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PREFACE

echnical analysis is one of the oldest market disciplines, yet the
majority of the investment and academic communities consid-
er it, at best, a minor supplement to their own work. At worst,
it is disparaged as tea-leaf reading or simply a self-fulfilling prophecy.

T

Look at these two phrases. They suggest that the technical analyst
divines the market from some mystical process. This could not be fur-
ther from the truth.

Consider the fundamental analyst. This person relies on company
reports, conversations with company insiders, and macro-economic
research in relevant business sectors. All this is indispensable when
determining if a company is viable and predicting how its business will
fare in the future.

Now consider the source of all the raw data. Much of it is projection
and conjecture. How can you rely solely on such raw data when earn-
ings reports and other industrywide data will be subject to revisions?

Technical analysis looks at actual trades in which bulls and bears have
put their money where their collective mouths are. There is no revision
of data. There is no ambiguity. There is no mystical divining of the
future. All market and stock selection is based on current, not past,
price performance, the predictable behavior of market participants,
and the dynamics between markets over time.

Trends exist. Information is slowly disseminated to the public in an
imperfect manner, and as the public acts on the information, the mar-
kets move. They continue to move until either the last group has acted
or an outside influence, such as news, ends the trend. Sounds a lot like
physics, does it not? A body in motion tends to remain in motion.

Look at another aspect of the analysis. Behavior is a key component of
the analysis. When similar market conditions occur, market partici-
pants react in similar ways. This is how the patterns and measurements
within technical analysis are created.
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For example, the market holds fairly steady as buyers and sellers adjust
their portfolios to meet their specific investment criteria. A stock might
trade from 50 to 52 for weeks in this way. Is the stock good? Is the com-
pany good? You do not know. All you know is that bulls and bears con-
sider the stock to be fairly valued within a small range. A body at rest
tends to stay at rest—physics again.

Now somebody comes into the market to buy a large block of stock.
Why? Technical analysis does not know but more important, it does not
care. All it needs to know is that money has flowed into the market and
increased demand for the stock. Demand? That is straight from basic
economics. If demand rises, the price must rise to induce sufficient sup-
ply (sellers) to come into the market and restore equilibrium. This does
not sound very mystical, does it?

So, now that demand has increased, market activity picks up to provide
supply. It also changes in character as people try to decipher what is
happening. Here are the familiar concepts of fear and greed, both key
determinants of human behavior. Some participants think that some-
thing has changed and the stock is now undervalued. It could be a new
product or simply a decrease in the company’s raw material inputs.
Perhaps it is foreign capital coming into the stock. Or a shortage of the
stock itself. Whatever the reason, some market participants know
something, or think they know something, about improved prospects
for the company and they buy. The market breaks out of the trading
range, and as it does, more market participants act. The size and scope
of their actions is often similar to the size and scope of their actions at
other occasions in which the market has broken out of similar ranges.
It can be measured and projected.

Technical analysis has an unfortunate name. Perhaps “price action
analysis” or “supply, demand, and reaction analysis” might be better. In
1998, great strides were made between market technicians and the aca-
demic community in the emerging field of behavioral finance. Now
there is a possible name to use.

One aspect of the technical discipline is explaining the difference
between valuations and actual market prices. If a stock is worth 75 on
paper based on discounted cash flows, projected growth, and overall
economic conditions, why is it trading at 90? The difference is in the

xxii
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market’s perceptions of the stock. People have pushed the stock up past
its theoretical value. Technical analysis is perfectly suited to handle this.
Because people’s perceptions can change quickly, it is also perfectly
suited to reacting equally as quickly. This type of reaction speed is
impossible using fundamental analysis alone.

Do you scrap your fundamentals and rely exclusively on technicals?
Absolutely not! Although there are scores of money managers and
traders that are 100 percent technical and making a lot of money, you,
the reader, are not interested in making technical analysis your sole
investment discipline just yet. You are reading this book because you
are seriously interested in enhancing your returns, not searching for a
completely new method. Perhaps one day you will make that switch,
but that is beyond the scope of this book.

At this stage, charts give you a clear picture of what your fundamental
research is saying. Remember that the fundamentals describe the com-
pany. Technicals describe how the stock performs. You are buying stock,
not companies.

But why does this book need a third edition? If technical analysis is not
subject to revision, then its concepts should have near-permanent shelf
life. Unfortunately, the markets are ever—evolving, and analysts are
always learning new things about how it operates. After all, wasn’t the
world considered to be flat at one point by the best minds of the time?
Or that leeches healed disease? You get the point. As the markets
change, so, too, must the analysis.

Between the first and second editions, most of us experienced our first
live bear market for stocks. Between the second and third editions, we
experienced a near breakdown of both the financial markets and the
usefulness of our analytical tools. This edition incorporates everything
new I have learned about the markets and how to analyze them. It is
likely not going to be the last edition because the markets will not stop
changing. Remember the old saw, “Whenever you find the key to the
market, they change the locks.”

Preface XX111
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ABOUT THIS BOOK

magine that you speak only Mandarin and you want to read

I

Shakespeare. Somebody has to translate it into your language.
That is why this book was written. It will present technical
analysis to you in your language and in the order that makes sense to

you. You will go through the analytical process, calling on the tools as
you need them, not as they might be organized in a textbook.

My career has been entirely within the financial services industry, yet in
most of my positions, I have served in the role as translator. I translat-
ed the research department’s output into ideas for the sales force. I
organized the trader’s inventory into a solution for the brokerage cus-
tomer. I spoke with customers and translated their needs into specifica-
tions to give to programmers, and then translated the result back into
learning aids for the sales force. This book is a logical extension of that.
I hope to translate an often misunderstood, yet valuable, analytical dis-
cipline into simple tools any investor can put to immediate use. All of
this can and will happen without compromising the quality of the
analysis.

Core Themes

Making Money, Not Correct Market Forecasts

You need to be humble because the market is a lot bigger than you. You
cannot tell the market what to do, even if it is “wrong” by all measures.
It can hold a “losing” position a lot longer than you or even your coun-
try’s central bank can. What you want to do is listen to the market. It
will tell you where it is going, so you can jump on for the ride.

With technical analysis, the worst case is a bad trade from a false break-
out. Humility allows you to acknowledge your error immediately and
cut your losses.
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At its best, technical analysis will never let you miss a big move. That
does not include the unusual situations of legal changes, buyouts, or
natural disasters. However, if a market is going to have a sustained
move either down or up, technical analysis will get you out or keep you
in, respectively. It probably will not be at the very beginning or the very
end, but you will capture the bulk of the move and get out before giv-
ing back a significant portion of your profits.

What Makes a Stock Look Good?

B raises most To be trite, a stock that is going to go up is
l the one that looks good. Why state it like

this? The answer is that you should not be
interested in only flashy glamour stocks or common household names.
You need to look for stocks where demand exceeds supply, where the
so-called smart money has been placed in the early stages of their indi-
vidual bull markets. Stocks that are already moving higher with increas-
ing public interest are ideal candidates. These are all evident on price
charts with supporting indicators.

ats.

Notice that there is no mention of companies with solid fundamentals.
Strong balance sheets and good earnings growth make for good com-
panies. On paper, this suggests a certain price range over time.

In the real world, valuations are only one component of stock prices.
Investor perceptions of value, based on supply and demand, economics,
politics, pop culture, and fear and greed, make up the difference
between fundamental valuation and market price. Price can be higher
or lower than valuation. Technical analysis seeks to follow price trends,
not paper valuations.

What makes a stock look good? Find at least three of the following, and
chances are, you will pick a winner:

m A rising price trend as more and more investors jump aboard.

m Rising volume as investors become more aggressive in their
purchases.

m Strong, but not excessive, price momentum. Anything higher
indicates that supply and demand are out of synch.

XXVi
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m A strong sector. If the sector is doing well, there is likely to be
enough business for all the stocks in it.

m Strong market. A rising tide raises most boats.

m Supportive environment. Low input prices, high output prices,
low cost of doing business, and favorable supply and demand
in the industry.

All of this information is available on the charts. Supportive environ-
ment sounds like fundamental analysis, and it is to a degree.
Technicians call this intermarket analysis. For example, an electric utili-
ty has high energy input costs and is often saddled with a good deal of
debt. A bear market in oil and gas combined with a rally in the bond
market (declining interest rates) suggests favorable conditions for the
stock.

Choosing the Right Tools

Technical analysis offers a vast array of tools for every type of analytical
task. There are charts that display prices in time frames ranging from
trade-by-trade to daily to monthly and longer. They can show market
cycles, phases of fear and greed, and projected targets.

Indicators are available to measure price momentum, volume distribu-
tion, and market breadth. There are even methods in popular use to
measure sentiment and how perceptions change. For the purposes of
this book, you will stick to the basics and use those tools available to the
individual investor.

Flexible Analysis for the Real World

Allow yourself to hear what the market is telling you and be able to lis-
ten to it, no matter what you may have thought beforehand. See pat-
terns develop. Feel the changing tides of investor sentiment. If you need
further sensory reinforcement, smell your profits and taste success.

Strict interpretation of technical rules is, of course, the best way to learn
the topic. But this book will focus more on the spirit of the law instead.

About This Book XXVi1



This will allow you to take the concepts as you need them, rather than
follow a textbook outline.

What This Book Is About

This book was designed to do three things: enhance your returns, help
you avoid bad trades, and get you to think in terms of probabilities.

Enhancing Your Returns

Even this early, it is important to repeat the point that at this stage in
your investment career, technical analysis will not and should not
replace other methods. You should focus on enhancing your other deci-
sion-making processes to increase the likelihood of success. You will
expand your set of investment decision-making tools and learn to select
the right tool for the job.

The following chapters also take the mystery out of technical analysis.
The entity called “the market” is really made of the collective actions of
human beings. It can therefore be analyzed with tools that measure
crowd behavior and the imperfect dissemination of information.
Sounds hard? It is not. A chart with supporting indicators can do this
with relative ease.

Finally, there is a visual (sensory) component to the numbers (earnings,
sales, etc.). In the investment world, a picture really is worth a thousand
words.

Avoiding Bad Trades

If enhancing your returns deals with buying the best stocks, then avoid-
ing bad trades is just another way to express that thought. Technical
analysis can quickly show you situations where the stock has drifted too
far away from its fundamental value and is therefore not presenting a
good opportunity. It can also tell you that a stock is not healthy when it
fails to react to what should have been good news (higher earnings, new
product, better business environment). If the stock does not rally on

XXVill TECHNICAL ANALYSIS PLAIN AND SIMPLE



good news, it may mean that the bulls are exhausted. They may have
already bought their share and therefore do not demand any more.

Probabilities

Technical analysis is about probabilities and escapes. People probably
react in similar fashion to similar situations, but it is not guaranteed.
Proper analysis will give you the probability of a correct buy or sell
decision, as well as tell you right away when you have made a mistake.

Even if your analysis and decision were absolutely correct, the world
changes. When it does, the technical condition of the stock or market
changes. The charts will alert you that you need to reevaluate your
positions.

What This Book Is Not About

Do not worry that you might read about sophisticated analysis and
therefore think like a short-term trader at the stock exchange.
Treatment of each subject is kept deliberately light.

You will not have to wade through a discourse on how the market
works or how to manage your personal finances. It is assumed that you
already know this. This book is not concerned with why you are invest-
ing, other than to make money.

Finally, there will be no discussion of earnings, sales, revenues, debt,
weather, harvests, or other fundamental data other than to mention
that fundamentals do drive the stock price in the long term. Respect
them, but do not use them directly in the stock-picking decision.

About This Book ~ XXIX
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HOW TO GET
THE MOST FROM
THIS BOOK

his book is aimed at serious individual investors seeking to
augment their current stock-picking abilities. It is also of value
to the professional investor or trader in any market (stock,

bond, currency, or commodity) who has not yet used technical analysis
and is seeking additional tools for decision making. Whether you are
investing alone or as part of an investment club, this book will explain
the basics of chart reading, market timing, and even some money
management.

Read the first section to get an overall feel for what technical analysis is
all about. Then, take one chapter at a time and see how it applies to
what you are already doing. Examine some of your past trades that
worked out well to see if the technical condition present was favorable.
Next, look at some of your past trades that did not work out, to see if
technical analysis could have kept you away from them or at least told
you quickly, before too much money was lost, that they had gone bad.

Do not rely exclusively on what you learn here. Technical analysis is
both an art and a science in that it can be rigorously tested but it still
depends on the experience of the analyst to set parameters of precision
and risk tolerance. Use the concepts presented here to augment your
current analysis. There will be time later to study the topic in detail. For
now, your job is to increase your investment returns right away.

You Don’t Have to Abandon the Fundamentals

One thing you need to remember is that we will be focusing on supple-
menting your current stock selection discipline. You will not have to
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give up your broker’s advice, advisory services, or favorite hot tips.
Rather, you will learn how to evaluate these recommendations to see if
they are technically sound, and therefore be able to determine if the
time is right for the investment. You will also be able to track your cur-
rent portfolio to find advance warnings of impending reversal. In other
words, you will be able to keep more of your profits because you will be
able to sell quickly and with more confidence.

If your broker calls with a new recommendation, consider delaying a
purchase when the chart looks bad. The market is telling you some-
thing that has not yet appeared in the fundamentals. Remember that if
nobody is buying the stock, no matter what the fundamentals say, it will
not go up. Also, markets can trade far away from their underlying fun-
damental values, and technical analysis will tell you when that is hap-
pening. In the stock market, a company may be very profitable and a
leader in a growing industry, but its stock may have traded to unrealis-
tic levels. The company is great. The stock is not.

Technical Analysis Is Portable

We may talk a lot about stocks but almost everything here is relevant in
the bond, currency, and commodity markets. Chart patterns and trends
are valid in all markets. Some instructors actually take well-known
indices, multiply their values by a constant, and then turn the chart
upside down when they present it to their classes. The analysis is near-
ly identical to the unaltered chart.

Yes, it is true that markets act somewhat differently at tops than they do
at bottoms. It is also true that each market and individual stock has its
own “personality” However, for our purposes in basic analysis, the
nuances and subtleties can be ignored.

Daily charts are used where each unit summarizes the trading activity
of a single day. Almost everything you will learn is valid in all time
frames. Daily charts are great for 3-9 month analysis. Longer time hori-
zons require weekly or monthly charts where each chart unit summa-
rizes a week or month, respectively, of trading data. If you are a
short-term trader, charts in the hourly or minute times frames are
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needed. However, learning to day trade is not why you are reading
this book.

Finally, because technical tools work in most markets, you can cover
more ground than a fundamental analyst. That means you will be able
to analyze a technology company, food retailer, and a bank with equal
ease. You will even be able to chart interest rates and oil prices to help
with your stock selection.

You may be less detailed, but you are not using only one analytical
method. Your goal is profits, not analytical expertise. Let the business
media interview the expert. You are here to make money.

|
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REQUIRED BACKGROUND

s much as it would be good to jump right into learning
A technical analysis, it is still a good idea to understand some

broad concepts.

The Past

“Those who cannot remember the past are condemned to repeat it.”
George Santayana

Historical Data

When investment professionals as a group make their decisions, they
often analyze such fundamental information as economics, politics,
and demographics. They look back to the past to forecast what may
happen in the future. This does not mean that they are consulting a
magic oracle but rather, they are employing technical analysis of the
markets. This discipline relies on generous amounts of historical price
data that is both accurate and readily available to their computer
applications.

Technical analysis is based on human
behavior, but it is not a study in
psychology. Investors and speculators
react the same way to the same types of
events again and again, and this is reflected in the ebb and flow of

estors and speculators
ct the same way to the
e types of events.

prices. If one charts this activity over time, patterns in the price action
emerge. Some of these patterns comprise standard technical analysis,
while others are created by analysts based on their own observations
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and calculations. Historical data are required in both cases to test
theories and fine tune their parameters.

When currency traders, for example, are deciding whether or not to
buy yen, they may look at a chart of yen prices for the past year to
determine if the recent rally has ended. This graphical representation
makes it a quick study. By expanding the chart to cover more years,
they can quickly find other occasions when the yen rose quickly and
what happened just after it did.

History Repeats

Technical price patterns are often followed by similar reactions. For
example, if prices were rising and then start to trade in a small range,
the characteristics (shape and size) of the range can be used to
determine how far the market will move once the pattern is ended.
This is not just a guess, but a highly likely condition (reaction by
humans) based on thousands of similar occurrences in the past. The
more historical data the investor has available, the more historical
observations can be made and the more likely the investor will make
a correct buy or sell decision.

The biggest advantage to using a historical database in making these
decisions is that it gives the trader or analyst perspective. A sharp
price increase in one commodity today may be taken as a bullish sign
until it is viewed as part of a longer chart that has been declining for
the past six months. In that light, the rally in a commodity may well
be an opportunity to unload it rather than load up on it.

One of the biggest criticisms is that technical analysis is a self-
fulfilling prophecy. Wearing a “making money, not forecasts” hat
sounds like a good deal for those who get in early. Stepping back from
the profits for a moment, it should be conceded that the criticism is
true in some cases.

TECHNICAL ANALYSIS PLAIN AND SIMPLE



One definition of a technical breakout says that a market that moves
above the top of a technical pattern should be bought. Short-term
traders who see this buy, and the market moves higher due to
increased demand.

This works well on the initial breakout as new buyers are drawn in.
However, unless there are more technical factors supporting the
move, the rally will fail. In this case, the prophecy will not come true.
For a sustained rally, there must be increasing demand and increasing
participation from the public (individual or institutional). True
breakouts are usually presaged by changes in the underlying technical
condition, have certain confirming characteristics at the breakout,
and are followed by improving technical indications.

Although this undermines the self-fulfilling prophecy argument,
rallies, chart patterns, and breakouts can all be measured and
followed because people do repeat their actions. A triangle pattern in
today’s market is formed for many of the same reasons that it was
formed before. A breakout now will probably create the same result.

History repeats itself in the same way that snowflakes look alike. From
a distance, they look the same. When put under the microscope,
however, the differences become apparent. In the markets, human
participants tend to do similar things given similar circumstances. For
example, if a rally stalls and a triangle pattern forms on the charts,
buyers and sellers become increasingly uncertain about what to do.
They buy and sell with less confidence as they wait for some outside
influence to spark the next move, higher or lower. The fact that there
are at least five different variations of triangles tells us that these
periods of increasing uncertainty are not exactly alike.

What does a budding technician make of all this? Following the basic
rules of market behavior will be profitable most of the time, and we
must be nimble enough to react when events deviate from the
expected.

This summarizes the similarity of market actions without locking us
into strict definitions. People tend to do similar things given similar
conditions. We learn from our mistakes. However, there are always
new people entering the market who have not yet had their lessons.
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Repetition and Rhyming

Are no two snowflakes exactly alike? Does lightning ever strike twice?
Does a bull market last the same time and move the same distance?

It was Mark Twain who said, “History does not repeat itself. But it
does rhyme.” No matter how much today’s market may look like a
previous market, you cannot be 100% sure it will continue to react in
the same way. It may go up, but not as fast. It may pause to rest in a
quiet trading range, or it may pause to rest in a volatile trading range.

With so many variables that can affect the market, the difference
between having 80 and 90% of them in line probably does not matter
to a bottom-line decision of buy, sell, or hold. It might affect the
course or amount of the rally, but not the decision to buy or sell.

Technical Market Theory

Most people want to know a little about how the car works so they
know how to drive it and when to take it in for service. Technical
market theory encompasses a large body of work, rigorous testing,
and decades of experience. At this stage, it is similar to the car in that
the basics need an explanation. Becoming expert takes rather longer.

As technical investors, we are chart readers. The key is to think of a
chart in psychological, not graphic, terms. In other words, support is
the level at which the aggressive selling of the bears has waned
sufficiently to be offset by the rising aggressiveness of buying by the
bulls. Resistance is the level at which the aggressive buying of the bulls
has waned sufficiently to be offset by the rising aggressiveness of
selling by the bears.

The Basics of Technical Analysis

Chart patterns represent the behavior of the masses. They are built
from actual transactions, so in effect, they represent how the pool of
investors, traders, speculators, and hedgers have put their money
where their collective mouths were over time.

TECHNICAL ANALYSIS PLAIN AND SIMPLE



Because the composition of the pool stays relatively stable over time
and investors react the same way time and time again when presented
with the same circumstances, chart patterns can be used to measure
the likelihood of similar resolutions to current market conditions in
the future.

Since not all players have access to the

all players have access to

same information at the
they do not react at the same speed R e.

when they do get it, markets present

same information at the same time and

opportunity. If everyone knew about a new product announcement
from the Widget Company at the same time and they reacted the
same way, the stock would only trade at the market maker’s bid-ask
spread until the news came out. It would then jump completely to the
next level, where it would trade perfectly flatly until the next news
development. Trends represent the slow dissemination and
assimilation of news.

Because the market really consists of the mass of human will, it is
prone to excessive swings from optimism to pessimism and back
again. Technical analysis helps to measure these swings.

Humans Again—Market Psychology

This emerging field of analysis is beyond the scope of this book.
However, a few of the basic concepts can be learned that directly apply
to analyzing a stock or market, as well as a few that are indirectly
indicated in the charts.

PERCEPTIONS

It is worth reiterating that a stock’s price often does not match its
fundamental value. Current market price can and does deviate from
the (forgive the jargon) capital asset price model and discounted
value of future cash flows. In a marketplace where humans, not
computers, determine prices, it is not what it is worth; it is what
people think it is worth.
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How else can the phenomenon of Internet stocks be explained? In
1998 and 1999, these stocks tripled after their initial public offerings
when they had no profits and unreliable revenues. And the 1987
crash? How can the fundamental value of the entire stock market be
cut by almost one-third in one day when there was little change
elsewhere in the outside world?

Leading into the crash, people were ignoring such important factors
as soaring interest rates and the prevalence of a “buy anything”
mentality. When reality caught up with perceptions, prices tumbled.

To rephrase this, the stock market or any other market never reflects
calculated true value. It reflects people’s perception of the value; what
people think it is worth.

THE CROWD VERSUS THE INDIVIDUAL

People like to believe that they are independent thinkers and that
rational analysis and logic often prevail. They also might be modest
enough to admit that other people have valid, and even superior,
opinions.

When those same, rationally thinking people are part of a crowd, they
tend to conform to the crowd. It is uncomfortable to maintain a
minority opinion, even when the individual’s analysis is sound. As
part of a crowd, humility is lost, as everyone begins to think that they
(the crowd) are 100% right. There is no room for contrary opinion.
Facts not confirming the mass opinion are ignored.

In the previous section, the 1987 crash was used as an example. The
crowd wanted to buy stocks and the market went up. The rare
dissenter was called a “doomsayer,” even though the evidence for a
crash was in place.

The same condition is in effect at market bottoms. The crowd sees
nothing but bad news and the market continues to fall. Changing
conditions are ignored as they were in 1982, even as the dawn of the
greatest bull market of all time was at hand.

Technical analysts have the tools to follow the changing tide.
Confidence in their analysis provides the conviction to act as an
individual, against the crowd, if necessary.
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Mpyths and Truths

A few of the myths surrounding technical analysis have been covered:
the self-fulfilling prophecy, basing future price activity on past
performance, and reading tea leaves. There can be some truth to self-
fulfilling prophecy. After a stock breaks higher from a chart pattern,
new buyers are drawn in. They push the price higher and that, in turn,
draws in still more buyers.

The problem with this explanation is that it unknowingly merges
short- and long-term analysis with a one-time action (breakout) into
one story. Short-term analysis would have told short-term traders to
buy before the breakout. If technical conditions continue to improve
after the breakout, then long-term analysis would confirm it with
improved momentum (prices move convincingly) and higher volume
(more shares change hands, suggesting broader public participation).
Investor sentiment would improve as the changes in fundamental
data filtered down to all investors.

The past-performance issue is another of the critics’ favorites. How
can past performance determine the future? The “random walk”
theory of markets says that if prices are random, then nothing can
predict them. But prices are not random. Prices are based on
calculated value modified higher or lower by human perceptions of
value. Calculated value changes in predictable ways based on the
economy and the individual company. Perceived value also changes in
predictable ways.

It cannot be calculated how perceptions will change, but they can be
measured based on current buying and selling in the market. Buying
and selling leave measurable footprints on the charts, and because
humans tend to do similar things given similar circumstances, it can
be forecasted what the market, as the sum of all humans
participating, will do next.

It is not the past action of stocks that is used to predict the future.
Rather, it is the form and extent of current trading and the time-
tested knowledge of what people have done after similar patterns
in the past that determine supply and demand. This allows prices to
be forecast.
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The Pillars of Technical Analysis

There are four main areas of technical analysis that analysts can
objectively measure and use in trading systems. They are as follows:

m Price

s Volume
m Time

m Sentiment

There are indicators and analyses in each of these areas, and Chapter
23, “Sometimes Being Wrong Is Good,” outlines many of the more
popular ones. For the purposes of introducing these concepts in this
chapter, it will be sufficient to give them a general treatment.

Price is the most important of these areas; we measure profits and
losses in price differences between buys and sells. It deservedly gets
the most focus by analysts and academics alike, but if all four can be
employed together, the odds of making successful decisions can be
dramatically increased.

Volume includes such concepts as accumulation and distribution,
market breadth, open interest, and trade count. Time includes cycles,
seasonality, and relationships between patterns and trends from a
duration point of view. Finally, sentiment is a more subjective area
that seeks to determine solely if the masses—i.e., the consensus of
investors—is tipped too far in one direction. At that point, it pays to
consider positioning against the crowd. Such indicators as cocktail
party chatter and options premiums play roles here, and there will be
more on each aspect later in various places in this book.

For Fundamentalists

“The biggest mistake that a fundamental analyst makes is thinking that a stock
and a company are the same thing. The biggest mistake a technician makes is
thinking that a stock and a company are different.”

—Phil Roth, chief technical market analyst, Miller Tabak & Co. LLC

=
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Even the most ardent believer in fundamental analysis could benefit
from technical analysis. Technical analysis helps to time purchases
and sales of securities. When a company receives glowing
fundamental reports, its stock may not be good to buy. It may have
already run up on the news or anticipation of the news. It may have
been caught in a frenzy of activity that was unrelated to the
fundamentals. Internet stocks in 1998 were a good example of this.

Technical analysis helps to determine if the price of the stock has
moved to an extreme. Price in the market can and does become
decoupled from the fundamentals.

Even a fundamental analyst in technical denial uses some technical
information, such as 52-week price range and earnings history. The
former represents a crude measure of past performance. The latter is
actually the trend in earnings.

To recap, this book is not about getting you to abandon your
fundamentals. It is about enhancing your analysis with charts. This
author is a full-fledged technician, but you do not have to be.

Chapter 1 Required Background
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WHAT IS TECHNICAL
ANALYSIS?

market analysis—technical. It is about as technical as
singing. Designing electronic circuit boards is technical.

W hat a terrible name has been bestowed upon this method of

Developing a new bio-medical implant device is technical. Market
analysis? That is not technical.

True, there are technical terms and complicated research.
Mathematical modeling can also play a role, but strip away all the
advanced-level components, and technical analysis is just a tool
investors and traders use when deciding to buy or sell a stock, bond,
currency, or commodity.

One analogy that can be used is that of the carpenter. Market techni-
cians carry with them a technical toolbox filled with the studies,
patterns, and classifications. The carpenter uses a hammer to drive a
nail, not a screwdriver. The technical analyst might use a momentum
indicator to assess the health of the market, not linear regression.
Both tools are good, but each has its own special use.

Technical analysts do not even expect to be correct in their decisions
all the time. With the proper money management and mastery of
one’s ego, a 60 percent success rate will put one at the head of the
class. A little higher success rate would be expected from a surgeon
or an airport control tower. Perfection is technical. Market analysis
is not.




So how is technical analysis like singing? For starters, everyone can do
it. Most people may not be good at it and therefore will not be doing
concerts for the Queen. Others, with training, practice, and desire,
will master the basics to make their portfolios sing.

Sure, singing can be broken down into physiological components of
breathing, posture, and throat control. Psychologists may cite right-
brain dominance and perhaps innate musical ability. Most singers,
save for those at the top professional levels, do not study these com-
ponents. Rather, they know the basics of singing and apply it for fun.
This is the feeling you should get from this book as you learn a few
lessons in market analysis. You do not need to know every study and
every technique top technical traders use, because you are not trying
to become a top technical trader at this point in your investing career.
You will have your “fun” when you see your results improve. Maybe
you will get hooked on charts and decide to pursue technical analysis
as your primary discipline. Maybe not. You are not going to change
from a karaoke singer to Frank Sinatra overnight.

Technical analysis has been saddled with a poorly descriptive name.
Technical analysis is not technical like electronics, but more diagnos-
tic like the role of a doctor.

Components

Technical analysis is the art of identifying market turning points at a
relatively early stage. The goal for all but the most aggressive of
traders is to ride the bulk of the trend as far as possible without
attempting to pick the exact tops and bottoms.

The Chart

The b.a51.c component of te§hn1cal Basic component of
analysis is the chart. Depending on nical analysis is the
how detailed the analysis is going to be, rt.

the chart captures all relevant data and
displays it in a logical format. Of all the information that can emerge
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from it, the most important is how the market got to where it is at any
given point in time. How it moved from price A to price B over time
reveals a great deal about supply and demand, investor sentiment, and
pent-up price potential.

Consider a market that has moved in a very small price range for
months. Trading activity has been relatively low, and very little news
has emerged. In short, the market is boring. Few people are interested
in following it at all. One day, trading volume suddenly doubles.
Given that low normal volume, this doubling is still mostly unnoticed
by the public, but the people who bought that day knew something
was going on. Perhaps they only thought they knew something, but
the result is the same: a doubling of volume.

For whatever reason, demand rises. The market breaks out of its price
range, something technicians call a base or basing pattern, and begins
to rise. Often, the good news that caused this breakout is released to
the public and the rally begins in earnest.

Is this inside information? No, it is not. Remember that information
flow is not perfect. Somebody either knew it early or took a gamble
that it was true. If information flowed to everyone at the same time,
then there would be no such thing as a bull or bear market. Prices
would jump from one equilibrium level to the next in an instant.
Technical analysis attempts to determine where the market is in the
process of information dissemination to determine if it is in the early,
middle, or late stages of a trend.

The Supporting Cast

To the basic chart can be added indicators that can quantify market
momentum (how fast the market is moving), trade volume (how
much power is behind the moves), and even the natural order of
crowd behavior (sentiment).

A complete technical analysis of a stock, for example, could also
include technical treatment of fundamental data such as earnings and
dividends. To say that company XYZ has raised its dividend for 20
quarters in a row is to say that the trend in dividends is rising at a

Chapter 2 What Is Technical Analysis?
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steady rate. A plot of earnings that shows an increasing slope suggests
that stock prices will soon follow.

Discussion of studies will be kept to a minimum in this book. Its goal
is to expand your decision-making skills, not teach the complete set of
technical tools. There are many good specialist texts to help you with
that task.

What Is the Market?

Just as is learned in Introduction to Economics courses, the market
for stocks, bonds, commodities, or foreign exchange is comprised of
buyers and sellers. The price at which they trade is determined by
supply and demand.

The following list breaks down the process further. As can be seen, the
prime mover of markets is the perceptions of the people in it.

m The market is comprised of buyers and sellers.
m Price is determined by supply and demand.

m Supply and demand are determined by the aggressiveness of the
bulls and the bears.

m Bullish and bearish actions arise from perceptions of value.

Notice that actual value is not in the list. What a market should be
worth based on mathematical and economic models is not the decid-
ing factor in the prices in the morning newspaper tables. Technical
analysis is positioned to follow the discrepancies between forecast and
perceived value.

The Herd

The psychology of crowds, also known as the herd mentality, is an
important part of technical analysis. Why the herd? Investors and
traders are also human beings. Humans prefer to be accepted, and like

=
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their animal counterparts, they will follow the herd for psychological
safety.

Continuing with the animal analogy, imagine that a herd of zebras in
Africa perceives a threat from a nearby pride of lions. The herd begins
to run. All zebras within it stay together to present a blur of white and
black stripes to the lions. This is a trend. As long as the herd moves, all
individual zebras will move with it and consider themselves safe.
Consider this the zoological equivalent of the “trend is your friend,”
one of the more common adages in the investment world.

Now imagine that the herd becomes so preoccupied with the simple
act of running that it forgets to look ahead at the changing landscape.
Up ahead is a deep ravine. Here, at the end, the trend is no longer your
friend, so to avoid certain death, the individual zebra should be look-
ing for a way to break from the herd. This is a lonely proposition for
both zebra and investor—going against the crowd to stand alone. The
zebra must consider if the lion is still out there. The investor must
weigh the psychological discomfort of standing alone against the
financial discomfort of following the crowd past the end of the rally.

So what is the market? It is the conglomeration of the actions and
perceptions of all participants. It develops its own consciousness, not
unlike that of millions of nerve cells coming alive together in a brain.
Like a living organism, no single cell is more important than the
whole, so we, as individual cells, must remember our place. The mar-
ket can never be wrong.

Chapter 2 What Is Technical Analysis?
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WHAT IS A CHART?

harts are everywhere. We use them to keep tabs on how our
children are growing, how to group ourselves demographically,
and what the weather is going to be for the next five days.
Whenever we show how something changes over time or how it breaks
down into its component parts, we are using charts. In the investment

world, we usually chart price movements over time. Technical analysis
starts with this basic chart.

A Picture Is Worth a Thousand Words

Technical analysis is based on the premise that in order to know where
prices are going, one must know where prices have been. In the early
days of stock trading, the only way to know where prices had been was
to read the ticker tape. Only a very few had access to the tape.

Because most of us are not working on the floor of the exchange, com-
puters read the tape and send the prices to home screens and newspa-
pers. However, even getting an idea of the market from these quotes is
nearly impossible. The more stocks (or mutual funds, bonds, and
futures) are followed, the harder it is to do investment research. Only
so much information can be kept track of in one’s head.

Enter the chart. By plotting the closing prices of stocks or other instru-
ments on paper (or a computer screen), each day, it can be seen at a
glance not only what the price of the stock is but also how it got there.
Sure, MicroGiant is trading at 65 up 1/2, but was it 60 last week or 70?
Charts put all the data in one place so they can be visually assimilated
at will.
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What Good Is That?

Knowing if a market is moving up or down helps investors to buy only
those issues that have the odds stacked in their favor. The bottom line
in all markets, whether they are financial, real estate, or breakfast
cereal, is that when demand is greater than supply, prices will rise. A
chart with a positively sloped price line is exhibiting excess demand. It
is better to buy a stock when demand is greater than supply than the
other way around.

The chart of Micron Technology for 1995 and early 1996 illustrates
this (see Figure 3.1). On the way up, when all the news was positive,
buying high and selling higher was a good strategy. In late 1995, when
the price had fallen 25 points, the chart shows prices bouncing back a
bit. Certainly, if the stock was good at 90, it is a steal at 70. It wasn’t
even a steal when it dropped to 50.
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Figure 3.1 Micron Technology
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Technical analysis has many tools that
Inestor there ever was.

esoteric or proprietary and never make

it to the mainstream. Of those that are generally available, the majority
are used infrequently. Any investor can be armed with a small number
of technical tools and be able to enhance their performance in the
markets. The goal is not to be the best investor there ever was. The goal
is to enhance portfolio returns in a way that is consistent with an indi-
vidual’s needs and risk profile.
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Tea Leaves? Crystal Ball?

Want to insult a market technician? Ask what is seen in the crystal ball.
Technical analysis cannot see into the future any more than can read-
ing the bumps on your head. It does not predict. It is more about
crowd psychology and probability. Charts simply show the current sit-
uation and the analysis lays out the probabilities for various possible
outcomes.

The catchphrase for technicians has always been “history repeats.” The
latest revision of this phrase is “history doesn’t repeat, it rhymes.”
Events do not unfold the same way every time, but the odds of similar
paths are quite high.

Applying one simple tool to the chart (see Figure 3.2), Figure 3.1, a
simple trendline (essentially, a stick figure drawing of the stock’s price
action), was broken to the downside in November 1995. History tells
you that when this happens, the likely event is for the market to keep
going in the direction of the break. Anybody who thought they got a
good deal at 70 a month earlier was told very clearly that they were
wrong.

12722 0Z/06 03721 05703 0615 07725 09411 10723 12705 01718
1954 1955 1956

Figure 3.2 Micron Technology 2

Technical analysis is not always right. Nothing is. Every technical tool
in the world can agree that Joe’s Customized Research Company is a
stock on the verge of its great bull market when a little thing like the

Chapter 3 What Is a Chart?
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Internet comes along to change the rules of the game. Technical analy-
sis will quickly point out that the original forecast was wrong. In the
investment world, being wrong 60% of the time still makes us very
wealthy.

Of course, losing 60% of the time with even-money odds is a bad
game. Technical analysis requires the investor to follow the age-old
adage of cutting losses and letting profits ride. Four $10 winners
swamp six $1 losers. This is how traders make serious money. Long-
term investors should really shoot for portfolio enhancement rather
than aggressive activity, but the key is that they should not be afraid of
a loss. They will not sidetrack a disciplined investing approach in the
long run.

What About Earnings?

There is no doubt that what a company earns has a direct impact on its
value. Technical analysis does not consider earnings, financial state-
ments, news, and input prices directly. Rather, it assumes that all of
that information is in the current price. A better definition is that
price is the sum total to date of the actions of everyone in the market-
place. Someone was following earnings and bought or sold the stock.
Somebody else was watching the news wires to find developments
affecting the company. Input prices are followed by others. If the price
of apples and wheat flour go up, the margins at Aunt Betty’s Fruit Pie
Company will be squeezed. This is technical analysis.

In the credit markets, there is always the fundamental argument that
interest rates are affected by the actions of the Federal Reserve Bank
and changes in inflation. The statement that the Fed has lowered the
discount rate for the past six quarters means that the discount rate
chart is trending down. What happens when the consumer price index
rises? This, too, can be charted and both correlated to interest rates. A
chart of interest rates themselves captures the actions of those follow-
ing these supposedly fundamental data. Most investors are using tech-
nical analysis already without even knowing it.
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Conclusion

Charts are not mysterious. They are tools that allow investors to keep
track of more opportunities and see quickly when it is time to change
strategies. They do not predict the future, but they are valuable in
determining the probabilities of success whether deciding to buy, to
sell, or to hold.

Chapter 3 What Is a Chart?
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4

JARGON YOU
CANNOT AVOID

ere is the bare minimum of technical terms and concepts.

Bar Chart

The bar chart is the main market analysis tool in the western world
and a key component of technical analysis worldwide. In East Asian
countries, a form of charting called “candle charting” is the major tool,
but the data series they both use are the same. Candle charts are cov-
ered in their own chapter at the end of this book.

Daily bars use open, high, low, and close data to summarize trading
activity for each day. They are plotted together in a vertical line each
day, as can be seen in Figure 4.1. Over time, the bars rise and fall to
form the chart patterns that will be explained later.
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Figure 4.1 Five-day bar chart of France Telecom

Figure 4.1 shows a five-day bar chart of France Telecom. The high and
low prices are connected to form the body of the bar. The open is the
small tick mark on the left side of the bar. The close is the tick mark on
the right side of the bar.

Support and Resistance

Simply stated, support and resistance are respective price levels at which
price stops going down or up. A price in any market is one at which bulls
and bears have agreed upon fair value. If bulls think that the price is low,
they will attempt to buy. This, in turn, raises demand and prices rise. As
prices rise, bulls become less aggressive in their actions and bears
become more aggressive. At some point, bullish and bearish aggressive-
ness will balance and that price level becomes resistance.

The converse is true for support as the aggressiveness of the bears falls
while the aggressiveness of the bulls rises. When they balance, prices
stop falling and support is established.

Notice that aggressiveness balances. Supply and demand are always in
balance at any given price because a trade price was agreed upon.
Because the markets have memory of previous support and resistance
levels, they can be used as target or limit prices when the markets have
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traded away from them. In other words, if a rally ended a year ago, the
top of the rally becomes resistance for the next rally attempt. The mar-
ket remembers that bulls and bears were in equilibrium there. Perhaps
current traders and investors remember it that way. Perhaps that price
level is a trigger for some economic event that stops the rally, such as a
certain price in crude oil triggering new exploration and hence greater
oil supply.

Chart patterns are bound by support and resistance. Trendlines are
support and resistance lines on an angle.

Figure 4.2 shows a 6 1/2-year trading range for the Nikkei 225 index in
Japan. The same levels served as support and resistance there for years.
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Figure 4.2 Multi-year trading range for the Nikkei 225 index in Japan

Trends

The theory underlying these indicators is that once a trend is in
motion, it will continue in that direction. Technical analysis attempts
to determine the strength and the direction of the trend. The earlier
that this can be accomplished, the earlier the trend can be followed
and the more profit can be made. Knowing the trend is equally as
important as avoiding bad trades. Strategies such as buying the dips
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work well if the trend is going your way. If it is not, the risk is higher
and the potential profit is smaller.
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Figure 4.3 Long-term trend for the Dow Jones Industrial Average

Figure 4.3 shows how long trends can last. The long-term trend for the
Dow Jones Industrial Average was unbroken for the 16 years leading
into the original publication of this book. Shorter-term trends came
and went, but the long-term trend remained intact.
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Figure 4.4 Multi-year trends in gold
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Figure 4.4 shows multi-year trends in gold. Trendlines work in all time
frames and in all markets.

Consolidation, Congestion, Correction

All of these terms describe the same event in the markets. After a rally,
a certain portion of the bulls decide that prices are above fair value.
They take advantage by locking in these excess profits with a sale. At
the same time, even the most timid of the bears decides that the mar-
ket is just too attractive not to sell short (selling short is a bearish strat-
egy to sell borrowed stock or futures now and buy them back later).
This combination changes the balance in the market, increases supply,
and prices fall.

During this decline, portfolios are realigned, news is digested, and
investors enter and leave the market. The way all of this unfolds deter-
mines the shape of the pattern on the chart. Consolidation and con-
gestion are terms that can be applied to any time frame, from minute
to daily to monthly. Correction seems to be a relative term, since a
correction in a long-term trend may be considered an outright bear
market in the short term.

The bottom line for this section is that any market that is not trending
higher or lower can probably be labeled with one of these terms.

This is covered in more detail in Chapters 5 to 12 on chart patterns.

Breakout

After a market forms a pattern, it eakout occurs when prices
eventually starts a new trend higher e through either the support-
or lower. A breakout occurs when or resisting border of a chart

prices move through either the sup- il

porting or resisting border of a chart pattern. News or market events
cause the perceptions of the bulls and bears to change, and one or the
other becomes more aggressive in their activities. If it is the bulls, then
the market goes up. If it is the bears, then the market goes down.

|
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Breakouts occur with sudden shifts in perception that cause increased
activity from an increased number of market participants. Volume
usually rises and prices usually move in wider intraday ranges. This is
clearly evident in the chart of Amazon.com in Figure 4.5 as both price

and volume surged at the breakout point.
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Figure 4.5 Breakouts

Breakouts are covered in Chapter 18, “Just What Makes a Stock (Bond,

Commodity) Look Good?”

Continuation Patterns

A continuation pattern is a consolidation zone that serves as a rest stop
during a trend. After bulls and bears reevaluate their positions and port-
folios, the market continues on with the existing trend. Whichever group
was the more aggressive before the pattern resumes this leadership.

This is covered in detail in Chapter 9, “Chart Patterns—When the

Market Needs a Rest.”
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Reversal Patterns

A reversal pattern is a consolidation zone that serves as a rest stop
when the trend is changing. Bulls and bears reevaluate as before but
this time, perceptions of value change, and the group that was more
aggressive before the pattern becomes the less aggressive group going
out. How can one tell a reversal pattern from a continuation pattern as
they are forming? The shape and position within the trend can yield
more clues. However, the bottom line is to wait for the market to indi-
cate by breaking out higher or lower.

This is covered in detail in Chapter 10, “Chart Patterns—When the
Market Is Changing Its Mind.”

Moving Averages

A moving average is the average price of a stock or market over a
defined period. In the stock market, a 200-day moving average is used
to determine long-term trends. It smoothes out the short-term wig-
gles to help make the trend more clear. Short averages are used to
measure or smooth shorter-term trends.

The term “moving” comes from the calculation of the average. For a
daily average, each day’s value is calculated from a moving window of
days going back in time. Each successive day’s average is calculated
from a successive range of daily data.

This is covered in more detail in Chapter 8, “See the Forest and
the Trees.”

Momentum

Momentum in markets is similar to momentum in physics. Markets in
motion tend to stay in motion and markets at rest tend to stay at rest
unless acted upon by an outside force. Price momentum indicators
measure the speed and force of the trend.
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For a quick explanation, consider a rubber ball tossed in the air. Its
rate of ascent decreases even as it continues to rise. Market momen-
tum readings can also fall as prices continue higher but sooner or later,
the market, like the rubber ball, runs out of power and starts to come
back down.

Indicators deserve their own chapters, but it is really not critical to
learn detail at this point in your career. You will see charts of the rela-
tive strength index (RSI) or Stochastics later in this book, but like the
automobile metaphor, you want to turn the key to start the car, not
learn how the ignition mechanism works.

Two terms that are usually associated with momentum are overbought
and oversold. They are strange terms, indeed, as they suggest that too
much stock has been bought or sold. What they really mean is that the
market has moved too far, too fast. Bullish or bearish activities of the
minority have gotten out of line with bullish and bearish perceptions
of the majority, so the trend cannot be sustained. Like a rubber band
that has been stretched too tight, the market snaps back until activity
and perceptions are in synch.

Divergence

Divergence on a chart exists when the relative trends of prices and of
indicators are moving in different directions. It can be bullish or bear-
ish, depending on the relative directions of the price and studies.
Momentum and volume studies are analyzed extensively for diver-
gence, and this will be covered in Chapter 13, “What Is There Other
Than Price?”
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CONCEPTS

here are a few key concepts to understand before we can really
dig into the charts. Fortunately, they are rooted in common

Sense.

What Is Really Going on to Form the Charts?

Patterns on the charts are not randomly generated apparitions.
Although it is certainly true that computers can generate such shapes
and wiggles, the patterns we see are formed when real people, acting in
their individual self interests, buy and sell stocks, bonds, currencies, or
commodities in the pursuit of financial gain. They act, that action is
recorded, and the sum actions of all participants form the patterns we
see. Period. There is no conspiracy and there is no randomness.

When information, such as a pending new product release or weather
conditions that could affect crops, is introduced into the marketplace,
some players will act quickly and decisively. Others will act quickly but
timidly. Still others will not act at all.

These are the people who have the information first, but not everyone
is so lucky. As information is disseminated around the market, people
receive it and absorb it at different rates. The sum of all actions of all
these different types of people leaves distinguishable tracks and paths
that tend to be similar given similar situations. In other words, when
pattern “A” forms, the odds favor path “B” to follow. No guarantees,
but in the investing business, even a small edge like an increase in
probability can lead to profits.
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Indecision and Alignment of Needs

Within the trends of bull and bear markets, while the path of prices
can twist and turn into a myriad of patterns, the reasons for each are
all the same: fear and greed. Another way to put it would be supply and
demand, but that is simply a derivative of the basic reasons why
investors do what they do.

After a rally, for example, demand is used up as people have already
bought. At least some will seek to lock in profits by selling, and that
increases supply. Combine the two, and prices cannot help but soften,
if not decline.

But at some point, depending on how fearful people are about losing
money and how greedy they are about making it, demand increases and
supply decreases so that prices strengthen again. The depth of the decline
is directly related to how aggressive the bulls and bears are in their
endeavors, and it becomes a trail for the technical analyst to follow.

Sometimes the clues are subtle, and sometimes they are huge, but they
all can be followed and matched up against similar patterns that have
happened before. Once the patterns are classified, investors can pre-
pare to follow typical paths unique to them once those patterns end.

This book will cover the inner workings of patterns later in Chapters
9-12. For now, it is important to know that patterns emerge as
investors jockey for position and realign their portfolios. The aggres-
siveness of the bulls and the bears determines the actual shapes of the
patterns and defines its borders such that it is relatively easy to detect
when one side or the other has won the battle within the pattern; the
market then begins a new trend from there.

Analysts call this a breakout or breakdown. We can call it a sea change
of investor mood from disagreement as to where the market will go, to
agreement—and action.
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Taking the Easy Way Out

Behavioral finance is an up-and-coming area of study that seeks to
explain why investors do what they do. For example, the average
investors would rather book a small profit rather than risk losing it at
the same time that they let a small loss develop into a big loss, as many
did during the Internet bubble of the late 1990s. Rational people
allowed investments to lose 99% of their value because “it’s not a loss
until you sell it.”

Of course, that is a silly statement. It also violates one of the oldest
mantras in the investment world, “cut your losses and let your profits
ride.” After all, would any rational investor hold on to losers while get-
ting rid of winners? Of course not, but that is not what really happens.

Psychologists will point out that going against the prevailing wisdom
is difficult. What an individual may do in a given situation is often the
exact opposite of what that same individual may do as part of a crowd.
Just like prey animals on the African plains, investors find safety in
numbers and will talk themselves into believing the crowd.

The Herding Effect

Investors act just like a herd. It’s safe and it is easy. It is also dangerous
because crowds rarely recognize the end of market trends as they are
happening, and they extrapolate current trends—and gains—into the
future just when the trend is actually changing. Back to back 20%
gains in the stock market in the late 1990s were forecast into the
future, and just one look at the year 2000 shows that it did not quite
unfold that way.

At the start of a bull market in stocks, the fundamentals are usually
bleak. Earnings, as reported for the previous quarter, are low. Senti-
ment or market mood is poor, and nobody is really interested in the
market at all. And during it all, stock prices start to rise.

Chapter 5 Concepts
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Investor sentiment is marked by disbelief, and the crowd, or herd, does
not buy. Eventually, the first pullback arrives, and the media might be
full of pundits, with “I told you so” as their theme. Prices rallied for
some “technical” reason, they might add, not understanding that there
were technical reasons well before the actual bottom, but we are get-
ting ahead of ourselves here.

Then, stock prices rise again, and lo and behold, the fundamentals
start to improve. Now it’s time for the masses to join the party—from
Wall Street analysts to individual investors, everybody is finally excited
about the market, and during this phase, everybody is right. The herd
is running together and everyone is making money.

But then the market stalls and begins to fall. “Not to worry,” they
proclaim, “it’s just a correction.” And again, they are right. Profits are
booked, overheated conditions are cooled down a bit, and those
people who missed the rally get their chance to finally participate.
Eventually, the increase in buying and drying up of selling forms a
bottom, and the market resumes its upward march.

Fundamentals still look great, but unlike the previous phase of the
rally, the technicals are quietly starting to weaken. Perhaps the pace of
the rally is slower than before, something technical analysts measure
with momentum indicators. Perhaps buying power has been dimin-
ished by significant amounts, leaving less fuel for the bulls to use. Ana-
lysts measure that with volume.

Perhaps in the frenzy for fast-moving stocks to appease hungry
investors, institutions begin to focus on an ever-narrowing list of
names, shunning the steady gainers for the “go-go” momentum stocks
of the day. It makes sense, too, since institutions must beat their
benchmark indices, and the only way to do that is with the fast-mov-
ing stocks. Short-term thinking gets Wall Street into trouble just like it
does for Main Street, but during this phase of the bull market, it is the
rule, not the exception.

Technical analysts measure this with breadth and depth indicators
such as the advance-decline line. Typically, this indicator will peak well
before a major top in the indices. The market becomes narrow with
the indices rising but the average stock now falling.
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Still, the fundamentals are good and people are making money, so the
pervasive attitude from the boardroom to the cocktail lounge is happy,
and the chatter is about which stock will be the next big thing. While
technical analysts cannot directly measure sentiment like this, there
are other ways to do it. In the market, the total dismissal of the possi-
bility that the market will not rally, let alone decline, shows up in the
actions of market participants. They shun strategies that offer hedges,
such as holding reasonable levels of cash, and protection against
declines, such as options. These two are measurable in terms of
reported cash levels in mutual funds and the Chicago Board Options
Exchange volatility indices, respectively.

There is even a hybrid measuring tool used, credited to Paul Mont-
gomery Macrae, simply called the magazine cover indicator. The the-
ory is that when mainstream media runs stories about the market,
good or bad, on its cover or in its lead stories, then the end of that
trend is a matter of weeks away.

Why? The media gives its audience what it wants to read and hear.
When they run a story touting the euphoria of the stock market, it is
because that is what is exciting to the reader/viewer, and that happens
only when people are already fully invested and ready to take excessive
risks. In other words, sentiment is too happy and inevitably the end of
the road is near. If everyone is already in the market, who is left to buy?
Or, in economic terms, “where will the demand come from?”

When the peak in stock prices finally comes and the market eases
lower, it is viewed as merely another correction. The herd is still bull-
ish, so when the next rally phase starts, there is once again that “I told
you so” attitude; only this time, it is for higher prices. But this time, the
rally falls short of the previous peak and all new buyers are following
the herd over the edge of a cliff. Although the herd is right during the
trend, it is usually wrong as trends change.

The market falls, the fundamentals finally start to deteriorate, and the
whole cycle repeats, only to the downside, until such time as the
fundamentals look terrible, sentiment is terrible, and price action is
terrible. It is then when technical analysts will notice an improvement
in breadth!

Chapter 5 Concepts
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This process is quantified somewhat by the Elliott Wave analysis, intro-
duced in Chapter 36, “Elliott Waves.” Even if the specifics of the analysis
remain difficult to grasp, the concept it covers provides a good under-
standing of the mood of the market and what might be driving it.

Markets Are Scalable

One of the more useful aspects of the markets is that similar patterns
seem to occur in all time frames from the minute-to-minute pace of
day trading to the year over year changes sought by long-term
investors. In other words, the patterns and other tools chart watchers
use to analyze one time frame can be easily employed to analyze
another. Further, they can be used in all markets, from stocks to cur-
rencies, albeit each does have its own personality that must be
addressed.

So, if we take the labels off any chart, leaving only the price action, we
still should be able to render at least a basic analysis of what is going
on. Again, there are some differences across time frames and across
markets, but the theories on which all analyses are based remain the
same.

In other words, markets repeat themselves in all degrees of scale. The
patterns may not be the same, but the basic structures persist, and that
has prompted analysis to look at markets as fractals. Think of a coast-
line on a map. Up until the scale of continents, it is hard to tell if a slice
of the map is on the order of a state, city, or local beach. The same
seemingly random, ragged edges look the same. So, too, do markets
across time scales, and that is one more reason why learning chart pat-
terns and other analysis is relevant to traders and investors alike.
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WHAT ARE SUPPLY
AND DEMAND IN
THE MARKETS?

n any capitalist marketplace, supply and demand rule. Con-
sider a government study into the benefits of a certain wonder
product that reports that it is 100 percent safe and effective.

High-profile celebrities provide endorsements to the product, and
there are no competitive products anywhere. Does this mean the
maker of this product will see its profits rise?

The answer is maybe. Profits will rise if, and only if, sales are made. If
there is no demand for the product at the price at which it is offered,
there will be no sales. The same reason-

e price of a stock or com-
dity is too high, there will
no demand and no buyers.

ing holds true in the financial and com-
modity markets. If the price of a stock
or commodity is too high, there will be
no demand and no buyers. If the price is too low, there will be too
much demand relative to supply and hence too many buyers.

In the preceding example, the maker of the wonder product may have
a great product that will make lots of profits but a company is not its
stock. They are related, of course, but they are not the same entity.
Demand for the stock is not demand for the product that it makes.
Only an imbalance in buyers over sellers makes the price rise.




What Causes Support and Resistance Levels
to Be Penetrated?

If support and resistance levels are based on prices where bulls and
bears buy and sell, respectively, with equal aggressiveness, something
has to occur to change at least one side’s opinion. There are a few
things that can change—the company, the market, or the environment
for stocks. News of any of these changes does not itself move prices.
Rather, it is the perception by the bulls and bears of the meaning of
that news that moves prices.

The Company

Company news can be a new product, a lawsuit, executive changes,
financial problems, new stock offering, and many others. Is the news
good or bad? Is it fresh news or old news? That depends on whom
you ask.

One example would be when its technology becomes obsolete. Equip-
ment makers for vinyl LP records could not have fared well when the
compact disc (CD) was introduced to the music industry. Dial-up
database companies suffered when the Internet took hold.

The Market

A rising tide in the market raises most boats. If the company “boat” is
not full of leaks, it will rise with the market during a bull phase. Like-
wise, unless it is of exceptional quality and value, it will fall with the
market in a bear phase.

The Environment for Stocks

Because stocks are in different industries and business sectors, some
benefit from certain interest rate changes while others are adversely
affected. Some enjoy rising oil prices while others see their costs soar.
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In short, different stocks are strong during different parts of the
business cycle.

A breakout in the price of gold will cause bullish conditions in gold
mining stocks. A crash in the bond market will push up interest rates
and hurt companies in need of new financing. New government regu-
lations could limit profits or increase liability exposure of some com-
panies and cause bearish conditions to form on their charts.

Summary

The unasked question is “why doesn’t the market jump immediately
from one equilibrium level to the next?” The answer is that informa-
tion flow is not perfect and people do not all reach the same conclu-
sions at the same time. As the masses slowly join a trend or breakout,
the momentum builds until the price reaches levels that exhaust excess
supply or excess demand. These are then called support and resistance.

Perceptions Are Reality

When a market trades between support and resistance, buyers and
sellers are adjusting their actions according to what each perceives as
being fair market value. At support, demand has increased to a point
where it balances out supply. Conversely, at resistance, demand has
decreased (supply has increased) to a point where it again balances out
supply. These balance points are different at each price level.

As with rumors and advertising, the more times we hear something,
the more we accept it. In the markets, the more times a market touches
a support or resistance level, the more important that level becomes in
the minds of investors. Buyers and sellers become accustomed to act-
ing in a certain way at each level. Unless something happens that
causes perceived value to change, support and resistance levels will
contain the market.

Chapter 6 What Are Supply and Demand in the Markets?
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Consider an example in the stock market. Resistance for the stock of
XYZ Company is at 50. The market bounces around below 50 for sev-
eral weeks until it finally pushes above that price. Whether these new
buyers acted on earnings news, an inflation report, or a signal from a
trading system does not matter. The charts show a breakout above
resistance, indicating a higher perception of value.

Something interesting often happens. If the market trades back down
to 50, then buyers who missed the earlier breakout will see their sec-
ond chance to get in. The market bounces up off the 50 level, which
has now become support. Why is it now support? The reason is that
the general level of valuation perception in the market has changed.
What was once considered too high is now considered too low, based
on the new levels of supply and demand.

Now presume that supply and demand balance out again at 55. Every
time the market moves up to 55, sellers who missed their chance to
unload their stock at that price earlier will become active. They fear
that they will never see that price after the next pullback. Again, at 50,
the greedy see that they can pick up some more cheap stock before it
goes up again.

The chart of Tyco International (see Figure 6.1) is a good illustration.
The two highlighted areas show how the market traded lower from a
resistance level. Later, it failed to break through on its second attempt as
sellers who missed the first opportunity took advantage of the second.
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Figure 6.1 Tyco International
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Figure 6.2 NYMEX Crude Oil futures

Support and resistance levels can be found in all time frames, from
tick to daily to monthly and longer. The 25.00, 31.50-32.00, and 37.75
levels in the crude oil (see Figure 6.2) have been significant levels for
the five years ending in 2004. When analyzing the major trends in a
market, going back far enough in time will reveal prices in the past
that have been significant market turning points.

The chart of Target Corp shows support and resistance levels going
back several years. Knowledge of these past turning points would have
helped investors recognize that correction in 2004 and 2005 were end-
ing, allowing them to purchase shares with more confidence (see

Figure 6.3).
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Figure 6.3 Target
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Support and resistance levels are ingrained in the market’s memory
but the more recent they are, the more impact they have in the current
market. Be careful not to put too much weight in short-term tops and
bottoms that happened long ago. Again, it has to make sense and not
just be a magic level because it was in the past.
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THE TREND ISYOUR
FRIEND AND SO ARE
TRENDLINES

he old adage says, “The trend is your friend.” Why? It is
because trends tend to perpetuate unless something causes

stages, you can ride that trend for significant profits. Trendlines mark
the trend on the chart so it can be followed easily once it is identified.

them to do otherwise. If you can identify a trend in its early

Trendlines

It has been shown that support and resistance lines are horizontal lev-
els where prices stop falling and rising, respectively. Trendlines are
simply the support and resistance lines on an angle. In a trading range,
the market naturally rises and falls within that price range. When it
reaches the range bottom, the price is low enough to discourage the
bears from being more aggressive. Likewise, price is low enough for
the bulls to become more aggressive. If the bulls are more aggressive
than the bears, the market will then rise off this supporting level.

In a rallying market, the natural highs and lows occur at increasingly
higher levels. A rising support line can be drawn through two or more
of these increasing lows to become the supporting trendline for the
rally. Each time the prices fall to the trendline, the bears become less
aggressive and the bulls become more aggressive.
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Consider this in terms of fear and greed. Each time the market dips,
the buyers that failed to buy earlier at lower prices get their second
chance to buy. Because they are afraid to miss the opportunity, they
buy earlier and the price does not drop to the previous low. The mar-
ket rises past the old high because sellers think they can get a higher
price if they wait.

The General Rule

In Figure 7.1, the peak in Canadian dollar futures (200 weeks) was set
in late 1991. The top of the bar for that week serves as the starting
point for the trendline. As the market trades lower, some market
participants will eventually decide that it has become undervalued
(cheap). They begin to buy, causing the market to trade a little higher
(retracement). This counter-trend rally eventually loses, because the
general perception of value is still falling. The bears once again take
control and the market resumes its decline. Those recent buyers also
reverse their positions, seeing that they were wrong, and add to the
selling pressure.
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Figure 7.1 Canadian dollar futures

This sort of trading action is exactly what happens at a resistance level.
Because a declining trendline provides resistance, it should then be
drawn from the recent high, which was set in late 1991 in Figure 7.1, to
the high of the retracement rally where the buyers decided that they
were wrong, which was in early August 1992. The trendline is extended
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lower as time goes on. As can be seen in the chart, this trendline has
resisted all counter-trend rallies. That means that it describes where
the bears took back control as the more aggressive traders.

Just as with support and resistance levels, the more times the market
touches them, the stronger they become. Further, the stronger the
trendline, the more significant the signal when the market penetrates it.

Once a trend is established, you should , y

trade with it, not against it. For example B ol
o ’ 8 R p ’ should trade with it, not

in Figure 7.1, the trend is falling. Selling e it

when the market touches the trendline is

a low-risk strategy. Buying the dips is a high-risk strategy since you
would be fighting the market. Leave that to the professional traders.

To repeat: Once a trend is established, trade with it, not against it.

Log Scales

When analyzing a stock or market over the long term, it is common to
compare trends and price patterns at different price levels. If prices
have not moved much in relation to their absolute price level, ordinary
linear scaling is sufficient. Each vertical distance on the chart repre-
sents the same price change. For example, Eurodollar futures traded in
a seven-point range centered on a price of 93 for the 10-year period
ending in 1994. In percentage terms, 7/93 = 7.5%, which is a very small
percentage of the average price.

When prices move in large percentages, trendline construction can be
subjective and analysis unreliable. Logarithmic (log) scaling over-
comes this problem. Rather than simply plotting price on the vertical
axis in a linear fashion, prices are plotted to indicate percentage
changes. This means that the vertical distance drawn for an item that
doubles in price is the same whether it goes from 5 to 10 or from 100
to 200. A linear scale would plot the same vertical distance from 5 to 10
as it would for 100 to 105.

In Figures 7.2 and 7.3, the charts show the stock price for Microsoft
beginning in mid-1986. Notice the price scales of Figures 7.2 and 7.3
are very different. Both start near 1 1/2 (split adjusted) in 1986 and
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end near 54 in 1994. However, when prices rose from 2 to 4 in 1987,
the linear scale above shows a very small move. The log scale below
shows a very large move.

price move

(frum}d

7050 411 ME 1022 F29 505 1209 1116 822 529 305
1987 1988 1989 1930 1331 1952 1553 19%4

Figure 7.2 Microsoft linear scale
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Figure 7.3 Microsoft log scale

The vertical distance on the log scale for the move from 2 to 4 is the
same as that of the move from 20 to 40. This simply means that prices
doubled and provides for valid comparisons at any price level. It also
allows for better trendline and pattern analysis. Note that the conges-
tion zone taking place in 1988 and 1989 shows up much more clearly
as a triangle pattern on the log scale. Note also that what appears to be
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a period of high volatility in 1992 and 1993 on the linear scale is put
into better perspective on the log scale. Prices were no more volatile
there than they were throughout the entire nine-year period shown.

Finding the Trend

Figures 7.4 and 7.5 show two years of weekly data for Sunoco, a major
oil stock traded in the U.S. Figure 7.4 has a linear scale and Figure 7.5
has a log scale. When a trendline is drawn on the linear chart from the
start of the long rally, prices traded higher away from the trend. This
acceleration of the rally would incorrectly indicate that the market was
moving too far, too fast and that a correction would occur soon. In
mid-2004, after being subjected to this excessive aggressiveness on the
part of the bulls for more than a year, prices accelerated their rise even
more. In mid-2005, prices again accelerated away from the new,
steeper trendline, and still continued to rise. Any nervous investor
reacting to this ever-increasing rate of price movement by selling
would have sustained significant losses.
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Figure 7.4 Sunoco linear

An investor using the log scale chart in Figure 7.5 would have been
able to see that the long-term trend in prices was consistent, and this
would have allowed a better analysis on the stock. Although the very
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strong decline in late 2005 looked like it was accompanied by extreme
volatility, it was actually no worse than the decline earlier in the year.
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Figure 7.5 Sunoco log

Conclusion

Logarithmic scaling is sometimes called ratio scaling and perhaps that
is a better name. It tries to measure changes in value, rather than
absolute prices. For example, a portfolio of 2 million euros is equally
invested in one security purchased at 10 and another purchased at 100.
Both markets rise 90 points so the first security is worth 100 and the
second is worth 190. However, the first has gone up 10 times in value
to 10 million and the second only 0.9 times to 1.9 million. In other
words, significantly more profits were generated with the first security
and the charts should reflect that fact. Log scaling allows the analyst to
see a clearer picture of percentage changes than arithmetic scaling
when markets move to different price levels.

Fan Lines

There are many times when technicians are frustrated in their
attempts to place trendlines. The market seems to define a trend, and
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then quickly breaks it to establish a shallower trend. This can happen
several times before the market finally makes a clear reversal and
leaves a slowly rolling-over chart pattern behind.

What’s in a Name?

The name for this pattern, fan lines, is derived from the appearance of
the chart when the multiple trendlines are drawn from the same ori-
gin. It could easily have been called “rollover lines” or “trend reduction
lines,” with the latter indicating that the initial steep trend is flattening
into a more sustainable level.

This can often be seen just after a breakout, as the euphoria and activ-
ity surge give way to a more sustainable trend. The same concept can
be applied to the end of the trend with fan lines. At these junctures, the
euphoria is gone and market sentiment swings slowly in the other
direction.

The stock of General Electric was trending lower from June through
October 2005 (see Figure 7.6). A steep trendline was broken in early
September, but the market traded back down to set a lower low by the
start of October. Because resisting trendlines often act as support after
they have been broken, the market rose again. This pattern was repeated
later that month until finally, prices moved above the third trendline.
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Figure 7.6 General Electric
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That the market reversed after the third trendline was broken to the
upside in November illustrates the significance of the number three in
technical analysis. With fan lines, traders who missed the first buy/sell
opportunity (the trend break) get a second and finally a third chance
as the market moves back up to the previous trendlines. Fan line pat-
terns are, by definition, congestion zones as buyers and sellers position
themselves. Can you see the triangle pattern in Figure 7.6 as the fan
lines form?

When It Fails

The real test of fan lines as a reversal pattern comes when the third
trendline is touched. If that line successfully supports or resists prices,
then the original trend is still intact. The S&P 500 showed such a pat-
tern near the start of the 1984 rally (Figure 7.7). A classic fan shape
was developing but the third trendline held. That line went on to sup-
port the rally for the next 12 months.
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Figure 7.7 S&P 500

The bottom line is that like any techni- Rt be made
cal pattern, trades must not be made il the pattern has been
until the pattern has been resolved. Fan olved.

lines give ample warning of a possible
reversal, plus a clear signal when it is time to trade.
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SEE THE FOREST
AND THE TREES

here are so many tools available to the technician that it is easy
to overdo it. Vast quantities of data may be unnecessary to dis-

T

cern simple patterns. The “noise” associated with daily data
can confuse long-term analysis, and too many indicators can obscure
the trend they are attempting to measure. Keeping it simple allows the

market’s condition to jump right at much analysis may

ign meaning where
re is none.

you. Too much analysis may assign
meaning where there is none.

Less Is More

Sometimes the data presented on a chart can get in the way of the analy-
sis. The wiggles seen even on long-term charts obscure the trends the
analyst is trying to find, so a way is needed to cut through the clutter.
Computerized filtered rocket science formulas can help, but only if you
understand how to apply them. Rather, use the tools at hand to simplify
the process to “see the forest” while “navigating through the trees.”

Line Charts

A large percentage of technicians use daily bar charts. They use open,
high, low, and close data to summarize what happened during the
trading day. Intraday movements can be knee-jerk reactions to news
or market conditions rather than illustrative of the actual trend or
technical pattern in force at the time. Using only closing data reduces
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the resolution of the chart, but it also reduces the visual clutter. This
makes trends and patterns easier to spot.

Figures 8.1 and 8.2 show the NASDAQ Composite index from April
1995 to December 1996 in both bar and line formats. Note that the
line chart is drawn with a continuous line to make trends even easier
to spot. On the bar chart, the corrective pattern from August 1995 to
January 1996 is a triangle. On the line chart, the pattern is a rectangle.
For comparison, the bottom of the bar chart’s pattern is drawn on the
line chart. The difference is clear.

More important than the shapes of the patterns are the depths of the
two retracements. Forecasting potential price moves, the depth
(height) of the chart pattern is often used to measure first and second
targets after a breakout. This is because people tend to think in terms
of ranges and carry that thinking forward to the next price level.

Of course, this is all hindsight. Would one have known to use a line
chart for forecasting at the time? The answer is in the price action of
October 10, 1995—the date of the big intraday spike down. When the
market moves in such big swings, the likely cause is a panic-led over-
shoot of a technical target. A line chart ignores this condition and
should have been employed immediately. It focuses on the finally
accepted value after all news and activity is digested.

426 D

1,200
1,250
1.200

1,150

! 1,400
1,050
1,000

00

=1]

4z G20 910 1002 1121 115 306 426 &15 505 930 11139
1858

Figure 8.1 NASDAQ bar format

56

TECHNICAL ANALYSIS PLAIN AND SIMPLE



425 D
I‘WIVLEUD
2x target wﬂ 1,250
m /" 1,200
1x target ,HW

1,150
1,100
1,050

1,000

950

triangle bottom 300
from har chart

423 B20 &0 1002 1121 115 308 426 E12 803 930 1413
1998

Figure 8.2 NASDAQ line format

Multiple Time Frames

Technicians need to keep their perspective. By focusing only on charts
matching their investment horizon, they may fail to spot changes in
the major trend. For example, using daily bar charts with nine months
of data could show a strong rally, while the same chart over a two-year
period may show a large trading range. Wouldn't it be good to know if
the current rally is occurring at the bottom of the range, bumping up
against the top of the range, or even breaking through the range com-
pletely? It certainly would help in knowing if your short-term invest-
ing is in line with the long-term trend.

Pull back from your analysis periodically to perform a sanity check.
Does your strategy make sense in the larger scheme of things? If not,
you will need to watch your investments like a trader and be prepared
to switch gears in a hurry.

Chapter 8 See the Forest and the Trees
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Moving Averages

Although stock and commodity prices follow trends higher and lower,
they can be quite volatile. For example, the long-term trend in stocks
from 1982 through 2000 had been up, but medium- and short-term
trends, such as the extreme events of October 1987, can move in
exactly the opposite direction. To smooth out this volatility, the mov-
ing average is used. Often, it can take the place of trendlines.

This topic is included in this chapter because it is required for the
explanation of further concepts.

Simple Moving Averages

There are several types of moving averages currently in use. The most
basic is the simple moving average, which takes the prices from the
previous user-defined number of periods, sums them up, and divides
by the number of periods. A 10-day average is simply the average clos-
ing price for the past 10 days. Each successive day is calculated fresh
from the 10 most recent days. This is how the average “moves.” The
number of periods to use in the average depends on the stock or com-
modity being analyzed. Typically, it is related to the cycle of the under-
lying item, such as a four-year stock market cycle, seasonal heating oil
cycle, and an agricultural harvest cycle.

The average is overlaid on the price chart, and crossovers between the
average and the underlying price are observed. When prices are rising,
they are usually above the average. This is to be expected because the
average includes data from the previous, lower-priced days. As long
as prices remain above the average, there is strength in the market.
Buyers are willing to pay more for the stock or commodity as the mar-
ket continues to value it higher.

When prices cross below the average, it means that the market no
longer expects prices to continue higher, at least temporarily. The
more market participants taking this new view, the higher the volume
will be and the better the signal. Remember, the valuation in the mar-
ket is based on what market participants think will happen in the
future. If the price is expected to rise, buyers will buy it now at

58

TECHNICAL ANALYSIS PLAIN AND SIMPLE



the lower price, which in turn causes demand to rise. Rising demand
means higher prices and the self-fulfilling prophecy will have been
sustained.

Figure 8.3 is a chart of homebuilder Centex Corp with a 50-day mov-
ing average overlaid on prices. The 50-day average is typical for a large
U.S. stock, smoothes out a reasonable amount of volatility, and pro-
vides a proxy for the near-term trend. When prices crossed below the
average in March 2005, a warning was given that the stock would
reverse. When the average itself turned lower, the signal was con-
firmed. In this case, the decline was not severe, but later in the year,
when indicators were flashing their own warnings, the move below the
moving average signaled a very steep drop.
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Figure 8.3 Centex

Note that prices crossed the average several times without the stock
reversing. None of these false signals were confirmed by other indica-
tors such as the relative strength index (RSI) or volume.

Weighted and Exponential Averages

Moving averages are lagging indicators. They summarize previous
data and plot it on current prices, so an analyst using only moving
averages will probably not be able to call tops and bottoms in the
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markets. The change in the trend will be seen only after it has hap-
pened. The potential profit lost by the inability to pick tops and bot-
toms is offset by the reduction in volatility seen and the reduced risk of
making a bad trade.

In order to reduce the lag of the simple average, more weight can be
assigned to recent data and less to older data. A weighted 10-day mov-
ing average assigns a weight of 1 to the first day, 2 to the second, and so
forth until the most current day, which is assigned a weight of 10. The
10 weighted values are added together and the sum is divided by the
sum of the weights, which in this case is 55.

Exponential averages are similar to weighted averages in that they give
more importance to recent data. The difference is in how it assigns the
weights. It is not important here to go into details of the formula
except to say that a weighted average is an arithmetic weighting, and
exponential average is a geometric weighting. This really only means
that it reacts even faster to price changes than the other averages.

Moving Average Envelopes

Some markets react differently in bull and bear markets. For these, it is
useful to base moving averages on high and low prices instead of clos-
ing prices. For example, to confirm a new bull market, the analyst
might require prices to cross above the moving average of the highs.
This adds additional filtering of volatility without having to use
longer, and less sensitive, averages.

Jargon alert! This leads us to moving-average envelopes, which are
simply pairs of moving averages above and below price (sometimes
envelopes are referred to as trading bands). Figure 8.4 shows CBT soy-
beans with 50-day high and 50-day low simple averages. Breakouts
higher are indicated by prices crossing above the high average. Con-
versely, crosses below the bottom low average indicate new market
declines. Note how crosses above the lower average in June and twice
in December 1999, all marked with arrows, were not confirmed by
crosses above the upper average. This envelope kept the investor from
making an incorrect buy decision on three occasions in a short period
of time, yet allowed for a correct purchase in January 2000.
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Figure 8.4 CBT soybeans

As for the volatility and incorrect signals in July and August 1999, no
system is perfect, and other indicators would have been employed to
determine what to do at that time. Even with the false starts and rever-
sals, and their accompanying trading losses, this simple system still
captures a good deal of the rally from late July to October. Headaches
and upset stomachs are not considered!

Another way to create envelopes is to take a moving average of the close
and then add and subtract a certain percentage of the average value.
Figure 8.5 shows the euro/U.S. dollar exchange rate nine months in
2005 in line chart (only closes) format. The envelope shown is a 2%
band centered on a 20-day moving average. The moving average
selected served as a good proxy for the short-term trends for the cur-
rency markets that year, and the two percent value is a commonly used
parameter across markets. By selecting the envelope parameters to con-
tain the normal volatility of the market, the analyst can determine if
overbought or oversold conditions are reached when prices move to
the envelope’s borders. The analysis can be made more sensitive by
decreasing the envelope width and less sensitive by increasing it.
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Figure 8.5 Spot euro versus dollar

Again, anything more than understanding simple moving averages is
more than you will need to know at this point. Advanced averages and
bands are presented here to give you a taste for how others adapt
and apply them so you will have a framework for your own advanced
education.
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CHART PATTERNS—WHEN
THE MARKET NEEDS A REST

Both bulls and bears can lose their desires to buy and sell
aggressively as value is established. They wait for the next
clues the market will leave as it decides where it wants to go next. This
chapter contains key information describing how to read a chart.

M arkets go up and markets go down, but they also go sideways.

. . nding markets need to rest
journey, trending markets need to rest

Just like a car heading out for a long
Iﬁasionally to refuel.

occasionally to refuel. These “rest
stops” are called congestion zones. Congestion zones are price levels
where the bulls and the bears are taking their profits, licking their
wounds, and rethinking their strategies.

Most technical patterns form when the market trades in the same
price range over several time periods (minutes, hours, days, etc.). The
bars temporarily stop trending in either direction and tend to bunch
up in a small region. This is called congestion (or sometimes a correc-
tion). The shape of the congestion zone gives the technician clues on
where the market will head next, either in the same or in the opposite
direction. Once the shape has been determined, the technician waits
for confirmation in the form of a breakout from the zone (prices leave
the congestion zone) and possibly from a technical study such as the
relative strength index (RSI).

Technicians call a portion of them continuation patterns because the
odds favor a continuation of the existing trend when these patterns are
finished. These are patterns you can see quickly without using any spe-
cial measuring devices.

63



Rectangles

A rectangle pattern is simply a region bound by a support line on the
bottom and a resistance line on the top. The market trades up and
down between these two levels for a number of periods, depending on
the type of chart being used (daily, weekly, five-minute, or any other
time frame). Rectangles are also called trading ranges, and the lessons
of support and resistance aptly describe what is happening within.

Figure 9.1 shows Simon Property Group in early 2002 in a well-
defined rectangle pattern. After the third rally to the 34.50 area, the
stock pulled back only slightly to hint that the bulls were staying
active. This presaged the breakout a few days later. Note that the stock
rallied by approximately the same amount as the trading range height.
There will be more about this in terms of setting risk and reward
parameters in Chapter 19, “Risk Versus Reward—Is This Stock Really
Worth It?”

It is important to let the market prove that the rectangle is a continua-
tion pattern by letting it actually break out. Rectangles and the other
patterns described next usually break in the direction of the original
trend, but not all of the time.

Note this: usually, but not all the time. Let the market tell you what to
do by waiting for the actual breakout.
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Figure 9.1 Simon Property Group
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Triangles

This type of continuation pattern has converging lines of support and
resistance. Some traders refer to triangles as “coils” because the trading
action gets tighter and tighter until the market breaks out with great
force. What is happening is that both the bulls and the bears are
becoming more and more unsure about the market. They buy and sell
sooner, so the market moves in smaller wiggles. Uncertainty builds
and tensions increase as all participants wait for the next clues of mar-
ket direction. When the market finally breaks free from the coil, pent-
up supply or demand is released and the market springs lower or
higher, respectively.

Again, the breakout usually, but not always, occurs in the direction of
the original trend. The triangle highlighted in the chart of McDonald’s
(see Figure 9.2) appeared in the middle of a declining trend, and when
prices moved below the lower border of the pattern, they kept going
for weeks.
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Figure 9.2 McDonald’s

Triangles come in several varieties. The McDonald’s chart showed a
symmetrical shape. The chart of Capital Senior Living demonstrates
an ascending triangle pattern as it traded in mid-2005 (see Figure 9.3).
An ascending triangle has a relatively flat top boundary with a rising
bottom boundary. Conversely, a descending triangle has a relatively

Chapter9 Chart Patterns—When the Market Needs a Rest
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flat bottom boundary and a falling top boundary. Both of these point
in the direction of the likely breakout.

Another important point to keep in mind when analyzing triangles is
that a breakout is significant if it occurs approximately two-thirds of
the way from the left side of the triangle to the apex (the apex is where
the two lines would meet if they were extended). If the price action
continues to bounce around in the triangle close to the apex, a break-
out is less significant and other technical indicators should be used.
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Figure 9.3 Capital Senior Living

Flags

The most common of the continuation patterns is called a flag because
it resembles a flag flying on a flagpole. When a market is trending
higher, it is quite normal for it to slowly give back some of those gains
as the bulls take some profits. Because traders do not all do this at the
same time, the market displays a small counter trend lower as the sell-
ing proliferates. When this is over, the market generally breaks out in
the direction of the original trend as the bulls re-take their long posi-
tions and new bulls enter the market at the new attractive price level.
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JP Morgan Chase fell sharply in June and July 2002 as the bear market
for stocks was heading into a major reversal bottom (see Figure 9.4).
Even during this fast market trading, prices staged a rebound as some
of the bears took their profits and some bulls came in to buy at the
lower price, thinking that the market had gone down enough. Prices
eventually broke out lower than the flag and the market continued to
plummet to its eventual bottom.

For those of you who remember what an intraday chart of the 1987
stock market crash looked like (the Dow Jones Industrial Average),
this same pattern emerged intraday as even that raging bear needed to
rest for a while.

JPM,D) Dynamic,0:00-24:00 H0.00

P A
g i 500

0.00

i
MN p5.00
Iql [20.00

I‘ 6.8

Copyright © 2005 eSignal. |15.00
§ 226 203 1T 18 225 19 39 23 714
May Jun Jul Aug Sep  Oct

Published by eSignal (www .esignal.com)

Figure 9.4 JP Morgan Chase

Cup with Handle

Often, a single technical formation incorporates the rules of other pat-
terns. This illustrates the concept that no single technical signal is
good enough to stand by itself. Rather, when several indicators signal
concurrently, each is reinforced, and the likelihood of a correct trading
decision is increased geometrically. One such pattern is called the “cup
with handle.”
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The cup with handle pattern is commonly applied to the stock market,
although any market with daily volume data should theoretically work
the same. The pattern gets its name from its appearance of a coffee cup
with a handle on the right.

Basing Pattern

After a rally, the stock settles into a downward correction pattern that
usually lasts three to six months. This forms the left side and bottom
of the cup. When prices start to rise again, volume increases until the
old high is reached. This forms the right side of the cup.

What has happened so far is that the market rallied and then corrected
on lower volume. Low volume indicates that the bears have not really
gotten aggressive and therefore do not perceive the market as being
above fair value.

Figure 9.5 shows a clear pattern in FSI International. The bottom of
the cup shows unusually low volume, which refutes the notion that the
trend had reversed lower. In this case, the right side of the cup starts
when prices break out of the trading range at the cup’s bottom. Vol-
ume spikes up, which is exactly the confirmation needed for any
trendline or pattern break.

W oTume

7E0,000
\ 500,000
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Figure 9.5 FSI International
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At the old highs, selling pressure increases from both those who failed
to sell at the old high (second chance to sell) and those who bought at
the cup bottom (profit takers). Now the market drifts lower in a
smaller correction called the handle. Remember, the market has been
rallying on increasing volume since the cup bottom. The handle is a
normal correction. When the handle pattern is broken, volume spikes
again and the stock is off and running.

Handles should never dip too far into the cup and usually last a few
short weeks. Deep handles indicate a larger trading range rather than a
small correction in a rising market.

In the real world, the cup with handle is not always an exact pattern.
Household International (see Figure 9.6) had two deviations from the
ideal. First, the right side of the cup did not quite reach the old high.
Second, the handle was shaped like a triangle rather than a flag. As a
metaphor, the latter would be easier to hold, but both show downward
movement of prices on lower volumes. As long as the other criteria are
met, these imperfections can be tolerated.
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cup \ Lgz
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Figure 9.6 Household International

The buy signal in Figure 9.5 was given when the stock made a new high
after the handle breakout. In Figure 9.6, the signal is given when prices
break the downtrend line formed by the cup’s two peaks.

Chapter9 Chart Patterns—When the Market Needs a Rest
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Rules of the Game

Besides those mentioned previously, IR Gopt o the
there are several other rules to apply to are important.

the pattern. First, the shape and depth

of the cup are important. The depth of the cup should be in propor-
tion to the width. Again, technical analysis embraces relative changes
in the market, so be sure your assumptions make sense. There may be
specific levels that many market experts use, but general levels suffice
here. The depth of the cup should be 20-30% of the peak price
because more shallow cups do not give the weak bulls enough incen-
tive to get out. Deeper cups can require the stock to double in price
before the buy signal is even completed.

Cups should not be too sharp either. The “v-shaped” bottom does not
give the stock sufficient time to form a solid base. The bottom line is
that the cup should look like a cup, not a dish or a champagne glass.

The final indicator to watch is the 200-day moving average. (It is not
important to dwell on why 200-days is chosen over 253 (trading days
per year) or 180 (nine trading months). This moving average is the
most popular barometer for the stock market and that is sufficient.)

As in other analyses, when a stock gets too far above the average, a cor-
rection usually follows. A valid handle breakout occurs at prices less
than 65% above the average. Momentum indicators such as rate of
change and relative strength index are likely to show overbought con-
ditions at higher percentages.

Figure 9.7 shows Genesco Inc. The cup’s bottom found support on the
200-day average (except for the early November selling climax). Even
though the right side overshot the left, volume spiked during both the
rise and at the handle breakout.
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Figure 9.7 Genesco

The cup with handle pattern is a clear continuation pattern. Should
the handle dip below the 200-day average, chances are that the average
is flat and the market is not in a true intermediate-term rally. In that
case, any continuation pattern breakout would be suspect.

As a basing pattern, the cup with handle is well defined by the multiple
technical indicators that comprise it. This allows its signals to be quite
clear.

Chapter9 Chart Patterns—When the Market Needs a Rest
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10

CHART PATTERNS—
WHEN THE MARKET IS
CHANGING ITS MIND

“A correction is when you are losing money. A bear market is when I am losing
money.”—William Noble, Research Director, Logical Information Machines

f some chart patterns are merely a rest stop for the market, oth-
ers are turning points. If you already own a position in the mar-
ket and one of these patterns form, it is probably time to
consider selling. Remember, this is the time to prepare, not to execute.
Chart patterns must be allowed to break before you act. True, you will

not buy the low or sell the high but those points in the market are for
the professional who is very closely tied to the action.

In this chapter, we will learn to recognize patterns that usually form at
the end of trends. Technicians call them reversal patterns.

Head and Shoulders

One of the most widely recognized reversal patterns is the “head and
shoulders.” It is named for its resemblance to a head with two shoul-
ders on either side. Aside from appearances, this pattern demonstrates
several technical factors such as failing momentum, support/resist-
ance breaks, and trend breaks.

In a rising market, prices make higher highs and higher lows as the
trend continues up (see Figure 10.1). The left shoulder is simply part
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of this pattern. Prices rise to the top of the shoulder and fall in a nor-
mal retracement (correction).

left shoulder

Figure 10.1 Left shoulder

Next, prices rise to another new high (see Figure 10.2). It cannot be
predicted yet that this is going to be the “head” of the pattern and the
final push in the rally. There will be an indication that something is
not quite right with the rally because momentum or volume readings
will most likely be falling, setting up a divergence with the price. The
bulls are losing power even though the market continued higher. As
prices fall back, they now fail to set a higher low and fall back to the
previous low. We call this the “neckline.”

left shoulder

Figure 10.2 Head

=
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In summary, momentum is falling, prices failed to make a higher low,
and the retracement after the head has most likely broken a trendline.
At minimum, it has formally defined the neckline as a support line.

Now, as the market once again attempts to make a higher high,
momentum decreases further. Prices fail to even reach the previous
high (the head) and fall to the neck. The weaker the market, the
smaller the right shoulder (see Figure 10.3). When the neckline is bro-
ken to the down side, the pattern is completed and a reversal occurs. It
is important to note that many technical indicators are used (momen-
tum, volume, trendbreak, etc.) to reach this conclusion, not just a
shape on the chart.

head

right shoulder

left shoulder

necking

Figure 10.3 Right shoulder

Step back from the chart for a moment. How many people do you
know that have their necks at the bottom of their shoulders? Do you
think Picasso was a technician?

The daily chart of the cash Australian dollar (see Figure 10.4) shows an
inverted head and shoulders in a falling market. Note that the momen-
tum indicator (RSI) is rising. The right shoulder had broken the down
trendline in mid-July and currently has broken above the neckline,
completing the pattern.

Chapter 10  Chart Patterns—When the Market Is Changing Its Mind
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Figure 10.4 Australian/U.S. dollar daily

Double Tops and Bottoms

Another important reversal pattern is the “M” or “W” shaped pattern
called a double top or double bottom, respectively. This is essentially a
head and shoulders without the head. One important difference is that
while a head and shoulders is more dramatic, it is also less strict in its
definition. The neckline need not be horizontal but can be on an
angle. The double top and bottom requires that it be based on a true
support or resistance level.
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The weekly chart of the Australian dollar (see Figure 10.5) shows a
double bottom that formed over an eight-month period. Prices cor-
rected from their January lows to their April highs. Note that these
highs met resistance at a previous congestion zone formed a year ear-
lier (support becomes resistance). The June lows matched those from
January and prices are currently rising. The technician would wait
until the two-year-old down trendline is broken before buying. Other
confirming indicators are an increasing RSI and the inverted head and
shoulders bottom in the daily chart, which formed the second bottom
in the weekly chart.
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Figure 10.5 Australian/U.S. dollar weekly
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This pattern requires patience because prices have two hurdles to
overcome before a long-term trend can be established. First, the cur-
rent down trend must be broken. If it is, this market is likely to rise to
the previous highs of April. Next, it must break that resistance level. If
it does not, the double bottom did not do its job. Remember, chart
patterns by themselves can be misleading. They require confirmation.

One-Day Reversals

This pattern is made of only one bar but it is critically important that
it be placed at the proper point on the chart. After a rally, the market
makes a higher high, but something happens during the day. All of a
sudden, market sentiment shifts to the bears and the price ends up
closing lower for a net loss on the day.

The converse is true at bottoms as the market makes a lower low but
closes higher on the day. Both suggest that something has happened to
change sentiment.

One-day reversals may sound like a short-term trading pattern but like
most technical tools, they can be applied in many time frames. A one-
month reversal would be an excellent tool for long-term investors.

Figure 10.6 shows a one-day reversal in Intel Corp. Note how the
reversal bar itself made a higher high for the move.
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Figure 10.6  One-day reversal in Intel Corp.
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Triangles and Rectangles

Weren’t triangles and rectangles in the last chapter on continuation
patterns? If you caught that, thank you for paying attention. Triangles
and rectangles are usually considered warnings of a continuation of
the trend, but nothing is guaranteed. Most of the time the market does
break out in the direction of the previous trend, but not always. This
section is here to drive home the point that you cannot buy or sell in
anticipation of a breakout. You must wait for it to happen.

Figure 10.7 shows the U.S. bond in a very clear triangle pattern. There
was a small warning that the triangle would break lower, rather than
continue higher, from the descending shape of the triangle itself. The
lower border was flat, rather than rising, indicating that the bulls were
becoming less aggressive.
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Figure 10.7 U.S.bond in triangle pattern

Rounded Tops and Bottoms

These are the patterns you see after they are over. Not very helpful,
right? Well, you can actually see them before they are over if you know
what to watch. They represent a slow, gradual shift in the market, per-
haps even a loss of interest.
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In a rally, bulls just fade away without
bears stepping in to take charge. In a
decline, it is just the opposite as bears
stop selling aggressively without bulls
stepping in to take over. The frustrating part is that trendlines are bro-
ken without the euphoria or increased activity associated with a clear

rally, bulls just fade away
hout bears stepping in to
e charge.

reversal of trend. Fan lines appear to fail as well. When analysis
becomes unclear, it is always a good idea to fall back on the basic defi-
nitions of trend. At bottoms, look for the higher highs and higher
lows, similar to what is visible in Figure 10.8. At tops, look for lower
highs and lower lows.
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Figure 10.8 Rounded bottom

Spikes

These are the opposite of the rounded reversals as they are very sharp
(see Figure 10.9). If the saucer is a pudgy “U” shape, spikes are skinny
“V” shapes. Some rapid shift in sentiment triggered by news or inter-
market changes smacks the market.
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Figure 10.9 Spikes

Spikes are also difficult to manage so you will need to analyze what
was happening just before the spike itself. Was there a divergence in
some of the indicators? Did the market’s trend suddenly accelerate
going into the spike (Figure 10.10) or was it fairly flat (Figure 10.11)?
The former might indicate a panic in the market while the latter might
indicate that the trend was accelerating, not reversing.
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Figure 10.10 Accelerating market trend
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11

CHART PATTERNS—
EXPLOSIONS

ometimes, perceptions in the market change so rapidly that the
market seems to explode higher or lower. The extreme form of

this action is a market crash, but we can see this rapid shift of
perception after takeover announcements or earnings news following
unrealistic projections. Rather than a gradual spread of news and mar-
ket information, it spreads rapidly. This is sometimes exaggerated by
news emerging between trading sessions so there was no time for a
gradual reaction. As the market opens, all of the pent-up buying or
selling is released and the market rockets higher or lower, respectively.

Technicians call these situations gaps because they leave a void on the
charts. A gap is simply a price level where a market does not trade. In a
rising market, a gap occurs when prices open at a higher level than the
previous day’s high and do not trade lower to fill the space. The reverse
is true for a falling market. Gaps signal market strength and weakness,
respectively.

Breakaway Gaps

Breakaway gaps (see Figure 11.1) occur at the completion of an organ-
ized price pattern and usually signal the start of a significant price
move. They are important because they emphasize that there was a
breakout, and this becomes an even stronger signal when it occurs
with higher volume. Heavy volume breakaway gaps are usually impor-
tant levels of support and resistance over the longer term as well.
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CSCE coffee

When market participants are adjusting their activities in a consolida-
tion pattern such as a rectangle, triangle, or head and shoulders, they
buy and sell to lock in profits and limit losses within a defined price
range. Whether these ranges are constant (rectangle) or tightening
(triangle), value in the market remains at accepted levels. At the break-

out, market opinion has shifted. A gap
signifies that a very large share of mar-
ket participants have changed their
opinions together and is a very power-
ful indicator.

ap signifies that a very

e share of market partici-
ts have changed their
nions together.
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Continuation Gaps

Once a rally or decline is underway, the market pauses and retraces as
participants again position themselves. These sorts of patterns are to
be expected, but sometimes market opinion is so strong that there is
no time for normal profit taking and last chances to establish a posi-
tion (long or short, depending on the market). When the majority of
participants think that a market will continue its move, the market can
simply jump to those new prices immediately, and this is known as a
continuation gap. Because these types of gaps typically occur at the
halfway point of a move, they are sometimes called measuring gaps.
Continuation gaps can occur alone, as a series of gaps, or not at all.

Exhaustion Gaps

The last of the classified types is called an exhaustion gap because it
occurs near the end of the move to signal a last push toward new highs
or lows. It is sometimes too difficult to identify this type of gap
because it appears in a trending market just like a continuation gap.
Price action in the days immediately following the gap helps the ana-
lyst determine which kind of gap it was. Whereas continuation gaps
are followed by a continuing strong trend, exhaustion gaps are fol-
lowed by more congested, sideways market action. Such signals as one-
day reversals help identify which gap has occurred.

Prices usually trade back to fill the gap and when they do, it is a good
sign that the move is over. The gap represents the market “frenzy”
where all participants are buying or selling at any price just to be
involved. The smart money uses this activity to take profits, leaving
only the weak participants left to try to push the market further (see
Figure 11.2).
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Figure 11.2 COMEX gold

A common reversal pattern seen with exhaustion gaps is called an
“island reversal.” After a market gaps (exhaustion), it usually trades for
a few days in a small range. If the relative number of weak participants
is high, those last-minute buyers or sellers quickly reverse their posi-
tions to cause a gap in the opposite direction. The shape of the gap,
congestion, and reverse gap looks like an island surrounded by water.
This sort of pattern usually signals a strong change in trend.
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Other Gaps

The final category for gaps does not really have a name, but has been
called a “common” or “unclassified” gap. These types of gaps occur
within price patterns or congestion zones and are the least meaningful
of all gaps. They generally signify a lack of direction in the market or
lack of conviction of the market participants. News and sentiment
affect these markets more than others simply because they are less liq-
uid at that time.

Although this chapter has focused on daily charts, gap analysis is valid
for all time frames such as five minute and hourly. As markets trade
closer to 24 hours, gaps become less likely. Overnight news has less
chance to create them as trading is possible before, during and after
news events that previously could not be acted upon until the follow-
ing trading day.
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12

CORRECTIONS IN
PERSPECTIVE

ost practitioners of technical _
analysis will agree that no RERRE /25 inone
ction forever.

market moves in one direc-

tion forever. After a rally or decline, the market will pause as winners
take profits, losers cut their losses, and the second round of position-
ing takes place. Terms like correction, consolidation, and retracement
are fairly interchangeable, although some would argue that the shape
of the pattern created distinguishes them. In most applications, a cor-
rection takes place after a significant change in accepted market value.
The correction shape and size are intimately related to the move being
corrected.

The good technical analyst will look at different indicators in different
time periods. However, we all become comfortable with certain time
periods for certain indicators or securities.

The Right Way

Without going into precise measuring techniques and strict interpre-
tations, a correction simply takes place after prices have moved. Figure
12.1 shows how a normal correction fits into the ebb and flow of the
CSCE coffee market in 1997. In March, the market set an intermediate
term peak and broke a rising trendline to the downside. This turned
into a declining flag pattern typical in most markets. The bottom of
the flag occurred at approximately the 50% pullback level of the
December 1996-March 1997 rally. This is a common correction
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amount. Both the subjectivity of the flag and imprecision of the 50%
pullback low are entirely normal in their deviations from textbook
patterns. After the top of the flag was broken to the upside, the rally

continued.
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Figure 12.1 CSCE coffee market

The point of all this is that a normal correction, whether it takes on a
flag, triangle, or rectangle shape, occurs after a reasonable move over a
reasonable length of time. It retraces a reasonable portion of that
move and then the market continues on for another reasonable rally.
(“Reasonable” is not specifically intended to be defined here, as this is
not a quantitative proof. Visual measurement and classification of the
chart will be good enough.)

The chart of DuPont in 2005 (see Figure 12.2) shows a declining trend
with what appeared to be a rising flag correction in April. However, a
flag pattern of six days duration and roughly two points in value was
simply too small to correct a move of 30 days and nine points. The
stock continued to move sideways until it formed a descending trian-
gle, from which a breakdown is a much more reliable signal.
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Figure 12.2 DuPont

It should be noted here that a rule of thumb for corrections is a
retracement of one third the value and one third the time of the previ-
ous trend. The DuPont chart had fewer points of retracement and too
many days to time, but together, they created a pattern that just made
sense for the trend involved.

The Wrong Way

Problems arise when the technician gets impatient or tries to force
meaning on the chart that the market has not put there. In Figure 12.3,
the COMEX gold market was in a steady downtrend until it dropped
sharply in early July 1997. The price action that followed appeared to
be a rising flag, which would be an expected pattern at that point. On
July 15, the market broke below the flag in what looked like a continu-
ation of the bear market. The problem with this analysis was that a six-
day flag pattern that retraced about $9 was not sufficient to correct a
decline that was three months old and $40 long (based on the last
intermediate peak in May).

Chapter 12 Corrections in Perspective

u
91


www.esignal.com

60 D

HHT oo

FEE0
P4 &

f
iy (TR
i 0
‘I-Ljul ki

L334
352
S0
L3238
FS26
F32d
Hl L322

320
F318
F316

ZlaApr 1May 13May 23May SJun  17JFun 27Jun LoTlw
1997

Figure 12.3 COMEX gold early

Figure 12.4 shows the same chart a few weeks later. The flag pattern is
still a valid interpretation but it grew to cover nearly one month and
$15. The top of the flag reached approximately a one-third recovery
(another common level seen on all markets). Additionally, it was close
to the declining trendline that defined the market before the July
plunge. Now we have a reasonable move, a reasonable correction, and
the possibility of another reasonable move to the downside.
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Figure 12.4 COMEX gold late

Keep in mind that the next leg down may not materialize. The point is
that selling the apparent break July 15 was premature. While there are
no guarantees, the break August 5 was a much higher confidence
trade.

I
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13

WHAT IS THERE OTHER
THAN PRICE?

rice action is only one part of market analysis. There are sev-
eral dimensions that further enhance the price chart including
volume, momentum, time, and even how everyone feels about

the market. Some of these are hard to quantify. Others are in the news-
paper listings and free Internet web sites. When the market goes one
way and the supporting indicator goes the other, then something is
happening beneath the surface. An early trading opportunity may be
in the works.

Listen to th'em—every indicator tells a ery indicator tells a story.
story. Consider a few of the areas that

affect your individual investments.

In business school, they teach marketing with the analogy of a table.
The main portion of the table, called product, is supported by the
three legs of price, position, and placement. All three have to be strong
to sell more product.

In chart analysis, the top of the table is price and the legs are volume,
time, and sentiment. Price analysis is clearly the most important
because that is how we measure profits and losses, but the others are
required, either explicitly or implicitly, to create a truly complete
analysis. Therefore, each of these aspects of analysis deserves its own
chapter, and all will follow this one.
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The Big Picture

The market. When your friend asks, “How was the market today?” and
you are in the U.S., your answer is something like, “The Dow was up
50.” In the UK, the FTSE (pronounced “footsie”) was up 50. In Japan,
the Nikkei was up 50. Are they all talking about the same market? Well,
no. Each is referring to a specific market index, and each index is tak-
ing only a small slice of the stock market in its respective country.

The Dow Jones Industrial Average has only 30 stocks, yet is one of the
most widely used methods to describe the “market.” Staying with the
U.S. market, the Standard and Poor’s 500 is broader in coverage, but
there are several thousand stocks listed on the major stock exchanges
and many thousands more traded over the counter. Is the Wilshire
5000 Index closer to the market?

The answer is, “it depends.” What is in your portfolio? If you only
trade blue chip stocks, then the Dow, the FTSE 100, or the Nikkei 225
are good enough. If you trade technology stocks, than maybe the NAS-
DAQ composite or the Pacific Stock Exchange Hi Tech indices would
be better.

Like magazines, there are market indices to suit every investment style.
What is the market? The market is what you care about. If I own a
small company mutual fund that is losing value while the blue chip
indices are rising, is my market rising?

So, how is the market defined? The answer is to follow several sectors. If
the blue chips, the small caps, the food stocks, and the utilities are all
rising, then you can say that the “market” is rising. Once this is deter-
mined, then you can be comfortable employing bullish strategies
across the board. As mentioned earlier, the rising tide raises most boats.

Does the Market Have Bad Breadth?

Although the stock market can be considered to be a living, breathing
entity, the term “breadth” refers to how all-embracing is the participa-
tion of all stocks in the market. The more stocks that rally, the broader
the participation and the stronger the overall market becomes. One
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can measure how many stocks are rising and how many are falling.
One can measure how much volume the rising stocks are getting,
compared to the volume the declining stocks are getting, to see if each
is getting their fair share. One can even measure how the blue chip
names are doing compared to the small stocks or how different indus-
try sectors are performing. If only a small slice of the overall market is
rallying to send the major indices higher, the rally is not broad based
and is therefore risky.

Unlike the government bond market or the cocoa market, the stock
market is multi-dimensional. If you are trading treasury bonds, that’s
all there is. Sure, there are a few different maturities and coupon rates
to worry about, but the overwhelming majority of trading activity
centers on only one “on the run” bond. For cocoa futures, yes, there are
different futures months to trade but again, it is all cocoa.

The stock market is completely different. It has been said that it is not
a “stock market” but a “market of stocks.” Not only do you need to
know if the world is right for owning equities, but you must consider
which equities to buy. In cocoa, you buy cocoa. Perhaps you get to
decide to buy cash cocoa or cocoa futures, but in the end, you own
cocoa. With stocks, there is no agreement over what indicator actually
describes the stock market, let alone actually buy a piece of the market.

Traders and investors alike have been searching for ways to describe
“the market” for decades. In the stock market, analysts use the “top-
down” approach, where they look at the market, then the industry
group, and, finally, the individual stock. In contrast, the phrase “it’s
not a stock market but a market of stocks” takes a “bottom-up”
approach based on the notion that the market is really the sum of the
actions of all groups and stocks. To reconcile these two methods, tools
are needed to generalize the behavior of all stocks, and they all fall into
the category of market breadth indicators. One of the more commonly
used tools is called the advance-decline line.

The Basics of Market Breadth

During bull markets, it is rare, if not impossible, for all stocks to be
rising. Speculators may have pushed up some issues to overbought
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conditions early and they are caught in short-term corrections. Some
industries, and their stocks, flourish during one part of the business
cycle while others languish. What the market needs in order to be clas-
sified as “healthy” are the basic technical underpinnings of rising
trends, rising volume, and rising participation from the masses. For
the stock market, this means both widespread interest from investors
and traders and broad interest in the majority of issues available. The
rising tide is supposed to raise all boats.

Refining this nautical metaphor, not all boats are in the water. Some
are in dry dock awaiting repairs (company restructuring), while some
of them are out to sea and leaking. If the fleet is strong, the number of
boats under repair and the number that are leaking should be small.

Returning to stocks, some measures of market breadth involve the vol-
ume of rising stocks compared to the volume of falling stocks. Rising
stocks should be getting the majority of volume in a healthy market.
Strength indicators, such as the number of net new 52-week highs (vs.
52-week lows), quantify the portion of stocks that are trending higher.
Money flow measures the supply and demand for stocks and as eco-
nomics tells us, greater demand than supply pushes prices higher.

The Advance-Decline Line

Each trading day, the exchange and over-the-counter market publish sta-
tistics on how many of their issues closed higher and how many closed
lower. The day’s advance-decline for any market is simply the difference
between these two numbers. For example, if 1,200 issues advanced and
300 declined, the day’s net number would be 900. If 300 advanced and
1,200 declined, the number would be —900. Each day’s net number is
then added to a running total and the result is plotted in a chart.

If the chart is rising, the advancing issues are dominating the declining
issues and the market is then said to be healthy. If it is falling, then the
market is not healthy. Most of the time, the advance-decline line and
the price of the representative market index move higher and lower
together. It makes sense that in rising markets, the majority of stocks
should be rising themselves. Conversely, in falling markets, the major-
ity of stocks should be falling.
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There are times, however, when the market index is rising while the
majority of stocks are falling. Some indices are price or market capital-
ization weighted in such a way that a few stocks have an influence out
of proportion to their numbers. Others focus on a limited number of
issues and therefore rely on a limited number of sectors or stocks to
determine the market. Usually, these measures are sufficient for most
analysis. At other times, they may miss the mark to varying degrees.

Figure 13.1 shows the New York Stock Exchange composite index
(top) and the cumulative advance-decline line (bottom) for 300 days.
The chart covers the period leading into the flat market of 1994 that
some call a bear market. During the period covered in the chart, the
majority of stocks did decline significantly and this is not indicated by
the overall market index. Note the two rising trends highlighted for
the index and the corresponding declining trend in the advance-
decline line. Both of these divergences correctly forecast the ensuing
declines in the index.
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Figure 13.1 NYSE composite index
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Except under extraordinary conditions, the stock market does not
turn around instantly. Most of the time markets turn more slowly and
more in tune with established business and market cycles. Some mar-
ket sectors are sensitive to these changes. Others are more independent
due to the inelasticity of demand for their products (food, for exam-
ple). At the end of a bull market, the advance-decline line can roll over
and even head lower well before the market indices do. This diver-
gence provides the signal that all is not well and that the market’s
health has deteriorated.

Conclusion

As with most technical indicators, the traditional stock market
advance-decline line works at tops and at bottoms. It applies to many
stock markets (New York, NASDAQ, London, Tokyo, etc.) and covers
many time frames (daily, weekly) to forecast short-, medium-, and
long-term junctures. Corrections and reversals work equally well.

The problem is that there is not always a divergence. The advance-
decline can only point out unusual conditions, but it cannot catego-
rize them by length and severity. Sometimes events happen that cause
quick sentiment shifts, such as interest rate changes or political
shocks (oil embargo, war, assassinations). Therefore, the advance-
decline line takes its place in the trader’s toolbox as only one part of a
technical team.

Sectors and Industry Groups

Most of the time, certain sectors of the market are leading the charge
while others are lagging. While in a roaring bull market, even the lag-
gards may be rising, too, but we are concerned with putting our
money in stocks that will be the best.

The term “in the right place at the right time” can be applied to stocks
just as well as it can to people. Company A may be the low-cost pro-
ducer of the highest quality newspapers, but when the world shifts to
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the Internet for its news and advertisements, Company A will suffer
along with the worst newspaper producers.

Conversely, if Company B manufactures a small component for Inter-
net connections but it is poorly run and suffers many product prob-
lems, it will probably be swept along with the global Internet leaders.

This all means that you need to know
which sectors of the market are going of the market are going
to lead and which are going to lag. Once ad and which are going
you know that, picking stocks from the g.

leaders is a lot less risky.

need to know which sec-

How do you do that? Fortunately, in most stock markets around the
world, there are chartable industry groups available from data ven-
dors. It is easy to find the technical condition of the banks, the food
retailers, and the computer makers to see which is strong and which is
weak. You can then compare their price performance to each other.
There will be more on how to do that with relative strength charts later
in this chapter.

Momentum

Momentum is a derivative of price action. The same concepts we use
in physics to measure the relationships between an object, its velocity,
and its acceleration are the ones we use to describe how prices in the
markets change. In physics, velocity is how the position of an object
changes over time. Acceleration measures how velocity changes over
time. In the markets, trend is the equivalent of velocity and momen-
tum is the equivalent of acceleration.

If momentum gets to be too positive or too negative, then price acceler-
ation and price trends become unsustainable and that means opportu-
nities to close out positions or even reverse them go the other way.
Alternately, if momentum starts to wane as price action continues, we
have another opportunity to close out a position (take profits). Think of
this as a ball thrown up in the air. Its momentum will decline long
before it stops going up as gravity takes its toll. The same is true in the
markets, although gravity is replaced by changes in supply and demand.
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Momentum measurement is the focus of most indicators. Most classic
and homegrown indicators revolve around determining stock or mar-
ket momentum, and it is a correct conclusion that all of this interest
makes momentum a very important concept. The trend really is your
friend, and as a certain bullish or bearish feeling gets slowly spread
through the market, the trend propagates for identifiable and tradable
periods of time.

Indicators seek to identify trends that are beginning, that are in their
prime, and that are nearing their end. Most of them are interchange-
able for our purposes. There will be many discussions on momentum
throughout this book, so let’s allow this concept to settle for a little
while now.

Divergence

Divergence is the key concept to learn when dealing with supporting
studies and indicators. It occurs when the relative trends of prices and
of studies are moving in different directions and can be applied to
momentum indicators, volume, breadth indicators, and even sector
analysis. Divergence can be bullish or bearish, depending on the rela-
tive directions of the price and studies. Typically, divergences are
resolved when the price moves in the direction of the study.

The relative strength index (RSI) is one of the more popular measures
of price momentum.* In Figure 13.2, the U.S. dollar index was trend-
ing lower in late 2003 and its RSI dipped below 20, a reading that
marks an oversold, or overextended, market. In February 2004, the
index fell to a marginal new low, but RSI did not make a lower low.
This presaged a breakout above its January highs and a reversal in
trend that lasted several months.

The question to ask is, “How can RSI go up when price is going
down?”

*The formula for RSI is not important here. Any good software package will have both
it and its formula.
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Figure 13.2 U.S. dollar index

Because RSI measures how fast prices are moving, an automotive anal-
ogy can be used. A car has an accelerator pedal and a brake pedal. If
you are driving and step on the brakes for a few seconds, the car slows
down. However, unless you step on the brakes with enough force, the
car will still move forward.

It is the same with a market. Each time selling pressure outweighs buy-
ing pressure, the brakes are applied and the RSI goes down a little.
Each time buying outweighs selling, the accelerator is applied and the
car speeds up (RSI goes up). Eventually, if the brakes are used with
greater force than the accelerator, the car will stop. RSI will be trending
lower while the price rally will come to an end.

In order for a study such as RSI to predict a possible reversal in trend,
look to see if the value of the study reaches an overbought or oversold
level. In Figure 13.2, the RSI was below 20, which indicated an over-
sold condition. But in the stock market, the oversold and overbought
thresholds are typically 30 and 70, respectively, all on a scale of 1-100.
An oversold market usually stops going down, although it does not
always start to go up. Use an oversold condition to close out short
positions but wait for other indicators to confirm a buy signal. A
divergence in RSI that happens between 30 and 70 is generally not a
good divergence indicator at all and can be attributed more to the nor-
mal ebb and flow of the market.
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Figure 13.3 displays the money flow (a supply and demand indicator)
for Deere over a 13-month period in 2004 and 2005. Note how the
December 2004 price peak was higher than that in November, but the
money flow peak was lower. Prices soon moved in the direction
implied by the indicator.
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Figure 13.3 Deere & Co

The reverse occurred in April and May of 2005 and price changed
direction to follow the indicator. Finally, a bearish setup can be seen in
July 2005.

Look for times when the relative directions of the two lines are differ-
ent. The absolute divergences are not significant—only the relative
shapes of the lines.

The gold market in Figure 13.4 began to rally in December 2002 and
broke out of a long-term bear market. In February 2004, both RSI and
Stochastics momentum indicators showed lower highs as gold itself
was making a higher high. This weakening of momentum presaged the
trendline breakdown and the reversal of the fledgling rally.
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Figure 13.4 Gold

Volume can also show divergences with price but is a more reliable
predictor of market tops than of bottoms. The Standard & Poor’s 500
depositary receipts (SPDR—spyder) exchange traded fund (ETF) ral-
lied sharply starting in late March 2004 and again in late May (Figure
13.5). Both times saw volume declining as prices were rising, and both
times the rally was short lived. Declining volume here indicates that
there was less buying pressure for the ETE which then indicates an

internal market weakness.
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Figure 13.5 Standard & Poor’s 500 depositary
receipts exchange traded fund
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14

VOLUME

olume is said to be the fuel that drives market moves. The
V more shares or contracts that change hands, the more com-

mitted the buyers and sellers and the more important that
period’s trading becomes.

Think of it this way—the more active investors on both sides become,
the more the market will represent mass psychology and the more effi-
cient it will become in establishing value.

In price, there is knowledge. —Ralph Acampora, Chief Technical Analyst, Knight
Securities

And in volume, there is truth. —Dennis Jarrett, Chief Market Analyst, Jarrett
Investment Research

A thin market can move simply because there is no natural buffer
against small shocks. For example, a thinly traded company may be
rumored to have a pending legal claim. The stock price sinks when the
first traders get notice of this rumor, and the decline is devastating.
Contrast that to an actively traded stock; while there may be a blip in
its price as the rumor surfaces, there will be enough people armed
with the facts, not the rumor, to step in and buy the stock, keeping
its price in equilibrium and maintaining its perceived value in the
marketplace.

Once again, it comes down to supply and demand. If there are few
people willing to buy (demand) stock, then even a small amount of
sellers (supply) can send prices tumbling.

But back on the charts, the more shares that change hands, the more
important the price move. High volume at a support or resistance level
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makes those levels strong indications of supply and demand balance.
High-volume breakouts from those levels are key signals of trend and
provide high-confidence trading points.

Figure 14.1 shows trading in 2004 for Altria Group. The stock tumbled
in May with commensurate volume spikes before stabilizing in a
choppy range. In September, prices started to fall again but while vol-
ume began to rise as prices fell hard, volume got even heavier as the
stock was losing only a little ground after the initial fall. To paraphrase
technical analysis pioneer Richard Wyckoff, this was too much effort
for the result. It means that the bulls were able to absorb all the supply
coming to market and it proved that the May low was indeed a strong
support level. The stock rocketed higher from there.
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Figure 14.1 Altria Group

Accumulation and Distribution

The terms “accumulation” and “distribution” originally came about
when discussing the “smart money” and its condescendingly labeled
counterpart, the “dumb money,” in the market. The smart money
investors were supposedly the bigger and better capitalized group with
the latest tools and data. With all of this at their disposal, they were
supposedly the group in the know and the one to watch for clues on
market direction.

110

TECHNICAL ANALYSIS PLAIN AND SIMPLE


www.esignal.com

History will show that institutions are not necessarily the smart
money, but the concept is the same. Those with the best knowledge
often buy in advance of price trends higher and sell in advance of price
trends lower. The former is called accumulation because they are accu-
mulating shares of stock in advance. Conversely, the latter is called dis-
tribution because they are distributing their shares to the
latecomers—a.k.a., the dumb money—at the end of a rally or just
before a decline.

Accumulation and distribution show up in the volume portion of the
charts. Often, there is a pickup in volume before patterns break or
trends reverse, and this leads to the old adage, “volume precedes
price.” If an investor can pick up these often-subtle changes, then he or
she can be well positioned to take advantage of what is to come. Figure
14.1 was a good example of this concept as volume began to surge
before price changed direction.

In practical use, however, many analysts measure accumulation and
distribution by using volume and price together. On rally days, if vol-
ume is higher than that of the previous day, then that day is said to be a
day of accumulation. Conversely, on a declining day, if volume is
higher than that of the previous day, then it is considered to be a dis-
tribution day.

By summing up the accumulation and distribution days for a group of
days, the analyst then applies his or her own thresholds to come up
with a conclusion that the stock is under accumulation or under dis-
tribution. The problem is that small changes in volume are equated
with larger changes in the summing of accumulation and distribu-
tions days. To overcome this, a new indicator, called cumulative, or on-
balance, volume was created to apply added dimension to the analysis.

Cumulative Volume

Cumulative volume (also known as on-balance volume, credited to
analyst Joseph Granville) is simply a running total of daily volume. If
the market goes up, then that day’s volume is added to the total. If the
market goes down, then the day’s volume is subtracted from the total.

Chapter 14 Volume
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Overlay the result on a simple price chart, something most commercial
software packages can do, and supply and demand can be readily seen.

Theory

When bulls are dominating a market, up-days are often accompanied
by higher volume than are down-days. The reason is that demand is
higher than supply, forcing prices to rise and allowing trades to get
done. Whether buyers or sellers were in control on a particular day (or
other time frame) cannot be easily seen on simple volume charts. Up-
days and down-days within a price trend begin to blur together, leav-
ing only trends in volume visible.

To overcome this, a running total of volume is calculated. If price rises
during a given day, that day’s volume is added to the total. If price falls,
volume is subtracted. Over time, a plot of cumulative volume shows
money coming into or flowing out of the market. Rising prices, theo-
retically caused by higher demand than supply, are usually accompa-
nied by high up-day volume. Conversely, falling prices, theoretically
caused by lower demand than supply, are usually accompanied by high
down-day volume.

Most of the time, cumulative volume and price move together. How-
ever, when the two move in opposite directions, a divergence arises
and a trading opportunity is created.

A variation of cumulative volume is also used that weights the volume
by the day’s change in price. This assigns more weight to the volumes
of days with bigger price changes. Both should be used because they
do not always signal together. Only the unweighted version is used
here for simplicity.

Figure 14.2 shows a 300-day chart for Union Carbide. Cumulative vol-
ume had been tracking price until the small December 1995 decline.
Although prices were falling, cumulative volume held steady, indicat-
ing that volume on up- and down-days was relatively even. Bears were
not consistently dominating the market and the supply and demand
equilibrium had not changed. Prices rebounded by the next month.
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Figure 14.2 Union Carbide

In May 1996, the bearish trend halted temporarily as the market
moved in a descending triangle pattern. Cumulative volume contin-
ued lower even though prices had stabilized. This indicated that bears
were still dominating the bulls and that the triangle would break to the
downside. The gap lower was followed by another six-point loss over
the following four weeks.

Note that there was an indicator of the likely breakdown in prices due
to the descending triangle shape. This type of triangle often points in
the direction of the pending breakout, and in this case, that was down.

Although cumulative volume is most often applied to stocks, any mar-
ket with volume can be analyzed. Figure 14.3 shows 250 days of U.S. T-
bond futures. Note that price and cumulative volume tracked each

Chapter 14 Volume
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other until the October—December rally. Prices moved sharply higher,
but cumulative volume remained flat. This indicated that prices were
too high based on the market’s buying and selling pressures.
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Figure 14.3 U.S. T-bond futures

The volume histogram chart at the bottom only showed that volume
increased as price rose and was a confirming indicator. What it could
not show was that volume on the small pullbacks was equivalent to
that of the big advances. This is bearish in a rally.

Relativity

Cumulative volume by definition should track price, and it does just
that most of the time. Like other indicators, trading opportunities are
signaled when the two move apart. The rules for using cuamulative vol-
ume are similar to those for the others.
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The most important point to keep in mind is that relative slopes and
relative divergences are used. This is because cumulative volume is
plotted on a different vertical scale than price. Its shape is also span
dependent—a seven-month chart (Figure 14.4) could look different
from the same seven months as viewed on a 14-month chart (Figure
14.5). Cumulative volume could be above price on one chart and
below it on the other. However, the directions of the two will be the
same, as will any trading signal.

PG.D) DynnTlil:.O:M-Z-l:OO

il
.HT uwW"“mllnﬂl[] e

1\”
l}m | = 1 }‘ h2.00
Copyright © 2005 eSignil, I l{ d l yfte-00

OBV f95M
fsoM

o~ Hoom
39 16 23 30 7 14 21 28 4 11 18 252 9 16 23306 13 2127 3 10 1824 3 10 17
Sep Oct liov Dec 2003 Feb Mar
Publihed by eSignal (i esignal.com)
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Like other indicators, a divergence can last for varying periods of time.
Cumulative volume should never be used alone and should always be
confirmed by other analyses. It excels as a leading indicator rather
than as a trading trigger.
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15

TIME

ime is one of the more underutilized facets of technical analy-

T sis. It may march steadily onward in only one direction and in
defined increments, but there is much to be gleaned from it.

How much time did the market spend in its trend? Is the small trading
range now long enough to allow for the excesses and imbalances built

up during the trend to dissipate?

Momentum is also based on time, even though the calculations used to
measure it do not depend on it. The concepts of overbought and over-
sold center around markets that move too far, too fast, and that last
term is completely time dependent. A rally of a stock from 10 to 100
can take place over a one-month period or a three-year period, and the
slope of that trend is measured in units of price per time. It would serve
chart watchers of all levels to spend, if the reader will excuse the expres-
sion, more time analyzing, or at least considering, time.

Proportion

Patterns in both trending markets and flat markets depend on price
action; an obvious statement. Highs and lows are crucial and so are the
relationships among the swings within as they form the various shapes
we are so accustomed to seeing. But few give much thought to the time
element that is by definition part of all patterns.

One simple example would be a triangle pattern and its many vari-
eties. There are triangles that are long horizontally yet short in height,
and we might label these as pennants. Triangles tall in height but short
in length might be called “regular” triangles. The difference? The
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relationship between price and time. The more time the pattern takes
to develop, the longer it becomes horizontally.

The question, then, is whether longer patterns demand more weight in
the analysis, and the answer is, as anyone might expect, maybe.

One of the more often abused concepts by both novice and profes-
sional chart watchers alike is the head and shoulders pattern, discussed
in Chapter 10, “Chart Patterns—When the Market Is Changing Its
Mind.” The mistake made is two-fold, with the first being an attempt
to reverse a trend that is not there, or at least one that is too small for
the reversal pattern itself. The second is the form of the pattern over
time, as the dimensions should be in proportion. Both of these are
demonstrated in Figure 15.1.
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Figure 15.1 PHLX semiconductor index

Not only is the supposed head and shoulders pattern bigger in size
than the rally it is presumed to reverse, but also it took four times as
long to develop as the rally leading into it did (the measured rally ends
when the pattern starts). When we think about it, the act of changing
the trend should not be more significant than the trend being
changed.

There is more about what constitutes proper relationships between
trends, bases, and consolidations in Chapter 12, “Corrections in
Perspective.”
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Cycles

Price cycles emerge from the data when you look for them. Most
futures traders use an annual cycle called seasonality. If you are trad-
ing corn, you know that supply increases at harvest time and that
extreme weather conditions during the growing season may limit sup-
ply. There may also be links between corn and livestock prices because
corn is used for feed.

Cycle analysis can be complex, so this is not covered as part of the
main focus of this book. There is more about cycles in Chapter 35,
“Cycles.”

Seasons

Seasonality is simply a time cycle based on the calendar and not the
market alone. Each year, there are planting and harvest seasons in agri-
cultural markets, peak demand seasons for energy products, and even
times of the year when stocks see tendencies to rise or fall. There is
nothing mysterious here, but a lot of attention is focused on seasons,
so they warranted a special mention here.

“Sell in May and Go Away” is a commonly used slogan for the stock
market, but it is simply based on the idea that the summer months fare
worse than the winter months in terms of historical stock perform-
ance. It can be summer vacations keeping investors away from the
markets, reduced cash flowing into mutual funds because there are no
year-end bonuses, or income tax issues, but for technical analysts, it
does not matter. What matters is that there is a tendency here that can
be measured and quantified.

The same is true for the four-year, so-called presidential cycle, or the
10- and 20-year cycles based on economics. Whatever the reason for
the cycle, the fact that they exist and can be measured makes them use-
ful for investors. Again, there is more information about cycles in
Chapter 35.

Chapter 15 Time
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16

SENTIMENT

he least-understood area of analysis is sentiment analysis. This
covers such areas as degree of speculation, public opinion, and
consensus. It is measured by relative activities in speculative
instruments, such as options and polls of bullish opinions. Both rely
on the “burning match” theory in which the flame is passed from

investor to investor until there is nobody left to take the match. The
last one holding it gets burned, literally.

In the markets, as bullish opinion spreads, eventually everyone will
have bought. There will be nobody left to whom the last investors can
sell. No demand means the end of the rally. This can also be measured
subjectively in the media, as glowing bullish news is reported only
when the newspaper buyer and TV viewer are ready to receive it.
Again, when the public has an overall bullish consensus, there is
nobody left to buy.

In any market, whether financial, commercial, or consumer, prices are
set when supply and demand are in equilibrium. No matter what a
favorite technical indicator or fundamental report might say, prices
will not move unless the relationship between supply and demand
changes. Because individuals’ beliefs of fair value are based on expec-
tations of the future, prices at which they are willing to trade change
with the prevailing mood in the market.

Sentiment Indicators

Sentiment indicators can measure the expectations of participants in
the market, and there are as many indicators as the human mind can
conjure. From the more objective types that measure actual traded
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prices for option hedges, to the more subjective that measure how
people feel about their lives, there is an indicator for everybody. The
point they all share is one common trait. They all try to quantify how
bullish or how bearish the masses are with regard to buying and selling
stocks, bonds, or any other market.

Sentiment indicators, because they are based on emotions, can swing
back and forth between the extremely bearish and extremely bullish. It
is these extremes that provide value, not the majority of readings in
the middle.

The majority of investors are usually most optimistic at a market top
and most pessimistic at a market bottom. The more optimistic or pes-
simistic the majority is, generally, the more significant the top or bot-
tom is. Why? This bears repeating: When everyone is so bullish, they
have already stepped up their buying activity, and there are few people
left to buy. Without more bulls, the market cannot go up. The converse
is true at bottoms when the bears become exhausted.

Market participants who are better informed (the minority of
investors) seem to buy and sell in a contrary manner to the majority.
When the majority seems to think things are the worst they have ever
been and will probably get even worse, a small minority is buying.
Conversely, when things are great and everyone thinks they will only
get better, that is when this small minority is selling. At significant
turning points, those in the know, such as corporate insiders, are usu-
ally following a different course than the general investing public.

One very important thing to keep in mind with sentiment indicators is
that they confirm the trend up until they become extreme. In other
words, the public is correct during the trend as the bullish or bearish
mood can continue to spread to new bulls or bears, respectively. At the
end of a trend, when “everyone” thinks one way and sentiment read-
ings become very biased, that is when the public generally is wrong.

To recap: You should not sell just because the majority is bullish. The
bullish feeling has to be at an extreme. Now let’s examine how using
sentiment can help you.
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Measuring Expectations That Drive Markets

Sentiment is the term used for the summation of all market expecta-
tions. It ranges from fear and hopelessness to indifference to greed and
complacency. At the bottom of a bear market, the expectations of mar-
ket participants are almost unanimous for lower prices and more
financial losses. Witness the American Association of Individual
Investors weekly survey hitting an unprecedented 71% bears in March
2009 compared to the average reading of just under 30%. The stock
market rallied 45% in four months.

As any rally begins, some of these participants become hopeful and
prices rise off their worst levels. In the middle of the bull market, many
players have changed their expectations, but not everyone is bullish.

Near the end of the rally, almost everyone is assuming that the trend
will continue. More risks are taken and greed becomes dominant, as
evidenced in the initial public offering (IPO) frenzy in 2000 or the
emergence of no-money-down and interest-only mortgages in 2005.
What about predictions of crude oil going to $300 per barrel in early
2008, just before prices collapsed by 77% later in the year? In each
case, market sentiment for stocks, real estate, and oil, respectively, were
at extreme highs. When this happened, and it cannot be written
enough, there was nobody left to buy more. Prices can no longer rise
because everyone has already bought.

There are many quantifiable technical measurements of market senti-
ment. They range from comparisons of small versus large players,
strong money versus weak money, and even the tone of magazine
cover stories. Some are based on what investors say. Others are based
on what they do.

Major market turning points often follow high-exposure news
reports. It is not the news that turns the market but the fact that edi-
tors, as they take the pulse of their customers, deem that news as what
everyone wants to read. The media consider only these stories news-
worthy when the trend is widely accepted and a majority opinion is
formed. Financial markets generally turn shortly thereafter.

Chapter 16 Sentiment
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Look for magazine covers and front-page newspaper stories concern-
ing the market that have an element of opinion in them. For example,
when you see the French general interest newspaper Le Monde feature
the picture of a bull arrogantly standing over a defeated bear, the end
of the rally is usually near. The same picture in The Wall Street Journal
would not be quite as important because the Journal is a financial
newspaper.

In late 2007, general interest news magazines were running stories
lamenting the doomed U.S. dollar and its 6-year bear market. Chart
analysts knew that a price of 80 was a multidecade low, but it took the
media months to run bearish dollar stories after the 80 level was bro-
ken to the downside.

One great example of how nontrading and investing media act as con-
trarian indicators is the cover of the November 30, 2007 The Economist
magazine. It showed George Washington from the one-dollar bill
piloting a small airplane as it burned in mid air on its way to crashing
into the ground. The article inside was, of course, very negative toward
the U.S. dollar.

The ultimate bottom for the dollar occurred about 16 weeks later.
Remember, the dollar had been falling for 6 years already but only
then was the public ready to concede that fact.

Many other popular methods can gauge sentiment, but they require
data that might not be easily obtained by the individual investor. They
are also above the level of this book and are better left to one of the
many specialized books written on the subject. A brief summary is
included next.

Put/call ratio—The more people who take the bet that the market will
drop (by buying puts), the larger the majority. Conversely, high call
buying means the majority is betting on a rally. In both cases, the mar-
ket goes against the crowd. Options volume can be used in the ratio
but can be skewed by options strategies. Open interest by type, strike,
and expiration provides a more accurate indication of the financial
commitment of traders.

Short interest—This is limited to stocks only but is essentially the
same as the put/call ratio. The more people feel that the stock market
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will go down, the more they sell short. Selling short is the process of
borrowing shares of stock to sell now in the hope of buying them back
later at a lower price. Short interest rises as the number of people
expecting lower prices increases, and fewer bears are left to keep driv-
ing the market down. If the market goes up, then all this short stock
will need to be purchased back in a hurry, and that sends the market
up even faster.

Commercial activity—In the commodities markets, commercial
players such as gold-mining companies, grain processors, and oil com-
panies command a large share of trading volume. These are the
hedgers seeking to lay off risk onto the speculators to lock in prices.
When commercials buy or sell, it is based on legal insider knowledge
of the market and is, therefore, an excellent indication of general mar-
ket expectations. In the United States, the weekly net commitment of
traders report isolates who is trading what. It also breaks down large
traders versus small traders.

The commercials tread through the market like elephants compared
with the individual investors who scamper like mice. It is wise to fol-
low their lead. Go against the elephants, and you could get squashed.

There are many other sentiment indicators, such as mutual fund
redemptions and margin debt levels, but the key is that each measures
how much risk market participants are willing to take to fulfill their
fear and greed. The higher the degree of speculation, the higher the
expectation and the more likely a lack of new buyers—everyone has
already bought.

Volatility index—Stock markets have a unique set of indicators based
on how much investors are willing to pay for the protection of
options, specifically options on the S&P 500, S&P 100, and the NAS-
DAQ 100 (named for their ticker symbols VIX, VXO, and VXN,
respectively). The theory is that when investors are happy, or compla-
cent, they are not willing to buy protective options, and the prices for
those options decline. The lower they go, the more complacent
investors are said to be. That means they are not prepared for prob-
lems and, of course, that is just when problems start to arise. Even

mildly negative news will send everyone to the exits at once, and prices
will fall.
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Conversely, when everyone is fearful and options prices are high, that
is when the market likes to make its bottoms. This is not due to the
market being vindictive, but rather the simple concept that theoreti-
cally everyone has already sold and there is no more supply. Any
increase in demand will send prices significantly higher.

In the bear market of 2008, the VIX moved from its multiyear trading
range between 10 and 20 on its way to a high near 90 as the market col-
lapsed in September-October of that year (see Figure 16.1). Using
mathematical backfilling, a reading like that was seen only during the
crash of 1987, so it is a rare occurrence, for sure. (It was not possible to
calculate back much further in time.)

C,FVICW) Dynamic,0:00-23:00 bo.00
crash of 2008
\\ [80.00
911 [Fo.00
bear market l60.00
bottom subprime
/, crisis breaks 50.00
L b 40 oo
-4 30.00
20.00
) o.00
@ cSignal, 2000
SepFebJul How Apr SepFeb Jullov Apr SepFeb Jul How Apr SepFeb Julllow Apr
2002 2003 2004 2005 2006 2007 2008 2009
Fublished by eSignal (www esignal.com)

Figure 16.1 The VIX spikes to 40 or higher during times
of extreme fear in the market.

Previously, when the VIX jumped up to 30, it was a good bet that the
market had bottomed. A move to 40 was almost as if a bell were rung,
but as proven in 2008, sometimes things can get far worse than we
thought. However, rather than throwing up one’s hands and with-
drawing from the charts that “just don’t work anymore,” it is a better
plan to use this as a signal to change the way charts are used.

Although history has yet to be written, it seems as if a VIX over 40 is a
threshold that warns us that the market is unstable and must be ana-
lyzed differently. Technical tools do still work but not exactly as they
do under more “normal” times.
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Sentiment as measured by the VIX is also a master tool to tell us how
to employ our other tools. See Chapter 32, “Case Study—Bizarro
World,” for more on how the extreme high in the VIX affected how
markets are analyzed.

Surveys—Many organizations survey their subscribers or the public
at large to determine how the masses are feeling. Those surveyed
include individual investors, professional newsletter writers, and
money managers, and they cover stocks, bonds, and even some com-
modities. The rule is simple—when the overwhelming majority thinks
one way, the market is likely at or near a turn in the opposite direction.
It does not matter if the group surveyed is comprised of professionals
or the man on the street as long as the sample size is large enough to
represent the masses.

Magazine cover indicator—As previously mentioned, the theory for
this indicator, credited to analyst Paul Macrae Montgomery, is the
same as other sentiment indicators, but with a twist. Editors of main-
stream magazines, such as Time or Newsweek, deem it newsworthy to
publish financial and market stories on their respective covers when
the mass reading public is ready to accept the premise for the story.

In other words, they will not publish a cover story on the Internet sec-
tor early in a rally because the magazines’ readers are presumed to be
not that interested. However, when the rally is so widespread that the
public has fully accepted it, then it becomes an easy sell at the news-
stand. But at that point, everyone has swung so far to the bullish side
that there are few left to join the party. The market tends to reverse
about 6 weeks after the cover stories appear.

The same analysis can be applied to U.S. News and World Report
bemoaning the demise of the dollar or Sports Illustrated discussing a
little-known presidential election indicator based on the outcome of a

single football game. When these events re was even a chart plot-
happen, the premise they discuss typi- of CNBC revenues versus
cally is either too late or simply will not stock market after the
work. ble burst.

The fortunes of the media itself—There was even a chart plotted of
CNBC revenues versus the stock market after the bubble burst. The

Chapter 16 Sentiment
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higher revenues went, the more the public was engaged in the stock
market. And the more it became engaged, the fewer people there were
to buy, again, as theoretically everyone already had bought.

Subjective

We can make all kinds of observations every day concerning the
underlying mood of stock, real estate, and any other kind of invest-
ment. From CNBC (business channel) instead of ESPN (sports net-
work) gracing the TV screens in bars and barbershops across the
country to noticing more of your own friends quitting their jobs to
become real estate investors full time, we can immediately deduce that
something is not quite right.

Like the magazine cover indicator, when the general public and those
not usually associated with a trend start to focus on it, then odds are
that trend is nearing its end. It even applies to those with more of a
connection yet no true experience in the industry. Mike Epstein, a
long-time floor trader from the New York Stock Exchange and recently
a visiting scholar at a prestigious New England business school,
reported that during the technology stock bubble in the late 1990s, he
would overhear in the local sports club locker room newly minted
graduate business majors discussing how much money they were
making each month in the stock market. That chatter occurred very
near to the peak in the market and during the ensuing bear market, it
was virtually non-existent. And the Internet bubble was not the only
topic discussed there over the years—it was just the most remarkable.

Notice similar chatter in your own personal situations. Are the guys in
the pickup ball game talking about stocks or sports? Real estate or
their kids? In each case, the latter would be expected, unless the former
topics (stocks and real estate) were in some sort of overheated condi-
tion and near the end of their respective runs.

Back in the stock market bubble, there was a discount brokerage tele-
vision advertisement focusing on a cab driver who was driving his cab
solely because he liked to help people. Evidently, he was so successful
buying and selling stocks that he had a picture of an island—his
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island, and not just a vacation spot—attached to the visor in the cab.
The bubble peaked shortly thereafter.

What were the cab driver, barber, and bartender—workers known to
chat with their customers—talking about in 2002? Real estate?

What were they talking about in early 2009? How much their 401K
accounts were down and how scared they were about investing? At
some point, this talk became so negative that it turned into a bullish
sentiment indicator. In March 2009, just before the dawn of a huge
bull run in the stock market, investors were panicking as they expected
a 1930s style depression. The term “financial Armageddon” was fre-
quently heard.

Social Mood

A relatively new social science, called behavioral finance, attempts to
analyze why people do what they do when it comes to money. Why
does an otherwise rational person make choices to earn small, more
likely amounts of money instead of taking only slightly higher risks for
much higher rewards? Why is it so hard to let profitable trades run and
so hard to cut losing trades for minimal losses? After all, this is one of
the most cherished maxims on Wall Street, yet most investors take lots
of small profits and refuse to sell losers rather than the other way
around.

Universities are now tackling this subject with research and for-credit
courses, so we'll leave this topic right here. It does fall beyond the
scope of an introductory technical analysis book.

Another new social science, called socionomics, has gotten a following
as an extension of one method of technical analysis called Elliott Wave
analysis. Robert Prechter, CMT, is credited with the unique view that
social mood causes events in the world and not the other way around.
For example, stock market crashes do not make people gloomy, but
gloomy people act in such a way that sets up stock market crashes.

Wars, government intervention in business, corporate scandals, fash-
ion, movies, sports, and many other nonmarket-related trends all have
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their place in the ebb and flow of social mood. Prechter says that the
stock market is the single best indicator of this mood in that it is
immediate and has analyzable history going back for centuries. No
other data stream can match that.

With that in mind, he found that wars break out when bear markets
are at their worst, and bubble gum music and pop culture is at its peak
as bull markets approach their climaxes. Bull market sports do well
when stocks do well, but the more violent major sports do better in
bear markets.

It is not the waxing and waning of different parts of culture and soci-
ety that affect the stock market and social mood, but social mood, as
evidenced in the stock market, which creates changes in culture and
society.

Again, this is beyond the scope of this book, but even novice technical
analysts can use many of its observations as subjective sentiment indi-
cators with regard to how they invest. Did the last boy band music CD
do well, or was the latest number-one hit darker industrial fare? Was
the last blockbuster movie a Disney cartoon or a Friday the 13th gore
fest? The answers help determine if the social mood is positive or neg-
ative and might help investors determine how aggressive to be no mat-
ter if they are bull or bear.
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FUNDAMENTAL ANALYSIS
REALLY IS TECHNICAL
ANALYSIS

his chapter takes a closer look at fundamental analysis. If a
company has raised its dividends consistently each quarter, the

too. This seemingly fundamental information certainly sounds like a
pair of rising trends to a technician. A rising trend in these underlying
factors usually translates into a rising trend in the stock price.

stock should rise. If earnings continue to grow, that is good,

What about bonds? Rising inflation is usually bad news for the bond
market. One of the more popular measures of inflation has been the
Commodities Research Bureau (CRB) index of commodities futures
prices. When the CRB rises, it is bad news for bonds in any developed
country. This is fundamental analysis. It is also something known as
intermarket analysis and is used extensively by technical analysts. Under
normal conditions, the CRB moves inversely with the bond market,
although under conditions of deflation, this might not be the case.

Look at this from an “ivory tower”
e stock market is affected

interest rates and the bond
rket.

point of view. The stock market is
affected by interest rates and the bond
market. The bond market is affected by
capital flows into and out of the country and the exchange rates for
currencies. Capital flows are determined by global business cycles. It
makes sense to pay attention to all of this, even if all you want to do is
buy an indexed mutual fund. If capital is flowing into the country,
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then the bond market benefits, interest rates stay low, and the stock
market has reason to rise.

Intermarket Analysis

Globally, all markets are connected, in that stocks are led by bonds that
are themselves led by interest rates. Rates are determined by the econ-
omy, which takes its cue from raw materials prices. While technical
analysis of any individual market can stand on its own, intermarket
analysis can add another dimension to the process.

In his 1989 book, The Intermarket Technician, John J. Murphy made
several key observations. He said that all markets are interrelated and
that intermarket analysis borders on economic analysis. This is
because traditionally non-technical terms, such as inflation and raw
materials, are used. He also noted that the word “domestic” is “largely
irrelevant.” This is shown in the shocks that frequently occur in global
equities and even in the very existence of foreign exchange.

The Major Markets

Now take a look at some of the more common intermarket relation-
ships followed today. Figure 17.1 shows the U.S. stock and bond mar-
kets leading into the “crash” of 1987. In the beginning of the chart, the
two markets moved up and down together. Note that the bond trend
was broken a few weeks before the stock trend in March. Bonds also
led the stock breakout to the upside in June.

In July, bonds began to fall again, but this time, stocks did not. The far-
ther the two markets diverged, the more violent the eventual correc-
tion would have to be. On the day of the “crash,” not only did stocks
plummet, but also the bond market skyrocketed, sending interest rates
much lower. Both sides of the equation corrected dramatically.

Traditionally, the CRB index has been used to gauge inflation and
hence analyze the bond market. Logically, if raw materials prices were
rising, inflation would be at hand and interest rates would also rise.
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However, this link seemed to have been broken in late 1995 (see Figure
17.2). While the dynamics of the global economy may have changed
that year, the relationship between the CRB index and interest rates
did not. In 1996, the two resumed their closely tied movements.
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Figure 17.3 shows the U.S. dollar index against 30-year U.S. bond
yields and a clear correlation. Figure 17.4 shows two years of the U.S.
dollar index and the CRB index and a clear inverse relationship
between the two. The divergence between the CRB index and interest
rates in late 1995 is easily explained by the counter-trend move made
by the dollar during the same period. These two relationships help to
explain why the CRB-bond relationship was unusual during that time.
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Do you need to master these relationships? Certainly not. However,
you need to be aware of the big picture so your investments don’t get
blindsided.

Intramarket Relationships

Intermarket analysis can also be applied to similar markets (intramar-
ket). For example, a spread between oats and corn can be used to take
advantage of two commodities with some degree of substitutability.
Two stocks in the same industry group can be analyzed this way, as
well. For example, plot the ratio of one stock to another to measure
performance. A stock can also be measured to its industry group or
the group to the market as a whole. This is called relative strength
analysis and is covered in Chapter 18, “Just What Makes a Stock
(Bond, Commodity) Look Good?”

There are times when the market for a specific commodity becomes
relatively illiquid and hedging a position is difficult. Canadian cash
bond holders often use U.S. bond futures to hedge due to the lack of
liquidity in the Canadian bond futures markets.

To tie it all together in a real example, the analysis of a stock, such as
chocolate maker Hershey Foods, should include the overall market, its
major raw material (cocoa), interest rates used to finance operations
and debt, and foreign exchange rates used when calculating profits over-
seas. Any one of these markets affects the shareholders’ bottom line.

Prove It!

There are a lot of widely accepted beliefs in both technical and funda-
mental analysis with regard to what moves markets. Oil prices rising?
Bad for stocks. Interest rates falling? Good for stocks. Technology
stocks always lead rallies. Wars? People get nervous and conservative
and don’t buy stocks.
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However, correlation studies that simply show how one market or event
leads another show that many of these holy grails are not quite true.
This is a topic deserving of its own book, so we’ll set it aside and leave
behind a warning not to believe everything you read, especially when it
comes to why markets are doing what they are doing. Healthy skepti-
cism will keep the average investor from making a lot of mistakes.
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13

JUST WHAT MAKES A STOCK
(BOND, COMMODITY)
LOOK GOOD¢

s you read in “About This Book,” if you can find at least three
of the following characteristics in a stock, the chances are you

m Rising price trend as more and more investors jump aboard.

will pick a winner:

» Rising volume as investors become more aggressive in their
purchases.

m Strong, but not excessive, price momentum. Anything higher
indicates that supply and demand are out of synch.

m Strong sector. If the sector is doing well, there is likely to be
enough business for all stocks in it.

m Strong market. A rising tide raises most boats.

m Supportive environment. Low input prices, high output prices,
low cost of doing business, and favorable supply and demand in
the industry.

These are the basic criteria. This chapter examines them more closely.
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Trend and Momentum

Many technical indicators are trend-

following systems that confirm that a JERREE ¢ ndicators are

d-following systems that
used to confirm that a
nge in market direction
already taken place.

change in market direction has already
taken place. For example, a moving
average turns down after the market
peaks because it averages in old prices
with recent prices. Momentum indicators, however, are more pre-
dictive. They measure the speed of price movements, not the prices
themselves.

If determining the trend is the basic task of technical analysis, then
determining its strength is the next step. The momentum of a trend
can be measured, and its definition, when applied to the financial and
commodities markets, is like its definition in the science of physics.
Speed and power determine market momentum. Speed is the slope of
the trend. Power is the conviction of the participants as shown by their
actions. The former can be measured by all sorts of indicators, most of
which are not covered here. The latter can be measured by the volume
and, for stocks, market breadth, or, for futures, open interest.

It follows that the more people become involved and the more price
moves, the more powerful the trend. Of course, it can get ahead of
itself. Technicians use the terms overextended or overbought/over-
sold. No matter what term is used, think of a rubber band getting
stretched. Eventually, the forces stretching it are overcome by the
forces within the rubber wanting to shrink it. It snaps back, and in the
markets, this is called a correction.

Momentum Defined

When a ball is thrown up into the air, its speed (velocity) declines until
it stops momentarily in mid-air and then starts to fall. While the ball is
still rising, its speed is falling. Markets exhibit this behavior as well.
Determine that the speed of rising prices is declining, and be fore-
warned that a market top might be near.
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For falling markets, another analogy can be used. Take the same ball to
the top of a hill and let it go. As it rolls down the hill, it gains speed.
When it gets to the bottom, it is still moving, but because the ground is
now flat, its speed starts to decline.

These examples help to show that a market tends to continue in the
same direction in which it is moving until some force acts upon it.
These forces are called support and resistance. If a market moves but
does not meet either support or resistance, it continues to move in the
direction of the trend, but at slower and slower speeds until it stops,
like a tired long-distance runner. The buying or selling pressures that
powered the move have dissipated.

Reading a Momentum Chart

Most indicators that measure momentum are similar. Some work bet-
ter for stocks, some are better at market tops, some are better in trad-
ing ranges, and some are better in trends. For our purposes, they are
interchangeable. This will anger established technicians out there, but
return to the analogy of the car, and you can understand this.

Whether it is a Ford, Peugeot, or Honda, all cars have an engine. All
engines turn fuel into energy that makes the car move. In the markets,
all indicators that use price changes and their derivatives measure
trend strength and attempt to identify extremes (stretched rubber
bands).

There are four basic events to follow on a momentum chart. The first
is a crossing of the zero line. If momentum is negative and crosses the
zero line into positive territory, it could be a buy signal. This is because
prices are accelerating their advance as new buyers enter the market.
Note that this is only a valid signal when the line is crossed in the
direction of the prevailing trend. Trends are still more important than
their derivative measure, momentum.

The second event is a divergence with price action. If prices make lower
lows but momentum makes higher lows, downside market momen-
tum is declining.

Chapter 18 Just What Makes a Stock (Bond, Commodity) Look Good?
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Figure 18.1 shows a 200-day bar chart of September 1994, NYMEX
crude oil futures with a 39-day moving average and a 10-day momen-
tum indicator. The average serves as a measure of the trend. The 10-
day momentum indicator tells us the acceleration of the trend.
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Figure 18.1 NYMEX crude light

In March, while the market was still falling, momentum was becoming
less negative. In other words, the speed of the market was declining,
even as prices were still rising, indicating that selling power was weak-
ening. Note that during the period of divergent momentum, the indi-
cator crossed the zero line several times. Because the trend in the
market was down, these zero line crossings were ignored.

In April, the market trend did reverse as prices began to rally. Momen-
tum was in positive territory and settled into a 2-month range. Finally,
in early June, momentum crossed below the zero line. Because the pri-
mary trend was still up, this signal was ignored. Other technical indi-
cators, such as the moving average itself, confirmed this as prices
bounced off support.

Later that month, momentum reached a level that was very high as
compared to its recent history. This is the third event and might indi-
cate an overbought condition where prices got out of line with percep-
tions. Because momentum is not indexed, such as RSI or Stochastics, it
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requires a judgment call to determine if a level is overbought or over-
sold. The signal given suggested that the market might need a short
rest and that new long positions should not be taken.

Sometimes, when the ball in our previous analogy is thrown up, it
bounces off the ceiling. In this case, both prices and momentum
change at that same time. In this situation, trend breaks in momentum
can be useful in place of the first three basic events.

This would normally indicate that the market is near a top, but in late
July, momentum broke through its own down trendline (event num-
ber four), indicating new buying pressures and more gains to be made.

Conclusion

Momentum is a useful leading indicator, but it must be used as an
opportunity-finding tool, not the final decision-making tool. Confirm
all signals with trend breaks and other technical signals, such as rever-
sal patterns on bar charts.

Volume

Volume measures how much money people are putting on the table to
back up their bullish or bearish outlooks. The analyst can be bullish or
bearish, but it is the traders and investors who risk their money. The
more money they risk by buying and selling, the greater their convic-
tions must be. We can equate convictions with perceptions and if they
rise, so will the market.

According to perceived wisdom, volume should expand during
healthy rallies. Expand? That means get bigger. If the market is rising
and more and more people are pulled into the market to participate,
volume will rise.

If the rally is not healthy, such as when the public does not follow the
early buyers into the market or when a trend is nearing its end, volume
begins to decline. Fewer people buy smaller amounts and that can be
read as a loss of conviction.

Chapter 18 Just What Makes a Stock (Bond, Commodity) Look Good?
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During chart patterns that form when the market is taking a rest, vol-
ume usually declines. If the market pulls back (prompting the media
to label it “profit taking”), a low volume indicates that buyers and
sellers are repositioning themselves after the recent rally.

In Figure 18.2, Intel had been trading down from its highs when a rally
began in late February. Note that the volume decreased during the
rally to indicate that buyers were not attracted to the new low prices,
and demand from those still “buying on dips” was not sufficient to
sustain the advance. The stock broke down from the flag in March.
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Figure 18.2 Volume

Relative Strength (the Market, Sectors, and
Individual Stocks)

Stocks do not exist in a vacuum. How is the stock compared to its
industry group? How is the group in relation to its sector? How is the
sector positioned against the general market for stocks? Are stocks
better than bonds or gold?

=
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When seeking to maximize the probability of a trade’s success, the
investor often starts with a top-down approach and moves to specific
securities or commodities from there. For example, if the decision to
invest in equities as an asset class has already been made, the next
question is which equities market will lead the way higher. By compar-
ing the relative strengths of each market to a common index, the deci-
sion can be quantified.

RS Is Not RSI

Without getting mired in the initials, relative strength (RS) is a measure
of how one instrument is performing relative to another. The relative
strength index (RSI), in contrast, measures how a single instrument’s
momentum changes over time. RSI is a useful tool for making a timing
decision, but relative strength is better when deciding which instrument
to select from a set of favorable candidates.

The formula for RS is a simple ratio of instrument one divided by
instrument two, and the result is plotted on a line chart. Trendlines,
moving averages, and other technical tools can then be applied to ana-
lyze the plot like any single instrument. The most important aspects of
the analysis are trends and trend breaks, as shown next.

Figure 18.3 shows the ratio of the Japanese Nikkei 225 Index and the
Morgan Stanley World Stock Index for 4 years ending in 1996. The lat-
ter index represents the global market for equities in general. The
long-term trendline indicates that the Nikkei has been underperform-
ing the global equities market for the 4 years. The intermediate trend-
line shows that Japanese stocks have been outperforming the world
from June 1995 until July 1996. The latter was a counter-trend move
within an overall bearish relationship.

Chapter 18 Just What Makes a Stock (Bond, Commodity) Look Good?
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Figure 18.3 Nikkei versus Morgan Stanley World

Keep in mind that the trading pattern for the Japanese market over
these 4 years was a wide trading range (see Figure 18.4). If the global
equities markets were rising while the Japanese market was flat, the
ratio of the two will go down. In mid-1995, the Nikkei rallied at a
faster rate than the world, so the ratio went up.
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Figure 18.4 Nikkei line chart
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Quick Visual Analysis

Figures 18.5 to 18.10 show the same 4-year period for major world
stock markets relative to the world index starting with the U.S. mar-
ket’s outperformance versus the world index from 1994-1996. Quick
trendline analysis shows the UK market, as represented by the FTSE
100 (Figure 18.6), has broken a trendline to the upside and is, there-
fore, suggesting that it will outperform the world for a while. Hong
Kong (Figure 18.7) has been matching the world pace for 2 1/2 years,
and France (Figure 18.8), Australia (Figure 18.9), and Germany (Fig-
ure 18.10) are locked in 3-year down trends.
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Again, this time period has been good for world equities, but relative
strength analysis would have helped make the decision of which mar-
kets to emphasize and which to de-emphasize in a global equities
portfolio.

Sector Selection

As mentioned, a strong sector is going to go a long way toward finding
a strong stock. From the fundamental side, certain sectors of the econ-
omy do better during different parts of the business cycle. It makes
sense that near a peak, when the economy is hot, inflation is likely to
be higher and demand for raw materials, such as commodities, will be
strong. Conversely, when the economy is already in decline, economi-
cally sensitive sectors, such as transportation and industrial machin-
ery, will be adversely affected.

Technically, this cycle of sectors coming into and out of favor shows up
as relative strength leaders and laggards. For example, as a bear market
finds its bottom, financial and technology stocks tend to outperform.
They do this by falling at a slower rate than the rest of the market or
actually making small gains, but the point is that the market is antici-
pating a better economy to come.

Chapter 18 Just What Makes a Stock (Bond, Commodity) Look Good?
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Of course, after the bear market of 2008 in which financial stocks were
decimated, it is possible that this normal relationship might be altered.
But over time and through many cycles of ups and downs, the odds do
favor a resurgence in financials as an early indication that the stock
market is ready to move up once again.

This section is deliberately short because the topic deserves a much
more in-depth treatment than can be done in this book. Let’s just say
that if an investor knows where the market and the economy are in
terms of their normal cycles, then he or she can gravitate toward the
sectors that are likely to outperform.

Basing and Breakouts

Many of the factors that make stocks
look good come into play after a trend ks look good come into
has been established. If a stock has been after a trend has been
trading quietly in a flat range for a blished.

period of time, it might be undergoing
a process known as accumulation, where the supposed “smart money”
is buying shares. The general public has not caught on to this activity,
so the price remains stable.

y of the factors that make

At some point, either through technical analyses, fundamental
reports, or news events, the stock breaks free from the range. This
breakout signals a technical buy signal and the new rising trend is
underway. The bigger the base, the stronger the rally can be.
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RISK VERSUS REWARD—
IS THIS STOCK REALLY
WORTH IT?

hapter 18, “Just What Makes a Stock (Bond, Commodity)
Look Good?,” examined what makes a stock a good candidate
to buy. This chapter looks more closely at what makes for a

good trade. It is a subtle difference. This is where the monetary poten-
tial of a stock is assessed, rather than just its paper prospects.

Think about the difference between doing cosmetic dental work on a
child and on an adult. The child’s teeth will eventually fall out as the
adult teeth grow in. Unless there is a significant health benefit to be
gained, the dental “transaction” will not be worth the costs and possi-
ble discomfort. The same is true for a stock. Unless transactions costs
and the risk for a loss are zero, you simply cannot buy every stock that
passes the tests in Chapter 18. This chapter explains ways to concen-
trate on the stocks that have the best chances to make money at an
acceptable level of risk.

How Can Potential Profit Be Measured?

Imagine you have your broker’s list of recommended stocks. You also
see that one is currently in one of those funny-named trading pat-
terns. As the size and shape of the pattern says something about what
the stock might do in the near future, an objective measure can be
made of where that stock will go if it breaks out in the right direction.
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Sizing Up a Pattern

The first step in determining where a FRRBERin détermining

re a market is heading is
orrectly define the current
ing pattern.

market is heading is to correctly define
the current trading pattern. The easiest
pattern to define is the rectangle, or
trading range, because of its uniform
size.

In theory, the bottom of a rectangle is the price level at which bulls
have decided that the market is undervalued. They are either reacting
to changes in market sentiment, as indicated by a break above resist-
ance, or following an existing trend higher. Price moves toward the top
of the rectangle where profit taking occurs. This moves the market
toward the bottom again.

At this time, the rectangle pattern is not yet evident. Figure 19.1 shows
Ameritrade entering a rectangle pattern in mid-2001. In this case, the
market’s decline ended at the bottom of the rectangle where short sell-
ers took profits. The market moved higher until new short sellers
found a second chance to sell. Again, prices fell to the bottom of the
pattern.
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Figure 19.1 Ameritrade
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What is different about this bottom is that new buyers had a second
chance to buy at the previous low price. It is this cycle of second and
third chances that drives the market up and down until finally the
market breaks above or below the rectangle. Traders then assume that
the old area of value is no longer correct, and in the case of Ameri-
trade, the rectangle area was now too cheap.

The rectangle measured slightly less than 4 dollars (split adjusted)
from top to bottom. Buyers at the breakout were assuming that buying
at this new value area would produce a similar profit as it did in the
old area. That translated into an upside target of just under four dol-
lars to a level just shy of 11. This price was reached in a few weeks.

It is interesting to note that the stock traded another one and two
times the trading range height, although falling a bit short on the third
iteration. There is a bit more on this topic later in this chapter.

Coiling Patterns

Most patterns require more interpretation than rectangles. For exam-
ple, a head and shoulders pattern is measured from the neckline to the
top of the head. Where the neckline is placed and how much of a tilt is
allowed is up to the analyst.

One pattern that is somewhere in-between these two is the triangle,
and this includes all variations of the triangle, such as wedges, pen-
nants, ascending, etc. A triangle is essentially a trading range that is
getting smaller over time. Sellers do not wait for the previous peak to
be reached before selling. Conversely, buyers do not wait for the previ-
ous bottom to be reached before buying. This cycle continues until the
distance between the highs and lows is relatively small and both sides
become unsure of the market’s future direction.

Figure 19.2 shows the U.S. Treasury bond in a triangle pattern at the
end of 1995. It may seem familiar, as this appears in Chapter 10,
“Chart Patterns—When the Market Is Changing Its Mind,” when dis-
cussing reversal patterns. The market traded to the triangle’s borders
several times during that ten-week period, so the pattern was well
defined. The question is where to measure the height of the pattern.

Chapter 19  Risk Versus Reward—Is This Stock Really Worth It?
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Figure 19.2 U.S. Treasury bonds

The best place to measure is at the point of the second border touch. In
this case, the second touch is the peak in early January. The distance
from that point to the other border can be considered to be the height
of the pattern.

Once the market breaks out of the pattern, the pattern height just
measured is projected down from the breakout point. This becomes
the first trading target. For U.S. bonds, the pattern height was about 4
points. The break occurred near 116’16 (116 1/2), so the first target was
114’16 (114 1/2). This level was reached within two weeks and proved
to be a support zone.

Integral Multiples

The most interesting aspect of pattern projection is that if prices break
through the support or resistance supplied by the target price, they
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often move to a new target that is an integral multiple of the pattern
height. U.S. bonds broke through support at 114’16 and moved
another 4 points to support at 110’16 (110 1/2).

In rare cases, a market can move to a third multiple. However, the
third occurrence of many projections, whether multiples of a pattern
height or the recurrence of the same pattern over time, often has a
variation. In this case, the target was not quite reached (the same was
true for Ameritrade in Figure 19.1). Perhaps the short sellers were cov-
ering early, the same way they did in the coiling pattern. In any event,
pattern measuring revealed clues as to where the market wanted to go.

Is That a Good Trade?

When deciding to buy or sell a security or commodity, it is easy to
overlook a key component of the trading decision—risk versus
reward. If a market is in a bull trend, selling the top of a corrective
phase may seem prudent. However, if the downside potential profit is
three points, for example, and the upside potential loss if wrong is ten
points, the trade simply does not make sense. Technical analysis can
help to analyze the risk/reward potential, as well as point out immedi-
ately when a good trade goes bad.

What Makes for a Good Trade?

A few trendlines on a chart can identify when trading is excessively
risky. A weekly chart of the Nikkei 225 Index in Japan (Figure 19.3)
shows a clear four-year 6500-point trading range from 14,500 to
21,000. Resistance at the top of the range is very powerful, so selling at
that level is low risk. The potential profit is 6,500 points compared to
the few hundred points of potential loss if this resistance ceiling is
penetrated. If resistance is penetrated, the position is immediately
reversed to a buy. With a rectangle pattern, it is not coincidental that
the profit on an upside breakout, once the small loss has been factored
in, is still over 6,000 Nikkei points.

Chapter 19  Risk Versus Reward—Is This Stock Really Worth It?
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Figure 19.3 Nikkei 225 index

A more aggressive approach would be to anticipate a breakout from a
consolidation pattern. With this strategy, it is assumed that the pattern
will be broken, whereas in the previous example, it was assumed that
the pattern will hold. A daily chart of the U.S. dollar/German Mark
foreign exchange rate (before the introduction of the euro in 1997)
(Figure 19.4) showed an up trend from the October 1995 low. It was
caught in a rectangle consolidation pattern but bounced off the
longer-term up trendline running through that pattern. The longer-
term trendline usually wins the battle against a shorter-term consoli-
dation pattern.

The result is a risk of 125-130 ticks down to the trendline for a poten-
tial reward of 310 ticks as measured by the target for the breakout
from the rectangle. In Figure 19.5, it can be seen that this aggressive
approach enabled us to capture the entire breakout day. Waiting would
have meant giving up a large percentage of the total gain.
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It’s Not Perfect But It Wor’t Kill You

The coffee market is an example of how this approach resulted in a
small loss (see Figure 19.6). Coffee had been in a down channel since
April 1995 (not shown) and finally broke out in January 1996. It
moved higher and then settled into a triangle consolidation pattern. A
strong momentum indicator (also not shown), plus an unrealized tar-
get of 155 based on a projection from the channel, suggested a contin-
uation of the rally.
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Figure 19.6 Coffee

Buying at the close on February 23 was a low-risk way to take a position
before the inevitable breakout from the triangle. When the market fell
apart in the middle of the next day, crashing through the bottom of the
triangle, the trade would have been closed at a 4-5 point loss. When
compared to the potential 30-point profit had the market broken the
other way, the risk/reward ratio made the trade well justified.

Should You Even Be Playing the Game?

Can you stand to take a loss? Can you bounce back if you do? These are
questions you need to answer before you even start to play the invest-
ment game.

=
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The key to being able to follow an aggressive, yet low risk, trading
approach is to be able to be wrong without going out of business. Tak-
ing a 100-point risk to make 300 is a good bet because it enables you to
be in the market before the big breakout moves occur for maximum
profit. However, if that 100 points of risk will drain 90% of your
investment capital, the risk is just too high. You would be better buy-
ing a conservative mutual fund and letting it ride for a few years in an
account you never touch.

The saying “ride the winners and cut the losses” really means that for
every big winning trade, there are several small losing trades.

Sometimes the Best Trade Is the

One You Don’t Make
Sometimes the investor has to know IS tHe investor has
when to stay out. Even with the abun- now when to stay out.

dance of technical tools available today,

there are times when the answer to the buy or sell question is simply “I
don’t know.” This could be the result of conflicting answers among
indicators. It could also be the result of unclear patterns on the charts.
In either case, it is often better to stay out of the market and preserve
capital for a better opportunity in the future. Consider a few examples
where the analysis is unclear.

No Follow-Through

In Figure 19.7, soybean oil was trading in a range from October to
December 1996. On January 9, 1997, the market made a strong move
higher on very heavy volume. This broke the 50-day moving average to
the upside. The combination of volume and average was a good buy
signal, and the next day the market was up on a gap and heavy volume.
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Figure 19.7 Soybean oil

Traders smart or lucky enough to have bought on January 9 were then
faced with conflicting signals. Gaps, especially those on high volume,
are powerful signals. The penetration of the moving average and move
above a technical trading range are also good signals. However, there
was follow-through after the gap. As Chapter 11, “Chart Patterns—
Explosions,” showed, a gap can signal either the explosive beginning of
anew trend or the exhaustive ending of an old one. While there was no
rising trend to end in this case, the lack of follow-through made the
breakout suspect.

As can be seen in Figure 19.7, the market did a slow drift lower until it
met the 50-day average. Somewhere in that decline, the long position
would have been closed, conceding that the trade did not work. Even
though the buy signals were correct for a longer time frame, this mar-
ket may be one to avoid until more solid technical patterns develop.

Erratic Behavior

Sometimes the markets jump around without any apparent rhyme or
reason. The foreign exchange charts below exhibit trendline viola-
tions, false breakouts, and general erratic behavior.

Although the general trend of Hewlett Packard in Figure 19.8 is rising,
the constant fits and starts could have handed investors many losses
along the way. Shorter-term traders were constantly reversing gears,
incurring transaction costs and possibly trading losses as this stock
continually gave off mixed signals.
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Figure 19.8 Hewlett Packard

In Figure 19.9, restaurant stock PF Chang’s China Bistro ended a
declining trend with a gap higher, but that gap did not lead to a new
trend. The stock gapped several times from September 2005 though
December of that year, yielding no sustainable trends although sup-
port and resistance levels began to emerge.
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Figure 19.9 PF Chang’s China Bistro
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Forcing a market into a buy or sell mode is a mistake. If patterns do
not jump off the page or screen at you, then they are not there. Fear
not, as the market will tell you what it wants to do, but until that time,
the best trade is the one you do not actually make.
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20

THIS ISN’T BRAIN SURGERY

s important as you may think precision is in investing, market
A analysis of any kind is just not a precise endeavor. Sure, for an
arbitrage trader moving millions of dollars, euros, or yen
around the world, every decimal point is important. But when you are
an average investor or even a smaller-scale professional, squeezing that
last sixteenth of a point out of your trade of 500 shares does not add

up to that much money.

The same thinking can be carried through to the analysis itself. Price
patterns or moving averages are still arbitrary, no matter how many
computers are used to derive them. The market is a living being and as
such, it does not react to the world exactly the same way twice. Nor does
it care about how you, the individual human player, classify its behavior.
Flexibility is the key. If you stick too closely to ||Mlexibility is the key.
the textbook definitions, you may be right, but

you will also have a lot of losing trades.

Technician’s License

The debate continues as to whether technical analysis is an art or a sci-
ence. Those of the latter belief work with equations, trading systems,
and models. Those of the former belief use trendlines, traditional
technical patterns, and an experienced eye. Just like writers who use
journalistic license to bend the rules of grammar and facts, market
technicians selectively ignore various chart points, to create a mean-
ingful and, more importantly, useful analysis.
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Rationale

Technical analysis has many objective rules and techniques, but it all
still depends on the subjective interpretations of the analyst. For
example, after a market establishes a support level and trades one or
two ticks below it, is that considered to be a break of support? What if
it traded below support for only a brief time and then bounced right
back up? The analyst must use other indicators and rely upon experi-
ence to determine if this was a real signal or just market “noise.”

Strict interpretation of technical rules can cause the technician to set
seemingly accurate support and resistance levels that are weak and not
related to true market conditions. Figure 20.1 shows 350 days of LME
Aluminum. At the 1,740 level, a former support line has turned to
resistance. However, it is unclear which exact price should be consid-
ered to be significant. The June low is 1,738. In September, it was
1,730. In October, the highs were 1,746 and 1,737.
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Figure 20.1 LME Aluminum

Spending too much time deciding which price to use in a trading sys-
tem or model can let profitable trades slip away. The line drawn is at
1,738 but can really be represented by a resistance zone of 1,737 to
1,748. By using a single price, extreme intraday reactions can be
ignored, and this automatically places greater significance on the close
or settlement of the market analyzed.

162

TECHNICAL ANALYSIS PLAIN AND SIMPLE



The October—November support line is more clear at about 1,655, but
that means that at least two bars had penetrated support. These points
can be ignored so that one may set up a support line that has been
touched five times and is therefore a meaningful level.

Best Fit

Unlike regression analysis where a line is drawn to represent all the
data, fitting a trading channel to the market places support and resist-
ance trendlines at levels that correspond to the majority of significant
highs and lows. Figure 20.1 shows a short-term rising channel in mid-
1995 with a technically precise support line (channel bottom) but a
parallel resistance line (channel top) that has been violated at least
once. The channel top shown touches the tops of the bars on at least
three occasions and is much more significant than a channel top
drawn through the extreme top in May.

Similarly, the longer-term down-channel of 1995 shows a parallel
channel bottom that touches three points while ignoring an extreme
low set in February.

Figure 20.2 shows trading for ConocoPhillips from mid-2003 though
mid-2004. In November 2003, the stock’s trend accelerated away from
what was a classically defined trendline.

(COP,D) Dynamic,0:00-24:00

[38.00

[36.03

[34.00

[32.00

[30.00

28.00

b 26.00
Copyright @ 2005 cZignal.
214 18 28 22 6 20 3 1718 225 20291718 225 19 3 AT AT 21 6 19 20 23
Aug Sep Oct Hov Dec 2004 Feb Mar Apr May Jun Jul Aug

Published by eSignal (www esignalcom)

Figure 20.2 ConocoPhillips
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Strict adherence to the rules of trendline construction would have dic-
tated that the supporting trendline be drawn from the market bottom
through the first significant retracement (correction). That trendline
(thin line) would be essentially meaningless for trading in 2004. By
redrawing the line from the significant low in November, not only can
a meaningful trend be identified but also a resisting channel top can be
added to contain the rally. Note here
too, the channel top was violated by an
extreme trading range day, but it still
touches price action a significant num-
ber of times.

ndlines must define the
e and not just be lines
unrelated highs and low.

Trendlines must define the move and not just be lines from unrelated
highs and low.

Let the Market Talk

Most technical analyst beginners, and probably a few experienced ones
as well, look at a chart with preconceived notions about what the mar-
ket will do. This usually narrows the analysis and often provides incor-
rect results. The theme for this section is, ““you cannot impose your
will on the market.” The market will always tell you what it is doing.
The secret of technical analysis is to wait for the market to talk before
trading and continue to listen in case it changes its mind.

Finding Order

Some charts, like those of the major stock markets, seem to travel up
or down for long periods of time. Finding the trend there is easy.

Figure 20.3 shows the long trend in the U.S. stock market interrupted
in 1994 by a well-defined triangle consolidation pattern. A breakout
from the pattern gave a very obvious signal. Late in 1995, a small down
flag occurred followed by a push toward new highs.
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Figure 20.3 Dow Jones Industrial Average

The Australian dollar, Figure 20.4, seems to have moved higher and
lower against the U.S. dollar for the past seven years, so finding a rele-
vant trend is a little more difficult. The first thing to do is to find
short-, medium-, and long-term trends. From 1989 through 1993, the
decline in this market was resisted by a well-defined trendline (A).
When it was broken to the upside in 1994, a new long-term trend
began (B).
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Figure 20.4 Australian/U.S. dollar
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However, the supporting trendline was broken in 1995 as the market
fell from 0.7700 to 0.7100. Looking back, the 1994 rally could be con-
sidered a medium-term rally within an overall long-term up trend.

This really cannot be determined with reasonable certainty until the
market breaks the 1994 high, thereby validating the new long-term up
trendline (C).

Making a Trading Decision

Given that the market is an intermediate-term rising trend, the next
step is to determine support and resistance. A long-term support-line
can be drawn horizontally from 1989 and early 1992 lows (C). The
intermediate up-trendline from the 1995 lows (D) sits at 0.7470 after
successfully supporting the rally several times. Both trendlines provide
bullish support.

The next step is to determine the next major resistance level. This
establishes a likely price target, which is critical in determining the
risk/reward scenario. Should the major resistance be only a short dis-
tance away, it would be prudent to wait for that level to break rather
than risk that it does not break. The latter event could send the market
down to major support and a significant loss.

Resistance is relatively easy to spot as the late 1994 highs near 0.778.
Confirmation comes from the top of an intermediate trading channel
(E), which will cross that peak in the near future. When a trading
channel bottom successfully holds, the likely price target is the top of
the channel.

The final step is determining your own trading horizon. A position
trader, who holds a position for several days to several weeks, might
buy at this point. A day trader or short-term trader would look at a
shorter time frame, such as hourly (Figure 20.5), to find the best entry
point. The chart shows that RSI has fallen somewhat and the market
has traded sideways from the channel top to the channel bottom twice
already during this short-term move. It might be better to wait until
the market reaches the channel bottom before buying. In fact, a break
of this channel might actually become a short-term sell signal within
the intermediate-term rally.
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Summary

The market reveals many things as the data are manipulated through
various time frames and spans. Once the overall direction of the mar-
ket can be found, trading decisions can be
made in line with your own trading style. The
secret is to let the market talk. If you have difficulty finding trends, it is
better not to trade than to force trendlines and patterns onto the chart.
The market often does the opposite of what you would expect.

[istihe market o

Theme and Variation

Technical analysis has always been considered an interpretive skill and
often cannot be tamed by mechanical systems. Even the latest “innova-
tions” in setting trendlines and price targets cannot substitute for the
human mind in leaving room for variations of traditional patterns.
Consider a familiar price pattern in several different ways.

Chapter 20 This Isn’t Brain Surgery
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Head and Shoulders Standard

Most technical patterns can be applied to up and down markets with
equal reliability. Here the example is a rising market. In 1995, the
wheat market (Figure 20.6) was making a series of higher highs and
higher lows, a classic indication of a bull market. In August, the market
made a low at about the same level as the previous low and also failed
to rally back to a new high. This failure to make a higher high is the
first indication that a head and shoulders reversal pattern is in
progress. To review, the highest high is called the “head” and the two
peaks on either side are called the “shoulders.” A line connecting the
corresponding lows is called the “neckline” and provides support for
the pattern.
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Figure 20.6 CBT wheat

In a simple head and shoulders pattern, the market should trade down
from the top of the right shoulder toward the neckline. If the neckline
is penetrated, the reversal pattern is completed and the market should
move lower. If the neckline support level holds, then the market
should continue higher as the reversal pattern failed to complete. The
wheat market bounced off the neckline area several times before it

=
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resumed its rally, forming a complex form of a right shoulder. The ris-
ing trendline provided further support.

The failed head and shoulders pattern in this case allowed the market
to work out the overbought condition caused by the accelerated
June—July rally. Wheat then resumed a slower, but more sustainable,
longer-term rally. (Note that the June—July rally ended with a smaller,
yet successful, head and shoulder reversal.)

Multiple Body Parts

While wheat displayed a complex shoulder, it is not uncommon for a
market to display a multiple shoulder, or even a multiple head. The
U.S. dollar-German Mark exchange rate (Figure 20.7) was making
higher highs and higher lows during its 1991 rally until a head and
shoulders pattern completed in September of that year. The market
made a lower low and lower high after the neckline broke, which con-
firmed that a small bear market was in progress. However, the two
peaks on either side of the head formed a pattern that also looked like
a larger head and shoulders pattern surrounding the original pattern.

We can call it a mountain top pattern to differentiate it from a simple
head and shoulders. The neckline in this case can be called the “snow
line,” which completes this analogy.

Because dollar-Mark was already trading lower, this mountain top
pattern did not serve to confirm or deny the current trend. However,
when measured like a standard head and shoulders (top of head to the
neckline), it projected the first target for the decline. The snow line
also served to resist the early 1992 bounce rally.

Chapter 20 This Isn’t Brain Surgery
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Figure 20.7 U.S. dollar/D-Mark

Subjective and Interpretive

Analyzing multiple heads or shoulders, and even the different num-
bers of bars needed to complete these patterns, depends on the skills
and experience of the analyst. Although mechanized pattern recogni-
tion programs are useful, their learning abilities (artificial intelli-
gence) cannot yet interpret the subtle and not so subtle violations and
exceptions common in the real world.
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In the Real World, Nothing Is Textbook
so Stay Flexible

Technical analysis is based on the BRigalanalysis is based
premise that price patterns repeat the premise that price
themselves. This is because people in erns repeat themselves.
the markets repeat themselves given

similar market conditions. Unfortunately, in the real world, the term
“similar market conditions” is subject to interpretation. Studying one
market as it trends and reverses shows how much leeway there is in a
technical pattern and what to do when things “sort of” happen.

When Things “Sort of” Happen—a Case Study

The U.S. 30-year bond yield was in a downtrend starting in early 1992.
Figure 20.8 shows that for much of 1993 to date, the yields had been in
a tightening trading range centered at 6.9%. An upward sloping trian-
gle pattern was emerging and the momentum indicator under the
price chart had broken down through its own uptrend line.
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Figure 20.8 Treasury bond yields

In looking at this chart, the first thing the analyst should do is draw the
down trendline from the November 1992 peak. Next, the triangle pat-
tern should be drawn connecting the market bottoms in February and

i
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April (using a little technician’s license). The top of the triangle is a
clear horizontal line at 7.07. Here, the observation is that the triangle
top and the November down trendline meet at a local market reversal
to the down side. Because triangle patterns generally are continuation
patterns, the evidence points to a downside break of the triangle and a
continuation of the declining trend.

Figure 20.9 shows the next three months of trading. In early June, the
market broke the triangle pattern and continued its decline. Here, the
observation is that the new short-term trend is much steeper than the
longer-term trend line. Seven months earlier, this same situation
occurred, and the market responded by consolidating into the triangle
just analyzed. In early July, there was a small correction, but it did not
take prices back to the trendline. The likely target was the longer-term
trendline, and because it was not reached, this trade would have pro-
duced a small loss.
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Figure 20.9 Treasury bond yields 2

From that point on, the only way to trade this was to stay with the
trend. Finally, in October 1993, the chart showed a bullish divergence
between the falling price and the rising indicator, giving the signal
that a bottom had been reached. It is interesting to note that this
bottom pattern can be classified as an imperfect double bottom (see
Figure 20.10).
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When the short-term trendline was broken in November, the buy sig-
nal was given and once again the target could have been presumed to
be the longer-term trendline. When vyields reached that line, they
stalled and traded in a narrow range for several weeks. Because
momentum was neutral, the investor had to wait for the next signal for
direction and that would have been a break out from the imperfect
rectangle pattern indicated.

In Figure 20.11, yields broke to the upside and established a strong
upward trend.
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Figure 20.11 Treasury bond yields 4
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Conclusion

Many of the patterns examined in this chapter were imperfect and,
based on the time frame of the analysis used (daily over several
months), some losses were produced. This is a much more likely sce-
nario in the markets than any textbook case. The key is to be able to
recognize a wrong trade early and to see the bigger picture of the long
and short term together. Technical patterns are rarely crystal clear
because some market participants do not wait until they complete
before acting. This forces patterns to distort slightly, even though the
general meaning is not changed.
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Part IV

THE ACTUAL PROCESS
OF INVESTING

Chapter 21: OK, Now Do It!

Chapter 22: How to Know if You Are Wrong
Chapter 23: Sometimes Being Wrong Is Good
Chapter 24: When to Sell

Chapter 25: Bear Markets

Chapter 26: A Word About Your Ego
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21

OK,NOW DO IT!

ay traders and long-term investors have many differences

resulting from their different time horizons (investment hori-

zons). Technical analysis may tell the former to sell and the lat-
ter to buy, but the one thing they have in common is the act of trading.
In order to execute their strategies, whether they are long- or short-
term, each has to put their analysis into action. The simple act of
“pulling the trigger” to trade is the final step.

The Questions

Once all charts have been marked up with trendlines, studies, and
other technical tools, the technician needs to set the final criteria
needed to trigger a trade. These factors include target price for a win-
ner, stop price for a loser, and price at which the trade should be exe-
cuted. The opinion on a particular stock or 