Hoboken, New Jersey
Published simultaneously in Canada

No part of this publication may be reproduced, stored in a retrieval system or transmitted in any form or by any
means, electronic, mechanical, photocopying, recording, scanning or otherwise, except as permitted under Sections
107 or 108 of the 1976 United States Copyright Act, without the prior written permission of the Publisher. Requests to
the Publisher for permission should be addressed to the Permissions Department, John Wiley & Sons, Inc., 111 River
Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or online at http://www.wiley.com/go/permissions.

Trademarks: Wiley, For Dummies, the Dummies Man logo, Dummies.com, Making Everything Easier, and related
trade dress are trademarks or registered trademarks of John Wiley & Sons, Inc., and may not be used without written
permission. All other trademarks are the property of their respective owners. John Wiley & Sons, Inc., is not
associated with any product or vendor mentioned in this book.

LIMIT OF LIABILITY/DISCLAIMER OF WARRANTY: WHILE THE PUBLISHER AND AUTHORS HAVE USED THEIR
BEST EFFORTS IN PREPARING THIS WORK, THEY MAKE NO REPRESENTATIONS OR WARRANTIES WITH RESPECT
TO THE ACCURACY OR COMPLETENESS OF THE CONTENTS OF THIS WORK AND SPECIFICALLY DISCLAIM ALL
WARRANTIES, INCLUDING WITHOUT LIMITATION ANY IMPLIED WARRANTIES OF MERCHANTABILITY OR
FITNESS FOR A PARTICULAR PURPOSE. NO WARRANTY MAY BE CREATED OR EXTENDED BY SALES
REPRESENTATIVES, WRITTEN SALES MATERIALS OR PROMOTIONAL STATEMENTS FOR THIS WORK. THE FACT
THAT AN ORGANIZATION, WEBSITE, OR PRODUCT IS REFERRED TO IN THIS WORK AS A CITATION AND/OR
POTENTIAL SOURCE OF FURTHER INFORMATION DOES NOT MEAN THAT THE PUBLISHER AND AUTHORS
ENDORSE THE INFORMATION OR SERVICES THE ORGANIZATION, WEBSITE, OR PRODUCT MAY PROVIDE OR
RECOMMENDATIONS IT MAY MAKE. THIS WORK IS SOLD WITH THE UNDERSTANDING THAT THE PUBLISHER IS
NOT ENGAGED IN RENDERING PROFESSIONAL SERVICES. THE ADVICE AND STRATEGIES CONTAINED HEREIN
MAY NOT BE SUITABLE FOR YOUR SITUATION. YOU SHOULD CONSULT WITH A SPECIALIST WHERE APPROPRIATE.
FURTHER, READERS SHOULD BE AWARE THAT WEBSITES LISTED IN THIS WORK MAY HAVE CHANGED OR
DISAPPEARED BETWEEN WHEN THIS WORK WAS WRITTEN AND WHEN IT IS READ. NEITHER THE PUBLISHER
NOR AUTHORS SHALL BE LIABLE FOR ANY LOSS OF PROFIT OR ANY OTHER COMMERCIAL DAMAGES, INCLUDING
BUT NOT LIMITED TO SPECIAL, INCIDENTAL, CONSEQUENTIAL, OR OTHER DAMAGES.

For general information on our other products and services, please contact our Customer Care Department within
the U.S. at 877-762-2974, outside the U.S. at 317-572-3993, or fax 317-572-4002. For technical support, please visit
https://hub.wiley.com/community/support/dummies

Wiley publishes in a variety of print and electronic formats and by print-on-demand. Some material included with
standard print versions of this book may not be included in e-books or in print-on-demand. If this book refers to
media such as a CD or DVD that is not included in the version you purchased, you may download this material at
http://booksupport.wiley.com. For more information about Wiley products, visit www.wiley.com.

Library of Congress Control Number: 2024930151

ISBN 978-1-394-22756-3 (pbk); ISBN 978-1-394-22758-7 (ebk); 978-1-394-22757-0 (ebk)


http://www.wiley.com
http://www.wiley.com/go/permissions
http://Dummies.com
https://hub.wiley.com/community/support/dummies
http://booksupport.wiley.com
http://www.wiley.com

Contents at a Glance

Introduction..................... 1
Part 1: Getting Started with Day Trading...................... 5
cHapTER 1: Doing Day Trading Right . ... 7
cHAPTER 22 Introducing the Financial Markets. ......... ... et 19
cHAPTER 3: Assets 101: Stocks, Bonds, and Commodities.............covvvvn.. 39
cHAPTER 4: Assets 102: ETFs, Options, and Derivatives ........................ 57
cHAPTER 5: Assets 103: Currenciesand Crypto . ....ooviveee et 71
cHAPTER 6: Increasing Risk and Potential Return with Short Selling

AN LV A . o v vt i ettt e 85
cHAPTER 7: Managing Your Money and Positions .. ..., 101
cHAPTER 8: Planning Your Trades and Trading Your Plans .................... 117
Part 2: Developing Your Trading Strategy................... 135
cHAPTER 9: Picture This: Technical Analysis ...... ..., 137
cHAPTER 10: Following Market Indicators and Tried-and-True Day Trading

R U= 1= =4 1= P 159
cHAPTER 11: Al or DIY: Eliminating Emotion with Program Trading .............. 179
cHAPTER 12: Day Trading for Investors ....... ...t 201
CHAPTER 13: Researching Research Services ........... ... .. 213
cHAPTER 14: Determining Your Profit and Your Profit Potential ................. 231
Part 3: Taking Your Trading Beyond a Hobby............... 253
cHAPTER 15: Setting Up Day Trading Like a Business ......................o.... 255
cHAPTER 16: Regulation Right Now. . ... e 281
cHAPTER 17: Taxes for Day Traders .. ...oovi i 299
Part4:ThePartofTens.................................. 319
cHAPTER 18: Ten Good ReasonstoDayTrade .........ccovviviiiiiiinnnn,. 321
CHAPTER 19: Ten (or So) Good Reasons to Avoid Day Trading. .................. 327
cHAPTER 20: Ten Common Day Trading Mistakes . ............ccooviiiiieo... 333
CHAPTER 21: Ten Tested Money-Management Techniques..................... 339
Appendix: Additional Resources for Day Traders.......... 345






Table of Contents

INTRODUCTION ... e 1
ABOUt ThISBOOK. ... 2

Foolish ASSumptions. . ...t i e 2
lconsUsedinThisBook ............o it 3
WheretoGofromHere ... ... ... o i 3

PART 1: GETTING STARTED WITH DAY TRADING............ 5
cwaerer: DoOiNg Day TradingRight................................. 7
Defining Day Trading: It's AllinaDay'sWork ...................... 8
Speculating, nothedging ... 8
Understanding zero-summarkets ........... .ot 9

Being disciplined: Closing outeach night ..................... 10

Committing to Trading AsaBusiness. . ............ ... 11

Trading part time: An okay idea ifdoneright.................. 11

Tradingas ahobby: Abadidea............... ... o oL L. 12

Identifying the Personality Traits of Successful Day Traders ........ 13
INdependence .. ...ttt e 13
QUICK-WIttEANESS . . v oo e e e e 14
DeCISIVENESS. .ot 14
Understanding What Day Trading IsNot. ........................ 15

s notinvesting. ..ot 15
Itsnotgambling ... 16

It's not dangerous — if you use risk capital. . .................. 16

IS NOt@ASY. . vttt e 17

ciaerer 2. INtroducing the Financial Markets ................... 19
Having a Firm Grasp of How Markets Work ...................... 20
Supplyanddemand ...t 20

Exchanges versus overthecounter ................. .. ... .... 22

Payment fororderflow ........ ... . i 22
Understanding zero-sum games. .. .....iveeiin e 23

Opening an Account and PlacinganOrder....................... 24

Opening a brokerage account............c.cooiiiiiineeenn.. 24

Placing your initialorder ........ ... .. i 24

Closing outyourorder .........ouuuuneiiiiine e, 24

Takingyour cash . ... ... 25

Defining the Principles of Successful Day Trading .. ............... 25

Working with a small numberofassets....................... 25

Managing your poSitions . ........oiiii i e 26
Focusingyourattention ..., 27

Table of Contents vii



CHAPTER 3:

CHAPTER 4:

Understanding Riskand Return ......... ... iiiinn, 27

Recognizingwhatriskis........ ..o i 28
Getting rewarded for theriskyoutake ....................... 31
Grasping market efficiency intherealworld .................. 33
Differentiating Trading, Investing, and Gambling. ................. 34
Investingisslowandsteady ..., 35
Tradingworks fast. . ... 35
Gambling is nothing more thanluck ......................... 36
Managing the Risks of Day Trading. .. .........covviiiniinnn... 37
'S yoUr BUSINESS . . oot e 37
Esyourlife. . oo e 38
Assets 101: Stocks, Bonds, and Commaodities. ... ... 39
Grasping the Different ThingstoTrade . ........... .. ... . ... 39
Defining a Good Day Trading Asset . ..........oiiiiiiiineann. 40
Looking for liquidity ........ ..o iii i 40
Homing in on high volatility. ........... ... ..o i L. 42
Staying withinyourbudget ........ ... . ... . i 43
Making sure you can use margin ...........oeeeiinneinnnn... 43
Taking a Closer Look at Stocks ....... ..o, 46
How U.S.stockstrade. ... ... 46
Where U.S.stockstrade ... ..o 47
Alternative exchanges. . ... e e 49
The high-risk over-the-counter exchanges .................... 50
Dark PooIS oot e e 51
Minding Meme StoCKS. . . ..ottt 51
Banding the apestogether. ..., 52
Fearingthe FOMO effect .........ccoviiinii i, 52
Theoldpumpanddump ..ot 52
Examining Bonds. . ...t e 52
Howbondstrade....... ... ... i 53
Listed bonds. ...t 54
Over-the-countertrading. ..o, 54
Treasurydealers .. ...t e 55
Considering Commodities and How They Trade .................. 55
Assets 102: ETFs, Options, and Derivatives.......... 57
Explaining Exchange-Traded Funds (ETFs) in Plain English.......... 58
Traditional ETFS . . ..ot e 59
Strategy ETFS . ..ot 59
How U.S.ETFStrade ... ...t e 60
Being aware of therisksof ETFs . ... ...t 61
Dealingin Derivatives . ... ..ottt e 62
Getting to know types of derivatives .................. ... .... 62
Buying and selling derivatives. ..., 65

viii Day Trading For Dummies



CHAPTER 5:

CHAPTER 6:

Comprehending Arbitrage and the Law of One Price ..............
Understanding how arbitrage and market efficiency interact . . ..
Creating syntheticsecurities . ...,
Taking advantage of price discrepancies......................
Reducing arbitrage opportunities: High-frequency trading ... ...

Cashing INWith CUIrreNncy .. ... e
How currency trades. . ...t
When currenciestrade. ... ...
Meet the major and minorpairs............. .o,
Where currency trades. . ....oov it e e
Alternatives to currency trading . ...

Getting Familiar with Cryptocurrency. ........cooviiiviin ...
Bitcoin and blockchain ......... ... o
Other CryptoCUrrenCies. . .o v vt e e
Creating cryptoCUrrenCies . ..o vttt e e e e
Understanding how cryptocurrenciestrade...................
Trading crypto in traditional brokerage accounts ..............
Watching out for the risks of cryptocurrencies.................

Increasing Risk and Potential Return
with Short Selling and Leverage ......................

Understanding the Magicof Margin............ ... ..ot
Making margin agreements. ........ .. i
Understanding the costs and feesof margin ..................
Managing margincalls ...... ... o
Enjoying margin bargains for day traders.....................

The Switch-Up of ShortSelling .......... ... oot
Selling short ... oo

Inoptionsmarkets .........ooiiiiiii i
Infuturestrading. ...t
Inforeignexchange. ....... ...
Borrowing in Your Trading Business ............ccoovveiinnnnann.
Taking margin loans forcashflow .................. .. ... ...
Borrowing for trading capital. . ......... ... il
The costsof freeriding. ...

Table of Contents



X

CHAPTER 7:

CHAPTER 8:

Assessing Risks and Returns from Short Selling and Leverage ...... 99

LOSINg YOUNr MONEY . . e\ttt ettt e et e e e 99
LOSING YOUN NEIVE ..ottt et et ens 99
Managing Your Money and Positions............... 101
Setting Your Earnings Expectations .............. ... ... ... 102
Finding your expected return ..., 102
Determining your probability of ruin.................. ... ... 103
Gaining Advantage with a Money-ManagementPlan ............. 105
Minimizing damage while increasing opportunity ............. 105
Staying inthe marketlonger ............ .o i, 105
Getting out before you lose everything . ..................... 106
Accounting for opportunity costs ......... ... ool 107
Examining Styles of Money Management....................... 107
Limiting portions: Fixed fractional .......................... 108
Protecting profits: Fixedratio ............ ..ot 108
Stickingto 10 percent: Gann .......ovveiineiin e, 109
Finding the ideal percentage: Kelly criterion.................. 109
Doubling down: Martingale . ..o, 110
Letting a program guide you: Monte Carlo simulation ......... 1M1
Considering past performance: Optimal F.................... 112
Seeing How Money Management Affects Your Return............ 112
Planning for Your Profits ....... ... oo 114
Compounding interest . .....o.vvin ittt 114
Pyramiding POWer . ...t e 114
Making regular withdrawals. .......... ... ... oo, 115

Planning Your Trades and Trading Your Plans ....117

Starting to Plan Your Trades: Just the Basics, Please.............. 118
Whatdoyouwanttotrade?................ i 118
When willyou betrading? ....... ..., 119
Howdoyouwanttotrade? ............ccoiiiiiiinneinnnn.. 119
Figuring out when to buy andwhentosell................... 121
Setting profitgoals ... ... 121
Setting limitsonyourtrades ........ ..., 123
What if the trade goesWrong?. . ... 126

Closing Out Your PoSition . ...ttt iie e 128
Swing trading: Holding fordays ............ ..o, 128
Position trading: Holding forweeks . ........................ 128
Investing: Holding for monthsoryears ...................... 129

Maxims and Clichés That Guide and Mislead Traders............. 129
Pigs get fat, hogs get slaughtered. .......................... 130
In a bear market, the money returns to its rightful owners ... .. 130

Day Trading For Dummies



Thetrendisyourfriend ........ .. .. ... 131

Buy the rumor, sellthenews. .......... ... .. i, 131
Cut your losses and ride yourwinners. ...................... 132
You're only as good asyour lasttrade....................... 132
If you don't know who you are, Wall Street is an
expensive placetofindout ............. ... i, 133
There are old traders and bold traders, but no old,
boldtraders ... ... 133
PART 2: DEVELOPING YOUR TRADING STRATEGY ........ 135
cuarrero: Picture This: Technical Analysis...................... 137
Comparing Research Techniques Used in Day Trading. ........... 138
Knowing what direction your researchis..................... 138
Examining fundamentalresearch........................... 139
Looking closer at technical analysis . ........................ 140
Using Technical Analysis. .. ... e 142
First things first: Should you follow a trend or
deviate fromit? .. ..ot 143
Findingtrends ... ... o 143
Those ever-changingtrends .......... ... coiiiiiiiinn... 148
Readingthe Charts ...... ..ot i 149
Wave your pennantsandflags ............... ... 150
Not just for the shower: Head and shoulders................. 151
Drink fromacupandhandle........... ... ... 152
Mindthegap .....coviii 153
Grab your pitchforks! ...... .. ... o 153
Considering Different Approaches to Technical Analysis .......... 154
DOW ThEOIY vttt et e e 154
Fibonacci numbers and the ElliottWave . .................... 155
Japanese candlestick charting . .......... ... ... i i 155
The Gann SYSteM . ..o v it e 156
Avoiding Technical-Analysis Pitfalls ............................ 157
If it's obvious, there’s no opportunity................oooun... 157
Overanalyzingthedata. ..., 157
Success may be the result of an upward bias................. 158

cuarrer 10: FOllowing Market Indicators and Tried-

and-True Day Trading Strategies .................... 159
Psyching Outthe Markets ....... ... oo, 160
Bettingonthebuyside......... ... . o i 161
Avoiding the projectiontrap ..., 161

Table of Contents xi



CHAPTER 11:

Taking the Temperature of the Market ......................... 162

Pinpointing with price indicators. . ........... .. ... .. ... 162
VOlUME 165
Volatility, crisis, and opportunity. ............ ... 167
Measuring Money FIOWS. .. ...t 169
Accumulation/distributionindex. . ....... ... oo 170
Money-flow ratio and money-flow index..................... 170
Shortinterestratios ........c.ooiveiini i 171
Considering Information That Crops Up During the Trading Day ...172
Price, time,andsales ....... ... .. i 173
Orderbook. ...t 173
Quote stuffing . ... 174
News flows . ..o 174
Identifying Anomaliesand Traps. . ......ccoviiiv i, 175
Beartrapsand bulltraps ...t i 175
Calendareffects. ... 176

Al or DIY: Eliminating Emotion with

ProgramTrading........................................ 179
Creating Your Own Trading Program............ooveiiuneennn. 180
Figuring outwhattoautomate ......... ..., 180
Knowing the limitations of robots. .......................... 180
Looking at basic brokerage offerings........................ 181
Adding Altothe MiX .. ..o e e 181
Charmingyourchatbot. ....... ... 181
You're already behind....... ... ... 182
Programming Your Day Trading . . ........oviiiiniiiinnennn. 182
Recognizing what you wantto automate. .................... 182
Telling your chatbot all aboutit............... ... ... ..., 183
Backtesting once, backtestingtwice................. .. .. ... 185
Building on Some Standard Strategies. ........... ... . oL 186
Range trading. ......ooutiini 186
Contrariantrading. . . ....ov it 187
News trading ... ...t 187
Pairs trading . ..ot 188
Arbitraging for Fun...and Profit......... ... .. .. ool 188
Understanding how arbitrage and market efficiency interact . ..189
Taking advantage of price discrepancies. .................... 190
Scalping, the Dangerous Game. .........oiiiiiineeennnneennn. 191
Understanding Risk Arbitrage and Its Tools ..................... 192
Arbitrating derivatives ....... ... . 193
Leveringwithleverage ...... ...t 193
Shortselling ... 194
Creating synthetic securities ......... ... oot 194

Xii  Day Trading For Dummies



Examining Arbitrage Strategies........ ... .. o i 195

Convertible arbitrage ... 195
ETFarbitrage ...t 196
Fixed income and interest-rate arbitrage .................... 196
Index arbitrage. . ... 197
Mergerarbitrage ... e 198
Option arbitrage . ....ovviit i e 199
Being Aware of Those Pesky TransactionCosts .................. 200
cuaerer 12 Day Trading for Investors ............................. 201
Recognizing What Investors Can Glean from Traders............. 202
Being disciplined . ... 202
Actively looking atabroad market.................. ... ..... 203
Dealing with breaking news and breaking markets............ 203
Setting targetsand limits........... ... o i, 204
Judging executionquality...........o i i 206
Applying MOmMentum .. ... e 208
Earnings momentum ....... ..ot e 208
Pricemomentum. ...... .o i 208
For investors only: Momentum-research systems............. 209
When an Investor Should Consider Trading . .................... 211
The idea has ashortshelflife .......... ... ... iiiiaL. 211
Your research shows you some trading opportunities......... 212
You see some great short opportunities..................... 212
cuaerer 13: Researching Research Services ...................... 213
Understanding the Trade of Trading .......... ... .o, 214
Enjoying freebies from the exchanges and the regulators. .. ... 214
Hitting the road for conferences. ............ ... . 216
Taking training classes . ... ..ot 217
Getting the ResearchYouNeed ............ ... 220
(Price)quotemeonthat. ...t 221
Charting your strategy . .......coveiiinneiii e 222
News, newsletters, gurus, and strategic advice ............... 224
Doing Your Due Diligence ........coviiiniinii i 226
Where to startyourresearch. ..........cooviiiniiininenn.. 226
QUESEIONS t0 ASK & vt v e e e e 228

cwaerer 14: DEtermining Your Profit and Your Profit

Potential ........................... 231
Before You Trade: Testing Your System. ..., 231
Backtesting. . ... 232
Simulationtrading. . ...t 234
Backtesting and simulation software........................ 236

Table of Contents xiii



Xiv

During the Day: Tracking Your Trades .. ........coiveviinaenn. 237

Setting up your spreadsheet . ........... .o, 238
Pulling everything into a profit and loss statement............ 238
Keeping atradingdiary.........ccooiiiiiiin .. 239
Automating your trading diary ......... ... i 240
After You Trade: Calculating Overall Performance................ 242
Reviewing typesofreturn ........ ... . oo, 242
Calculating returns . ..ot 243
Determining therisktoyourreturn............ ... ...t 247
Using benchmarks to evaluate your performance............. 249
PART 3: TAKING YOUR TRADING BEYOND A HOBBY..... 253
cuarrer 1s: Setting Up Day Trading Like a Business ............ 255
Planning Your Trading Business . .........cooviiiniinnneenn.. 256
Setting your 80alS ... oot 256
Findingvolatility. ... 257
Fixing hours, vacation, and sick leave. ....................... 258
Investing inyour business ... 258
Evaluating and revisingyourplan.......... ... ... ... .. ... 259
Choosinga Brokerage. ...t 259
Getting proper pricing . ...t e 260
Evaluating types of platforms ............... . ... .. 261
Counting out COMMISSIONS ..o vttt 261
Discussing Brokers forDay Traders..........c.ccovvviiinneennn. 262
Brokers for stocks and a bitoftherest ...................... 262
Brokers for optionsand futures . ............ .. ... 266
Brokers for foreign exchange .......... ... . ... .. . 267
Being Aware of Brokerage Scams. ..., 268
Setting Up Your Trading Laboratory. .......... ... .o, 268
Where to sit, wheretowork. ...........cooi i 269
Counting on your COMPUter . ......vutieineiin e, 269
Seeingitonthebigscreen........ ... i, 269
ConnectingtothelInternet..............o i, 270
Staying virus- and hacker-free.............. ... .. oo il 270
The department of redundancy department:
Backingupyoursystems . ...t 271
Getting Mobile withthe Markets. ............ ... oo, 272
Controlling Your Emotions. ... 272
Dealing with destructive emotions............. ..., 273
Havinganoutlet. ... ... 276
Setting Up SUPPOrt SYStemMS . . ..ottt 278
Watching your walk-awaymoney ..o, 279

Day Trading For Dummies



cuaerer 16 Regulation Right Now. .............................. .. 281

Looking Back on the Road to Regulations....................... 282
Reviewing the Regulators. . ...ttt 284
Stock and corporate bond market regulation................. 284
Treasury bond market regulation........................... 287
Derivatives market regulation........... ... . .. i il 287
Foreign exchange (forex) regulation. ........................ 289
Working with Brokers'Rules ........ ... .ot 290
Gauging suitability. .. ... 290
Making sure the moneyislegit.......... ... . oo, 291
Following special rules for pattern day traders ............... 292
REPOrtiNG taXes .« . oottt e 293
Watching Out for Insider Trading .. ...t 294
Preparing for Rule Changes in Crisis Conditions ................. 295
Taking On Partners . ...t e 296
caerera7: Taxes for Day Traders. ............................... 299
Getting the Lay of the Land: What You Need to Know
BasedonWhatYouTrade .........ooiiiiiiiinniiiineenn. 300
Commoditiesand futures ......... ... i 300
Currency trading . ...ttt e 300
OPtiONS .« ettt e 301
Stock trading .. ..ove 302
Hiring a Tax AdVISer .. ...t e e 303
The many flavors of tax experts ..., 303
Questions to ask a prospective adviser..............coovin.. 304
Doing Your Taxes Yourself. ... 305
Finding out everything youwanttoknow .................... 305
Making it easier with online tax preparation.................. 305
Identifying Income Categories You Need to Know. ............... 306
Earnedincome. . ... . 306
Investmentincome ... ... i 306
Capital gainsand 10Sses . . ..ot e 307
Miscellaneousincome ........ ..ottt 309
Tracking Your Investment EXpenses. . .......ooviiinennennen.. 309
Qualified and deductible expenses .......... ..., 310
Whatyou can'tdeduct ... 312
Recognizing the limitations . .......... ... ..., 313
Top Secret Tax Information for IRS-Qualified TradersOnly ........ 314
Mark-to-market accounting. ...t 315
Greater deductibility of business expenses. . ................. 315

Table of Contents XV



Xvi

Discussing Other Important Tax Info: Forms and Deadlines . ... ... 316

Using therighttaxforms ...... ... it 316
Paying all year: The joy of estimated taxes ................... 316
Using Self-Directed IRAS . . . ..ot e 317
PART 4: THEPARTOFTENS................... i, 319
cuarrer 13: T€N Good ReasonstoDay Trade ..................... 321
You Love Being Independent. ..., 321
You Want to Work Anywhere You Like............... ... ... ... 322
You're Comfortable with Technology........................... 322
You Want to Eat What You Kill........... ... oo it 323
You Lovethe Markets. ... ... ..o i 323
You Have Market Experience. ....... ..., 323
You've Studied Trading Systems and Know What Works for You ...324
You're Decisive and Persistent ........... ... it 324
You Can Afford to LOSE MONEY . ..ottt 325
You Have a Support System. . ...t 326
cuarer 19: T€N (Or S0) Good Reasons to Avoid
DayTrading............................ooiiiiiii, 327
You Want to Discover Investing by Day Trading. ................. 328
You Love Fundamental Research ......... ... .ot 328
You're Shorton Timeand Capital .. ...ty 329
You Like Working As Partofa Group . ...t 329
You Can't Be Bothered with the Details of Running a Business. .. .. 329
You Crave EXcitement. . ...t 330
You're IMpuUlSiVe . ...t e 330
You Love Goingtothe Casino .......cooviiiiin i, 331
You Have Trouble Setting Boundaries.......................... 331
YouWantto GetRich Quick. ... 332
The Guy on TikTok Said It Would Work .............coovin.. 332
cuaerer 20. TeNn Common Day Trading Mistakes ................ 333
Starting with Unrealistic Expectations ............... ... ... 333
Beginning without a Business and Trading Plan.................. 334
Ignoring Cash Management. ....... ...ttt 335
Failingto Manage Risk ........ ... i 335
Not Committing the Time and Money to Do ItRight .............. 336
Succumbingto FOMO! . ... 336
Switching between Research Systems...............covvvvnn... 337
OVertrading ..ottt e 337
Sticking Too Long with Losing Trades. .. .........covviiinennn... 338
Getting Too Emotionally Involved. . .......... ...t 338

Day Trading For Dummies



cuaerer 2: TEN Tested Money-Management Techniques . ... 339

Take Money offthe Table......... ... . o i 340
USE StOPS - ittt e e 340
Apply Gann's 10 PercentRule . ...... ...t 341
Limit Your Losses with the Fixed Fractional System............... 341
Increase Returns with the Fixed-Ratio System ................... 341
Follow the Kelly Criterion Formula . ........... ... .o oo, 342
Figure the Amount to Trade with Optimal F..................... 342
Measure Risk and Sizing Trades with Monte Carlo Simulation. . . ... 343
Take a Risk with the Martingale System. ........................ 343
Throw lttotheFates. ... ... i 344

APPENDIX: ADDITIONAL RESOURCES FOR DAY

TRADERS ... 345

INDEX . ... 351

Table of Contents  XVii






Introduction

lot has happened in the world since the first version of Day Trading For

Dummies came out. Mobile apps, tax law changes, and an entirely new

asset class — cryptocurrency — have changed the work of day trading.
There have also been changes in global politics and economics that have created
increased volatility, and traders love volatility. Savvy people looking for success in
day trading need an up-to-the-minute reference like this new edition to steer
them straight.

And in 2021, a group of amateur investors got together online to cause a short
squeeze in shares of GameStop that ended up strangling a hedge fund and causing
chaos in the financial markets.

Day trading is a business in which you use real money to take on the markets. If
you love the thrill of the markets and have the patience to sit and stare at a screen
for hours, waiting for the right moment to get in and get out of securities, then
day trading may be a great career option. But it has risks, too. Any day can be your
best day, but it can also put you out of business forever. For that reason, day trad-
ing requires the right psychological makeup. Good day traders are patient and
decisive, confident but not arrogant. They most certainly are not gamblers,
although day trading attracts gamblers who discover it’s a great way to lose money
from home.

Day Trading For Dummies, 5th Edition, is for people who are looking for a new
business or who simply want to supplement their investment returns with new
techniques. In this book you can find all the information you need to determine
whether you’re cut out for day trading, to lay out your home office, to research
and plan trades, and more. (And even if you decide day trading isn’t for you, you
can still find lots of sound general advice about markets, trading, and investing
strategies that you can benefit from. Plus you’ll have saved all the money you
would have otherwise invested on research and training, not to mention the
trading losses!)

A lot of people make a lot of money selling services to neophyte day traders,
claiming to be the best thing going. And maybe so — for some people. In this
book, I give a wider perspective. Instead of telling you to use a particular trading
strategy, for example, I help you research and evaluate the different day trading
methods available so that you can find one that works for you. And I also tell you
upfront that if you decide to day trade, this book shouldn’t be your only guide.

Introduction 1



About This Book

First, let me tell you what this book is not: It’s not a textbook, and it’s not a hand-
book for professional investors. Several of those are on the market already and
they’re fabulous, but they’re often dry and assume you already have a lot of
knowledge about day trading.

This book doesn’t make those assumptions. It contains straightforward explana-
tions of how day trading works, how to get started, what the pitfalls are, and what
some of the alternatives are for your portfolio and for your career. It’s designed
for you to be able to skip around and read the chapters or sections that interest
you, without having to read every word that comes before them. This book has
more than enough content to get you started — or to guide you to something
that’s a better fit for your sensibilities. If you really want to read some textbooks,
I list a few in the appendix.

Oh, and I like to think this book isn’t dry, either.

During printing of this book, some of the web addresses may have broken across
two lines of text. If you come across such an address, rest assured that I haven’t
put in any extra characters (such as hyphens) to indicate the break. When using a
broken web address, type in exactly what you see on the page, pretending that the
line break doesn’t exist. Or simply use your favorite search engine to search for
the topic yourself.

Foolish Assumptions

In writing this book, I made some assumptions about you, the reader:

¥ You're someone who needs to know a lot about day trading in a short
period of time.

3 You may be considering a career change, looking for a productive part-time
retirement activity, or bored and looking for a challenge. Maybe you just want
to know if day trading is a good way to supplement your current investment
program. Whatever your reason for considering day trading, you want to
know how to decide whether it's the right option for you.

¥ If you already know that day trading is right for you, you want to know how to
get started, from opening an account to setting up your computer monitors.
(And yep, that's plural.)
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¥ You have extra money to trade (whether it's yours or not) and you want to try
day trading techniques to goose up your portfolio returns.

¥ You have some understanding of the basics of investing — that you know
what mutual funds and brokerage accounts are, for example. If you don't feel
comfortable with that much, you may want to read the latest editions of
Investing For Dummies or Mutual Funds For Dummies both by Eric Tyson (Wiley)
and then come back here. | can wait.

Icons Used in This Book

As you read this book, you’ll see icons scattered around the margins of the text.
Each icon points out a certain type of information, most of which you should know
or may find interesting about day trading. They go as follows:

This icon notes something you should keep in mind about day trading. It may
refer to something I cover earlier in the book, or it may highlight something you

need to remember for future investing decisions.
REMEMBER

more efficiently. The information can help you make better day trades or ask
better questions of people who want to supply you with research, training, and
TIP trading systems.

‘ Tip information tells you how to invest a little better, a little smarter, and a little

figure out, but plenty of things in the world of day trading can cause you to lose

I include nothing in this book that can cause death or bodily harm, as far as I can
big money or, worse, your sanity. These points help you avoid big problems.

WARNING

= I put the nonessential (but often helpful) academic stuff here. By reading material
& marked by this icon, you get the detailed information behind the investment the-

TECHNICcAL OTles or, sometimes, some interesting trivia or background information.

STUFF

Where to Go from Here

Well, open up the book and get going! If you have a particular area of interest, use
the index and table of contents to go to the topic you want. If you’re not sure, you
can either turn the page and start at the beginning or flip through and see whether
a topic catches your eye.

Introduction 3



Need more guidance than that? Then allow me to give you some ideas. You may
want to start with Chapters 1 and 2 if you know nothing about day trading. If you
need to get set up to start trading, look at Chapters 15 and 16. If you want to know
some different ways to trade, turn to Chapters 6, 7, 9, and 10. If you want to learn
the key to better trading, Chapter 8 covers trade planning. For ideas about devel-
oping strategies, whether you’re going to hold for a few minutes or several years,
go to Part 2.

In addition to the book content, you can find a free online Cheat Sheet that includes
information on accounts, definitions, indicators, and performance calculation. Go
to www . dummies.com and search for “day trading” to access this handy reference
material; you can print it and keep it by your side as you get started.

Bottom line: Anywhere you go, you’ll find interesting and useful information.
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IN THIS PART ...

Explore the basic idea of day trading: the process of
making a large number of short-term trades during a
single day.

Understand how the financial markets work.
Learn about trading stocks, bonds, and commodities.

Explore trading contracts based on other assets, such
as ETFs, options, and futures.

Find money making opportunities trading money,
whether traditional currency or cryptocurrency.

Read about the basics of markets, trades, and
strategies to help you get started — if day trading is
right for you.

Learn why managing your money makes a huge
difference in your profitability.

Discover how to plan your trades so you can trade
your plan and increase your chances for success.



IN THIS CHAPTER

» Figuring out just what day traders do

» Setting up a trading business

» Knowing what being a successful
trader takes

» Dispelling a few day trading myths

Chapter 1
Doing Day Trading Right

ooking to conquer the markets from the comforts of home? Some people can.

But day trading is a crazy business. Traders work in front of their computer

screens, reacting to blips, each of which represents real dollars. They make
quick decisions because their ability to bring in profits depends on successfully
executing a large number of trades that generate small profits. They close out
their positions in the stocks, options, and futures contracts they own at the end of
the day, which limits some of the risks. A lot can happen in a year when you’re a
day trader, increasing the likelihood that your trade idea will work out, but in a
day? You have to be patient and work fast. Some days offer nothing good to buy.
Other days, every trade seems to lose money.

The individual human day trader is up against a tough opponent: high-frequency
algorithms programmed and operated by brokerage firms and hedge funds that
have no emotion and can make trades in less time than it takes to blink your eye.
Artificial intelligence has the potential to level the playing field, but the market
will still crush unprepared players all the time.

In this chapter, I cover what day traders do, share the advantages and disadvan-
tages of day trading, list the personality traits of successful day traders, and give
you information on your likelihood of success if you choose to be a day trader. The
more you know before you make the decision to trade, the greater your chance of
being successful. If you decide that day trading isn’t right for you, you can apply
strategies and techniques that day traders use to improve the performance of your
investment portfolio.
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Defining Day Trading: It's
All in a Day’s Work
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The definition of day trading is that day traders hold their securities for only one
day. They close out their positions at the end of every day and then start all over
again the next day. By contrast, swing traders hold securities for days and some-
times even months; investors sometimes hold for years. The short-term nature of
day trading reduces some risks, because nothing that happens overnight will
cause losses. Meanwhile, many other types of investors go to bed thinking their
position is in great shape only to wake up the next morning to find that the com-
pany has announced terrible earnings or that its CEO is being indicted on fraud
charges.

Ah, but there are two — or more — sides to every story: The day trader’s choice
of securities and positions has to work out in a day or it’s gone. Tomorrow doesn’t
exist for any specific position. Meanwhile, the swing trader and the investor have
the luxury of time, because it sometimes takes a while for a position to work out
the way your research shows it should. In the long run, markets are efficient, and
prices reflect all information about a security. Unfortunately, a few days of short
runs may need to occur for this efficiency to kick in.

Day traders are speculators working in zero-sum markets one day at a time. That
makes the dynamics different from other types of financial activities you may
have been involved in. When you take up day trading, the rules that may have
helped you pick good stocks or find great mutual funds over the years no longer
apply. Day trading is a different game with different rules.

Speculating, not hedging

Professional traders fall into two categories: speculators and hedgers. Speculators
look to make a profit from price changes. Hedgers look to protect against a price
change. They make their buy and sell choices as insurance, not as a way to make
a profit, so they choose positions that offset their exposure in another market.

As an example of hedging, consider a food-processing company and the farmer
who raises or grows the ingredients the company needs. The company may look
to hedge against the risks of price increases of key ingredients — like corn, cook-
ing oil, or meat — by buying futures contracts on those ingredients. That way, if
prices do go up, the company’s profits on the contracts help fund the higher prices
it has to pay for those ingredients. If the prices stay the same or go down, the
company loses only the price of the contract, which may be a fair tradeoff to the
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company. The farmer raising corn, soybeans, or cattle, on the other hand, benefits
if prices go up and suffers if they go down. To protect against a price decline, the
farmer sells futures on those commodities. Their futures position makes money if
the price goes down, offsetting the decline on their products. And if the prices
goes up, they lose money on the contracts, but that loss would be offset by their
gain on their harvest.

The commodity markets were intended to help agricultural producers manage risk
and find buyers for their products. The stock and bond markets were intended to
create an incentive for investors to finance companies. Speculation emerged in all
of these markets almost immediately, but it was not their primary purpose.

Day traders are all speculators. They look to make money from the market as they
see it now. They manage their risks by carefully allocating their money, using stop
and limit orders (which close out positions as soon as predetermined price levels
are reached), and closing out at the end of the night. Day traders don’t manage
risk with offsetting positions the way a hedger does. They use other techniques to
limit losses, like careful money management and stop and limit orders (which you
can read about in Chapter 2).

Markets have both hedgers and speculators in them. Knowing that different par-
ticipants have different profit and loss expectations can help you navigate the
turmoil of each day’s trading. And that’s important, because to make money in a
zero-sum market, you only make money if someone else loses.

Understanding zero-sum markets

A zero-sum game, discussed in Chapter 2, has exactly as many winners as losers.
And options and futures markets, which are popular with day traders, are zero-
sum markets. If the person who holds an option makes a profit, then the person
who wrote (which is option-speak for sold) that option loses the same amount.
There’s no net gain or net loss in the market as a whole.

Now some of those people buying and selling in zero-sum markets are hedgers
who are content to take small losses in order to prevent big ones. Speculators may
have the profit advantage in certain market conditions, but they can’t count on
having that advantage all the time.

So who wins and who loses in a zero-sum market? Some days, whether you win
or lose all depends on luck, but over the long run, the winners are the people who
are the most disciplined: They have a trading plan, set limits and stick to them,
and can trade based on the data on the screen rather than on emotions like hope,
fear, and greed.
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Unlike the options and futures markets, the stock market is not a zero-sum game.
As long as the economy grows, company profits grow, which in turn leads to
growing stock prices. The stock market really has more winners than losers over
the long run. That doesn’t mean that any given day will have more winners than
losers, however. In the short run, the stock market should be treated like a zero-
sum market.

If you understand how profits are divided in the markets that you choose to trade,
you have a better awareness of the risks that you face as well as the risks that the
other participants are taking. People do make money in zero-sum markets, but
you don’t want those winners to be making a profit off you.

Some traders make money — lots of money — doing what they like. Trading is all
about risk and reward. The traders who are rewarded risked the 90 percent wash-
out rate. Knowing that, do you want to take the plunge? If so, read on and check
out Chapter 6 where I discuss risk and reward in greater detail. And if not, read on
anyway, because you may get some ideas that can help you manage your other
investments.

Being disciplined: Closing out each night

Day traders start each day fresh and finish each day with a clean slate. This daily
regimen reduces some of the risk, and it forces discipline. You can’t keep your
losers longer than a day, and you have to take your profits at the end of the day
before those winning positions turn into losers.

That discipline is important for day traders. When you day trade, you face a mar-
ket that doesn’t know and doesn’t care who you are, what you’re doing, or what
your personal or financial goals are. There’s no kindly boss who may cut you a
little slack today, no friendly coworker to help you through a jam, no great client
dropping you a little hint about their spending plans for the next fiscal year.
Unless you have rules in place to guide your trading decisions, you’ll fall prey to
hope, fear, doubt, and greed — the Four Horsemen of trading ruin.

So how do you start? First you develop a business plan and a trading plan that
reflect your goals and your personality. Then you set your working days and hours,
and you accept that you’ll close out every night.

In other words, you prepare and have a plan. That’s a basic strategy for any
endeavor, whether you’re running a marathon, building a new garage, or taking
up day trading.
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