Introduction to Donchian Channels

In my testing of thousands of trading ideas over more than 25 years of technical analysis, one of the
most effective approaches is to buy meaningful support and sell significant resistance. Many traders
hand draw their key support lines (where the stock has recently held up before) and also note a
security's overhead resistance (where sellers have emerged in the past).

| find Rlchard Donchian's innovation of Donchian Channels can save a lot of time and effort to
automatically mark the relevant support and resistance over any given “lookback” period.

| like to use a shorter-term Donchian Channel in the context of the longer-term trend. One of the
breakthroughs in trading Donchian Channels for me occurred when | realized that trades performed
better when | bought support in an uptrend while selling resistance in a downtrend.

Many traders have been gored in recent years trying to pick a top in the bull market, when it's much
easier to buy the pullbacks in the uptrend until the long-term trend shifts to the downside. And there
are always plenty of stocks in downtrends too which in turn can set up plenty of bearish opportunities as
well. You just have to know where to look.

Most comforting of all, | tested my modified Donchian Channel approach on the Dow Jones Industrial
Average over the last 90 years on TradeStation. | figure that while recent history may be a better gauge,
it can't hurt to see if the method works in other bull, bear and sideways periods. And as you'll note in
the charts below, the results were well beyond my expectations:
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Past performance is no guarantee of future results. Backtest does not include commissions.

Even more impressive, while the Dow Industrials hit a peak around 400 in the Roaring Twenties, then
crashed to 41 in the depths of the Great Depression, you know it's been a massive bull market overall
since then. With the Dow around 18,000 these days, you'd think that this would only work over time on
the bull side. But as the chart below shows, bearish trades made good money too with the BigTrends
Donchian Channel system! In fact, the size of winners vs. losers was even bigger on average on bear
moves, meaning you can expect more dramatic gains quickly when you are right on bearish signals.
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Past performance is no guarantee of future results. Commissions not included. Also note that technically

you cannot buy the Dow Jones Industrial Average (DJIA) directly, so you should focus not on the dollars

(which are backtested based on theoretically buying or selling 100 shares on each signal), but rather

focus on the principle that money can be made on both sides of the market, even in a long-term

uptrend.

You can see another important lesson in the above data. It doesn't take a high winning percentage to

make a lot of money in the markets if you can get more out of your winning ideas while cutting your

losers relatively quicker. Many traders are under the mistaken impression that they need win rates of

70% to 80% to make money consistently. The reality is that trend-based systems that offer you good

risk/reward entry points can be very effective, as they will gain typically twice what they lose. That 2-to-

1 ratio is what | usually look for in evaluating new trading opportunities.



A Bullish and Bearish Example

| translate my Donchian Channel system into specific options trades via my Afternoon Channel Trader
alert service. I've adapted to now send these alerts on Friday afternoon before the markets close, so
subscribers can get a jump on the action before a potential gap on Monday morning. But even for those
who don't see the trades on Friday, there is often still a chance to enter the trades the next day on
Monday just after the markets open.

Because there are bull and bear markets happening in individual stocks all the time, I've grown fond of
the "pair trading" approach using Donchian Channels. Most every week I'm able to find both a new
bullish call option to buy near support, while also buying a put option on a different stock after a bounce
into resistance. This helps reduce general market risk, as | then care more about how each stock is
behaving relative to its short-term Donchian Channel.

Here's an example of an alert | issued on Friday afternoon March 13" 2015:

March 13, 2015
1:45 PM EST

BTO the Amgen (AMGN) March (Week 4) 150 Call (AMGN 150327C150) at 4.80 or better
Stop on an intraday trade under 3.35

Target 6.25 on the first half position

Also,

BTO the Pandora Media (P) April 18 Put (P 150417P18) at 2.00 or better
Stop on an intraday trade under 1.40

Target 2.60 on the first half position

Trade Well,
Price Headley



The Amgen (AMGN) bullish trade was based on the stock holding support near 153, with an official
intraday lower Donchian Channel reading at 152.58. When | saw this biotech stock holding there amid a
down market, | realized it was no longer wanting to drop and was ready to rally. The short-term upper
Donchian Channel target was 161.48, and the stock blasted up there on beyond the following Monday,
for a 70% gain in just 2 trading days.

Amgen (AMGN) Daily Chart with Donchian Channel Buy Signals
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Meanwhile, online streaming music provider Pandora (P) has just bounced up showing off a pattern that
| call the "one day wonder". The stock would have these massive 1-day (or yes, sometimes 2-day) rallies
that looked like quick bursts of short covering (the bears rushing to buy back their positions to protect
profits). These brief sharp rallies told me that the risk/reward was right for a bearish put purchase,
betting on the stock dropping back down. For Pandora shares, the initial drop came the next trading day,
and we booked half our position at a +30% gain. From that point, | start tightening my stop on the rest
of the position and we exited the 2nd half for a +7.5% gain. So while the whole trade averaged about
+19%, the key is that we reduced risk but gave our subscribers a chance to catch a bigger pay day, while
protecting profits nicely.

Pandora (P) Daily Chart with Donchian Channel Sell Signals
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Conclusion

You can see that while there will be trades where you stop out quickly if the support or resistance is not
holding as expected, you can create very attractive lower risk and higher reward trade setups using
Donchian Channels the BigTrends way.

Feel free to contact us if you'd like more information on the Afternoon Channel Trader alert service,
either via email at clientcare@bigtrends.com or call us toll-free at 1-800-BIGTRENDS (800-244-8736).




