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Welcome and thank you for giving me this opportunity to explain to you
how you can make money when stocks fall.
Stocks are just 4 letters with two prices next to them that we trade to
pay the mortgage, feed our families and live a nice life. Just because we
trade profitably in a down market and sell stocks short doesn’t mean we
wish any bad will toward the companies whose stocks we short.
We don’t bash stocks we short or praise stocks we go long.
The stock market goes up and down and we profit in up and down
markets without prejudice to market direction or individual stocks. If the
overall market trend is up, we trade long. If the overall market trend is
down we trade short.
The only thing that matters is the bottom line!
By now you might know that traders have a huge advantage over investors,
especially in a declining market. I say this because everyone, investors and
traders, made money while the market was on its bullish run for the last 10 years.
But when the market stopped rising in March of 2000, investors who hung on got
crushed under the weight of a dropping stock market. Traders who pretended to
be traders but were really bull riders also got hurt, especially if they kept trying to
trade from the long side, letting short term trades turn into big time losses or
trying to pick bottoms.

Shorting Stock Graph:

Online traders who truly understand that it doesn’t matter what way the market is
moving and don’t care what way it’s moving do the best and make the most
money. If you only trade from the long side, then you don’t make squat during
market decline like we had in the last 12 months - yet the mortgage still has to be
paid. Right? So, just go with the trend and trade long in up markets and short in
down markets and know how to read a trend so you know to be trading long or
short.
The problem for most online investors and traders is that they think the only way
to make money in the stock market is to buy a stock and have it go up.
And that a rising market is good and a falling market is bad. If you can break out
of that mindset and see the market as a dynamic flowing phenomenon, you’ll see
that you can profit in up and down markets equally well.
To avoid all the problems ineffective investors and traders have and make
maximum money trading, you have to know how to read and interpret a trend
line, then apply the appropriate strategies for a bullish trend and the appropriate
strategies for a bearish trend.
To get the most out of this information, you should do yourself a favor and drop

any preconceived notions you have about trading and just understand that you
can make money in up and down markets.
The key to all this is being on top of sentiment and reading the trend. As traders,
we don’t care which way the market goes.
We stay on top of sentiment and read the trend. If the market trend is down,
primarily selling short and buying puts.
If the trend is up, we’re primarily using M.S.T.S.
(http://www.stressfreetrading.com ) for trading long, buying calls on super high
growth, momentum stocks.
All of this trading can be done in any Level I type account like Schwab, ETrade,
Datek, AmeriTrade, etc.
Our whole approach to trading is grounded in common sense and self discipline
and using trading strategies that have worked for me for 10years now.
Therefore, I use the same approach all the time.
Gauge sentiment, read the trend, look for high priced stocks, select the stocks
trending the same way, apply the strategy, use stops, take profits - that’s it in a
nutshell.
So you should know, I use stops religiously, I never let a losing trade turn into a
long term hold, I never count on the market bailing me out when I’m wrong and I
don’t fall in love with stocks or the story behind them. I take a profit when I’ve got
one and let it run if I can without trying to get greedy.
Speaking of self discipline, most of the traders I personally know are good
traders. When they screw up, it’s because they are their own worst enemy. They
know what their suppose to do but they deviate from what they know is right and
when they do, it costs them money. You can understand the best trading system
in the world. But if you lack self discipline, you won’t make it as a trader in the
long run.
Enough said?
OK, this is about shorting stocks and profiting in a declining stock market.
It is also about how to spot a declining market without being glued to a computer
all day.
When the economy is expanding and new companies are coming to market
through IPO’s and existing companies are reporting earnings growth - the stock
market will rise and share prices will go up. That would be a good time to be
trading stocks long and short, but mostly long. I highly recommend using my
Momentum Trading approach for making money on the long side
(http://www.stressfreetrading.com )

You can spot a sell-off coming when the economy is contracting and no new
companies are coming to market and the IPO market has dried up and existing
companies are reporting slower earnings growth and warning that they will not
meet analysts expectations. When this is happening, the stock market will fall
and share prices will go down.

NASDAQ Index 1999 to 2004 Showing the Great Bear and
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If so, it’s an excellent time to be trading primarily from the short side. Economic
slowdowns are natural and healthy and not anything to be feared. During an
economic slowdown, don’t be looking for stocks to buy, and don’t hold onto a
bunch of stocks unless you want to deal with the losses. Just realize when then
economy is slowing down and the media gets negative, you can still make profits
in the worst market conditions by shorting stocks.
With that in mind, I based this Short Course On Selling Short on strategies and
tactics that work best in my opinion in a down market.

The Market Sentiment:
First - Understand market sentiment with market barometers.
This is Step #1.
Sentiment, the general mental disposition of market players.
In Step 1, you’ll learn how to read some simple market barometers so you’ll know
what is really going on under the surface of the market. Not the crap you see on
CNBC, but what the powerful undercurrent really is.
This lesson will "prime the pump" so when you move on to Step #2 Understanding and Reading The Trend, you’ll know what you’re looking for in
terms of direction or bias.
Second - Understanding the overall market trend.
This is Step #2.
Understanding and Reading The Trend.
In Step 2, you’ll learn how to spot the real market trend using simple technical
analysis. I’m not a big believer in technical analysis - especially complex and
heavy technical analysis. There’s an old joke among Wall St. pro’s who say "I’ve
never met a rich technician" and that is as true today as ever. So we won’t use
TA for real buy and sell signals but we will use it to define the trend so we’ll know
to be trading long or short. We’ll also use it to focus on a stock’s points of support
and resistance.
The trend is strong and doesn’t turn easily - once an object is in motion it tends to
stay in motion. Believe me, when you read and understand this lesson, you’ll
never be in the dark about market direction again.
This is important because if you are on the wrong side of the overall market
trend, you’ll have a tough time trading. If you are on the right side of the trend,
your trading success and profits will increase dramatically.
This step will help you avoid all the financial and emotional loss traders and
investors had as they kept buying and holding or trading from the long side as
the market was dropping.
The VERY BEST Method I have come across to tell what the overall trend of the
stock market is, is to simply look at price data of the index. Simple.

Some Charts to Help:

Simply follow the crisp weekly boxes on the major stock indices to know what the
overall market trend is.
What-ever you do. DO NOT RELY on so called financial gurus to tell you what they
“think” the market is going to do. During the 2 ½ year bear market I do not think there
was a day when some Mutual fund, money manager, stock broker was saying the bear
market was done and now was the time to get back into stocks.
I laughed and simply looked at my charts.
Assuming the market is trending down, we move to Step #3.
Third - Short Selling.
Everything you ever wanted to know about how to sell short is explained
here.
What is Selling Short?
How is it done?
How can I sell a stock short when I don’t own it?

How do I profit?
What is the risk?
How do I lose money selling a stock short?
How do I protect myself?
Fourth - How To Find Stocks To Short.
After completing Steps 1, 2 and 3, you’ll know market sentiment, market trend
and how to short. Then it will be time to find stocks to sell short.
We’ll cover...
What stocks are likely to fall the hardest in a declining market.
How to use free stock scans.
Here you’ll also learn how we scanned for our killer short list and more
importantly - WHY we came up with this list of criteria for the scan.
Technical analysis as an idea generator.
Compiling your own list.
Setting Buy Stops
Fifth - Executing Your Trade
Final thoughts

STEP 1
First - Understand market sentiment with market barometers.
In order to get a handle on the market, we can take a quick glimpse of a couple
good market barometers like the Put/Call Ratio, NYSE New Lows and the
Volatility Index, the VIX.
I suggest you look at these sentiment indicators 2 to 3 times a week, just to stay
on top of it.
- Put/Call Ratio
- NYSE New Lows
- Volatility Index
Sentiment Indicator #1 - Put/Call Ratio
The Chicago Board Options Exchange (CBOE) put/call ratio indicates the
sentiment of option’s traders. Put buyers are betting that stocks will fall, while call
buyers are betting that stocks will rise. When the number of puts relative to calls
is high, that means investors are bearish. When the number of calls is higher,
that means investors are more bullish.
How To Use The Put/Call Ratio
The Put/Call Ratio is often used by the investment community as a contrary
sentiment indicator. That is, the higher the ratio, the more bullish it's considered
to be, on the theory that investors are too bearish. The lower the ratio, the more
bearish, on the theory that investors are too bullish. Generally speaking, a
put/call ratio of 0.75 or higher is considered bullish. A reading of 0.40 or below is
considered bearish. Anything in between is considered neutral.

Where you can find the put/call ratio every day for free:
Go to www.cboe.com. Once you’re there, click on the "Intra-Day Volume" link
under the "Direct Links" banner.
Sentiment Indicator #2 -NYSE New Lows
Another good sentiment indicator is monitoring the NYSE New Lows.
Occasionally monitoring the NYSE New Lows gives you a good idea how bullish
or bearish the market is.
Here is a way to quickly and easily "read" the market. By monitoring the daily
New Lows on the NYSE, you can gauge the overall health of the market.
The New Lows on the NYSE are the stocks that have traded below their 52-week
low price. The number of New Lows is significant because it is a gauge of overall
investor sentiment. If the number of New Lows is small, then that is indicative of
robust buying by the public and institutions. When the New Lows is a low
number, then it is safe to trade from the long side.
How To Use It:
As long as the New Lows on the NYSE consistently remain below 30, the market
is relatively flat to strong.
If the New Lows are consistently under 20, then we are in a very strong market,
and you should trade the market from the long side (buying stock then selling it
as it goes up).
When you see the New Lows number increasing, you will see erosion in stock
prices and you should be looking to trade the market from the short side (selling
stock first and then covering as it goes down).
Most people look at the DOW index as the best indicator of the stock market. The
DOW is simply too narrow to reflect the real equities market.
Where you can find the NYSE New Lows every day for free:
You can find the NYSE New Lows in several papers, most notably in Investors
Business Daily, and also on several web sites.
Here’s one you can go to whenever you want and get the NYSE New Lows.
Go to www.bigcharts.com
Once you’re there, click on the "BigReports" tab. Once you’re there, go down the
page. The first listing under "The BigMarket Reports" is Broad market overviews,
just to the right of that you’ll see NYSE. Click that link and you’ll see the NYSE
New Lows everyday.
Keep a tab on the NYSE New Lows in your trade journal.
Sentiment Indicator #3 - The VIX
We’ve checked the Put/Call Ratio and the NYSE New Lows so we have some
idea of market sentiment. Now let’s look at the market Volatility Index, the VIX.
Then confirm sentiment by looking at the real market trend.
The Market Volatility Index ($VIX.X). The VIX is an inverse indicator and as the
market rises the VIX falls as bullish traders buy calls. When the VIX reaches
support, the odds of a reversal increase suggesting a market reversal.
The VIX can be described as "the option market's gauge of investor fear." The

VIX is constructed by taking the weighted average of the implied volatility of
Standard & Poors 100 Index calls and puts.
The VIX doesn't measure the volatility of any individual stock or option; traders
use it as a general indicator of market volatility and sentiment.
Where you can find the VIX every day for free:
Got to www.bigcharts.com. Click "interactive charting" and type VIX in the text
box below where it says "enter symbol or key word".
Under "time frame" select 6 months.
Under "compare to" you may want to lay a composite, index or a stock’s symbol
in the chart for comparison.
Then click "draw chart."
Use the VIX as a contrarian indicator.

STEP 2
Second - Understanding the overall market trend.
Let the trend be your guiding friend and help you get on the right track.
Market Trends
Let’s start off by defining the trend. A downtrend is defined by a series of lower
daily highs and lower daily lows. You make money on a down trend by selling
short and buying puts.
An uptrend is defined by a series of higher daily highs and higher daily lows. You
make money in an uptrend by going long.
The only 2 rules you’ll ever need to know about trends are these:
Trend Rule #1
Stocks in trends follow the Crisp Boxes. Either up or down.
Stocks do trend but in a series of what we call “box” movements. I have
attached some charts to show this but the Crisp Box rule is fully detailed and
covered with articles and videos in the MomentumMembers area at:
http://www.stressfreetrading.com

The set up.
We use simple charting techniques to determine the trend.
If you’ve ever had any doubt about whether to be trading long or short, this
simple lesson will set you straight.

Charts - How and Where to Set Them Up
And How To Read Them
Stress Free End of Day Charting:
Now I'll explain how I read charts, how I set them up to read, where you can set
them up if you don't own a charting program and my thoughts on trends. We'll

also look at some current examples for clarification.
We use technical indicators to clarify a stock’s trend so we know whether or not
we should be trading long or short.
If you pull up a chart on a stock and only look at it's price, you won't get nearly as
good a picture as you would if you added some indicators.
We can see that this chart shows a decline, but we can get a better "picture" by
looking at this same charts.
Thee are two ways to short stocks with my system.
1) The riskier 1-2-3 top formation.
2) The Reverse Momentum Trading System

The 1-2-3 Topping Formation:
Here we are looking for high priced, expensive stocks that have the
“potential” to top sharply and fall. Bear in mind most stocks that are
expensive and trending upward tend to keep going. So you cannot simply
short expensive stocks or buy put options.
A fantastic topping pattern is the 1-2-3 top. (1-2-3 patterns are fully
explained in much more detail in my 1-2-3 trading book)
First the scan I use to find these stocks:

•
•
•
•
•

All time high
Min Price:
Indicator
P/E Ratio:
Volume % increase

$25
>= 2
>50
>150%

Now you will not get many stocks that show up. But the ones that do will
look like great Momentum buys, except we are waiting for a 1-2-3 topping
formation.
Check out the % Institutional holding. A very high Inst. Holding >70% tells
me if the funds start dumping this stock it will be in free fall.

Here are some charts to help you identify this pattern:

As the 1-2-3 topping pattern is the riskier of the two I recommend buying
put options on these trades as opposed to shorting the stock.

Method 2:

The Reverse Momentum Shorting System:
Here we are looking for stocks at 52- week lows that are simply trending down.
BUT we still look for expensive high priced stocks that have the potential to fall
much further.

Scanning For Shorts

Using Stock Scans To Find Stocks To Sell Short.
The scan you use to find candidates for shorting
stocks is:

•
•
•
•
•
•

1 year low
Price:
>$25
P/E
> 50
Mkt Cap:
>2.0bn
Volume % chge
>200%
Average daily volume: >500,000

High priced, expensive, liquid stocks that are in
downtrends and they have the “potential” to keep
falling.
Once I have a stock on the screener I then like to go into charts and take
a quick look as to how it looks technically.

Then I’ll go into Stress Free end of Day Charting and download at least twelve motnhs worth of
data on the stock and use the Crisp boxes to see if I can get into this stock:

For both shorting methods once you are in the trade simply keep in as long as RESISTANCE
levels hold. For those familair woth Momentumn Stock Trading System, you will see this is just a
complete reversal of that system. Instead of trailing stops below weekly support levels we now
trail BUY STOPS above weekly resisatnace levels.

I recently used a stock screen to pull up a list of stocks that returned an average
of 25% in 10 days by selling them short.
I’m about to show you the list, how I did the scan and how you can do it with the
best stock scanners on the Internet.
But first I want to be clear about something. And you need to understand the
thought process behind the scan so here it is.
Once I saw the chart set up and it showed the market in a down trend, I wanted
to think for a minute about what stocks the public would most likely sell - or what
stocks the smart money would most likely look to come after and sell short, or
what stocks the smart money would throw in the towel on and bail out of as the
market headed down - vulnerable stocks. Think about the players, what are they
going to do? We trade and profit from people’s human behavior.
When the market is in a downtrend, the dumb money either hangs on or buys
more.
Never forget that investors and bad traders have an impossible time selling
losing positions.
They rationalize away about why they should hang on or they fall in love with the
company and the story and all the B*S* and they just suffer with it rather than sell
it. Selling it would require them to face the reality of being wrong and many

people just can’t handle that. So they hang on and complain about losing money
or they get a margin call and just throw in the towel.
Or they buy more and average down thinking they can pick a bottom or they
should average down (both dumb ideas) and the smart money decides to bail out
of the stocks and or short it in size.
This is actually a good thing because when people hang on to dropping stocks
we have less competition in selling.
So I knew we were in a strong downtrend just by looking at my trade guide setup.
It clearly showed what was happening. Since I knew this, I didn’t need to listen to
any idiot on CNBC talking about "buying more at these levels" or if they liked
YAHOO at $120 they had to love it at $18. I didn’t need to read Money
magazine’s cover story about "The Best Tech Stocks To Buy Now" because the
simple truth is, when the market is going down, you make money buy shorting not trying to pick bottoms or waiting for a market turn around. Just go with the
flow- if the market is heading down, trade stocks short. If it’s going up, trade them
long. Use the guide then trade the side that yields the best results by going with
the flow - long side when the market is up, short side when the market is down.
Use caution when a downtrend is approaching support so we don’t give back
money on our short side trades. Use caution when an up trend is approaching
resistance at the upper Bollinger Band or support at the moving average.
What I did was pull up a list of stocks that I thought would have a lot of emotional
selling behind them.
The TV and news media were talking about high P/E stocks being vulnerable to a
decline because analysts were quickly revising earnings estimates down as we
headed into April’s earning’s season.
Analysts had made their earning’s estimates and published these predictions, but
as the economy slowed more they had to go back and revise estimates down.
Stocks, especially tech stocks with a high P/E ratio would be coming under
selling pressure as a slowing economy would force them to revise their earnings
down more.
Now listen up - you don’t have to know squat about high PE ratios or low PE
ratios or historical PE ratios relative to the stock market or any of that crap. All
you have to understand is, when the market sells off - high PE stocks will get
whacked.
With that in mind, I did a simple stock scan. I simply typed in the criteria I wanted
- stocks over $50 per share with a PE over 50 just for starters to see how many
stocks that screen would generate.
I generated this screen because I expected existing shareholders to bail and
smart short sellers to come after these stocks.
Here’s the list of stocks and what happened to them.
Symbol Short Price Cover Price P/L
ABI 74.5 48 34.50 profit
AIV 43.24 44 .76 loss
AMGN 73.38 66 7.38 profit
AMRI 49.86 44 5.86 profit
BEAS 45.75 30 15.75 profit
BRCD* 48.63 27 21.63 profit
BRK/B NO TRADE

CERN 55.31 42 13.31 profit
CIEN* 77.25 65 12.25 profit
CIMA 63.31 54 9.31 profit
CMCSK 43.63 45 1.37 loss
DNA 55 47 8.00 profit
DO 41.17 44 2.83 loss
EBAY* 45.38 34 14.38 profit
ENZN 64.63 56 8.63 profit
ERTS 51.81 50 1.81profit
ETM 43.53 45 1.37 loss
FRX 68.91 62 6.91 profit
GMST 51.06 43 8.06 profit
GPSI 65.25 62 3.23 profit
IFIN* 79.5 71 8.50 profit
FRX 68.91 62 6.91 profit
GMST 51.06 43 8.06 profit
GPSI 65.25 62 3.25 profit
IDPH 58 51 7.00 profit
IMPH 52.88 48 4.88 profit
ISSX* 64.13 42 22.13 profit
This scan set up the shorts from Feb 27 until about March 9, 2001 . If you look at
some of these stocks, they went a lot lower after our cover price was triggered.
This happens quite often because I usually cover on further weakness but still
end up leaving money on the table.
If you get a profit you’re happy with, take it and move on. In the next section, we’ll
look at using trailing stops and maximizing profits.
Technically
You can see technical shorting opportunities, simply by looking at any stock
through the chart program we set up at bigcharts.com in Step 2. Anytime we see
the stock running into resistance, we sell it short AFTER it hits resistance and
starts back down.

STEP 4
Making the trade.
Now that we figured out how to gauge market sentiment (Step 1), how to read
the overall market trend (Step 2), understanding short selling (Step 3), and how
to find stocks to short (Step 4), it’s time to execute the trade!
Here are the steps you take next.
1. Take the stocks you’ve selected from Step 4.
2. Look at the stocks through the chart set up we covered in Step 2 in a six
month chart for trend and a three month chart time frame for trading.
3. Note the points of support and resistance.
If the stock is in a downtrend, once it hits resistance and turns back down, you

can short it at anytime.
If the stock hits support and is moving back up, let it hit resistance and start back
down before entering your order.
Remember, once and object is in motion it tends to stay in motion. Don’t short a
stock on the way up, let it run out of gas then short it.
4. If you like it as a short, enter your order to sell at the market.
5. After you get confirmation that your order was executed (not a confirmation
that your order was received but actually executed), place your "Buy Stop" above
the price you sold it short. Exactly where you place the Buy Stop depends on
your risk tolerance. I would not place my Buy Stop more than 2 points above my
short price.
How To Ride A Winning Short Trade For Maximum Profits
After you’re in the trade, as the stocks moves down, move your "Buy Stop" down
with it ABOVE resistance as described in chapter 3.
.
Example:
Let’s say you go through the steps and want to short ABCD. ABCD is trading at
$45 per share. You place your order and get an execution at $45. Now you’re
short ABCD at $45. You place your "Buy Stop" at $47. If ABCD goes up and
trades at $47, you’ll be stopped out for a loss but it will be small.
If ABCD goes down to say $40, go to your account and change your "Buy Stop"
to say $42.50. What you’ve done now is locked in a profit on this trade. If ABCD
goes up from here, you’ll be stopped out with a profit. If ABCD drops further,
lower your "Buy Stop" and just trail it.
The next day, ABCD drops to $35. Lower your buy stop to $37, or cancel your
Buy Stop and buy ABCD at the market to cover your short. Make 10 points on
the trade and take your wife or husband to dinner.
This is how you make double digit trading profits.
At some point, ABCD will bounce and get some strength if you just let it trade up
into your Buy Stop, you will automatically make a profit and not even have to be
logged on to do it. Once you are riding a winning trade with a trailing Buy Stop,
you can lock in this profit while taking a nap or lying in the beach or taking a walk
or even while you’re in your yoga class.

Step 4
Third - Short Selling. Everything you ever wanted to know about how to sell
short is explained here.
What is Selling Short?
How is it done?
How can I sell a stock short when I don’t own it?
How do I profit?
What is the risk?
How do I lose money selling a stock short?
How do I protect myself?

All trades consist of a Buy and a Sell. The profit on all stock trades is calculated
the same way. The buy price minus the sale price = the profit. The profit or loss is
the difference between the Buy price and the sale price.
Most people trade only from the long side - that is, they buy first and sell second.
That’s a long side trade. You first buy a stock at one price and second, you sell it.
If it goes up and you sell it, the profit is the difference between the purchase price
and the sale price.
Short selling is the same only in reverse. Instead of buying first and selling the
stock when it goes up for a profit, you sell it first and buy it when it goes down for
a profit.

Long Trade
When you trade long, the first transaction is to buy the stock and the second
transaction is to sell the stock.
- Sale price = 45
- Buy price = 40
In a long trade, you profit from a rise in price and lose from a drop in price.

Short Trade
When you sell short, the first transaction is to "sell short" and the second
transaction is to "buy to cover" your short sale.
In a short trade, you profit from a drop in price and lose from a rise in price.
What is Selling Short?
Short selling is the act of selling a stock you don’t own in anticipation of it
dropping in price. Short selling can only be done in a margin account.
How is it done?
On your order entry screen of your online account, you’ll have the choices of
"buy", "sell" and "sell short". Select "sell short". If you want to sell a stock short
that you think will drop in price, you simply click sell short, enter the amount of
shares and the type of order "market or "limit" ( I prefer market orders) and enter
the order. The brokerage firm will sell the stock for you. If it goes down, you’ll
profit and if it goes up, you’ll lose.
The Uptick Rule
You can only sell short on an uptick. A "tick" is the arrow next to the last trade
you see when you look at a quote. The arrow will pint up for an uptick and down
for a downtick. You may also see it as green when it’s an uptick and red when it’s
a down tick. Or you may see the ticks listed in sequence like this...

++-+-The first 2 ticks in this sequence are plus ticks then a downtick then a plus tick
and the next 2 are also down ticks. The last trade in this sequence was a
downtick as marked by the "-" sign signifying a downtick.
The SEC won’t allow you to sell short on a downtick. I guess they think it’s OK
for investors and traders to keep buying a stock as it’s going up and up but not
OK to sell a stock short that is clearly going down. So they put the brakes on
declining stocks by only allowing short sales on upticks.
If you’re using a Level I firm like Schwab or Ameritrade or Etrade, then they will
make sure your short sale is executed on an uptick. If you use a Level II set up to
trade with, then you’ll hit the uptick yourself because you control all your own
orders.

How can I sell a stock short when I don’t own it?
Selling a stock you don’t own sounds kind of confusing but it’s not. Here’s what
happens. When you sell a stock you already have in your account, ( long), your
broker delivers that stock to the buyer’s brokerage account. When you sell a
stock short, your brokerage firm lends you the stock to sell and they deliver it to
the buyer’s broker for you just like they do when you sell a long position.
The only difference is that they lend you the stock. They actually borrow the
stock from someone else that has an account at the same firm you do and
deliver it to the buyer’s broker for you. When you buy the stock back and cover
your short, they take the stock out of your account and replace it from the
account they borrowed it from.
As a side note, if you signed a hypothecation agreement or a re-hypothecation
agreement when you opened up your brokerage account, you’ve agreed to let
the firm lend your stocks to short sellers at the same firm you have an account at.
Warning: It’s illegal to short stocks that can’t be borrowed. Don’t get cute
and try to do this.
If you can’t borrow the stock, DON’T Buy a Put:
Unless you want to get squeezed for every nickel in your account.
(see: How do I lose money selling short?)
How do I profit?
You profit on a short sale when you sell a stock short and it drops in price.
Remember, all trading profits are calculated the exact same way, the profit is the
difference between the price you paid and the price you sold. But in trading, you
don’t have to buy first and then sell. You can sell first then buy.
What is the risk?
The risk here is that the stock may rise in price after you sold it short. A novice
will tell you that the risk of a short sale is infinite because there is no limit to how
high a stock go. Theoretically, that may be possible but it’s not probable. As you’ll
soon learn there are easy and simple ways to limit your risk with short sales.
How do I lose money selling a stock short? If you sell a stock short at $40 and
it rises to $43 and you buy it back at $43 to cover your short, then you lost $3 per
share.
The short squeeze - The short squeeze is a term used to describe a stock with
a large short interest that is moving up, rather than down. In a short squeeze, the
stock rallies as short sellers are all trying to buy the stock at the same time to
cover their short positions, thereby driving the price higher.
How do I protect myself?
You protect yourself from a large loss on a short sale by using a "Buy Stop"
order.
Just as we protect our long side trades with a sell stop, placed below our long
price to protect out downside, when we’re short, we place a "Buy Stop" above
our short price.
Example:
Let’s say ABCD is trading at $30 per share and we want to short it before
earnings come out because the stock has been declining as it heads into it’s
earnings announcement date. So we enter and order to sell 1000 ABCD short at
the market. As soon as we get a confirmation that we sold ABCD short, we then
enter a "Buy Stop" above the price we’re short. Let’s say we place our Buy Stop

order at $33. So what we have here with our Buy Stop is automatic protection. If
ABCD goes up to $33, our Buy Stop will be triggered and we’ll automatically buy
the stock back at the market once ABCD trades at $33. We don’t have to buy it
back ourselves or enter any order other than the Buy Stop order. The Buy Stop
order is an order for the brokerage firm to automatically buy ABCD at the market
if ABCD trades at $33.
We can set the Buy Stop at any price above ABCD we want thereby limiting the
amount we’ll lose and the risk we’ll take
Put Options – The Basics:
What is a PUT option?
Is a contract for the right but not the obligation to sell 100 stocks at a
specific price called the “strike price.” We are in affect “betting” that the
price of the stock will fall.
The purchaser of a put option has three options:
1) Exercise the option at the strike price.
2) Sell the option back to the market.
3) Let that option expire.
Let me give you a practical example:
You know the overall market trend is down. So you go looking for
shorting candidates.
You run the stock scanner and find MSFT stock is at $75 and a P/E of 55. It
passes your test.
You chart the stock with Stress Free End of day charting and pick a
strategic point to buy a put option. The current price of MSFT is $65. So you
buy a $60 put option to expire in four months time for a price of $400.
In its simplest form your put option will gain in value IF the price of MSFT
falls sufficiently within four months.
Let’s say in our example MSFT falls to $40 within three months and your
put option with strike price of $60 is now worth $1,200.
The very best thing to do is simply sell that put option back to the market.
You have made a 300% gain!
But you could EXERCISE that option. This is where you will be given the
right sell 100 shares of MSFT at $60 even though it is valued at just $40.
Someone MUST buy 100 MSFT shares from you at $60. That is a $2,000
difference in price. Hence your profit.
When buying put options, or any option some things you must do:
• Buy as close to the money options as you can. So if the stock is
trading at $70 and you wish to buy put options then consider buying
strike prices of $70 or $65. The further out you go the less intrinsic
value those options have and the less liquidity there is.
• NEVER buy an option with less than three months time value.
• NEVER hold an option with less than one month of time value left.
Even if you “think” the stock has the potential to fall much more.
Rather sell it and buy another put option with more time value. The
reason? The time value REALLY begins to hurt the option buyer
when the time to expiration is less than one month.
• You must make sure the option you are considering buying has
sufficient liquidity. I like to see at least a volume of 500 options

before I buy into them.
• USE stop with limit orders when buying and selling your options.
The slippage can be enormous on a $250 option. So don’t go chasing
them and pay over the odds. When getting out you can be a little
more “relaxed” with your limit.
The order you will place to your broker when buying an option will look like
this:
Examples:
IBM $95 put: IBM PS
Motorola $65 put: MOT UM
K-Mart $45 put: KM OI
Now to understand this coding here is the key:
Month: Call Put Month Call Put
January A M July G S
February B N August H T
March C O September I U
April D P October J V
May E Q November K W
June F R December L X
STRIKE CODES:
A 5 105 205 305 405
B 10 110 210 310 410
C 15 … ….. …. ……
D 20 …
E 25
You get the picture. One of the very best sites for all you option data is
Yahoo’s finance. Simply type in the stock symbol and request “options” all
your relevant data will be displayed.
Some general points on option trading:
• 95% of all option expire worthless. Be very patient when it comes to
buying put options.
• Buying options is “safer” than shorting stocks. Your loss in
“capped.” But as long as you stock to liquid stocks and stay with
your pre-determined stop losses.. shorting should not be a problem.
• You can buy put options.. profit from falling stocks without trading
on margin.
• If you short stocks you must do it on margin.
• Shorted stocks can be “called back” by the owner. Forcing the short
seller to cover. Put options cannot.
If you have never shorted a stock before or are scared of the risks then
practice with your “risk” capital by buying put options on those stocks you
would have shorted.
Fourth - How To Find Stocks To Trade.
After completing Steps 1, 2 and 3, you’ll know market sentiment, market trend
and how to short. Now it will be time to find stocks to sell short.
We’ll cover how to use free stock scans, technical analysis as a idea generator,
using free web sites to find stocks and compiling your own list. Here you’ll also
learn how we scanned for our killer short list and more importantly - WHY we

came up with this list of criteria for the scan.

Final Thoughts
Simplicity in all successful trading strategies is the Key. Short stocks with
confidence in a falling market and buy momentum stocks in a bull market. It
really is as simple as that. When everyone is fearful of the bear market and
moaning about their losses you can simply switch over to a short selling strategy
and make money. Don’t argue, fight, or complain about the overall market trend.
Simply adopt your strategy, accordingly and make profits from it.
With M.S.T.S. you have the system to make money on the long side
http://www.stressfreetrading.com
With the Momentum end Of Day Scanning Software. You have access to the
very best scanning tool on the Net. Don’t listen to advice, tips and rumors. Simply
plug in your parameters and see what the market is offering you.
http://www.stressfreetrading.com/momentumstockscreening.txt
StressFree End of day charting: You need to chart and manage your portfolio of
stocks. You will not find a better end of day charting package than this one. And,
instead of paying over $30 per month in data feeds we have set it up so you can
obtain free end of day data from Yahoo’s database.
http://www.stressfreetrading.com/stressfreecharting.txt
With this system you now have a method to profit from falling stocks. Be it
shorting or with put options. Regardless of the overall market conditions. Switch
your strategy and make money. Don’t worry about what the market is doing,
concentrate on making money from it!

Good luck
Sincerely
Mark Crisp
StressFreeTrading.com ©
http://www.stressfreetrading.com

