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MASTERING TECHNICAL ANALYSIS


Chapter 1
Technical Analysis from My Perspective

I began my career as a technical analyst on Wall Street in October of 1964 working for the brokerage house F.I. Dupont & Co. The job itself was as a posting clerk in the technical Research Department, and my duties included updating a 4000 Point and Figure chart library every morning before the opening bell. Every chart was to be ready before the opening and done neatly in pencil. It was about as far down on the Wall Street food chain as you could go in those days, but at least it got me into the game. Make no mistake about it, being given that opportunity by my friend and mentor, John D. Greeley, has made me very grateful to this day. I was able to land a job in lower Manhattan simply because the daily trading volume on the New York Stock Exchange had expanded all the way up to the breakneck level of 5 million shares a day. The Street was having a hard time keeping up with the increase in activity, so hiring new blood was the order of the day. It was an era of new trends in business and in our social lives. Innovation in technology was touching every single area.

This atmosphere was a result of a very healthy economy, low interest rates, low inflation, and a recent military success, a la the Cuban missle crisis. It was hard to argue with success, for the United States was running on all cylinders. The rate of unemployment would drop in the 1960s from 7 percent in 1959 to as low 3 percent by 1970. Leading economic indicators were strong, especially in the first half of the decade. Money supply was plentiful, which helped finance a rising stock market as well as a hot IPO (Initial Public Offering) arena.

I listen today about stories of the Internet and how it will change my life forever and that the world will never see another period like this again. Perhaps this will turn out to be a true statement, but I can assure you that I’ve seen it before. I have to shrug my shoulders and laugh a little sometimes. I can’t help but remember one night when my mother came home from work where she was employed as a secretary. She told us about the excitement in the office that day because a new machine had arrived, and it seemed that it could make copies of documents and memos simply by touching a button. Up until that time, if management wanted a few extra copies of a report for distribution, those copies would have to be made by a secretary simply by repeating the task over and over again. Sometimes they could use carbon paper if they were lucky to have a boss who didn’t mind a little ink stain on the reports. It seemed, however, now with this new-age gadget, no more carbon paper for that woman. It was the 1960s and they were getting their new machine. She could not remember the name of the company that made this awesome machine, but she thought its name started with a letter X.

In those days it seemed like there were an abundance of new opportunities opening up every week. They were going to change our lives and in fact they did alter almost every facet you can imagine. New “everything” was the order of the day. There were concepts from fast food stores to color TVs, calculators, supermarkets, and even computers were being introduced to the public. Up to then, these superbrains were only known to us via badly made sci fi movies. I don’t believe that many people realized how much this tool called a computer was about to alter the landscape. It seemed like the sky was the limit and all you needed was a concept and Wall Street was there to finance your dreams and help you go public with a new offering.

In 1961 and 1962 they reached a level of approximately 70 IPOs a month, and in 1968 and 1969 that level was increased to more than 100 IPOs a month. This level was the record until the start of the next great bull market in 1983. Even with that, the 1968 level was only exceeded three times over the next 30-plus years. Given the fact that the capitalization of the total market in the 1960s was a lot smaller than today, I’d have to say those were very impressive numbers indeed. Of course, with all these new deals hitting the market on a daily basis, the average trading volume exploded. The explosion of volume was Wall Street’s way of expressing its acceptance for any new idea. Between 1960 and 1970, daily trading volume on the New York Stock Exchange increased from approximately 2 million shares a day to over 15 million shares a day.

From my vantage point there were a number of events that occurred on the Street within a fairly short period of time that helped to shape modern technical analysis. For one thing, with the sharp increase in daily volume, Wall Street brokerage firms were pressured to answer more requests for stock ideas from the customers, who were getting more aggressive as the market rallied. The public wanted to enter into the stock market, and technical analysis was there to fill in the gaps. This also was the time when analytical computers first appeared on the scene that would prove to be the launching pad for many new technical indicators. Finally, the advent of a major long-term bear market in the second half of the 1960s moved technical analysis into the spotlight and propelled the art to center stage of the financial world. You see, a technician’s function is to interrupt charts based on the “price” facts. To a good technical analysis, a sell opinion is the natural progression in a stock’s life. A stock will rise in price, then flatten out, and then start its decline. At the time not only were sell ideas a no-no on Wall Street, but many fundamental analysts feared for their jobs if they did tell accounts to sell. It just wasn’t done, for the simple reason that technicians were better suited to sell stocks on breakdowns of chart patterns that made us more popular during bear markets.

Despite the bear markets from 1966 to 1974, most of the technical analysts I knew did fine in those days as long as we kept to our knitting. I recall once that I tried to stray off the path and did not recommend a sale of a stock that had broken a support level because it was a “good company.” Also, I believed that it was a “solid value” and perhaps a small violation of a support could be overlooked. My friends reminded me that I was a paper trader, meaning I was dealing with stock certificates and I was not asked to give my dissertation on some company’s long-term prospects. That fine company stock eventually sold off 75 percent.

The stock market was in a full retreat, and fundamental analysis was getting a black eye almost on an hourly basis. Unlike the scandals in our recent history, the analysts back then were folks, I believe, that were trying their best. The only scandal was that most had never seen a long-term bear market and as a result could not fathom how deep a sell off could go. Wall Street is noted for its “gallows humor” and I will say that by the time the bottom in 1974 appeared, the quality of the jokes about the business was the best vintage that I have ever seen. I remember going out to lunch one day during the 1973–74 bear market and running into a friend that had just been promoted to research director at one of the firms (life expectancy was about 1 year). He said he felt like he was promoted to first mate on the Titanic.

A MISSED OPPORTUNITY

I must say that as technicians, we knew from firsthand experience that certain price patterns had implications that were totally rational. A stock breaking down from a top pattern on expanding volume was not only a clear sign showing the sellers overpowering the buyers, but also an early warning that some negative corporate news was about to be announced. We didn’t know “when” and we didn’t know “what,” but we knew if the stock was falling away and breaking supports levels that any upcoming news wasn’t going to be good. This response to upcoming developments was reflected in the increase in daily volume and the price movement on the chart.

Indicators carry the same predicative qualities. It is not strange to me that an increase in volume accompanied by a positive increase in price in the housing market index might have a secondary implication generated about lumber prices or perhaps the health of the market in general. I remember an analyst came out with a recommendation on the auto industry one year after the stocks had already rallied for more than 6 months. My response was to recommend the tire and oil sectors, mainly because the charts looked better, but also the Street hadn’t gotten around to those groups yet. The last time I looked you can’t run a car without four tires and a tank of gas, therefore the tire and oil stocks had to benefit from a boom in auto sales.

This kind of thinking was second nature to most of us. It was the fault of the technical community, and I include myself, that we never took the time to back test many of our theories or indicators and tools, but rather relied on street knowledge to get us through the day. Had we devoted more time to back testing and proving our work, we would have had a much easier time in many board meetings during the next 20 years. One major problem at the time was that we had limited access to price history. The vast majority of technical analysts had all their data and their notes in old dusty books. It was impossible to go to any university with that type of data and expect to be given an audience.

Besides, the campuses at that time were more concerned about demonstrators against Vietnam rather than any indicators that my colleagues and I could dream up. Wall Street was in trouble, as a great bear market had taken up residence in lower Manhattan.

In the 1973–74 period the Dow Jones Industrials Averages would drop from a high of 1047 in Dec. 1972 to as low as 577 in Oct. 1974, a 55 percent decline. There have been enough books written about that time, but as perverse as it might sound, technical analysts thrived during that period. After all, this was our type of market, a market of multidimensional movers. Technical analysts, on the whole, helped many a firm avoid some very nasty pitfalls during those times. Most of the people that worked in the finance community had only seen stocks move up for most of their careers. Brokerage houses that never had an official TA department up until then found it to be a good idea to have someone in the research department that actually watched the stock market. Many of the senior people in the firms felt that having their own technical department was an irrational move. They felt that the stock market would bail you out of any bad positions over time. Keep in mind that from Pearl Harbor to 3 years after the Cuban Missile Crisis, the stock market was nothing but up, up, and away. The idea of a declining stock market, for any meaningful period, was not really a viable opinion for many of the old timers. Like the man said, “In a bull market, who needs any analysts’ help.” The typical thinking of the times was, “If prices always went up, why worry about the market?” Over time that expression was changed to, “In a bull market, who needs any analysts, and in a bear market, who can afford one?” (See Figure 1-1.)

FIGURE 1 - 1
Chart of the Dow from 1942 to 1966. Drawn by The Chartstore.com.
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The bear market of the late 1960s to the mid 1970s showed the world that attention must be given to the overall markets and thus focused attention on technical analysis. New indicators were beginning to appear in the marketplace. Negative volume, MACD, Stochastic, and the Arms Index were all offshoots during this period.

The growth in technical analysis that I spoke of came with the growth of financial markets in general. By the late 1970s, daily volume had expanded to more than 30 million shares a day, and public interest in the stock market was once again on the increase. The start of the 401k programs was a great driving force in this increased interest.

It gave the public a vested interest in stocks, and along with that interest came the demand for more information. It had been a long time since stock tips were a source of conversation at cocktail parties, but here we were again. This time, however, the information was much more meaningful in nature. Investors weren’t looking for the next “hot idea” as much as they were looking to understand what the investment process was all about. The demand for information exploded on the financial front. The investor of the 1980s wanted to know the reasoning for purchases and sales. They wanted to know about all the terminology that sounded like so much double talk from the brokerage houses, the fundamentalists, the technicians, and the economists. They were willing to invest, but they wanted to know the whys and wherefores of their investments. (See Figure 1-2.)

After the shellacking we took in the 1966–1974 bear markets, the market came back slowly. The damage that was done to the big indexes such as the Dow Jones and the S&P 500 was obvious. The declines for these major averages were on the nightly news shows and on the front pages of morning papers. The worst damage, however, was felt in the smaller companies, where losses of 70 percent to 90 percent were registered during that same period. These issues that were not well known suffered from being overlooked by investors because of the general fear of the market and the lack of liquidity that smaller stocks generally carried. They had gone down much deeper than their nationally known counterparts. If Chase Manhattan Bank could fall from the mid $62 down to $21, a percentage drop of 65 percent, what chance did much smaller, regional banks have in attracting buyers?

However, in time these overlooked and washed-out stocks did attract buyers as investors began to recognize two facts: First that the general market had bottomed, which meant that it might be safe to go back into the market. Second, that in making the bottom, many of these underowned issues were drastically oversold and offered a better bargain. This shift in thinking first showed up on the charts in 1975–1976.

FIGURE 1 - 2
Chart of 1966–1974. Drawn by The Chartstore.com.
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Conclusions that had never been attainable before were now showing up every day. The breadth index is the net difference between stocks that are advancing minus the stocks that are declining over a given time. It is one of the best indications of the overall health of a market. It gave us a view of a sum of all the issues in the marketplace. For 8 long years the advance/decline line had fallen, which reflected the bear market and the faltering economy. But once that A/D line began to reverse and move up, technicians had a more constructive outlook on the market. It was showing that for the first time since the top of the Dow Jones in 1966, more stocks were advancing rather then declining. There is only one way to make that indicator turn up, and that is to have the buyers overpower the sellers. We all started thinking maybe that light at the end of the tunnel wasn’t a 900-pound gorilla with a flashlight coming at us to give us another beating. Again, here was a typical example of bare bones indicators that was lost on many people on Wall Street. The one unshakable truth about the financial markets is that the forces of supply and demand are the ultimate keys to understanding the market. Without a doubt there are other forces to contend with, but they all come in second place compared to supply and demand. (See Figure 1-3.)

Overall, money was flowing into stocks, and demand for these overlooked issues had absorbed the supply of stock for sale. This time money was going to value issues rather than the very narrow group of favorite brokerage stocks that were called the “Nifty Fifty.” These were issues whose earning and growth rates were never questioned. These growth stocks were publicized as simply one-decision stocks; you always buy them. Wrong again. The day of the one-decision stock was over. The markets once again were growing, and so was technical analysis about ready to have another growth spurt.

FIGURE 1 - 3
ADV/DEC. Courtesy of MetaStock.
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One of the causes of this growth was the availability of data and the computer. Some of the new tools that we were using helped us in spotting shifts in investor’s psychology. These were created by men like Gerald Appel on the development of MACD, George Lane on Stochastics, and Wells Wilder on RSI. These were all part of the new landscape. By no means is this a complete list of innovators.

Investors were getting smarter and realized that many of the smaller capitalized companies that had been hurt in the bear market would be one of the first beneficiaries when the economy began its resurgence. So a reaccumulation of secondary issues became the new mantra for the market. For most of this century, the New York and American Stock Exchanges were the two key marketplaces. In the mid 1970s plans were underway to move trading for non-NYSE issues upstairs off the floors and into the trading rooms, which nearly spelled the death knell for the American Stock Exchange. To this day the Amex, which once was a powerful force in the business, is hardly even remembered.

THE NASD

The start of the NASD in the 1970s and the technological advancement in the market in general caused nothing less then an explosion in interest for over-the-counter issues. For the next 7 years, the large capitalization issues, as measured by the Dow Jones Industrial Averages, traded in a tight trading range while these smaller names advanced like a rocket. In fact, the NASDAQ was up more than 450 percent before the major indexes started their major advance in August of 1982.

It was an unsure time with many concerns about the country:

A. Watergate

B. President Nixon’s resignation

C. President Ford bailing out New York, via arranging for special loans

D. Iran and the Ayatollah Khomeini

E. The Three Mile Island nuclear accident

But through it all, the technical indicators were improving despite the disconcerting news.

NEW INDICATORS

The new work that was appearing on the scene showed new ways of looking at the same old data, and the personal computer was the reason we were able to go to the next level of analysis.

At the time, economists were interested in a totally difference set of numbers like the Gross National Product, earnings growth projections, and signs of economic improvement. Many of those types of numbers didn’t even begin to turn strong until the 1980s. There was not a lot of interest in something called the A/D line. The fundamentalists were looking at falling earnings and the traders were just hoping their telephones wouldn’t ring. If they picked up a phone it might be an account wanting to sell stock to them, and the traders wanted no part in building up their inventories. So studying technical indicators was not popular at the time.

Between the bottom of 1974 and the explosive breakout in 1982, the Dow Jones Industrial Average was stuck in a trading range of approximately 500 points. It did nothing but rally and fall and rally and fall. But under the surface, stock prices generally were increasing. The NASD from the end of 1974 to the summer of 1982 rallied nearly 400 percent by the time the Dow finally began its upward move. In August of 1982, the Dow Jones exploded on the upside with more than 100 million shares of volume, and the race was on. Not only was the stock market back, but also it was back with a vengeance. And the appetite for equities and knowledge about the markets was insatiable. The daily volume in the first half of 1982 swelled to more than 60 million shares on a daily basis, and once again new indicators and techniques were created.

This hunger for information was not going to be held back. The street needed a new way of communicating with the public because the demand was too great to be handled in the same old-fashioned way of one company research report at a time. Similar to the time I first got my job on Wall Street, the volume and interest was overwhelming. The financial markets and new methods of communicating had to be forged if we were going to prosper. Some of the new tools of the stock market were television shows dedicated to the stock market. Shows like Wall Street Week, Financial News Network, and the Nightly Business Report were very popular in the mid 1970s.

But the real quantum leap was with the improvements in the personal computer and the coming of age of the Internet. The computer gave the public a chance to gather information and make decisions on their own. Although the PC was around, it had not yet reached a level of being user friendly. Once that leap was made, the public no longer had to rely solely on the opinions of the others. The Internet was the natural extension to the PC. Although it had been around for 30–40 years, the access to this tool was very limited and not available to the vast majority of the world. As computers became more people friendly, the public became more engrossed with the opportunities. Once the public got interested in the www’s of the world, we had another explosion on our hands. It led to online trading, information research, order placement, more activity, and a reduction in commissions and the discount brokerage house.

ACADEMIA

With the introduction of the World Wide Web, we were also introduced to vast amounts of information and databases on almost any subject. We could now build anything from a sailboat to an atomic bomb on information pulled from this system. We were also able to obtain data from Wall Street with some very long term history behind it. In the 1980s and 1990s, we began to see a marked increase in white papers on the subject of technical analysis because finally enough data could be gleaned to have some real value. I remember that a long time ago I was asked to draw a 2-year chart of IBM with a high–low close and volume as well as a few indicators. That one chart took me 5 working days to build. Now we’re able to pull thousands of charts and hundreds of thousands of data points at the touch of a button. For the first time, academics had an opportunity to roll up their sleeves and go to work. With almost no effort, data was available in mass quantities to allow studies to be performed. For the academic community, there was another side to this new interest in technical analysis. In this subject they had new, fertile ground that had not been overanalyzed and written about ad nauseam. There had been little in the way of “white papers” or studies published on this part of the financial markets, and now that they could get their hands on long series of data going back 50 years or so, they were much more willing to pursue the task. In the university system the adage “publish or perish” has some very real meaning, and now there was a whole new field to be written about. With technical analysis, they now have indicators, techniques, and stock chart patterns to test and study.

As a result, technical analysis is being put into the spotlight, and the interest has never been so great. The new books that are being published on the subject mean that we have new eyes looking at the same data. This is great because we have begun to see new indicators and new approaches to the stock markets. Also, many of our old indicators have begun to be rediscovered and put to some real test. A good friend of mine, who happens to be a professor at a major university, came to me one day and made an announcement that he had found one of the true pearls of wisdom about the stock market. Of course I was eager to find out this new revelation and ask him to share his findings. He told me that after going back over 30 years of data on his new powerful computer, he had discovered that by tracking a simple set of numbers that are reported in the newspapers daily, an investor could get a real handle on the age-old question as to the direction of the markets. The gem that he found was the New High/New Low index. He discovered on his own that when the number of daily new highs was larger than the number of new lows, a positive market outlook was justified. Conversely, when the new lows exceeded the new highs, a danger flag was given. I was reluncent to tell him that indicator was one of the oldest in the field because he had done his own original research and was proud of the results, just like I had been 30 years earlier when I was first told of this barometer. The difference was that when I was told about the indicator, I accepted it for the truth on its face value because it made prefect sense to me. My professor friend had to prove it to himself before he would believe it. Big difference. Doing the legwork on an indicator and back testing the results so that we could have quantitative proof on even one indicator was a great step forward. That was the kind of proof that my generation had failed to produce, and/or they just never took the time to do the necessary work to show TA in a true academic light.

THE BEGINNING OF IFTA

Another major step forward for modern technical analysis was the launching of the International Federation of Technical Analysts, which I am proud to say I had a major hand in launching in 1985 in Monterey, California. Never did I dream that we would end up with a worldwide organization for technical analysts with a membership of 7000 plus and growing. This society has been a great boost to technical analysis around the world and demonstrates its global appeal. It offered, for the first time, a platform for technical analysts to present their new ideas and approaches and to proselytize the subject at the same time on a global basis. All of a sudden we were thrown into the international arena and exposed to a new set of challenges on the international front. At the outset we had only a few member countries: Japan, England, Canada, and the United States, and again the word spread quickly. We also saw that most of the technical work that was being done in other parts of the world used the same tried-and-true methods that we use in the States, but every now and then a new idea would bubble up and catch everyone’s eye—like the Kagi charts or Filter Trading rules of Minoru Eda from the Nippon Technical Analysts Association in Japan. These are just a few concepts with new perspectives that we have come across in our contact with IFTA.

Now that I have laid out the background of technical analysis during the past 50 years, let’s get started on some of the old and some of the new aspects of this profession. Technical analysis is a combination of both science and art. The numbers generated from price and volume carry the aspect of science, while the interpretation of how these numbers interact with each other shows the art function of TA. I will try in the coming chapters to turn many of the chart patterns and indicators into common sense and common language for you.


Chapter 2
The Forces of Supply and Demand

There are two general approaches to analyzing the various markets that an investor might choose: fundamental and technical analysis. There is a third avenue called “quantitative analysis,” but because it is nothing more than technical/fundamental analysis by the numbers, I’m going to let someone else spend the time explaining the difference. I think it was Shakespeare who said, “A rose by any other name would smell as sweet.” I promise I will not quote poetry again unless it’s a limerick.

There is no question as to the camp in which I belong, but at the same time I believe that fundamental analysis has its place and I recognize that it is an acceptable approach in the business of financial analysis. The business of money is very difficult indeed, and in my opinion anyone who ignores pertinent information concerning his or her investments is a plain fool. I am not a fundamental analyst, but I know the general outlook and earning of my companies and I have a working knowledge of the economic overview of the current market. Anyone who tells you they don’t use one side or the other is simply playing Five Card Stud with four cards. You must be able to understand how the two styles differ in their handling of the stock market.

Technical analysis is the study of the forces of supply and demand and how they relate to financial markets and instruments. The media we use to accomplish this study are charts created from the data generated in those markets. We believe that following the price and volume of any financial instrument and then analyzing its chart enables us to forecast future price movement with a high degree of accuracy.

The fundamental approach is the study of economic statistics and the data concerning the corporations within the general economy. The fundamentalist studies the corporate books and pertinent information about an industry and/or a company, thereby trying to determine the company’s valuation price. If it is determined that a stock is above the valuation level the analyst placed on a stock, then it should be sold. If, however, the perceived value is at or below the current price, then a buy would be warranted.

In my mind there are a few problems with the fundamental approach. One major glitch that is hard to overlook is the time delay between the “market and the fact.”

It is generally accepted that the stock market is a discounting function. In the government figures, the Dow Jones Industrial Average is listed as a leading economic indicator because it points the way that the investors’ expectations are leaning. The reason is the market is the sum total of everyone’s opinions and outlook. This makes the “market” something that will respond to the question of “What is a discount or an overvaluation?” much faster than it takes for a research report to be released or the actual news to be read in the newspapers or seen on TV. Therefore, the fundamentalist is always behind the times. Being somewhat late to react in a market is not a fatal flaw, as the fundamentalist tends to be geared toward very long term investments and there is certainly nothing wrong with dotting the “i” and crossing the “t” before you invest.

Another difficulty that I have with fundamentals is that many times I have the feeling that what is being analyzed is incorrect. There is a huge difference between the company ABCD Inc. and the stock ABCD. The fundamentalist works hard studying the company while the technician works hard studying the stock of the company.

The technical approach studies the markets themselves for knowledge. Instead of corporate books and news items and a mountain of government statistics, they tend to the let “price” do the talking. By following the forces of supply and demand, we believe that we can project the likely trends of markets or stocks. We technicians study market indicators and chart patterns to forecast the markets.

Many of the tenets of technical analysis were first put forward by Charles Dow at the turn of the twentieth century, and from his general observation, modern-day technical analysis was born.

DOW THEORY

Charles Dow (1850–1902) was the founder of The Dow Jones News Service as well as the first editor of the Wall Street Journal. As the editor, Mr. Dow wrote articles for the Journal based on his observations of the stock market. He never wrote his ideas in a book, but his articles were in many ways the bedrock for today’s technical analysis. It wasn’t until after his death in 1902 that Mr. S.A. Nelson, a writer himself, published Dow’s articles. He was the first to use the term “Dow Theory” and it apparently stuck. In 1922, William Peter Hamilton, the editor of the Wall Street Journal put Dow’s work together in a general framework in his book The Stock Market Barometer. But it was Robert Rhea that formalized Dow’s work into rules that are still in use today. Arthur A. Merrill, a fine technical analyst, wrote in his book Behavior of Prices on Wall Street a brief biography for Mr. Rhea.

Because of an airplane accident in the first World War, Mr. Rhea was bedridden from 1918 to the time of his death.

In Colorado Springs, he began a study of the Dow ideas—first as a hobby and later as a profitable vocation. His own wealth accelerated from the practice of his (Dow) ideas. He was long stock through most of the 1920s: he had no stock at the time of the 1929 crash; he thereafter sold short for two years.

The vast amount of the credit for his success was given to Charles Dow’s theories.

The First Steps

Charles Dow built an index that was made up of the major industrial companies of the day. His thinking was that by following the “right” stocks you could create a barometer of the business trends.

At first many of his efforts towards designing an average met with less than the level of success he desired, and he was sent back to the drawing board to do a rethink. He reasoned that a second group would be needed to act as a confirming element to the action of the industrials, and he developed the Dow Jones Railroad Averages comprised of 20 issues. The thinking was straightforward and made all the sense in the world. The industrial companies that he first worked with “made” the goods that ran the economy, but it was the rails that delivered those goods to the public that enabled the sales to take place. At that time, railroads were the major mode of transportation in the United States. The rail acted as a double check on the industrials. Therefore, a fully engaged bull market would have both the industrials and the rails traveling in the same directions and making new highs together. On October 7, 1896, for the first time The Wall Street Journal began publishing a piece called the “Daily Movement of Averages” and ran an average price for both the 12 industrials and the 20 railroads. Just for your information, those first closing numbers were

12 Industrial $35.50
20 Railroads $48.55

There are dozens of great texts on the life of Charles Dow, but for our purpose allow me to hit some of the high spots. Dow had a number of principles, but I believe the most important was that closing prices reflect the sum total of all investors’ current feelings towards stocks. Outside of the acts of God, like wars or earthquakes, etc., the collective thinking of investors is shown in today’s closing price. In other words, it is price that gives us knowledge. By the close of the trading day, everyone who wished to make their feelings and analysis known has had their opportunity to do so by purchasing or selling shares in the open market. Therefore, the closing price of a stock is, in theory, the sum of everyone’s outlook for that instrument.

Stages of the Market

Charles Dow also believed that stocks had three phases of trends

a. Primary bull and bear stage, lasting over a year and setting the general directional tone of the market

b. An intermediate phase lasting 4–6 months, which acts as contra moves to the longer term move

c. A short-term phase, which was considered noise lasting a few days to a few weeks

In his works he compared these stages to the ocean, and even though his explanation is a cliché, after all these years it is still very good imagery. The primary move is the tide coming in or going out, while the intermediate moves are the waves that made up the tide, and finally the short-term moves are like the froth on the top of the waves.

Confirmation

Some of the other observations that Mr. Dow made were equally amazing when you remember he made these findings in 1900–1902. He further stated that volume confirms price moves. If we look at this statement from the standpoint of supply and demand, it is a very same belief found in every economic textbook ever written. If a stock is in demand by the public because it is felt that the price will rise, then the amount of stock being bought must increase to reflect that demand. Mr. Dow felt, therefore, that an expanding volume pattern during a rising price trend was the confirmation you wanted to see for a strong stock. Just as important, he also noticed that during periods of normal retrenchments, the volume slowed. Although he looked at volume as secondary to price, it was still an important part of his theory. He felt that if the volume was expanded while the stock was in a decline, then that might be an indication of a major top. In a minor pullback, demand should gain the upper hand because supply will slow, not because supply has increased. He also felt that a rally without volume behind it was suspect. A price rally would seem to suggest that there is positive thinking about a stock, which should in turn attract buyers. If, however, we witness a stock lifting on low volume, we must assume that the rally might not have a long life. Again, I believe he was watching the basic rule of economics, which states that the principle of supply and demand will dominate price action.

Of course he felt that the industrial and the railroad averages must confirm each other. The industrials moving to new highs without the rails was reason for concern. This is only one of his findings, but it is the one fact that I believe most investors are most aware of when talking about Dow Theory.

Today, many people think that Dow’s Theory might be antiquated and very slow to respond to changing market conditions. That might or might not be true, but it still is a solid method of avoiding major declines or missing major advances.

THINK ABOUT AN UPDATE

It might also prove to be a great place for some energetic person to mix and match some new names in order to do a little updating of the indexes to keep pace with the times. To the best of my knowledge, the last time the Dow Indexes were seriously adjusted was on January 2, 1970 when the Dow Rails Index was replaced by the Dow Jones Transportations. In this new index, nine railroad stocks were deleted and the new, modern means of transport were added, which included truckers and airlines issues. Up until that time the DJRs were strictly 20 homogeneous railroad issues. For me, the 1970 version still works quite well, but perhaps if we were to look to the index once again with an eye to update its function, we might improve on a great tool. By adding a few service areas like the Internet or Bio-tech Index to the industrials, and perhaps something from the information highway to the transportations, we might come up with a new look to a very important piece of research. Over the years there have been dozens of small adjustments, which for the most part have been a correct step. What I am suggesting is taking a giant leap on the scale as they did in 1970, when they lessened the dominance of the railroads and modernized the purpose of the index. It’s just an idea.

Keep in mind that Mr. Dow’s work is considered to be the base from which modern-day technical analysis was built. Without his early observations and the subsequent work done by people like Nelson, Hamilton, and Rheas, technical analysis might have taken a completely different path.

THE MAIN DRIVING POWER

There are many fine books on the subject of technical analysis that are in-depth and cover the subject from top to bottom. A curious thing, though, about most of these market books is that the concept of the forces of supply and demand are always treated as secondary to price movement. It’s not that these forces are overlooked, but rather they are de-emphasized in favor of techniques or some new tool that appeared on the financial scene.

Let me state early on in this book that it is my belief that the constant struggle between these two dynamos of supply and demand are the primary engine to the whole market. I really don’t care if it’s economic, fundamentals, technical, or some other form of analysis that we are talking about, it is the tug of war that goes on between buyers and sellers that causes price change, patterns to be formed, and economies to expand and contract, even earnings to rise and fall. So I’d like to spend a little time exploring these forces to demonstrate why we need to place them in a paramount position in your analysis of the market.

It is surprising to me how often people will forget their common sense when entering into the financial markets. Because of the availability of powerful computers and access to large pools of data, novices to the business come up with the most outlandish systems and approaches in their efforts to understand the markets and stocks.

In today’s society, we teach people how to land a rocket on the moon, but we neglect to teach them how to fly an airplane. The people who enter the financial markets are the same. The level of their sophistication is much higher than ever before, but I do get the feeling that the level of understanding is not what it should be.

With that in mind, I would like to say that I believe that the major thread that we should carry through our analysis must be that supply and demand are the most powerful, overriding factors in our decisions.

This thing we call technical analysis is part science and part art, and I believe that if you understand the interaction of these forces, then the patterns that are formed and the price action of indexes just might come alive to you. Charts almost take on a quality of being alive after awhile because they tend to get into a rhythm, and for long periods of time you can follow their footprints easily.

THE MARKET

Let’s look at the stock market from ground zero and see if we can make some sense out of it all. One of the items that you will be dealing with from now on is the concept of “the market.” When you are asked for your opinion, usually the first question out of a person’s mouth will be, “What do you think about the market?” You might as well get used to it because it’s going to happen. But the question is not as important as it once was.

In the 1950s, 1960s, and to a great degree the 1970s, there really were only two markets that both institutional and retail accounts employed. You either went to the stock market or the bonds. Today, however, with the power of computers and our chances to enter options, commodity markets, the international arena, ETFs, currency pits, etc., I have all but reached the conclusion that there is no such thing as “the market.” Which means, of course, that when you respond to the question, “What is your market opinion?” your answer should be, “What segment of the market do you mean?”

Any historic textbook that you read about the Dow Jones Industrial Averages mentions that one of the reasons that that index had only 30 stocks in it was because it was a much easier job managing a 30-issues list rather than a 100-issues list. Everything was done by hand and in pencil at the turn of the last century. So the “KISS” method was vital. Today, however, there are averages and indexes on anything and everything you can imagine. They even have an index on Zimbabwe to the price index of Adzuki beans.

The net result is that you can find large pools of stocks trading in opposite directions at all times regardless of “the market” opinion. It is true that there have always been places to hide money during hard times, and a few groups that would offer some yield havens. But what I am referring to is a segmentation of the entire market so that we can follow a multitude of markets all within the same time frame. When the 2000 bubble popped for the technology issues and all of those day-traders’ plans for early retirement faded, the midcap and secondary markets for both the NASDAQ and the NYSE enjoyed a significant rally. (See Figure 2-1.)

Two years earlier in 1998 we saw the advance/decline line on the New York Stock Exchange go into a nosedive that lasted more than a year, while tech stocks exploded in their parabolic patterns. A few years earlier we had to deal with a stealth bear market while the Dow Jones average only declined 9 percent for the year, while the rank-and-file issue was suffering a much worse pullback.

Understand that we will always be seeking sectors, groups, or styles of investing for ideas to sell or to buy. But the days of telling your customers or some TV show that the market has topped or bottomed might be over for good. This belief comes from the fact that there are just as many places and investment choices that can be made today that allow investors and traders the alternatives that have always been lacking. I haven’t even mentioned that the difficult entry into international markets has been all but removed, so not only do you have many new choices of investments domestically, but internationally as well. Taking your money and putting it in the bank vault is just not a smart move even in a bear market. Sure, I know if we go into another depression then all bets are off, but because I don’t believe that one is around the corner, I’ll take my chances in making that statement.

FIGURE 2 - 1
S&P 500 versus S&P 600. Courtesy of MetaStock.
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Let’s look at some numbers. In the area of institutional accounts, by some records they make up roughly 85 percent of all daily trading volume on the NYSE. With the advent of 401k retirement plans and the growth of the mutual fund business, John Q. Public has turned a great deal of their funds over to professional portfolio managers. While it is true that there is a much larger percentage of the public in the stock market today than in the past, the vast majority of that money is handled by the professionals. These managers are paid to invest the funds and not to hold cash for long periods. The majority of these mega accounts are unable to build up much more than a 10 percent cash position even in the worst of times. So the institutions that make up the lion’s share of the daily trading are required to invest the money regardless of any directional move by the market. On one hand, during declining periods, this tends to slow any decline, as their buying will absorb a large part of the selling as they invest cash on hand. It is also the case that as the stock market declines, these long-term investors get to buy shares at greatly discounted levels, and if they can hold long enough, they tend to reap the benefits of buying at those discounts.

I am not trying to reinvent the laws of the stock market by thinking that bear markets can be avoided. Be advised that once a market is in a declining mode, there is no amount of cash that will stop it from declining until a final low is reached. I am not proposing that we will not have declines. But money can flow into sections of the market both foreign and domestic that can mitigate a drop. In the bad old days, there weren’t many choices one could make; not so today.

THE NEW PLAYERS

A hedge fund is a fund that can take positions in the market on both the long side (buy side) and the short side (sell side), depending on their outlook.

Most of the time they maintain positions on both sides at the same time and simply overweight one side for leverage. These accounts can act as a great stabilizer during overbought/oversold market conditions. The popularity of these funds has been remarkable, but when you consider that investors want the flexibility to defend their portfolios in case of a major downturn, maybe their popularity is not so hard to figure out. The latest numbers available show that there are approximately 7000 hedge funds in the market. That can make for some very interesting market action when you get these new players working in the same direction.

The point is that simply saying we are in a bear or bull market is no longer good enough. Segmentation is most likely the newest trend that we are going to witness in the early part of the twenty-first century. The word segment means “a section or a division of a thing.” Segmentation is therefore the act of forming into sections or divisions. That seems to be what is happening to the internal workings of the markets. Between the dozens of market indexes and the ETFs and group and sector funds, we have broken the marketplace down to many smaller markets, and most of those markets are electronic, which makes their accessibility simple. A large portion of the trading today is done away from the established exchanges, and that trend is growing.

You must know at least what indexes are available to you and what they are designed to accomplish. To list them here would be a pointless effort because every day new products are coming into the marketplace. The purpose is to allow for diversification of funds and to offer the investor dozens of ways of avoiding financial calamities.

When you look at an index, know what that index represents. Products are too specialized in today’s market. One size does not fit all. If you were to buy the QQQQs, you’re buying an index that reflexes the NASDAQ top 100 issues, which are mostly technology stocks. Therefore a purchase of the QQQQs is a bullish comment on technology. If you buy the Diamonds (DIA), another popular derivatives product, you are buying a proxy for the Dow Jones Industrial Averages. So you must know what you want to buy and then you must know what product will give you the desired mix to attain your goals.


Chapter 3
Pattern Recognition

Pattern recognition is a term you will hear from here on if you decide to choose technical analysis as a career. When we look at charts, we are actually looking at a visual record of the transactions that have occurred in the marketplace for that day, week, month, etc., depending on the time scale of the chart. It makes no difference what type of financial instrument we are referring to: stocks, bonds, commodities, currencies, etc., but for the sake of consistency I will be mostly talking about stocks or indexes. The combination of a stock’s support/resistance, trend lines, volume patterns, human emotions, and many other factors all add up to form price patterns. These patterns have repeated themselves over the years enough times so that they have become highly predictable, which in turn can be quite valuable to your pocketbook.

We will cover the major categories of chart patterns to make the point. If you can understand the “why” of these patterns, then you will be able to understand what forces are influencing a stock and you will find that you are more than halfway to your goal of winning in the stock market. Never, however, think you can replace your brains and common sense with a chart pattern. These patterns are tools, not sacred scripture from the mount. Rather, think of the patterns as road signs that are there to guide you on your way.

Patterns are created as a result of the interaction between the forces of supply and demand. When I say forces, I use the word to reflect a real battle situation where buyers and sellers in the marketplace pull and tug at each other all the time, trying to gain the best price. Perhaps it’s not as intense as a Blue Light special sale at Kmart, but you get the picture.

We used some examples in Chapter 2 and hopefully they should stay with you as we look at patterns. Markets and stocks, and pretty much anything that has a bid and an ask connected to it, can do only three things: go up, go down or trade sideways.

If there were a general shape of a stock’s typical price pattern, it would be contained in four segments:

a. A base-building period

b. The breakout and uptrend stage

c. A period of distribution and loss of momentum

d. The declining stage

The technical analyst must look for and spot the transition from one phase to another. We find that past is prologue, and by studying the various patterns that have continually been repeated over the last 100 years, we can maneuver with a greater amount of conviction through all trends of any market. This is not to say that mistakes can’t happen; there will be mistakes, but in our business you can fix a mistake easily by admitting your error and cutting your losses before they get severe. Here comes a Brooks’ truism: “The market is never wrong; it’s you.” Many a great trader or analyst has been carried out on a stretcher thinking she is right on a position and the market just doesn’t understand. I promise I will not tell too many war stories, but this one might help you understand that you must listen to the stock market and not to the noise that is always buzzing around that market. The best example of the indicators and fundamentals telling you one thing and the market telling you something else is found in my distant past. In the mid-1970s I was running a fair-size portfolio that was 100 percent on the short side of the market. It was 1974 in October and we had already turned in a very solid performance, more than doubling the money. (See Figure 3-1.)

FIGURE 3 - 1
The DJIA Market 1968–1976. Drawn by The Chartstore.com.
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All the right stocks had been shorted and the market had the glide path of a brick. The news could not have been worse, and the ticker tape looked like 10 miles of bad road. Fundamentally, the earnings numbers were falling and the economy had the distinct appearance of the Titanic breaking apart and sinking. For a “short seller” it would be difficult to ask for a better atmosphere.

At the end of each day my last job was to calculate the profit or loss of the portfolio and report that day’s results to the head of the firm. On October 4, 1974, after the market had fallen 100 points in one week (which back then was a big deal), the net gain of that portfolio of $42 million dollars was $112 net. The boss and I looked at each other, and we both said, “Tomorrow we cover and go long.” You see, the market was telling us that it was drained out, and after almost 24 months of downside pressure, there was little left for sale. The stocks were making their lows before the averages. In other words, we were reading the market and not waiting for some indicator to turn before making a decision. The short side of the market was the correct side to be on, but then the forces of supply and demand began to come into balance and reverse, and therefore our market outlook also had to change. The lesson is simple: If you find yourself swimming with an anvil—let go, and the same thing is true for an incorrect market opinion. There is nothing wrong with an incorrect market opinion, but it is wrong if you refuse to fix it.

My mentor in the business is a man by the name of John D. Greeley. He once told me that a technician’s job is to spot change, and there is no reason to think that is not still the case.

During a bull phase, prices are supported or pushed along by the enthusiasm of the buy side of our equation. New money is flowing from the sidelines and into the market or a particular stock. As the price advances and becomes more expensive, we will see the enthusiasm of the buyers start to wane and the price advancement will slow, which is an indication of their forward momentum beginning to reverse. The investor might now be willing to sell and accept a gain in his holdings. Perhaps the buyers simply ran out of money or are unwilling to pay a high price for the issue that had run up so far. As technicians we really care little why investors have changed their collective minds. It is more important to know that they have in fact changed their minds and for us to take the appropriate action. What we find is that as the forces of supply and demand come into balance, the stock price will flatten and eventually turn down.

PATTERNS

When you examine the market overall, there are two major divisions of patterns. Either a stock is ending a trend or it is working within a trend. By ending a trend I mean that a major top or a major bottom could be developing. These are known as “reversal patterns” and have long-term implications connected to them. Usually, when a reversal pattern is completed, we expect a significant magnitude move, as well as a longer time period in the opposite direction of the previous trend. Calling a pattern that is two weeks old “a reversal pattern” is silly to me, but then again I’m not a short-term trader. “One man’s meat is another man’s poison,” as they say.

We will look at one category at a time and try to make the point that in all the patterns we are looking at opinions, emotions, and supply and demand.

a. The stock market would not be the stock market without opinions. Everyone, and I mean everyone, has an opinion. You will get bombarded with them from early morning until the 11:00 o’clock news. Being able to stay on top of events and keeping abreast of things that affect the markets is a key facet to this or any business. The problem with our area is “information overload.” I wonder sometimes if I really need to know the prices of pork bellies while I’m eating my breakfast. But then all opinions and world events that are influencing investors should be known to you in order to accomplish your task. So it becomes a necessary evil and something we live with.

b. Those overloaded opinions we just talked about can create quite a stir with investors’ emotions in short periods of time. There is a whole new method of investment analysis that has sprung up over the last 10 years or so called behavioral finance. This is a study of why people do what they do. They hope that by studying the investor habits, we can become better at the investing game. We’ll see.

c. The culmination of opinions and emotions leads us to the most important element in the world of technical analysis—supply and demand. Emotions are not real; they are simply emotions and if not acted upon, dissipate over time. Opinions are just that, opinions, and everyone has one. In fact, most people have two. I remember back a long time ago Alan Ableson, editor of Barron’s, wrote in his column that there were only two people in the world that positively knew what the price of gold was going to do. He added . . . “One said up and the other said down.” That’s about par for the course. But supply and demand can’t be ignored. These powers determine price, and price is what determines chart patterns. So in your daily work, get caught up in the moment, listen to other people, and learn. But before you open your wallet, look at the charts and find out what is really going on in the marketplace. If demand is more aggressive than supply, then prices will rise; however, if supply is able to overwhelm the demand, prices will fall. Often it can be as simple as that.

Reversal Patterns

When you look for reversal patterns, there are a few general characteristics that should be present for a reversal pattern even to exist. For us to have a reversal pattern there is an assumption that there was a preexisting long-term trend in the first place, and of course the longer a trend has been in existence, the more significant the reversal. Reversal patterns are considered major in scope. When we refer to them we are usually speaking of something that can be signaling a change of direction for a number of months or perhaps a few years. Remember, a technician wouldn’t automatically call a top of a two-week rally a major reversal pattern.

There is another traditional element that goes hand in glove with a reversal pattern. There must be a break of an important support or resistance level as a prerequisite for this pattern to be completed. We could see a trend channel or long-term trend line violated, but there must be signs that the existing supply/demand picture has not only slowed for our stock, but that the predominate forces have in fact been overtaken.

I think I’ll stick in another Brooks’s truism here. It seems in our business “God takeith away much faster then he giveth.” It seems that for major patterns, and in all patterns in general, tops are made much quicker than bottoms. Once that uptrend is violated, action is required relatively quickly. In the case of major lows, however, you’ll find that after a long period of decline, investors might not be so eager to reenter the market. If that sounds like the words of experience, it is. Been there, done that.

That statement makes solid sense when you think about the dynamics involved. We are dealing with OPM, “Other People’s Money,” so I can cavalierly say to get out of a position or to buy into a bottom. The reality is that when it comes to real money, people tend to protect their cash much faster then they will risk it. At major bottoms it is usual for a period of consolidation to occur in order for investors to be convinced that it is safe to reenter the market. Many times we will see a number of tests of a low point before a reversal takes hold. Finally, after some time in a base pattern, buyers become aggressive enough to push prices above an important resistance level.

These patterns are created and can be explained just by thinking of it as a constant battle of supply and demand for dominance. Many times when we work with pattern recognition, you will find that “volume” will be the determining factor in your decision. Patterns can look alike and leave a lot to be desired as to predictive powers, and you will learn how to include volume as a confirming indicator in your studies. I will cover the question of volume in a later chapter. (See Figure 3-2.)

FIGURE 3 - 2
A Bottom with Volume Indicators. Courtesy of MetaStock.
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Support and Resistance

I have introduced new terms into this talk that I need to spend some time explaining. The terms resistance and support will have to become second nature to you if you ever intend to earn a dime in this business. The names of these tools are straightforward, which is saying lots in a profession that has gone out of its way to use obscure terminology. Here is where the rubber begins to meet the road in a study of the forces of supply and demand. The word “resistance” means exactly what it is intended to imply. A stock price will rally as buyers chase after the shares due to their belief that the price will continue to lift, based upon whatever information they are using. The stock is in an uptrend because we witness a series of higher highs and higher lows. At some point the buyers begin to be satisfied, and they start to feel that either they have all they want or that the price has risen high enough as to exceed any reasonable valuation. There’s a word that will get you into a lot of trouble, valuation. I save that discussion for my next book, entitled “What, Am I Nuts?” Anyway, we see the sellers begin to gain the upper hand and they turn the stock back down. That equilibrium point has just become “resistance.” It is a point in the stock’s price history that will have to be penetrated in the future if the price is going to continue its upward rise. Another way of saying what I just said is that supply has overcome demand.

Let’s keep the concept alive for a minute. The stock begins to fall because sellers wish to take advantage of the recent stock rally to cash in on their good fortune, or possibly the reason for the selling is a news item, or possibly even some short sellers, or a dozen other reasons. Always keep in mind that technicians really don’t care why prices change; they care about the fact that prices have changed. But the price falls until the sellers are finished selling or the buyers, a.k.a. “demand,” absorbs the supply and prices stabilize. This equilibrium price point is called support. (See Figure 3-3.)

The more times a stock level holds at support, the more significance we must give that data point. For instance, if a stock found support at 25 and successfully tested that level two or three times and held, we would assign more importance to that level than if it were a single test. Having touched an equilibrium point a few times and then to violate that point would carry more negative implications than if we were looking at a simple downtrend developing. The same is true for resistance points. If a point has been tested a few times on the upside and then is penetrated, a technician will assume that a new up leg is unfolding. To state it clearly, the supply of stock that had been present at that certain area has been removed and the stock is now free to lift to its next supply area. Where that next area is will depend on the forces of supply and demand again. We now watch for the sellers to impose themselves on the tape with enough force to halt the buyers, at which time a new resistance point would be spotted.

FIGURE 3 - 3
Support/Resistance.
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If a price stabilizes at a point higher than its last low, then we have the start of what could be an uptrend, but at this stage all we really have is a support area. Like resistance, we now have a point in this stock’s price history called support, where sellers were halted by the demand side of this equation. This constant struggle between supply and demand is what creates support, resistance, trends, channel lines, and just about everything else in technical analysis.

Broadening Patterns

Broadening tops or bottoms can best be described as a failure in price to continue the established prevailing trend. They usually have the appearance of a triangle, but the apex of that formation is to the “left,” which gives the pattern the appearance of a megaphone. In other words, you continue to make new highs or lows, but each pullback or rally cuts across the whole trading range back to a support or a resistance point.

In the case of an uptrend, we should have a series of higher lows and higher highs. But in a broadening pattern, we have the higher highs, but the lows are now showing support violations. This loss of forward momentum is very important for the long-term outlook for the stock. Let’s look on the other side. Let’s say that we are in a bear market (declining market) for say 6 months and prices have been falling day after day, establishing a clearly defined downtrend. We finally reach a support zone that halts the decline, but we have no idea if that support is strong enough to stop the decline or just another respite before continuing lower. We need a period of testing before we can make that determination. In a broadening bottom, which is harder to spot, you would see a penetration of a resistance level and then a retest of the support. You might see a few new highs and retests before the pattern is recognized, but once it is spotted it is an indication of a major reversal.

Think of the logic of a reversal pattern from the standpoint of buyers and sellers. In the case of a downtrend being reversed, we have the supply side of our equation in complete control. More sellers appear each day to overpower any demand that shows up in the marketplace. There will be occasional rallies that are short lived and happen on light volume, but those usually are relief lifts and have little in way of real power behind them. One day, however, the price halts and fails to drop to a new low. In itself there is a large change in the existing pattern, but a rally and then a penetration of a previous high is your signal that the reversal might be underway. To accomplish a penetration of a previous high during a bear phase, buyers need to have confidence enough in the market to be willing to “pay up” for something that a few days ago they could buy at reduced prices, just by waiting.

Double Tops and Bottoms

Double tops and bottoms are another type of reversal pattern that is commonly found after a major move in the market. The name of the pattern seems to tell you what to expect. After a long-term move in a direction, a stock or market will reach a high and experience a run-of-the-mill countermove to relieve some of the short-term overbought or oversold condition. This action is normal and raises no major concern. It is when a second attempt to move past the latest resistance or support point fails that we become concerned. With a momentum failure in the price, the pattern is no longer in an uptrend or downtrend but rather has changed into a sideways pattern where the tops or bottoms are the same price. Usually the volume patterns reach their highest point on the first test. Like the broadening pattern, we need to have a break above a previous high or below a support for the pattern to take on the characteristics of a double top/bottom reversal. An important element is that on the break, volume should expand, giving a higher degree of confidence in the opinion. (See Figure 3-4.)

There are triple tops and bottoms also, although they are seen less frequently. Lots of times, however, instead of making a new category out of them, I’d rather place them in the same grouping as the double top. The rules remain the same, namely a failure to extend an existing pattern, a test or retest of a top or bottom in the direction of the prevailing trend, and a penetration of a support or resistance point going in the opposite direction of that long trend. Volume should also increase on that penetration move. I’ve said this before, but let me emphasize it again. In a declining market, volume patterns in general will decline. Again, it makes perfect sense to expect lower levels of activity if prices are going down. The increase in volume in a bottom appears on the reversal breakout (upside).

FIGURE 3 - 4
Double Top.
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Head and Shoulders

A head and shoulders formation is by far the most misunderstood and overused pattern in the business. It is true that this pattern can be included in both reversal patterns or within a move sometimes called continuation pattern. Let’s look at the major reversal pattern first. It can be characterized as an exhaustion rally with two smaller rally attempts on either side, which tends to explain the terminology, head and shoulders.

In this pattern, volume plays a key role and is often the reason people misinterpret the pattern. Without the volume signature, the H&S pattern does not exist. The volume is usually the heaviest at the left shoulder of this pattern.

I will attempt to walk you through a normal head and shoulders formation as it would unfold. To begin with we have a stock in an uptrend running on its normal pattern. It will develop a short-term correction still within the framework of a normal move. The next rally that develops penetrates into new high ground, but this rally is accomplished on lighter volume. Usually a new high should be accomplished on rising volume and not lower volume. This would be the first warning sign of a possible long-term problem developing. After a normal correction, a third rally attempt is made, but this time there is a failure to reach new high ground, and the volume levels are the lowest yet. What you have is the loss of forward momentum in price as well as loss of demand for this issue.

The failure to attract buying interest during another rally attempt is telling us that the stock or market has run out of the power needed to continue this move. The way we use this pattern to predict price is by drawing a line between the two troughs in the pattern. This is called the neckline. The drop below the neckline is the completion of the pattern. We would measure from the neckline to the highest point in the head for a measurement and then project that down from the neckline. This pattern is usually the one that nonprofessional people abuse and misdiagnose the most. The main reason is they fail to study the volume pattern in conjunction with price, and without the volume pattern of lower highs, you don’t have a head and shoulders pattern. (See Figure 3-5.)

FIGURE 3 - 5
A Head and Shoulder.
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Fan Principle

There is another reversal pattern we should cover. This particular pattern I have always used as a major reversal signal. It usually takes some time for it to fully develop and give us a reliable reading. The fan pattern or principle gets its name because it resembles a “fan.” Sometimes when a stock violates it trend line, in either direction, the stock or index will rally back to the bottom of the violated line. A second trend line can be drawn using the original starting point as the first point. Eventually, that second line will be violated and a third trend line can be drawn and again is violated. The main point here is that it is the third violation that gives us the confirmation of a directional move.

Reason out three points to this formation:

1. With the all the rallies back to previous trend lines and the violations in this pattern, there is usually not a drastic loss of price action before you can make a decision. It is true that time has been lost, but usually price has been somewhat stable.

2. Taking that long to form a pattern (up or down) tends to imply a more serious implication as far as magnitude is concerned.

3. This is a perfect example of a shift in power between supply and demand. We can see the two forces struggle in the rallies and the breakdowns. By the time the third violation happens, the fan pattern has been decided. In Figure 3-6, it is decided to the upside.

Consolidation Patterns

Triangles

Even Lance Armstrong has to take a break every once and awhile just to catch his breath. That pretty much explains continuation patterns in general and triangles in particular. A financial instrument finds itself in a strong rally or decline, and for whatever reason the direction has been going on for some time. What will happen many times is that the forces of supply and demand will reach an equilibrium point, and it will form a triangle pattern to allow the buyers and the sellers time to regroup and reevaluate the price action.

FIGURE 3 - 6
A Fan Pattern.
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There are three types of triangles: symmetrical, ascending, and Descending, and all three are considered continuation patterns. There shapes tell a lot about the potential price action.

Symmetrical triangles are resting points for a longer-term pattern. The pattern forms two lines converging. The bottom trend line connects at least two higher lows and the top line must have at least two lower highs.

As the price works its way through the formation, the volume within the pattern declines, which makes perfect sense because this a supposed to be a price level of “balance.” The point where the two lines meet is called the “apex of the triangle,” and the breakout above or below the trend lines will determine the direction. In symmetrical, they tend to go in the direction of the prevailing longer-term trend, and the breakout of the pattern is usually accompanied by an increase of volume. In all three types of triangles, you will see that a breakout of the pattern tends to occur before the “apex” is reached. Extending into or past the “apex” is a weak sign that there is enough confusion on the part of the investors and traders to stall any decisions. (See Figure 3-7.)

FIGURE 3 - 7
Symmetrical Triangle.
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Ascending Triangles These triangles have many of the same traits as far as needing at least two points on its top line and two points on the lower line. We have the line meeting at an apex, and within the framework of the pattern the volume tends to decrease.

The schematic of the lines are where the real story is told. In the case of the symmetrical triangle, we have lower highs and higher lows. In the ascending triangle patterns, however, we see that the top line is horizontal or flat while the lower line of the triangle has a series of higher lows. Think about the action in the pattern for a minute. A stock will reach a resistance level where the supply and demand for the stock is balanced. The next move should be to downside as buyers ease off for another assault on the top. The next rally is turned back again at the same resistance point, but the following selloff doesn’t quite get back down to the support, and it establishes a higher low. The pattern is telling you that the forces are tending to the upside. This rising lower line is key to the outcome of the pattern. (See Figure 3-8.)

Descending Triangles The descending triangle pattern is just about the opposite case of the ascending triangle. The shape of the pattern is the signal you want to watch. Like the other triangles, we need at least two tests of the upper limits and the lower limits to give us the pattern. Here, however, we see that a stock will reach a support line and rally. After being turned down from a rally high, the sellers push the stock back to support, and another rally attempt occurs. This time the buyers run into more aggressive sellers, and a low high is established. The shape, therefore, is a declining series of highs for the upper line to the triangle and a flat lower line. The break is usually to the downside on an increase of volume. (See Figure 3-9.)

FIGURE 3 - 8
Ascending Triangle.
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Wedges

These patterns are akin to the triangle patterns we have already referred to earlier. The difference with wedges is that they have two trend lines that converge at an apex, but both trend lines are going in the same direction. Wedges can be either rising or falling. A rising wedge is usually found in a longer-term declining pattern. It can seem like the beginning of an uptrend but in fact is it a temporary stabilizing attempt. We have a series of slightly higher highs and higher lows. The trend line will meet, and the result is usually a sharp break to the downside. The volume pattern during this respite is declining, and the break is accompanied by heavy volume. The opposite is true for the “falling wedge.” After a period of rising levels, a stock can form this falling “wedge pattern” where we see lower highs and lower lows. The trend lines meet at the apex of the triangle, and volume is declining until they reach the apex. The moves for both patterns are accelerated on a volume spike out of the apex. The key point is that the wedge pattern goes against the long trend of the series you’re watching. A falling Wedge is bullish, while a rising Wedge is bearish.

FIGURE 3 - 9
Descending Triangles.
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Rectangles

A rectangle pattern is as simple as they come. It really is nothing more that a trading range between a resistance point on the upside and a support price below. The tops and the bottoms in the price action chart should allow you to draw parallel lines. The end result is that the pattern resembles a rectangle. This formation is considered a continuation pattern and should break in the direction of the longer trend. That point is not a hard-and-fast rule. The signal for the next move is given with the penetration of either resistance or support. Again, the only way the resistance will be broken on the upside is for the demand side to overpower the supply. Conversely, to violate support we need to see the sellers increase their aggressiveness. But once the price moves outside of that pattern, it will indicate, the direction it is going to take. The length of time a stock is in this pattern will give us an approximate idea of the projection that you might expect from such a move. It is very important that volume increases on the breakout or breakdown, as it is supposed to be making a meaningful signal. If volume remains stationary, you should be concerned about a false signal.

Flags and Pennants

These two patterns are most often locked together in a discussion of patterns. It is an unfortunate fact that much of the terminology that is used in technical analysis is inane and unprofessional, but in the case of flags and pennants it’s hard not to use the terminology because that’s what they look like.

The shape starts with price having a few days in almost a parabolic move. Because of the sharp swing in price, the stock needs to cool off, as it has gotten ahead of itself or is oversold, depending on the direction. Either way, you will notice that the volume shows a reduction of activity through the pattern.

The differences are a flag will have prices in a rectangular pattern, meaning two parallel trend lines for the week or two before breaking out. The “flag” will be in the countercyclical direction of the major trend. A “pennant” will have the same basic shape, except that the consolidation portion will take on the shape of a symmetrical triangle.

The measuring technique is the same in both cases. The parabolic move in both patterns is called the “flagpole,” and on the breakout or breakdown, we extend the length of the pole in that direction for a price target. Both of these patterns are considered short-term pattern.

Gaps

Gaps are best described as vacuums in a price chart. It is an area where no trading occurred on the chart during the course of normal trading, usually because of a sudden shift in thinking about a stock or index. Just as a note, gaps have no place in P&F charts or line charts. A gap is ignored in these two types of charts simply by extending the price points on the P&F and line, so there is no sign of an interruption. So when we speak of gaps we are generally talking about bar charts. Candlestick charts have their versions of gaps called “windows,” but by and large it is the same approach.

A downside gap appears when the highest price of a certain period is below the lowest price of the previous day or on the upside when the lowest price on one bar is above the highest point for a previous day. The space created by this action is the “gap.” The rule of thumb is that most gaps will be filled eventually. It can take a few days or in some cases a few years, so trying to wait for a gap to fill can be a waste of time. At the very least your reaction to a gap should be to establish a partial position in the direction of the gap. Too many times a move can be missed waiting for a fill. The important implication is that because the demand side or the supply side has exploded with enough force to cause a gap with their aggressiveness, we must respond. A gap takes on more importance if it is accompanied by a large increase in average trading volume.

There are four types of gaps:

a. Breakaway

b. Continuation

c. Exhaustion

d. Island reversals

They all add a different twist to the chart puzzle, and all of them deserve your attention. Their importance is that on a temporary basis the buyers or the sellers have been shoved aside on an emotional investing public, and when that kind of furor is unfolding we need to pay attention.

Breakaway Gaps

Breakaway gaps appear at the conclusion to a price pattern and the start of a new directional leg. Whether the move is up or down, the implications are the same. A typical example would be a consolidation pattern where a stock had been trading in a sideways formation. Your opinion must be neutral until a move over a resistance point or below a support level is successfully accomplished. That directional move can happen by the stock simply trading to new levels and giving us a simple buy signal, or if it happens on a “gap,” the implication is that the expectations are explosive enough to create a gap in the price. Increasing volume is key to an upside move, as it acts as a confirming gesture. Downside gaps need not have that characteristic of heavy volume, as sometime traders will walk away from an idea a let the stock fall under its own weight. There are periods when the public simply can’t make up their collective minds, and the volume is less important on the downside. In these cases, however, a down gap out of a pattern will still carry a major sell signal regardless of volume. (See Figure 3-10.)

FIGURE 3 - 10
Gaps. Courtesy of MetaStock.
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Continuation Gaps

Continuation gaps develop during hot running patterns in either direction. As the name suggests, a gap like this is a signal of a continuation of an existing trend. These gaps seem to appear at the halfway point of a stock’s total move. If a stock is in a full retreat and simply cannot find support except for the 4:00 o’clock closing bell, we will sometimes see fear build into a crescendo. It’s human nature for people to try to hold onto a position in an attempt to avoid a loss. As the market pressure builds, so does the fear for the ones still holding, and people will panic, causing a gap in the price. This action can be used as a method of measuring for an ultimate price target. We can measure the distance of the original breakout point to the gap as halfway and extrapolate the rest of the move.

Exhaustion Gaps

An exhaustion gap does what its name implies, namely it exhausts the buyers or the sellers, depending on the direction the stock is taking. Say a stock has been having a strong upward advance. The market is great and the news in the company is good and the buyers can’t stay away from it. One day we see an upward gap as the stock takes its last hurrah. The volume in this type of gap is usually extremely heavy, and often ends the day with a small price increase. After a few days of consolidation, we might see the price fall below the low of the gap. This is the time that we have a high probability that we have a turning point and that we have, in fact, witnessed an exhaustion gap. The end of the move is now.

I mentioned a fourth type of gap—the island reversal. This example of a gap will be found at the end of a major move. It is distinguished by having a combination of gaps surrounding a neutral price pattern. After a major move, we can witness an exhaustion gap followed by a few days of the forces of supply and demand in balance, and then a breakaway gap. The logic of this pattern is obvious. A stock has run a long way, and after a gap move, the investors see no further progress. In an attempt to lock in profits, there is a rush to sell, which recreates a downward gap. This pattern is considered a major reversal pattern and cannot be ignored.

These patterns are not the only ones you will run into in your studies, but they are the basics that you can build your experience from. I believe that every new major market move will carry with it a signature that can and must alter your expectations of these patterns. There are very few unbreakable rules in technical analysis. An example of this would be at the various stages of a market move. Two stocks that are comparable in pattern and price levels will have more potential of running ahead of a price target early in the bull market rather than a stock that is being traded in the late stages of that same bull market. The point is that we must always be ready to adjust our thinking as to chart patterns, depending on the overall market stage.
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