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INTRODUCTION
The material in this six-part Study Guide evolved from a seminar
program developed for Chicago Board of Trade members. The
emphasis is on understanding the Market Profile ® concept--and not
on trading strategies--because we found that when the CBOT
traders grasped the concept, they had no trouble developing
strategies consistent with their own style of trading.

• Part I discusses how to read the daily Market Profile ® graphic.

In Part II explains how longer-term trends can be monitored with
daily data.

[] Part III discusses why the fundamental perception of value is at
the heart of every market decision.

• Part IV shows how daily and long-term market activity distributes
over time.

II Part V tells you how to combine market activity and the
perception of value in order to analyze a developing trading
session.

[] Part VI analyzes Liquidity Data Bank ® volume in order to gauge
strength or weakness in the market.

We have added a glossary of Market Profile terms and an index to
the original text in order to make this updated version of the Home
Study Guide more useful. At the same time, we are retaining the
early steps in Peter Steidlmayer's breakthrough research discussed in
Parts I and II so that you can see the logical progression in the devel-
opment of Market Profile analysis--from its beginning in a single
session to its use in global markets.

Although the terms "day time frame trader" and "other time frame
trader" may be dated, the way the two groups interact isn't. Traders
and investors are still basically either short- or long-term market par-
ticipants. And their behavior is still determined by their view of
value. And value is still at the heart of market activity. Therefore,
knowing how each group impacts activity in a single session makes it
much easier to understand how they distribute beans, bonds, or corn,
for instance, over longer periods of time.

Why? Because it is the interaction between short- and long-term
market participants that distributes trading volume in a bell-shaped
curve. The back-and-forth movement reflects the continual tug-of-
war between the "forward price influence" of long-term traders and
the "backward price influence" of short-term market participants.

We are also keeping the original examples because the vertical and
horizontal Market Profile organization is as relevant in 1995 as it was
in 1984--even though global markets have outgrown the single
session. The same organizing principles that made the Profile
graphic a realistic market model of a single session in the 1980s
provide a realistic model now of continuous, 24-hour activity. Since
the organization of Market Profile data is based on a natural
construct, the format simply expands to encompass global activity.
We show you how to relate the format to the distribution process in
global markets in Parts IV, V, and VI.
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TheConnectionBetween According to the dictionary, distribution is "the position, arrange-

DistributionAnd ment or frequency of occurrence over an area or throughout a space

MarketProfile®Data or unit of time'.' The volume of everything distributes around a
mean over time. Why should trading volume be different?

From the beginning, Peter Steidlmayer recognized that the basic
pattern of market behavior is a continuing point, counterpoint:
imbalance, balance, imbalance, balance, etc. Now, in his latest work,
he relates this continuum to the process of distribution. His recent
research shows that the market's ultimate common denominator is a
balanced distribution-in other words, the bell shaped curve.

When market activity forms a bell shaped profile, a segment of
market action is complete. Stated another way, a balanced distribu-
tion is the long-term framework to which you relate short-term
moves in individual sessions.

Market Profile ®data captures and continuously updates this
development.

1/4/90 1/4/90 1/5/90
DAY EVENING NEXTDAY

98-16 P
98-15 P
98-14 P
98-13 P
98-12 P
98-11 P
98-10 Qa P
98-09 QTa PQ
98-08 QRTWXab OPQ
98-07 QRTUVWXab OPQ
98-06 QRSTUVWXabc qr OPQR
98-05 PQRSTUVWXbc opqr OPQRSUV
98-04 PQRSVWbc nopq OPQRSTUV
98-03 OPSVWcd klmno OQRSTUV
98-02 OPVWcd klmn ORSTUVW
%01 OVcd kn RSTUVW
98 Od STVW
97-31 Od SW
97-30 0 W
97-29 W
97-28 WX
97-27 Xa
97-26 Xa
97-25 Xa
97-24 a
97-23 a
97-22 a
97-21 a
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Trading24-hourMarkets Probably the most important change since Steidlmayer first intro-
With Market Profile® Data duced the Market Profile ®concept is that the day, as a definitive

market segment with a definite beginning and end, is outdated. In
24-hour markets, you're working with a timeless continuum. This
means that a new beginning can occur at any time.

Despite this change, however, the market's basic imbalance-balance
behavior pattern is still the same.

For this reason, our discussion of Market Profile* begins with
development in a single session and in a simple trend-so that you
can see how the pattern develops in relatively uncomplicated situa-
tions. We're using data from 1986 in Parts I and II because these
sessions are especially illustrative of the market's point, counter-
point behavior.

We believe that once you've seen how the market shifts from imbal-
ance to balance in simple situations, you'll be able to recognize the
shift in more complex global markets. We also believe that market
decisions are less difficult to make when they are based on a solid
foundation. That's why we're starting at the beginning and giving
you the entire knowledge base.

As you go through Parts I and II, however, keep in mind that you're
going to expand what happens in a single session to 24-hour
markets. This means that certain ideas-the initial balance and the

time/price opportunity (TPO) count, for example-are going to
become less important. These ideas will continue to contribute to
your overall understanding, but they're going to become part of
your background knowledge.

Steidlmayer's most recent work relating distribution to market activ-
ity is not a negation of his previous research. It simply explains the
basic concept more fully. His insight into the distribution process
pulls the various components together into a coherent whole.

AValuableSkill Perhaps the most important benefit of Market Profile* data is that
it vastly simplifies the trading process.

Over the past six years, Steidlmayer has stripped market activity to
its essential elements. His research shows that the market has only a
finite number of behavior patterns and that the finite number is
universal from market to market. This means that once you can
recognize the patterns with Market Profile* data, the knowledge
can be applied in all markets. Since the number of exchanges
around the world where you can use these skills is continually grow-
ing, your potential rewards can be significant.

Because Market Profile* is a tool rather than a buy/sell system,
reading Market Profile* data involves grasping principles-not just
memorizing rules. Those who make the effort, however, will have a
valuable skill. Buy/sell systems lose their effectiveness when markets
change. Market Profile ®data, on the other hand, captures and lets
you see the change so that you can adjust accordingly.

If you take the time to master each step in this Study Guide, you'll
have a solid knowledge base that can help you make futures trading

4 more conservative, more manageable and more rewarding.



THEMARKET'SORGANIZATIONALSTRUCTURE

TheConceptualFramework Asnoted in the introduction, Market Profile ®is a dec&ion-support
tool-not a trading system. In order to use the Market Profile ®
tools, you have to know what makes them work. That's why we're
going to start with the conceptual framework.

Don't worry if you don't grasp the organizing principles immedi-
ately. We'll be using them over and over again, so they will be old
friends by the time we're done. While you may not sense the impor-
tance of these principles initially, understanding how they relate to
market activity is critical.

Why? Because these organizing principles explain why market activ-
ity & not arbitrary or random.

Peter Steidlmayer recognized this organizational structure and
related it to an overall framework. The idea for the Market Profile ®

product was conceived by him and the CBOT product is based on
his original research.

Steidlmayer identified recurring behavior patterns in the trading pit
and then asked himself why they were occurring. Therefore, even
though the Market Profile ®vocabulary may seem unfamiliar at first,
it simply describes and explains what is happening in the marketplace.

As we work with the data, keep in mind that each piece of informa-
tion is not an indicator by itself. You'll see that we put several pieces
of information together in order to come to a conclusion.

It's also important to recognize that your market decisions are
always going to require judgment. Market Profile ® can't change
that. Unfortunately, it can't predict the future-but then nothing
can. What Market Profile ®can do is help you to understand the
present. And if you understand what's happening now, in the pre-
sent, you can make better decisions.

With that said, we can begin our discussion of the market's organ-
izational structure as outlined by Steidlmayer. You'll see for yourself
as we move forward that no matter how sophisticated your Market
Profile ®analysis becomes, it is always going to rest on these basic
principles.

• One:TheAuctionFramework

The purpose of the marketplace is to facilitate trade. What does
that mean? In the broadest sense, it simply means that as the price
moves up, it brings in more buying or, as the price moves down, it
brings in more selling.

The marketplace facilitates trade with the dual auction process.

Basically, the market auctions up until there are no more buyers.
Then it reverses and moves down until there are no more sellers.

The end of an up auction is the beginning of a down auction, etc.

All market activity occurs within this broad framework-with the
market moving up to shut off buying and down to shut off selling.

Getting a little more specific, we can say that the market begins,
moves directionally and advertises for an opposite response to shut
off the directional move. 5



That statement is at the heart of the market's organizational struc-
ture. What does it mean?

Say the market moves up directionally and the up move brings in
selling. The selling is an opposite response which one stops the up
move-in other words, shuts off the buying-and two causes the
market to reverse and move down. The result: the up auction ends
and a down auction begins.

Now let's say the market moves up and advertises for selling but
doesn't get any. Instead, it brings in more buying. Therefore, the
market has to move higher to bring in an opposite response. The
result: the up auction continues.

At bottom, that's what you're always looking for: continuation or
change.

[] Two:TheNegotiatingProcess

Now if we get even more specific, we can say that a directional
move establishes parameters that contain the auction's price range,
an unfair low at the low end and an unfair high at the high end.

THREERELATEDPRICES The unfair low and the unfair high are excesses.

Unfair high Once the market defines a range with excesses at each end, it
negotiates within that range to establish value. The market trades
between the established excesses until it either trades above the high
excess or below the low one.

Stop the market at any point in time and you'll see these three
reference points: unfair low, unfair high and value somewhere in
between. These three price areas define the negotiating process-the
method the marketplace uses to facilitate trade.

What does this mean in a real market situation?

Value To demonstrate, let's look at a bar chart of the Dow Jones from
April 1987 to the end of October 1989...see page 14.

The unfair high on this chart (point A) was established in August
1987, the unfair low (point B) in October 1987. You can see that
these parameters were containing the market's long-term range at
that time. (A new unfair high at the 2900 level was established in
June 1990.)

Once the parameters at A and B were established, the market

Unfair I()_'_r negotiated between the two excesses to develop value.

The negotiating process moved value up gradually from the unfair
low to the unfair high. Value reached the unfair high (point C) on
October 13, 1989.

Because of the perception of value at that time, the market couldn't
trade above the high parameter and it reversed.

The result: the excess established in 1987 continued to contain the

range on the upside until June 1990.

In other words, at the end of October 1989, the market attempted
to take out the unfair high. However, when the United Airlines deal
collapsed and seemed to indicate a possible end to leveraged buy-
outs, market participants lost confidence and the market reversed.
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DISTRIBUTINGAROUNDA MEAN • Three:BalanceandImbalance

To facilitate trade in order to distribute goods and services, the
market moves from imbalance to balance to imbalance and back

again. It uses this behavior pattern in a single session and in longer-
term trends or auctions.

If the market is balanced, basically equal amounts of buying and
selling are present. The market has brought in an opposite response.

ling above The market is rotating because it has found a fair price around
which it can distribute.

If the market is imbalanced, either buying or selling is predominant.
The market is moving higher or lower in order to find an opposite

Mean (fair price) response. The market is moving directionally because it is seeking a

fair price around which it can distribute.

In brief, a balanced market has found a fair price. An imbalanced
market is seeking a fair price.

Buying below This is simply another way to state the familiar law of supply and

demand. Buyers demand and sellers supply. The market is either in
equilibrium between buyers and sellers or it is working toward that
equilibrium.

• Four:Steidlmayer'sTandemTimeFrameConcept

First let's define Steidlmayer's use of the term "time frame'.'

Time frames are forcing points-in other words, points in time that
force a decision. These points can be imposed by the market (i.e.,
the close) or by something in your personal situation (i.e., you have
the right to an option that expires in two months).

To explain, say the market has been trading for three hours and the
close is coming up in 45 minutes. If you don't want to carry the
position overnight, your time is running out. The close is forcing
you to make a decision within a relatively short-term time frame.
You're a short-term trader in this situation because the forcing point
is only 45 minutes away.

You're a longer-term trader in the second situation because your
option doesn't expire for two months. The forcing point is two
months off. Consequently, you have a longer-term time frame in
which you can operate without having to make a decision.

With this insight, Steidlmayer was able to divide all market activity
into two categories: short-term and longer-term.

He calls short-term activity day time frame activity.

He calls longer-term activity other time frame activity.

His tandem time frame concept visualizes short-term or day time
frame activity on one side of the tandem and all longer-term activi-
ty on the other side (hence the name "other time frame").

Since long- and short-term activity exist simultaneously in the
marketplace, you have to be able to separate one kind of activity
from the other.

We're going to separate one from the other with behavior.

7



LONG-TERMBUYERSAND • Five:Short-andLong-termActivityIs Definedby Behavior

LONG-TERMSELLERSDO NOT The short-term trader's behavior characteristic is his desire for a fairTRADEWITH EACHOTHERAT
THESAMEPRICEATTHESAMETIME. price. The best he can do is a fair price because he has to trade

today. Since a fair price is acceptable to both buyers and sellers,
short-term buyers and sellers do trade with each other at the same
price at the same time.

The longer-term trader's behavior characteristic is his desire for an

Advantageous area advantageous price. He can wait for an advantageous price because
for long-term seller he doesn't have to trade today. Since longer-term buyers' and sellers'

objectives are different, they do not trade with each other at the
same price at the same time.

(In a strict technical sense, a longer-term buyer with a 10 to 15-day
time frame may trade with a longer-term seller with a two- to three-
day time frame. But these traders are a small part of the total
longer-term group.

Short-term buyers Steidlmayer treats longer-term traders as a single entity because he
and is concentrating on the active longer-term trader who drives the
short-term sellers market and affects range development.)
do trade with
each other here. Longer-term buyers want to buy low; longer-term sellers want to sell

high. Therefore, the same price can't be advantageous for both at
the same time. That's why you can know exactly who (buyer or
seller) is doing what at any time in the day's range.

To apply this unfamiliar concept to single sessions or to longer-term
trends, it's important to define what an advantageous price means
in relation to value. We'll discuss what an advantageous price means

in relation to longer-term value later on. Here, we're going to con-

sider what an advantageous price means in relation to today's value

Advantageous area area.

for hmg-term buyer The market develops a fair price area in the session for short-term
buyers and sellers-in other words, those who have to trade today.
Most of the day's volume occurs in this fair price area. The high
volume shows acceptance.

In contrast to the amount of time spent in the value area, the
market spends very little time at the advantageous prices above and
below value. These advantageous prices are low volume, rejected
excess areas. Prices above the value area are advantageous for the
longer-term seller; prices below it are advantageous for the longer-
term buyer.

How do we know it's the longer-term trader who is active at
advantageous prices?

Only traders with a longer-term time frame-in other words, those
who don't have to trade today-can take a chance on making their
trade in an area where the market doesn't spend much time. If you
have to trade today, you can't count on being able to enter your
trade in a low volume, basically unfair area. The high volume area
where the market spends most of its time provides the liquidity you
need.

• Six: Boththe Short-termTraderandthe Longer-termTraderHavea
Roleto Playin FacilitatingTrade

This role grows out of their behavior.

8



Since the short-term trader is seeking a fair price, his role is to find
a price area where two-sidedtrade can occur. Steidlmayercallsthis
an initial balance area.

(Currently, it seems to take one hour in CBOT grain futures to find
an area where two sided trade can occur. Before CBOT financial

futures sessions were lengthened, it also seemed to take an hour in
those contracts to find an initial balance area. Now that the ses-

sions are longer, however, finding the initial balance in CBOT finan-
cials seems to take one hour and 40 minutes.)

As the financial contracts underscore, initial balance parameters can
change.

Therefore, the important thing is to understand the initial balance
concept-the amount of time it takes the shorter-term trader to find
an area where two-sided trade can occur. Then you can determine
these parameters in any market.

Earlier, we said the role of the short-term trader was to find an area
that market participants would consider fair. We also said that the
market opens and moves directionally in order to establish
parameters to contain the range.

If the unfair high and the unfair low established in the initial
balance period hold throughout the session, the shorter-term trader
is in control.

If, on the other hand, the longer-term trader enters the market with
enough volume, he can disturb the initial balance and extend the
range-establishing a new high or low parameter.

This takes us to the longer-term trader's role in facilitating trade: his
role is to move the market directionally-in other words, to extend
the range up or down.

• Seven:PriceCanOnlyBeAbove,Belowor WithinValue

We're going to monitor the activity level of the longer-term trader as
he responds to prices above, below or within value in order to antic-
ipate whether the market will move up, down or sideways.

Our focus is always on what the longer-term trader is doing
because, in pursuing his interests, he is responsible for the way the
day's range develops and for the length of time a longer-term trend
lasts.

We'll discuss the longer-term trader's influence on trend develop-
ment in Part II. In this section, we're going to consider his influence
on the way a single session develops.

We're going to examine the principles we've just discussed in rel-
atively uncomplicated sessions so that you can see how they work.
We believe that once you understand how these concepts work in a
single session, you'll be able to apply them to longer-term trends
and then to 24-hour markets.

Keep in mind, though, that certain ideas such as the initial balance,
the TPO count and the kinds of range development are going to
become less important. These ideas will continue to contribute to
your overall understanding, but they're going to become part of
your background knowledge.

9



StopAndTestYourself

Q. All activity occurs within what?

A. The auction framework.

Q. The market moves up to shut off what? It moves down to shut
off what?

A. Up to shut off buying. Down to shut off selling. The market
auctions up until the last buyer buys and then down until the last
seller sells.

Q. The market establishes parameters and then trades between
these parameters developing value until it takes out one side.
What is this process called?

A. The negotiating process. It is defined by three related price
areas-an unfair high, an unfair low and value somewhere in
between.

Q. The market moves from what to what and back again in order
to facilitate trade?

A. Imbalance to balance.

Q. There are two kinds of activity. What are they?

A. Day time frame and other time frame-in other words, short-
term and longer-term.

Q. Short-term and longer-term activity is defined by what?

A. Behavior. The short-term trader is seeking a fair price; the
longer-term trader is seeking an advantageous price.

Q. What determines a trader's role in the market?

A. Behavior. The short-term trader who is seeking a fair price
finds an area where two-sided trade can occur. The longer-term
trader who is seeking an advantageous price moves the market
directionally.

10



TheMarketProfile® Lookat the example on page 15. (This material is published in a

Graphic 3-ring binder so that you can take the examples out and hold them
next to the relevant text.) This example shows the Market Profile ®
graphic for Dec bonds on 9/5/86. The Market Profile ® format
organizes price and time into a visual of what happens in a single
session.

The price range for the session is on the left. The letters show the
half-hour time period in which each price traded. At that time,
A represented 8:00 to 8:30, B represented 8:30 to 9:00, etc.

Since then, the CBOT has changed the letters indicating time.

In January 1990-in order to accommodate 24-hour markets-the
CBOT assigned a character to each half-hour trading period on a
24-hour basis. Half-hour periods from midnight to noon are
represented by capital letters A through X. Half-hour periods from
noon to midnight are represented by small letters a through x.

The day session for U.S. Treasury bond futures now resumes at 7:20
a.m. in "O" period and ends at 2 p.m. in "d" period. See page 46
for more information.

Although the graphic may look different, only the characters are
different. The organizing principle is exactly the same. You're still
looking for price reoccurrence in order to see where the market is
developing value.

In this Home Study Guide, we use examples with the old letters as
well as the new ones so that you can see for yourself that the
behavior patterns are exactly the same. If you understand the basic
principles, you'll recognize the patterns and you won't be confused
by a change in characters.

No matter what the character, each symbol in the profile graphic
represents a time/price opportunity-TPO for short. A TPO is an
opportunity created by the market at a certain time at a certain
price.

These time/price opportunities are the basic unit for analysis of the
day's activity. They are either accepted or rejected.

On 9/5/86, the bond futures market offered participants a series of
TPOs from 97-14 to 96-04.

TPOs from 97-14 to 97-05 on the top and from 96-04 to 96-06 on
the bottom were rejected.

TPOs from 96-07 to 97-04 were accepted. The area in which the
market spent the most time-from 96-11 to 96-29-shows the most
acceptance.

The rejected areas established parameters-an unfair high and an
unfair low-which contained the range. Then the market negotiated
within this range to establish value.

The session on page 15 is the end result of the negotiating process
for Dec bond futures on 9/5/86-an unfair high area at 97-14 to
97-05, an unfair low area at 96-04 to 96-06 and value roughly in the
middle, a little closer to the unfair low.
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