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Order Flow Dynamics

By Michael Valtos — www.orderflows.com

Module 2 : Market Internals
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Disclaimer

This course is for educational and informational purposes only and should not be considered a
solicitation to buy or sell a futures contract or make any other type of investment decision.
Futures trading contains substantial risk and is not for every investor. An investor could
potentially lose all or more than the initial investment. Risk capital is money that can be lost
without jeopardizing ones financial security or life style. Only risk capital should be used for
trading and only those with sufficient risk capital should consider trading. Past performance is
not necessarily indicative of future results.

CFTC Rules 4.41 - Hypothetical or Simulated performance results have certain limitations,
unlike an actual performance record, simulated results do not represent actual trading. Also,
since the trades have not been executed, the results may have under-or-over compensated for
the impact, if any, of certain market factors, such as lack of liquidity. Simulated trading programs
In general are also subject to the fact that they are designed with the benefit of hindsight. No
representation is being made that any account will or is likely to achieve profit or losses similar
to those shown.
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The problem with looking only at price.

Price moves In relation to itself. Price Is used to measure change
and as a result is one-dimensional. Price changes are thought to be
the cause of market conditions, but price movements are the result
of market conditions. Price movement in relation to itself has no
meaning. Price always changes, that is why it is difficult to interpret.

Focus instead on market conditions because it is the change in
market conditions which cause the changes in price.
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The problem with price.

Price can move based on external factors. Delta-One desks. As a
trader you don’t know what other traders are dealing against. But if
you focus on the internals of the market you can better trade
because you know what is happening in this market.
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A common misconception about volume is that unusually heavy
volume is bullish. When a market has been trending down it can be.

But when a market is at a high and there is unusually heavy volume,
It Is often a sign that the top is forming.
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If a move Is strong, It will most likely strengthen with solid volume
behind it.

When there are large volume swings in a bar, something is afoot.
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On moves DOWN look for heavy volume on bid side of red bars.
Bar must close BELOW the heavy volume bid sides.
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Heavy volume into new high ground is an effort on the market’s part
to go higher. BUT, there must be follow through in the order flow.
You need to see aggressive buying in the new high areas.

When you start to see passive selling, big offers at highs, the market
could be topping out.
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Understanding excessive volume — volume is made up of both
buying and selling volume. When you are at a high and you see
excessive volume, it is easy to get excited and think the market is
going higher, but what is happening is supply is coming into the
market.

You have to look to the left. Is this high (low) fresh territory or an
area we have spent some time in? Fresh territory with heavy
volume Is good, but an area we have been before with heavy
volume and the market is struggling to go higher signals supply
coming Iin to potentially halt the move higher.
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Weak buyers and sellers. Most of the time we are focused on where
the majority of the volume trades. But we must train ourselves to
look at areas where thin counter trade occurred as this often clues
us into areas where weakness is taking place. For example, a
market makes a new high, but instead of continued buying there Is
weaker buying on the offer as the market hangs around the high.
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Unfair highs and lows are where volume comes out of the market.

What this means is at an unfair high, buyers start thinking they can’t
make any money on a move higher, so they stop buying, sellers
start coming in.

At an unfair low, sellers realize they can't make any more money
selling the market lower because they think the market isn’'t going to
go any lower.

Not a lot of activity and not a lot of volume.
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When selling decreases on moves down, selling pressure is no
longer present, the market has the tendency to rally. This is the path

of least resistance. Selling pressure needs to be strong and
consistent to keep the market moving down.

Market always look for the path of least resistance.

In up moves, for the move to continue, there needs to be consistent
buying present. Demand needs to be present.
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Weakness Is an up bar — as a market is making highs and the bar
does not close near the bar’s high and instead closes below the
mid-point it could be bearish. It warrants further investigation into

the volume. How is the volume in the bar over all and on the
bid/offer?
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Weakness in a down bar - as a market is making lows and the bar
does not close near the bar’s low and instead above below the mid-
point it could be bullish. It warrants further investigation into the
volume. How is the volume in the bar over all and on the bid/offer?
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Now, lets take it a step further, beyond simple volume. Let’s look at
the order flow Max Delta and Min Delta.
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Delta Is the net difference between aggressive buyers and
aggressive sellers in a bar. It is the headline number so to speak.

However there are two other delta numbers a trade can look at and
use in their analysis — Max Delta and Min Delta.
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Max Delta is the strongest aggressive buying was at one point in a
bar.

Min Delta is the strongest aggressive selling was at one point in a
bar.

Think of it like this...in most sport they have what is called slop time.
In basketball, it is the 3" quarter and you are up by 32 points, so the
coach decides to take out the stars and send in the second team to
get some playing time and you end winning by only 6 points. The
game was never in doubt but the final score difference was just 6
points, people will look at the headline number and think it was a
close game. In reality, it was never close.
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There are two ways to view Max Delta and Min Delta.

1. Numerically — along the bottom in numbers.
2. Visually — along the bottom in candlestick form.
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This concludes Module 2. In Module 3 we will discuss cumulative
delta.



