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Using other people's trading as directional indicators
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Price movements in the financial markets result from the collective decisions of millions of investors. There are a number of useful statistics
and reports that tell you what those other market participants are doing. That information can easily be tracked and incorporated into your
own trading decisions. The three indicators of what other people are doing that | will focus on in this article are daily trading volume, insider
trading, and short interest.

On a day-to-day basis, trading volume can give you important insight about the strength of the current market direction. Volume is also an
important consideration for individual companies, but an additional resource available to look at is insider trading. Insider trading reports
can give you important clues about what those who know the company best think about the future prospects for the company. Finally,
traders that bet against individual companies by short selling their stock provide useful information that can be incorporated in your decision
making process.

Daily Trading Volume: Up, Down, and All Around

Technical traders tend to focus almost exclusively on price action. Fundamental traders rely on company and stock valuation. But trading
volume is an important indicator for understanding and forecasting price movements in the market. Everyday, millions of market
participants from small individuals to large sophisticated trading firms, signal the direction they think the market is going. They do this by
buying or selling shares. There are many statistics available that try to aggregate market information in a useful way, but | find volume both
useful and easy to use.

Volume is an under-appreciated indicator. When people ask me how the market did today, they always mean price. How much did the
Dow go up or down today? I've never (with the sole exception of our President, Len Yates ) had anyone ask me about today’s volume. Yet
volume tells as much about market strength as price movements in the Dow Jones or S&P 500. Volume, or market breadth, tells you how
meaningful the price movement in the market is.

Advancing, declining, and unchanged volume are all simple market momentum indicators. They reflect the movement of stocks on an
exchange in millions of shares. Advancing volume is the total volume for all stocks that have increased in price. Declining volume is the
total volume for stocks that dropped in price today. And unchanged volume is the total volume for all securities that were unchanged in
price. On a daily basis, | only follow the figures for the NYSE and NASDAQ. Below is an example of how they can be followed on your
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Market volume is a relative term and needs to be compared to the average daily volume of the index or stock in question. A large
percentage price change accompanied by larger than normal volume is a solid indication of market strength in that direction. But large
percentage price increases accompanied by small volumes are less likely to indicate a market direction. In fact, it may indicate a reversal is
likely in the near term.

Insider Trading: What Those In The Know Think

Many think it isn't a coincidence that corporate executives always seem to buy and sell at the right times. After all, directors, CEOs, and
CFOs have access to all the company information you could ever want. Luckily, individual investors are not left completely in the dark
about what they are doing. Insider trading records are out there for all who want to see them. The two key documents used to compile
insider trading information are Form 4 and Form 144. These are required to be filed with SEC and made available on their FreeEDGAR
website.

In legal terms, the SEC considers “insiders” to be company directors, officials, or an individual with 10% or more ownership in a company.
They are required to report any trades in the company stock within 10 days following the month the transaction occurred. For example, if an
insider sold 10,000 shares today (August 2"d) they wouldn't have to report this until September 10!, Any changes in insider holdings must
be sent to the SEC using Form 4.

Before they can be issued to the public, securities must be registered with the SEC. But there are numerous exemptions to these
registration rules that give companies the ability to issue small amounts of shares directly to people as part of a stock bonus, pension or
profit-sharing plan, as a private placement, plus a number of other reasons. These shares are “restricted”, and there are rules that govern
how they can be sold. Form 144 must be filed by insiders to announce their intention to sell these shares before they can actually be sold



to the public.

Form 144 is a notice that an insider would like to sell restricted shares, but it does not obligate them to do so. However, if the shares are
not sold within three months, the Form 144 must be amended. Usually the shares designated on a Form 144 have already been sold by the
time you see the document. They can even file Form 144 and Form 4 at the same time. That makes sense, because why would someone
go through all the paperwork of a Form 144 unless they're ready to sell? Either way, Form 144 still indicates that someone has, or expects
to, sell shares. That's useful information to keep in the back of your mind when researching a stock or possible trade.

Insider trading forms do not have to be filed electronically with EDGAR. More than 300,000 insider trading forms are filed annually with the
SEC, and 95% of them still arrive via mail. Also, there is not always a Form 4 filed that matches the sale of the restricted shares shown by
Form 144. That's because everyone with restricted shares are "insiders" by the SEC's definition. In this case, the relationship of the person
filing Form 144 is indicated as "Unknown" or "None".

Are those insider trading records really useful if the information is likely to be so out-of-date? Certainly. It is always important to know what
those with close links to the company are doing. Also, broad trends over time can become apparent using aggregate insider buying and
selling as a possible indicator. One current example would be the telecom sector, which has been particularly hard hit this past year. For
the 3 months up to June 30™, telecom executives have bought more shares than they sold. In contrast, insider sales have exceeded
purchases by 15 to 1 across all American firms during that same period.

While you can go to the SEC’s website and labor through all of a company’s filings for these forms, most major financial websites give easy
access to insider trading reports on individual stocks. You can also see the top ten companies with the largest insider purchases and sales
for the last 30 days using the MoneyCentral Top 10 Calendar / Insiders.

Short Sellers: Are they Right or Wrong?

Short selling lets investors profit from a falling stock. An investor borrows shares of the stock from his broker at the current market price
and immediately sells them. Sometime in the future, he will have to buy back those shares on the open market and repay his debt. If the
stock has since dropped in value, he pockets the difference. If the stock price has gone up, the investor loses money. In fact, the possible
losses from short selling stock are theoretically unlimited.

While there are individuals who short sell stock, it tends to be dominated by institutional traders. There are entire trading firms dedicated to
selling stocks short. They scrutinize financial statements for weaknesses, looking for potential trouble spots. They may short sell the stock
because a company is in trouble, or simply if they think the stock is currently priced too high.

All the stock exchanges track and report the short interest in each stock every month so investors can see what the short-sellers are up to.
A high (or rising) level of short interest means that many people think the stock will go down. This is a sign you should check out the
company and current news carefully before placing any trades in the opposite direction. But it doesn't necessarily mean you shouldn’t bet
against them. After all, the short sellers are often wrong. In fact, since stock prices have historically gone up, they are always betting
against the long term market trend.

One interesting indicator that can be obtained from short interest reports is the short-interest ratio.

It is calculated by taking the short interest and dividing by the average trading volume. This tells you how many days it would take short
sellers to cover their positions (i.e. buy back the stock) at the current trading volume. If too many shares of a given stock have been sold
short, the days to cover can stretch past 8 or more. This can create difficulties for short sellers if there is good news that causes the stock
price to increase suddenly. They will suddenly be scrambling to buy back the shares to prevent further losses. The higher the ratio, the
more shares traders will have to buy, pushing the price up further. This phenomenon is often referred to as a "short squeeze".

Some bullish investors see high short interest as an opportunity. The reasoning goes that stocks with high short interest means they can
see how much future demand there will be for the stock. After all, the short sellers are required to replace the shares they borrowed
eventually, and any rise in price will force some short sellers to liquidate and cover their position by purchasing the stock. If a short squeeze
occurs and enough short sellers buy back the stock it can push the price even higher. That's why short seller prefer large, liquid stocks.

While short squeezes tend to occur more often in smaller cap stocks, large-cap stocks are certainly not immune. However, this is a very
difficult phenomenon to predict and execute. Buying a stock solely in the hope that a short squeeze will occur is not a good strategy.
Betting on a short squeeze is just as risky as shorting the stock in the first place. And if you see a smaller cap stock with an extremely high
short interest, chances are something is going on. My advice is to stick with using the short-interest ratio as an indicator of market
sentiment — especially for volatile growth stocks.

The NYSE short ratio is often used to determine sentiment for the overall market. This ratio takes the monthly short interest on the entire
exchange and divides it by the average daily volume of the NYSE for the last month. It therefore represents how many days of average
volume it would take for all short positions to be repurchased.

As an indicator, it combines two market forces - sentiment and demand for stock. Its simplest interpretation is that the short interest level
reflects the bearish sentiment among short sellers. lIts effectiveness is enhanced by the need for short sellers to later cover (repurchase)
those shares, making it a measure of future demand for stock as well. Again, many investors use this as a contrarian indicator, reasoning
that a high short interest ratio helps support prices. In a market decline, short sellers become buyers to lock in their profits. In a rising
market, they are forced to cover their positions, often propelling the market even higher in the attempt to limit losses.

While this short selling interest can be found by going to each of the individual stock exchanges, many websites aggregate it for all the stock
exchanges in one place. Below is a recent list of stocks sorted by their monthly short interest volume, with the highest on top:
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Conclusion: How to Begin Putting it all Together

You could easily look up this information yourself, and pick out any number of companies that might be worth some further research for a
possible trade. For example, you might notice that in addition to the telecom sector having more buying than selling by insiders, the only
recent insider trading on AT&T was a director who purchased 65,000 shares. That's a good sign. AT&T is also one of the top stocks in the
short interest list (# 16). While that indicates bearish sentiment by short sellers, they will have to buy shares eventually. If further research
shows attractive fundamental reasons to be bullish, and the stock to be fairly- or under-valued, then you would be prepared to take
advantage when a good bullish technical entry point comes along.

No single one person can move the financial markets by themselves, no matter how much money they have. Trading does not occur in a
vacuum. Indicators and reports that show you what other market participants are doing can be a valuable addition to your trading system.
Daily trading volume, insider trading filings, and short selling reports can all be used to find trading ideas you might otherwise overlook.
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