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Trading Options With Bollinger Bands And The
Dual Cci

by D.W. Davies

Combining two classic indicators, the commodity channel indeyy &0d Bollinger bands, can be a

potent timing tool for options trading. STOCKS & COMMODITIES contributor D.W. Davies was
inspired by John Bollinger's article "Bollinger Bands" from the 1993 S&C Bonus Issue to develop a way
of using the €i to confirm Bollinger bands' trading opportunities. His technique uses a new variation of
the Cci, the dual @1. Here's how to put the technique to work.

To trade options successfully, traders need to consistently and correctly predict three elements of the

underlying asset: price, price direction and the amount of time it will take for price to arrive at the
expected price changes.

Bollinger bands are lines plotted around price to form a trading band or range. The bands are used to
identify trading opportunities where market prices are relatively overvalued or undervalued. Rather than
providing absolute buy and sell signals, Bollinger bands tell the trader whether prices are high or low on
a relative basis. The concept of channels or trading bands is well recognized as an aid in determining the
probable range of prices.

The centered channel analysiciftechnique tries to define cycles and predict price by drawing price
bands around centered moving averages of price and measuring the amplitude of price cycles within the
price channel. The disadvantage of centered channel analysis is that it requires the trader to visualize or
project the channels into the future, which introduces an element of subjectivity. Because of this
subjectivity, the €A is not ideally suited for technical analysis.

In my previous article, | used the commodity channel indexi) (@ a timing tool to confirm trading
opportunities suggested by theACIn this article | present a system using Bollinger bands anddhe C
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My system uses a smoothed, dual @ confirm trading opportunities suggestgclioe Bollinger bands.

TRADING ENTRY AND EXIT

The traditional Bollinger bands method plots a 29+u@ving averagéhat is not centered. Around this is
plotted a band equal to two standard deviations of the price over & perntad. The 20-daperiod is
populary considered to be the optimum timeframe for the intermediate trend, so we ywllitstahe 20
day moving average period for our Bollinger bands. The Foundation for thg &t@ycles recognizes a
cycle length of appramately 74 das as being a commoryde in the equit markets!l have observed a
prominent gcle length of 72 dgs in theOex options market, sbuse a 72-daCci as ny timing tool in
combination with the 20-gaBollinger band. This then relates price changes and their technical
evaluation to recognizegces of market actiwt

As channels of price variance, Bollinger bands will contain almost 95% of price change from the average.
As prices reach the outer bandsythee likel to find support oresistances appropriate and then
consolidate, correct or even reverse. Price corrections will ysealth to the level of the moving

average, but themay extend to the opposite band of variancg.dBiggesting overbought and oversold

areas, Bollinger bands objectiyehdicate when a price correction or reversal is yikBbllinger bands,

unlike the €A, doesn't claim to be able to predict future reversals, but this is not neges$andicap

to successful options trading. Option selection can beprefitable using Bollinger bands and tGel,

as we will find.

Once the Bollinger bands indicate thatcarectionor trend reversal is probabigu will want to use an
accurate timing tool to confirm trading opportunities indicatgthle Bollinger bands. Thé&ci is an
excellent timirg tool. The 1 is the average price minus the price, dividgd@I915 multiplied | the

mean deviationLike Bollinger bands, th€ci is a statistical expression of probakilituse a 72-daCci
along with a five-dg smoothirg of the 72-dg Cci, which produces a dual line. The crossing over of the
smoothed and unsmoothed line indicgiessibleentry or exit and probable change. Following are the
bases for using the du@ti:

1 Price should be at the outer limits of the Bollinger bands.
2 A crossover of the dualdt should it occy is a signal fo possibleaction.
3 A subsequent break in the recent price trendline confirmg en&it opportunities.

In options trading, the biggest risk and source of profit erosion is time. So rather than wait for the price
trendline to be violated, as suggestgdte set of rules just mentioned, lock in profit at the first
opportuniy. Should a price movement prove to be a minor correction and whip$ach shouldn't be
often,you can readyl open a new position.

In options trading, the biggest risk and source of profit erosion is
time. So rather than wait for the price trendline to be  violated, as
suggested b y the set of rules just mentioned, lock in profit at the
first opportunit .

The Gi will cross over its zero point approximatéhe same time that prices cross over a ngpvin
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avera@ as the period of stugfor example, a 40-period & will cross oveits zao point whe prices
cross over their 40-period moviagera@. Actingon siguals generated bycrossovers of the smoothed
and unsmootheddCgives You a conglerabk lead over pde-noving averag@ crossovers becauseiC
crossoves diminate thelag inherent in usingprice-moving average cCrossoves.

Figure 1is a dailycandlestick chart of thee® since its low onahuary8, 1993, alongvith a 20-day
movingavera@ of price and Bllinger bands plotted about this aveea@ver time, price traverses the
range of two standard deviations about the aver&pm points 1 throug4, the &x was in abull

market despite the deep retracement to poinireShe March 1993 top at point 4, the market has been
in along, rdatively narow trading range and theBollinger bands hae narowed consideably. Despite

the lower lows since the March 1993 top (points 5 and &)ptite trendline (XY) is intact and directed
upward, so we magonsider the trend to be up.

Points 1, 3, 5 and 7 in the lower band§&igure 1offered windows of opportunitip successfullyrade
the trend. ®ps 2, 4 and 6 tdred an opportunityo ext the trades initiated at points 1, 3 and 5 and to
consider tradinghe correction. Althougthe Bollinger bands indicated the most opportune times for
possibletrading, atiming tool tha morespeifically indicates entry and exit points would behdpful.

Figure 2shows a72-dagci and a five-dagmoothed version of the 72-d@gi of the Gex for the same
period as theBollinger bands dat in Figure 1. Note how the dual € crossovers occur #te criical
points 1 throub 7, indiated on theBollinger bands prie chat. Each of these crossoves ould have
been sken as gjnals © trade he Cex options market.

If we were usingthecriteria for trading the Cci that Idescribed in myune article on aglical channel
analysis, then onlypoint 4 would have qualified as a tradsignal, because it was the origne that the
Cci became overboing. Usingthedual Cci dongwith Bollinger bands would hee unequivocly given
the timingsignals required to successfuliyade everghort-term move of the € market in this period.

The G1 and Bollinger bands ae often consideed to becolinear, and thus the € is consdered an
unsuitdle timing tool to usewith Bollinger bands. Stritly speking, Bollinger bands aad theCci are not
actudly colinear. Bollinger bands réate price to themovingaverage in orde to esteblish thestaistical
band of variance, while thecCrelates price diferenced the mean dewation of prce chang. It seens
then tha the Cci might be he perfeciconplementary tool for monitoring when prces reachhie ouer
Bollinger bands. The probabilitthat prices will egeed the Bllinger bands in aigen direction is less
than 3%, and the  provides a68% probaility tha, regardless of pri@ relationship to Bllinger bands,
when he Cci trendine is violated, hat signals the nost recenttrend has ended. Becauke i is a
sensitive indicator tha closdy tracks every nuance of price change, it tends to whipsa often. By
ignoring potential Cci signds except when prices are a Bollinger bands extremes, thedecision of
whether or not to trade oncCsignals becomes much lessoaggzing

OPTION TRADING S TRATEGIES

Futureprice, thedirection of futureprice changes and thetime it will take for these changes to ocur ae
assessments that need to be made accutateliccessfullyrade options.nitially, the overall trend must
beidentified and thetrader must @&sumetha thetrend will continueuntil proved othewise After tha,

one of several buyg strateges can be followed, depending the situation.
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FIGURE 1: DAILY CANDLESTICK, OEX WITH BOLLINGER B ANDS. Figure 1 is a daily candlestick
chart of the Oex since its low on January 8, 1993, along with a 20-day moving average of price and
Bollinger bands plotted about this average. Over time, price traverses the range of two standard
deviations about the average. From points 1 through 4, the Oex was in a bull market despite the deep
retracement to point 3. Since the March 1993 top at point 4, the market has been in a long, relatively
narrow trading range and the Bollinger bands have narrowed considerably. Despite the lower lows since
the March 1993 top (points 5 and 7), the price trendline (XY) is intact and directed upward, so we may
consider the trend to be up.
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FIGURE 2: 72 DAY CCI AND A 5-DAY SMOOTHED VERSION. Figure 2 shows a 72 day Cci and a
five-day smoothed version of the 72 day Cci of the Oex for the same period as the Bollinger bands chart
in Figure 1. Note how the dual Cci crossovers occur at the critical points 1 through 7, indicated on the

Bollinger bands price chart. Each of these crossovers could have been taken as signals to trade the
Oex options market.
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"Junk bonds!"

When the Bolliger bands show ad probabiliy that a correction is terminagrand the duaCci

timing signal has confirmed this likelihood, then the tradeslibie appropriate option; fokample, if a

bull market correction is terminating, the trader woulg awall, or if a bear market correction were

ending, the trader would fuhe put. When the Bollinger bands show a high probgliidat a trend is

about to end and a correction is at hand, a confirmingCGluaignal should prompt the trader to close

out the long option position curreptheld and write (sell) the appropriate option. For example, if a bull
move in a bull market is endjnthe trader would close out the ¢pcall position and write a call; if a

bear market move in a bear market is ending, the trader would close out the long put position and write a
put. Opening and closing positions on dual §lgnals assures the trader of the most favorable option
prices, because the duatiGignals are earland positions taken will be of a contrarian nature.

Bollinger bands and an assessment of the current trend alert the trader to probable change ynmediatel
ahead and the duakCserves to confirm predictions of price change with specifiy emt it signals;

the onl remaining conceptual decision is that of time — that is, choosingfikeaton date of the

option selected to trade. For this decision, neither Bollinger bands nGctloffers much help. Having
chosen 20 ds for the statistical angdis of price variance from the moving average means that ay20-da
trading gcle is the gcle of choice. Thus, the xiecyclical trading low to look for should occur about 20
days from the last significant pricevo Furthermore, if when the recent, interim price high since the last
cyclical low occurred is known, the number ofydauntil the ngt cyclical low can be calculated

relatively easiy. It would be judicious to add at least 3§/sl#o this time expectation when choosing the
option &piration date, so that the projected price change could occue @iattpart of the time dega

curve of the option.

The time decacurve of the option's time value — not the opsdotal value — is illustrated ifrigure

3. The time decawould be the same for the time value of a call or put. The time/ gecaeeds slowl

until about 30 dgs before gpiration, and then it rapigi(and exponentialy) declines to zero at

expiration. Common sense dictates that the trader should position a trade to the left — thaeilabn th
part — of the time degacurve. The option will cost more at this point, but what's being bought here is
time — a valuable commogit

After price predictions are made based on anyaizabf the Bollinger bands and duzd, next, these
predictions should be allowed to unfold. So the tradgs lon goes long the option with at least six weeks
to expiration.If the trader were writing or going short the option, then we would want the shortest
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FIGURE 3: The time decay curve of the option's time value — not the option's total value — is
illustrated in Figure 3. The time decay would be the same for the time value of a call or put. The time
decay proceeds slowly until about 30 days before expiration, and then it rapidly declines to zero at
expiration. Common sense dictates that the trader should position a trade to the left — that is, on the
flat part — of the time decay curve. The option will cost more at this point, but what's being bought here

is time — a valuable commodity.
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possible time to expiration. Howayd the time to expiration is too short,ysass than 30 da, then the
premium is often too small to justithe risk. The least riskand most rewarding options to write are
usuall those with two months or so to expiration.

Choosing the option's strike price is another component of the equation that is not adeetssedyb
Bollinger bands or the €. Once again, a common sense understanding of options and their intrinsic
value is necessarA good general rule is to puhe option that is jusn-the-mong or at-the-mong so
that each unit move in the price of the unglag asset is accompaniey & unit move in the price of the
option (in the correct direction, of course). When writing options, the best strike price is
out-of-the-mong but closest to being at-the-mgne

CONCLUSION

While Bollinger bands fber objective evidence of likglprice reversals,yclical channel angkis dfers

only subjective angkis. Also, using the €& in conjunction with €A only allows for trades initiated at

Cca's outer channels and gnith the presence of divgent and overbought or oversd@di signals.

The Gca Cei system does not addressi@endline breaks that occur between the overbought or oversold
parametersTrend corrections frequegitend without the&Cci becoming overbought or oversold at which
point the n&t phase of the trend can quigklevelop, leaving the trader on the sidelines.

Howeve, using a duaCcl in conjunction with Bollinger bands avoids the conundrum caugedihg
cyclical channel angbis because Bollinger bands constaatpand and contract with price fluctuations
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— the veritable systolic and diastolic flow of the market's life blood.

A dual Goi used in conjunction with Bollinger bands is a leading or, at the very least, coincident indicator
that ensures a high probability of timing the anticipated price reversal correctly. When the trader has a
common sense understanding of option valuation and the time decay of the time premium, these two
indicators, considered together with the overall price trend, can direct the trader to buy or sell the
appropriate option at the most favorable time with the most realistic expiration.

D.W. Davies trades financial futures and publishes "Chameleon," a financial newsletter located in
Beaufort, SC.
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