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CHaPTER 1

INTRODUCTION TO
TECHNICAL ANALYSIS

Technical analysis—these words may conjure up many different mental images. Perhaps
you think of the stereotypical technical analyst, alone in a windowless office, slouched over
stacks of hand-drawn charts of stock prices. Maybe you think of the sophisticated multicolored
computerized chart of your favorite stock you recently saw. Possibly you think of a proprietary
trader in front of multiple computer screens displaying graphics of each trade in a series of
futures markets. Perhaps you begin dreaming about all the money you could make if you knew
the secrets to predicting stock prices. Or, maybe you remember sitting in a finance class and
hearing your professor say that technical analysis “is a waste of time.” In this book, we examine
some of the perceptions and misperceptions of technical analysis.

If you are new to the study of technical analysis, you might be wondering just what
technical analysis is. In its basic form, the answer is that technical analysis is the study of prices
in freely traded markets with the intent of making profitable trading or investment decisions.
Technical analysis is rooted in basic economic theory. Consider the assumptions presented by
Robert D. Edwards and John Magee in the classic book Technical Analysis of Stock Trends:

» Stock prices are determined solely by the interaction of demand and supply.
» Stock prices tend to move in trends.

 Shifts in demand and supply cause reversals in trends.

* Shifts in demand and supply can be detected in charts.

* Chart patterns tend to repeat themselves.

Technical analysts study the action of the markets rather than of the goods in which
the market deals. The technical analyst believes that “the market is always correct.” In other
words, rather than trying to consider all the factors that will influence the demand for Gadget
International’s newest electronic gadget and all the items that will influence the company’s cost
and supply curve to determine an outlook for the stock’s price, the technical analyst believes
that all these factors are already factored into the demand and supply curves and, thus, the price
of the company’s stock. We find that stock prices (and prices for any security in freely traded
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markets) are influenced by psychological factors as well, most of them indecipherable. Greed,
fear, cognitive bias, misinformation, expectations, and other factors enter into the price of a
security, making the analysis of the factors nearly impossible. The technical analyst disregards
all these imponderables and instead studies the way the marketplace is accepting the multitude of
exogenous information and beliefs with the intention of finding patterns in that action that have
predictive potential.

Students new to any discipline often ask, “How can I use the knowledge of this discipline?”
Students new to technical analysis are no different. Technical analysis is used in two major
ways: predictive and reactive. Those who use technical analysis for predictive purposes use
the analysis to make predictions about future market moves. Generally, these individuals make
money by selling their predictions to others. Market letter writers in print or on the Web and the
technical market gurus who frequent the financial news fall into this category. The predictive
technical analysts include the more well-known names in the industry; these individuals like
publicity because it helps market their services.

On the other hand, those who use technical analysis in a reactive mode are usually not well
known. Traders and investors use techniques of technical analysis to react to particular market
conditions to make their decisions. For example, a trader may use a moving average crossover
to signal when a long position should be taken. In other words, the trader is watching the market
and reacting when a certain technical condition is met. These traders and investors are making
money by making profitable trades for their own or clients’ portfolios. Some of them may even
find that publicity distracts them from their underlying work.

The focus of this book is to explain the basic principles and techniques of technical
analysis. We do not attempt to predict the market, nor do we provide you with the Holy Grail or a
promise of a method that will make you millions overnight. Instead, we offer background, basic
tools, and techniques that you will need to be a competent, reactive, technical analyst.

As we will see when we study the history of technical analysis, the interest in technical
analysis in the United States dates back more than 150 years, when Charles H. Dow began
to write newsletters that later turned into the Wall Street Journal and developed the various
Dow averages to measure the stock market. Since that time, much has been written about
technical analysis. Today, there are entire periodicals, such as the Technical Analysis of Stock
and Commodities and the Journal of Technical Analysis, devoted to the study of the subject. In
addition, there are many articles appearing in other publications, including academic journals.
There are even a number of excellent books on the market. As you can see from this book’s
extensive bibliography, which is in no way a complete list of every published item on technical
analysis, a massive quantity of material about technical analysis exists.

So why does the world need another book on technical analysis? We began looking through
the multitude of materials on technical analysis a few years ago, searching for resources to use in
educational settings. We noticed that many specialized books existed on the topic, but there was
no resource to provide the student of technical analysis with a comprehensive summation of the
body of knowledge. We decided to supply a coherent, logical framework for this material that
could be used as a textbook and a reference book.

Our intent in writing this book is to provide the student of technical analysis, whether a
novice college student or an experienced practitioner, with a systematic study of the field of



Chctpfer I Introduction to Technical Ano/ysis 3

technical analysis. Over the past century, much has been written about the topic. The classic
works of Charles Dow and the timeless book by Edwards and Magee still contain valuable
information for the student of technical analysis. The basic principles of these early authors are
still valid today. However, the evolving financial marketplace and the availability of computer
power have led to a substantial growth in the new tools and information available to the technical
analyst.

Many technical analysts learned their trade from the mentors with whom they have
worked. Numerous individuals who are interested in studying technical analysis today, however,
do not have access to such a mentor. In addition, as the profession has advanced, many specific
techniques have been developed. The result is that the techniques and methods of technical
analysis often appear to be a hodgepodge of tools, ideas, and even folklore, rather than a part of
a coherent body of knowledge.

Many books on the market assume a basic understanding of technical analysis or focus
on particular financial markets or instruments. Our intent is to offer the reader a basic reference
to support a lifelong study of the discipline. We have attempted to provide enough background
information and terminology that you can easily read this book without having to refer to other
references for background information. We have also included a large number of references for
further reading so that you can continue learning in the specialized areas that interest you.

Another unique characteristic of this book is the joining of the practitioner and the
academic. Technical analysis is widely practiced, both by professional traders and investors
and by individuals managing their own money. However, this widespread practice has not
been matched by academic acknowledgment of the benefits of technical analysis. Academics
have been slow to study technical analysis; most of the academic studies of technical analysis
have lacked a thorough understanding of the actual practice of technical analysis. It is our hope
not only to bring together a practitioner-academic author team but also to provide a book that
promotes discussion and understanding between these two groups.

Whether you are a novice or an experienced professional, we are confident that you will
find this book helpful. For the student new to technical analysis, this book will give you the
basic knowledge and building blocks to begin a lifelong study of technical analysis. For the
more experienced technician, you will find this book to be an indispensable guide, helping
you to organize your knowledge, question your assumptions and beliefs, and implement new
techniques.

We begin this book with a look at the background and history of technical analysis. In
Part I, “Introduction,” we discuss not only the basic principles of technical analysis but also the
technical analysis controversy—the debate between academics and practitioners regarding the
efficiency of financial markets and the merit of technical analysis. This background information
is especially useful to those who are new to technical analysis and to those who are studying
the subject in an educational setting. For those with more experience with the field or with little
interest in the academic arguments about market efficiency, a quick reading of this first part will
probably suffice.

In Part II, “Markets and Market Indicators,” we focus on markets and market indicators.
Chapter 5, “An Overview of Markets,” is a basic overview of how markets work. Market
vocabulary and trading mechanics are introduced in this chapter. For the student who is
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unfamiliar with this terminology, a thorough understanding of this chapter will provide the
necessary background for the remaining chapters. Our focus in Chapter 6, “Dow Theory,” is on
the development and principles of Dow Theory. Although Dow Theory was developed a century
ago, much of modern-day technical analysis is based on these classic principles. A thorough
understanding of these timeless principles helps keep the technical analyst focused on the key
concepts that lead to making money in the market. In Chapter 7, “Sentiment,” the psychology
of market players is a major concept. In Chapter 8, “Measuring Market Strength,” we discuss
methods for gauging overall market strength. In Chapter 9, “Temporal Patterns and Cycles,” we
focus on temporal tendencies, the tendency for the market to move in particular directions during
particular times, such as election year cycles and seasonal stock market patterns. Because the
main fuel for the market is money, Chapter 10, “Flow of Funds,” looks at measures of market
liquidity and how the Federal Reserve can influence that liquidity.

Part III, “Trend Analysis,” can be thought of as the heart of technical analysis. If we see
that the market is trending upward, we can profitably ride that trend upward. If we determine
that the market is trending downward, we can even profit by taking a short position. In fact, the
most difficult time to profit in the market is when there is no definitive upward or downward
trend. Over the years, technical analysts have developed a number of techniques to help them
visually determine when a trend is in place. These charting techniques are the focus of Chapter
11, “History and Construction of Charts.” In Chapter 12, “Trends—The Basics,” we discuss how
to draw trend lines and determine support and resistance lines using these charts. In Chapter 13,
“Breakouts, Stops, and Retracements,” we focus on determining breakouts. These breakouts will
help us recognize a trend change as soon as possible. Moving averages, a useful mathematical
technique for determining the existence of trends, are presented in Chapter 14, “Moving
Averages.”

Part IV, “Chart Pattern Analysis,” focuses on the item that first comes to mind when many
people think of technical analysis. In Chapter 15, “Bar Chart Patterns,” we cover classic bar chart
patterns; in Chapter 16, “Point and Figure Chart Patterns,” we focus on point and figure chart
patterns. Finally, short-term patterns, including candlestick patterns, are covered in Chapter 17,
“Short-Term Patterns.”

Part V, “Trend Confirmation,” deals with the concept of confirmation. We consider price
oscillators and momentum measures in Chapter 18, “Confirmation.” Building upon the concept
of trends from earlier chapters, we look at how volume plays a role in confirming the trend,
giving us more confidence that a trend is indeed occurring. We also look at oscillators and
indexes of momentum to analyze other means of confirming price trend.

Next, we turn our attention to the relationship between cycle theory and technical analysis
in Part VI, “Other Technical Methods and Rules.” In Chapter 19, “Cycles,” we discuss the basic
principles of cycle theory and the characteristics of cycles. Some technical analysts believe that
cycles seen in the stock market have a scientific basis; for example, R. N. Elliott claimed that the
basic harmony found in nature occurs in the stock market. Chapter 20, “Elliott, Fibonacci, and
Gann,” introduces the basic concepts of Elliott Wave Theory, a school of thought that adheres to
Elliott’s premise that stock price movements form discernible wave patterns.

Once we know the basic techniques of technical analysis, the question becomes, “Which
particular securities will we trade?” covered in Part VII, “Selection.” Selection decisions are the
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focus of Chapter 21, “Selection of Markets and Issues: Trading and Investing.” In this chapter,
we discuss the intermarket relationships that will help us determine on which market to focus by
determining which market is most likely to show strong performance. We also discuss individual
security selection, measures of relative strength, and how successful practitioners have used
these methods to construct portfolios.

As technical analysts, we need methods of measuring our success. After all, our main
objective is making money. Although this is a straightforward objective, determining whether
we are meeting our objective is not quite so straightforward. Proper measurement of trading
and investment strategies requires appropriate risk measurement and an understanding of basic
statistical techniques. That’s where Part VIII, “System Testing and Management,” comes into
play. The last couple of chapters help put all the tools and techniques we present throughout
the book into practice. Chapter 22, “System Design and Testing,” is devoted to developing and
testing trading systems. At this point, we look at how we can test the tools and indicators covered
throughout the book to see if they will make money for us—our main objective—in the particular
way we would like to trade. Finally, Chapter 23, “Money and Portfolio Risk Management,”
deals with “stops” to protect individual investments from loss and with money management to
avoid overall capital loss.

For those who need a brushup in basic statistics or want to understand some of the statistical
concepts introduced throughout the book, Richard J. Bauer, Jr., Ph.D., CFA, CMT (Professor of
Finance, Greehey School of Business, St. Mary’s University, San Antonio, Texas), provides a
tutorial on basic statistical techniques of interest to the technical analyst in Appendix A, “Basic
Statistics.”

For those who are unfamiliar with the terms and language used in trading, Appendix B,
“Types of Orders and Other Trader Terminology,” offers brief definitions of specific order types
and commonly used terms in order entry.

A comprehensive bibliography positioned before the index at the back of the book provides
not only historic reading references but also contemporary studies by academic institutions as
well as recent books and articles on various aspects of technical analysis both practical and
theoretical.

As with all skills, learning technical analysis requires practice. We have supplied a number
of review questions and problems at the end of the chapters to help you begin thinking about and
applying some of the concepts on your own. (A study guide, available separately, provides the
answers to the questions.) The extensive bibliography will direct you to further readings in the
areas of technical analysis that are of particular interest to you.

Another way of honing your technical skills is by participating in a professional
organization that is focused on technical analysis. In the United States, the Market Technicians
Association (MTA) provides a variety of seminars, lectures, and publications for technical
analysis professionals. It has 23 U.S. and 16 foreign chapters, three levels of membership
(student, affiliate, and full), and a well-stocked library of technical analysis books and other
publications. The MTA also sponsors the Chartered Market Technician (CMT) program.
Professionals wanting to receive the prestigious CMT designation must pass three examinations
and adhere to a strict code of professional conduct. More information about the MTA and
the CMT program may be found at the Web site www.mta.org. The International Federation
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of Technical Analysts, Inc. (IFTA) is a global organization of market analysis societies and
associations. IFTA and its 21 member associations worldwide sponsor a number of seminars and
publications. IFTA offers a professional certification, the Certified Financial Technician (CFTe),
and a masters-level degree, the Master of Financial Technical Analysis (MFTA). The details of
these certifications, along with contact information for IFTA’s member associations around the
world, can be found at their Web site: www.ifta.org.

Technical analysis is a complex, ever-expanding discipline. The globalization of markets,
the creation of new securities, and the availability of inexpensive computer power are opening
even more opportunities in this field. Whether you use the information professionally or for your
own personal trading or investing, we hope that this book will serve as a stepping-stone to your
study and exploration of the field of technical analysis.
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patterns, 343-345
sizes, point and figure charts, 239
breadth, market, 145-160
advance-decline line to its 32-week
simple moving average, 152
differences, 152
absolute breadth indexes, 156
McClellan oscillators, 153
McClellan ratio-adjusted
oscillators, 154
McClellan summation indexes, 154
plurality indexes, 156
unchanged issues indexes, 157
double negative divergence, 148-150
indicators, 159
lines, 146-148
ratios, 157
thrust, 158-159
traditional advance-decline methods,
150-151
breakaway gaps, 398
breakeven
levels, 606
stops, 606
breakouts, 281, 566
anticipation, 288-289
confirmation, 282-286
failures, 336
false, 343
opening range breakouts (ORBs), 421
premature, 343
prices, setting targets, 342
stops, 296-298
trading, 263
two-bar, 410
volatility, 285-286
volume spikes, 459
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broadening patterns, 352-353
brokered markets, 58 multiple-bar, 430-433
Brown, Constance, 145 one-bar, 425-429
bubbles, 96 results, 435
bull markets. See also markets two-bar, 425-429
bullish support lines, 273, 378 candlevolume charts, 447
concept of confirmation, 86 CANSLIM method, 553
three-box reversals, 385 Capital Asset Pricing Model (CAPM), 34,

candlestick patterns, 424

bursts of dependence, 38 590, 628
busted rectangles, 345. See also rectangles case studies
buy-and-hold returns, 575 gaps (Apple Computer [AAPL]), 401-404
buying Long-Term Capital Management
climaxes, 113 (LTCM), 50-51
stops, 289 cash
breakouts, 296 markets, 60
changing, 290 mutual funds, as percentage of
entry/exit, 290 assets, 114

false breakouts, 297-298
gaps, 296
money, 296
protective, 291-292
time, 295
trailing, 292-294
buy to cover orders, 639

C

Calahan, Edward A., 222
calculations

moving averages, 306-310

one-box reversals, 374

returns, 611-612

three-box reversals, 379-381
calls. See also puts

options, 100

sentiment, gauging on, 101-102

Treasury bond put/call ratios, 135
candles, displaying volume, 444
candlestick charts, 232-234

catapults, three-box reversals, 387
categories of markets, 58-59
cash markets, 60
derivative markets, 62-67
forwards, 67
futures markets, 63-65
option markets, 66-67
swaps, 67
types of contracts, 59
CDX indexes, 129
centered moving averages, 494
central limit theorem, 622
central tendency, measures of, 613-615
Certified Financial Technician (CFTe), 6
Chaikin Money Flow, 454
Chaikin Oscillators, 455
Chandelier Exit, 293
channels, 264, 270-272, 329, 355
Elliot Wave Theory, 519
Chartered Market Technician (CMT), 5
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charts, 244

bar
ascending triangles, 348
broadening patterns, 352
causes of patterns, 336
characteristics of patterns, 334-335
climaxes, 355-357
definition of patterns, 334
descending triangles, 347
diamond top patterns, 353-354
double top/double bottom

patterns, 342

flags, 362
head-and-shoulders, 359-361
patterns, 340
pennants, 362
performance, 365
profits of patterns, 341
recognition of patterns, 336-339
rectangle patterns, 343-345
rounding tops/bottoms, 358
standard triangle patterns, 346-347
symmetrical triangles, 350
triple top/triple bottom patterns, 346
wedges, 355-357

benefits of using, 220

candlevolume, 447

cloud, 242-243

data for construction of, 224-226

Equivolume, 445

history of, 221-224

Kagi, 244

line-break, 245-246

patterns
broadening, 353
causes of, 336
characteristics of, 336
climaxes, 357
flags, 363-364

pennants, 363-364
wedges, 357

point and figure, 236, 239-242, 367, 447

analysis, 369
continuous price flow, 368
history of, 369-371
omission of time and volume, 368
one-box reversals, 371, 375-377
three-box reversals, 377, 381-382,
385-390
trend lines, 273-274
Renko, 245
scales, 234
arithmetic, 234
semi-logarithmic, 234-236
types of, 227
bar charts, 230
candlestick charts, 232-234
line charts, 227, 230
Chesler, Daniel, 413
Chicago Board of Trade (CBOT), 63
Chicago Mercantile Exchange (CME),
58, 63
circuit breakers, 60
Citigroup, 29
clean data, testing systems, 569
climaxes, 113, 405
patterns, 355-357
volume spikes, 459
close filters, 282
closing ticks, 174
cloud charts, 242-243
clusters of evidence, 394
coefficients
correlation, 617
of determination, 620
Cohen, Abe, 371
coil triangle patterns, 350
combinations, 613
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Commitment of Traders (COT)
reports, 132
commodities, trading, 22
Commodities Research Bureau
(CRB), 146
Commodity Channel Index (CCI),
474, 571
Commodity Futures Trading Commission
(CFTO), 133
commonality, 506
compound fulcrums, 376
compound rate of return, 615
computers
and pattern recognition, 338
technology, 28-30
concepts, confirmation, 84
confirmation, 145
analysis, 440
crossovers, 443
divergences, 442
failure swings, 441
overbought/oversold zones, 440
reversals, 442
trend ID, 442
of breakouts, 282-286
open interest, 461
definition of, 461
indicators, 461-463
prices, 463-466, 469, 472, 475, 478
volume, 443
definition of, 444
displaying, 444, 447
indexes, 449-453
oscillators, 453-458
spikes, 458-460
statistics, 447-448
conformation, 84
congestion areas, 255
connections with trends, 415
Connors, Larry, 416, 420, 567

Index

Consensus Bullish Sentiment Index, 112
consolidation, 255, 372
constant-forward contracts, 226, 570
construction
of charts, data needed for, 224-226
of point and figure charts, 238
Consumer Confidence Index, 112
continuous contracts, 226, 569
continuous price flow, 368
contracts
linked, 226
number of, 596
open interest, 461
definition of, 461
indicators, 461-463
spread-adjusted, 570
types of, 59
cash markets, 60
derivative markets, 62-67
forwards, 67
futures markets, 63-65
option markets, 66-67
swaps, 67
contrarian investing, theory of, 92
contrary opinions
concepts of, 98-99
measuring, 113, 116, 119, 122
convergence, 463
Cootner, Paul, 35
Coppock, Edwin, 170
Coppock’s Index, 170
corporate bonds, 209
correction waves, 516-518
correlation coefficients, 617
cosine waves, 484
costs
of funds, 206
corporate bonds, 209
long term interest rates, 207-209
short term interest rates, 206
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of trading, 535
slippage, 447
counterparty risk, 63
countertrends, retracements, 298-302
covariance, 617
Cowles, Alfred, 35
Crabel, Toby, 410, 419, 422
crashes, 96
credit, tightening of, 216. See also debt
credit default options (CDOs), 67
credit default swaps (CDSs), 129
critical threshold stops, 606
crossovers, 443
crowd behavior, 95, 98-99
cups, 358
curve-fit, 577
curves
bell, 621
Coppock’s Index, 170
cosine, 486
equity, 572
performance, 583
yield, 203
cycles, 177
analysis, 487-488
decennial patterns, 183-185
definition of, 484-486
Elliott Wave Theory (EWT), 509-510
alternatives to, 522-523
applying, 523-525
correction waves, 516-518
guidelines, 519
impulse waves, 512-514
projections, 521-522
events, 192
January signals, 191
market data, 490-491, 494, 498
Fourier analysis, 490
Maximum Entropy Spectral Analysis
(MESA), 490
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nesting downward, 498

periods less than four years, 185
election cycles, 188
Presidential cycles, 185-187
seasonal patterns, 188, 191

periods longer than four years, 178
17- and 18-year alternating, 182-183
decennial patterns, 183-184
K-waves, 178-180
population waves, 180

projections, 499
amplitude, 500-507
periods, 499-500

translation, 489

cyclical emphasis, 540, 543-546

D

danger points, 556

dark pools, 639

Davis, Robert Earl, 371

day orders, 639

day trading, 534-537

Dead Cat Bounce (DCB), 405-407

dealer markets, 58

de Bosco, Bartolomo, 22

debt, margin, 117-118, 197

decelerating trend lines, 269

decennial patterns, 183-185

decision making, effect of bias on, 94-97

declines, 38, 145. See also advances
advance-decline line to its 32-week

simple moving average, 152
three-box reversals, 382, 385-386
traditional advance-decline methods,
150-151

wedges, 356

degrees of freedom, 616

delayed-ending fulcrums, 376

demand, 12. See also supply and demand

DeMark, Tom, 259
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DeMark-Williams reversal points, 259
dependence, serial, 620
dependent variables, 620
derivative markets, 62-67
descending
triangle patterns, 347
bottom patterns, 383
descriptive statistics, 613
measures
of central tendency, 613-615
of dispersion, 615-616
relationships between variables, 616-621
design, systems
decision making for design, 564-565
discretionary, 560-562
necessities of, 560
nondiscretionary, 560-562
optimizing, 576-583, 586-587
requirements, 563
testing, 568-571, 574-576
trading, 562
types of technical, 565, 568
Desmond, Paul F., 162
detrending, 493
deviations, standard, 285
deVilliers, Victor, 370
Dewey, Edward R., 178
diagonals, 514
diamond top patterns, 353-354
digital signal processing (DSP), 490
dips, volume, 460
directional movement, 27, 321, 324, 523
directional movement indicators
(DMlIs), 316
directional trends, 264-272
directions, 253. See also trends
direct search markets, 58
discounts, 15
discretionary order, 639

Index

discretionary systems, 560-562
dispersion, measures of, 615-616
distributions, 39, 452
curves, 36
probability, 621
divergences, 144, 442, 464
double, 149
double negative, 148-150
diversification, 53, 603
dividends, exchange-traded funds
(ETFs), 62
Dodd-Frank Bill, 215
doji patterns, 425, 430
dollars (U.S.)
gold, 541
and stock markets, 545
Donchian breakout method, 264
Donchian channel method, 329
Donchian, Richard, 27, 264
double divergences, 149
double negative divergences, 148-150
doubles and triple threes, 518
double top/bottom patterns, 382
double top/double bottom patterns, 342
Dow, Charles H., 2, 14, 162
as father of modern technical analysis, 24
death of, 25
price discounts everything, 15
Dow Jones Company, 25
Dow Jones futures index markets, 146
Dow Jones Industrial Average (DJIA), 2,
7,24,72
Downs, Walter, 417
downticks, 639
downtrends, 9
Dow Theory, 25, 79
criticisms of, 87-88
theorems, 80-82
confirmation, 84
minor trends, 84



Index

primary trends, 82

secondary trends, 83

volume, 86-87

trends, 251

Dow Transportation Averages, 24
drawdowns, 38-39, 590, 594
Dreman, David, 96
drop-off effects, 467
Dutch East India Company, 22

E

Econometrica, 35

Edison, Thomas, 222

education, 3

Edwards, Robert D., 1, 26

efficiency factors, 581

efficiency (markets), 42-43
arbitrage, 49-51
new information, 43, 47
rationality, 47-49

efficient frontiers, 629

Efficient Markets Hypothesis (EMH), 15,
28, 34, 42-43
arbitrage, 49-51
behavioral finance, 51-52
biases, 94
new information, 43, 47
rationality, 47-49

efficient sets, 629

Elder Force Index (EFI), 456-457

election cycles, 188

Elliott, Ralph Nelson, 509-510

Elliott Wave Theory (EWT), 509-510
alternatives to, 522-523
applying, 523-525
correction waves, 516-518
guidelines, 519
impulse waves, 512-514
projections, 521-522

emotions, 17
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emphasis
cyclical, 540, 543-546
secular, 538-540
ending diagonals, 514
engulfing patterns, 428
Enron, 29
entropy, 564
entry date/exit date trading, 190
entry patterns, 334-336
entry stops, 290
envelopes, 495, 498
percentage, 325, 328
equality, 519
equally weighted (geometric) averages,
74-75
equilibrium, prices, 49-51
equity curves, 572, 583
equity lines, 153
Equivolume charts, 445
error terms, 620
estimates, unbiased, 616
euphoria, 95. See also sentiment
evening star patterns, 430
events, 192
declines, 406
independence, 612
evidence, clusters of, 394
exchanges, history of, 21-23
advances in technical analysis, 28-31
modern technical analysis, 24-28
Exchange Traded Commodities
(ETCs), 62
exchange-traded funds (ETFs), 61-62, 146
execution risk strategies, 608
exercising options, 66
exhaustion gaps, 401
exiting
patterns, 334-336
positions, 8
stops, 290
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exogenous signal systems, 568

expiration of option and futures
contracts, 65

explanatory variable, 620

exponentially smoothed moving averages
(EMAs5), 313-317

exponential moving averages (EMAs), 462

F

fading profits, 568
failures
breakouts, 336
swings, 470
Faith, Curtis, 562
false breakouts, 343
stops, 297-298
Fama, Eugene, 15, 35, 43
fan lines, 269
Gann, 276
Fast Fourier Transforms (FFTs), 490
fat tails, 36-38
favorable stocks, screening for, 553-557
Federal Open Market Committee
(FOMCO), 212-214
Federal Reserve System (Fed) policies, 49,
187, 211-212
fed funds, 213
free reserves, 214
Two Tumbles and a Jump indicator,
215-217
Valuation Model, 212
feedback, emotions, 17
Fibonacci numbers, 275, 525-526
golden ratio, 526-527
price and time targets, 527-529
figure charts, 556
fill or kill (FOK), 639

Index

filters
close, 282
percent, 284
point, 284
final position sizes, 599
Financial Times, Ordinary Share Index,
74
Fisher, Mark, 422
fitness, 635
flag patterns, 362-364
flats, 517
flat trends, 9
floats, 73
flow of funds, 195-196
bank liquidity, 204
cost of funds, 206
corporate bonds, 209
long-term interest rates, 207-209
misery indices, 210
short term interest rates, 206
Fed policies, 211-212
fed funds, 213
free reserves, 214
Two Tumbles and a Jump indicator,
215-217
Valuation Model, 212
household financial assets, 199
margin debt, 197
money market funds, 196
money supply (M1/M2), 199-201
velocity, 202
yield curves, 203
fluctuations, moving averages, 306
focal points, 504
Forbes magazine, 26
forecasting, 129
foreign exchange market (FOREX), 67-68
formations, 334
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formulas
returns, 611-612
risk of ruin (ROR), 597-598
forwards, 67
Foundation for the Study of Cycles, 178
Fourier analysis, 490
fractal nature of periods, 13
fractal patterns, 16, 335
freedom, degrees of, 616
free reserves, 214
fulcrums, one-box reversals, 376
functions, fitness, 635
fungibility, 58
funnels, 352
Future Line of Demarcation (FLD)
lines, 502
futures markets, 63-65
data problems with systems, 569
open interest, 461
definition of, 461
indicators, 461-463
linked contracts, 226
past patterns as prediction of, 42

G

gain, trailing stops, 294
gamma-aminobutyric acid (GABA), 94
Gann fan lines, 276
Gann Two-Day Swing method, 260
Gann, W. D., 260, 276, 530
gaps, 231, 397-399, 403-404
Apple Computer (AAPL) case study,
401-404
stops, 296
Gaussian distributions, 36, 39, 621
Gauss, Karl, 621
General Electric (GE), 24, 36
generalized autoregressive conditional
heteroscedasticity, 634

685

geometric averages, 74
geometric mean, 614
geometric moving average (GMA), 316
globalization of markets, 6
Goepfert, Jason, 103, 115
gold

and bonds, 543

sentiment, 140

U.S. dollars, 541
golden ratios, 526-527
Goldman Sachs, 146
good faith deposits, 64
good for the day (GFD), 639
good ‘til canceled order (GTC), 639
Gould, Edson, 215
Granville, Joseph, 26, 449
Great Depression, 7, 147
Greenspan, Alan, 49, 212
gross losses, 574
Grossman, Stanford, 44
gross profits, 574
Gross World Product, 67

H

HAL, 584

half-cycle reversals, 502

half-mast patterns, 364

Hamilton, William Peter, 15, 25. See also
Dow Theory

hammer patterns, 427

handles, 358

hanging man patterns, 427

harami patterns, 426-427

hard assets, 538

hard money stops, 605

harmonics, cycles, 488

head-and-shoulders patterns, 359-361, 375

HealthSouth, 29

hedgers, 66
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Herrick Payoff Index (HPI), 462

higher order spectral analysis
(HOSA), 490

high frequency trading (HFT), 640

high-low logic indexes, 166

high-quality issue, 604

high volume method, 261

hikkake patterns, 413

Hindenburg Omen, 168-169

Hirsch, Yale, 188

historical indicators (contrary), 124-125

historical (or realized) volatility, 104

history
advances in technical analysis, 28-31
of charts, 221-224
of exchanges and markets, 21-23
of point and figure charts, 369-371
technical analysis, 24-28

Hitschler, Fred, 28

Holy Grail, 478

Honma, Sokyo, 22

hook reversal days, 413

horizons, time, 536

horizontal lines, 101

horn patterns, 409

household financial assets, 199

How to Make Money in Commodities, 327

Hughes, James F., 149
Hulbert Financial Digest, 140
Hulbert, Mark, 140

human behavior, 16

Hurst, James, 486

Hutton, E. F., 26

iceberg order, 640

immediate or cancel (I0C), 640
implied volatility, 105-106
impulse patterns, 513-514
impulse waves, 512-514

Index

independence, 612
independent variables, 620
indexes, 440

absolute breadth, 156
Arms Index, 160-162
Barro Misery Index (BMI), 210
Barron’s Confidence Index, 27
CDX, 129
Commodity Channel Index (CCI), 571
Consensus Bullish Sentiment Index, 112
Consumer Confidence Index, 112
Coppock’s Index, 170
crossovers, 443
divergences, 442
high-low logic, 166
McClellan summation, 154
misery, 210
momentum, 465-466, 469, 472, 475, 478
Nasdaq 100, 96
plurality, 156
ratio-adjusted summation index
(RASI), 155
relative strength index (RSI), 27, 568
reversals, 442
Sentix Index, 112
stocks, 24
trend ID, 442
unchanged issues, 157
unweighted, 74
volume, 443, 449
definition of, 444
displaying, 444, 447
On-Balance-Volume (OBV), 449-450
price and volume trends, 450
statistics, 447-448
Williams Accumulation Distribution
(WAD), 453
Williams Variable Accumulation
Distribution (WVAD), 451-452
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indicators
breadth, 159
directional movement, 321, 324
Hindenburg Omen, 168-169
historical (contrary), 124-125
open interest, 461-463
rate of change (ROC), 145
short-term, 173-174
Two Tumbles and a Jump, 215-217
unquantifiable contrary, 122-123
unusual, 125-127
up and down volume, 160
9-to-1 up volume days, 163
10-to-1 up volume days, 163
Arms Index, 160-162
Ninety Percent Downside Days
(NPDD), 162-163
thrust, 162
industrial metals, 540
industrial raw metals, 540
inferential statistics, 613, 621, 624-625
informed market players, 93
informed players, 128, 132
initial capital requirements, 600
in-sample (IS) data, 578
inside bars, 410
insiders, 129
interest rates
long term, 207-209, 543
short term, 206
intermarket analysis, 545
internal trend lines, 272
International Federation of Technical
Analysts, Inc. IFTA), 6
in-the-money (ITM), 66
intraday patterns, 421
inversions, cycles, 489
inverted hammer patterns, 428
inverted triangles, 352
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inverted yield curves, 204
investments
markets, 537
returns, 611-612
investors
psychology, 91, 253
reactions to biases, 95
sentiment, 92
crowd behavior, concept of contrary
opinions, 98-99
decision making, 94-97
measurement of, 99-105, 109-115,
119-128, 132
players and, 93-94
Investors Intelligence, 109, 129
island reversals, 407
isosceles triangle patterns, 350

J

January signals, 191

Japanese Candlestick Charting Tech-
niques, 232, 424

Japanese cloud charts, 242-243

Jensen’s alpha, 632

Joint Hypothesis Problem, 51

Jones, Edward, 24

Jones, Herbert E., 35

Journal of Business, 35

Journal of Technical Analysis, 2

K

Kagi charts, 244

Kahneman, Daniel, 48

Kaufman adaptive moving average
(KAMA), 316

Kelly ratio, 598

Keltner Bands, 327

Keltner, Chester, 327

Kirkpatrick, Charles, 554
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knockout (KO) patterns, 415
knowledge of markets, 602
Kondratieff, Nicolas D., 178
K-waves, 178-180

L

Landry, David, 415

large blocks, 132

large losses, 582

large-range bars, 404

largest winner or loser versus gross profit
or gross loss, 575

law of percentages, 547

leading diagonals, 514

Leading Sectors and World Powers: The
Coevolution of Global Economics and
Politics, 178

least-squares regression lines, 618

leaves, 640

left shoulders, 360

length
of moving averages, 310
of the average winning trade, 581
of trends, determination of, 13-14

leverage, 601

Levy method, 552

Levy, Paul, 35

Levy, Robert, 341

limit days, 65

limited ATR trailing stops, 293

limited orders, 640

limited price orders, 640

limit if touched, 640

linear least-squares regression, 10

linearly weighted moving average
(LWMA), 313

linear regression, 266

line-break charts, 245-246

lined contracts, 226

Index

line of best fit, 618
lines, 11. See also trends
ADX, 323
bearish resistance, 273
breadth, 146-148
bullish support, 273
charts, 227, 230
fan, 269
formations, 255
Future Line of Demarcation (FLD), 502
Gann fan, 276
scales, 268
speed, 274
stop, 292
trends
accelerating, 268
applying, 267
breakouts, 282-289
decelerating, 269
internal, 272
one-box reversals, 372
rules for, 270
stops, 607
three-box reversals, 378
types of, 272-276
lips, 358
liquidity, 536, 640
bank, 204
household financial assets, 199
Liquidity Coverage Ratio (LCR), 204
liquidity players, 71, 93
Lo, Andrew W., 16
logarithmic scales, point and figure
charts, 242
London Exchange, 22
long, 640
longest flat time, 582
long tails, three-box reversals, 388
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Long-Term Capital Management
(LTCM), 50-51, 117
long-term interest rates, 207-209
Long Wave Cycle, The, 178
lookback, 550
losses
drawdowns, 590
gross, 574
large, 582
maximum, 583
lower shadows, 233

M

Magee, John, 1, 26
Malkiel, Burton, 35
management
money, 591-592
risks, 593-604, 607-608
strategies, 592
risk, 591-592
manias, resources, 97
margins, debt, 117-118, 197
market if touched (MIT), 640
market on close (MOC), 640
market order, 640
marKkets, 1
assumptions, 15-17
bond, 207-209, 544
categories of, 58-59
cash markets, 60
derivative markets, 62-67
forwards, 67
futures markets, 63-65
option markets, 66-67
swaps, 67
types of contracts, 59
cycles, 490-491, 494, 498
Fourier analysis, 490
Maximum Entropy Spectral Analysis
(MESA), 490
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declines, 29
Dow Theory
confirmation, 84
criticisms of, 87-88
minor trends, 84
primary trends, 82
secondary trends, 83
theorems, 80-82
volume, 86-87
Efficient Markets Hypothesis (EMH),
42-43
arbitrage, 49-51
behavioral finance, 51-52
new information, 43, 47
rationality, 47-49
Elliott Wave Theory (EWT), 509-510
alternatives to, 522-523
applying, 523-525
correction waves, 516-518
guidelines, 519
impulse waves, 512-514
projections, 521-522
entropy, 564
flow of funds, 195-196
bank liquidity, 204
corporate bonds, 209
cost of funds, 206-209
fed funds, 213
Fed policies, 211-212
free reserves, 214
household financial assets, 199
margin debt, 197
misery indices, 210
money market funds, 196
money supply (M1/M2), 199-201
Two Tumbles and a Jump indicator,
215-217
velocity, 202
yield curves, 203
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globalization of, 6
history of, 21-23
advances in technical analysis, 28-31
modern technical analysis, 24-28
knowledge of, 602
measurements, 71-72
equally (geometric) weighted
averages, 74-75
market capitalization weighted
averages, 73-74
price-weighted averages, 72
operations, 68-70
and pattern recognition, 339
players, 71
random walks, 35
drawdowns, 38-39
fat tails, 36-38
proportions of scale, 40-41
selection, 533
investing, 537
screening stocks, 553-557
specific stock selection, 549-553
swing and day trading, 534-537
top-down analysis, 538-542, 545-547
sentiment, 91
based on options, 100-101
bonds, 135, 138-139
calls/puts, gauging on, 101-102
contrary opinions, measuring, 113,
116, 119, 122
crowd behavior, concept of contrary
opinions, 98-99
decision making, effect of bias on,
94-97
definition of, 92
gold, 140
informed players, measurement of,
128, 132
investor psychology, 91

Index

players and, 93-94
polls, 109-110
theory of contrarian investing, 92
uninformed players, measurement of,
99-105, 109-120, 123-127
volatility and, 104-105, 108
strength. See market strength, measuring
stock, 544. See also stock markets
trends, 7-8. See also trends
analyzing, 8-9
definition of, 9
determination of length of, 13-14
identification of, 10-11
interaction with supply and
demand, 12
market strength, measuring, 143
breadth, 145-160
divergence, 144
moving averages, 170
net highs/lows, 165-169
short-term indicators, 173-174
up and down volume indicators, 160-163
Market Technicians Association (MTA), 5
Market Vane Corporation, 112
Markowitz, Harry, 625
MAR ratio, 577, 582, 595
martingale betting systems, 595
Mastering Elliott Wave, 523
Master of Financial Technical Analysis
(MFTA), 6
Maximum adverse excursion, 576
maximum adverse excursion method, 605
maximum consecutive losing trades, 575
maximum consecutive losses, 582
maximum cumulative drawdown, 581
maximum drawdown (MDD), 581, 594
Maximum Entropy Spectral Analysis
(MESA), 490



Index

maximum favorable and adverse excur-
sions, 582
maximum likelihood, 634
maximum loss, 583
maximum percentage drawdown
(MDD), 576
maximum winning favorable
excursions, 607
McClelland oscillators, 153
McClelland ratio-adjusted oscillators, 154
McClelland summation indexes, 154
McClellan Market Report, 134
McHugh, Robert, 168
mean, 614
mean reverting, 104
mean-variance frameworks, 629
Measured Rule, 342
measurements
central tendency, 613-615
contrary opinions, 113, 116, 119, 122
dispersion, 615-616
gaps, 409
markets, 71-72
equally (geometric) weighted
averages, 74-75
market capitalization weighted
averages, 73-74
price-weighted averages, 72
market strength, 143
breadth, 145-160
divergence, 144
moving averages, 170
net highs/lows, 165-169
short-term indicators, 173-174
up and down volume indicators,
160-163
performance, 631-633
relative strength, 550
risk, 581
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robustness, 579-583
sentiment
of informed players, 128, 132
of uninformed players, 99-105, 109,
112-120, 123-127
median, 614
megaphones, 352
mentorships, 3
Measured Rule, 364
methods, testing, 570
Middle Ages, 21
minimum fill order, 640
minor gaps, 401
minor trends, 84
misery indices, 210
Mitchell, Wesley C., 36, 185
mode, 614
models
Black-Scholes option-pricing, 105
time series, 633
Modelski, George, 178
modern portfolio theory (MPT), 625-626,
629-631
momentum, 144, 463-464, 549
indexes/oscillators, 465-466, 469, 472,
475, 478
Money Flow Index (MFTI), 455
money management, 591-592
risks, 593-595, 598-604, 607-608
stops, 296, 605
strategies, 592
velocity, 202
money managers, T-bill positions, 138
money market funds, 118, 196
money point stops, 606
money supply (M1/M2), 199-201
monitoring
portfolios, 608-609
systems, 608-609
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monowaves, 523
Monte Carlo simulations, 592, 600
Montgomery, Paul Mcrae, 122
mood (sentiment), 91
based on options, 100-101
bonds, 135, 138-139
calls/puts, gauging on, 101-102
contrary opinions, measuring, 113, 116,
119, 122
crowd behavior, concept of contrary
opinions, 98-99
decision making, effect of bias on, 94-97
definition of, 92
gold, 140
informed players, measurement of,
128, 132
investor psychology, 91
players and, 93-94
polls, 109
advisory opinions, 109-110
American Association of Individual
Investors (AAII), 110
theory of contrarian investing, 92
uninformed players, measurement of,
99-105, 109-120, 123-127
volatility and, 104-105, 108
morning star patterns, 430
Most, Nathan, 61
motive impulse waves, 511
Moving-Average Convergence/Divergence
(MACD), 28, 466, 568
moving averages, 170, 306, 566
bands, 326-328
Bollinger Bands, 326
Keltner Bands, 327
STARC Bands, 328
calculating, 306-310
centered, 494
channels, 329

Index
directional movement, 321, 324
length of, 310
multiple, 310
percentage envelopes, 325, 328
strategies, 317
price extremes, 318-319
resistance/support, 317
signals, 319
trends, 317
types of, 312
exponentially smoothed moving
average (EMA), 313-315
geometric moving average
(GMA), 316
linearly weighted moving average
(LWMA), 313
triangular moving average
(TMA), 316

variable exponentially smoothed
moving averages (EMAs), 316-317

Wilder method, 315

moving-band test method, 102

multibox reversals, point and figure

charts, 240

multicollinearity, 621

multiple-bar candlestick patterns, 430-433

multiple-bar patterns, 415, 418

multiple moving averages, 310

multiple regression, 620

mutual funds, 61, 114-116

N

naked bar upward reversals, 413
narrow-range bars (NRs), 419
Nasdaq

advances/declines, 148

volatility in, 106

volume, 119
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Nasdaq 100 Index, 96

National Bureau of Economic Research
(NBER), 185

Nature, 35

necklines, 361

Ned Davis Research, Inc., 105, 115

Neely, Glenn, 523

negative divergences, 142-144

negative failure swings, 441

negative reversals, 145, 442

Nelson, S, A., 25

nesting downward cycles, 498

net highs/lows, 165-166

net profits, 574

net ticks, 174

neurochemistry, effect on human
thinking, 94

neurofinance, 29, 48

neutral areas, 251

New Concepts in Technical Trading
Systems, 321

new highs/lows, 173

new information, 43, 47

A New Strategy of Daily Stock Market
Timing for Maximum Profit, 449

New York Stock Exchange (NYSE). See
also markets
creation of, 24
short selling, 120
ticker tapes, 222

New York Times, 26

Ninety Percent Downside Days (NPDD),
162-163

Nison, Steve, 28, 232, 424

noise, 71

nonconformations, 84

nonconformists, 98

nondirectional moves, 523

nondirectionary systems, 560-562
nondiversifiable risk, 631
nonlinear spectral analysis, 490
normal distributions, 36, 621
normal risks, 595, 598-601
not held, 640
NR4 days, 419
number of shares, 596
number of trades, 574
numbers, Fibonacci, 525-526
golden ratio, 526-527
price and time targets, 527-529

0]

objective function, 577

observation, 491

odd lots, 100, 640

Okum, Arthur, 210

Olivier, Maurice, 36

On-Balance-Volume (OBV) index,
449-450

one-bar candlestick patterns, 425-429

one-bar reversals, 407-408

one-box reversals, 371, 375-377

one cancels other (OCO) orders, 640

one-day change in advance-decline
line, 151

O’Neil, William, 553

one-point reversal point and figure
method, 237

one sends other (OSO) orders, 640

Oops! pattern, 416

opening gaps, 399

opening only (OPG), 640

opening range breakouts (ORBs), 421

open interest, 461
definition of, 461
indicators, 461-463

693



694

Open Interest Index (POI), 463
open orders, 639
operations, markets, 68-70
optimal f, 598
optimism in prices, 94
optimization
systems, 576-583, 586-587
variables, 568
options
markets, 66-67
sentiment based on, 100-101
orders, tickets, 642
Original Turtle Trading Rules, The, 562
oscillators, 151, 440
crossovers, 443
divergences, 442
failure swings, 441
McClellan, 153
McClellan ratio-adjusted, 154
McClellan summation indexes, 154
momentum, 465-466, 469, 472, 475, 478
overbought/oversold zones, 440
reversals, 442
testing, 101-102
trend ID, 442
volume, 443, 453, 457-458
Chaikin Money Flow, 454
Chaikin Oscillator, 455
definition of, 444
displaying, 444, 447
Elder Force Index (EFI), 456-457
Money Flow Index (MFI), 455
statistics, 447-448
Twiggs Money Flow, 454
O’Shaughnessy, James, 554
outcomes, descriptive statistics, 613
measures
of central tendency, 613-615
of dispersion, 615-616
relationships between variables, 616-621

Index

outlier-adjusted profit, 581
out-of-sample (OOS)

data, 578

testing, 577-578
out-of-the-money (OTM), 66
outside bars, 413
outside reversal days, 261
overbought markets, 151
overbought zones, 440
oversold markets, 151
oversold zones, 440

P
panics, 96-97
paper
assets, 538
umbrellas, 427
parabolic SAR (stop and reverse), 293
Parabolic Systems, 27
parameters
ranges, testing, 571, 574-576
screening, 579
sets, 571
Paris Exchange, 22
past patterns as predictions, 42
patterns
bar charts, 340
ascending triangles, 348
broadening, 352-353
causes of, 336
characteristics of, 334-336
climaxes, 355-357
definition of, 334
descending triangles, 347
diamond top, 353-354
double top/double bottom, 342
flags, 362-364
head-and-shoulders, 359-361
pennants, 362-364



Index

performance, 365
profits, 341
recognition, 336-339
rectangle, 343-345
rounding tops/bottoms, 358
standard triangles, 346-347
symmetrical triangles, 350
triple top/triple bottom, 346
wedges, 355-357

candlestick, 424
multiple-bar, 430-433
one-bar, 425-429
results, 435
two-bar, 425-429

decennial, 183-185

events, 192

fractal, 16

half-mast, 364

horn, 409

impulse, 513-514

January signals, 191

outside reversal days, 261

point and figure charts
one-box reversals, 371, 375-377
three-box reversals, 377, 381-382,

385-390

predictions based on, 42

recognition systems, 567

seasonal, 188, 191

short-term, 393-396
Dead Cat Bounce (DCB), 405-407
gaps, 397-399, 403-404
intraday patterns, 421
island reversals, 407
multiple-bar, 415, 418
one-bar reversals, 407-408
spikes, 404
two-bar reversals, 408-410, 413
volatility, 418, 421

temporal, 177
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payoff ratio, 581, 595
peaks, 254
pegged market, 640
pennant patterns, 362-364
percentages
change methods, 550
envelopes, 325, 328
law of, 547
methods, 259
percent filters, 284
percent profitable, 574
winning trades, 581
perfect profit correlation, 577
performance
measurement of, 24, 631-633. See also
indexes
patterns, 365
periods, 486
fractal nature of, 13
of interest, 13
projection cycles, 499-500
periods less than four years, 185
election cycles, 188
Presidential cycles, 185-187
seasonal patterns, 188, 191
periods longer than four years, 178
17- and 18-year alternating cycles,
182-183
decennial patterns, 183-184
K-waves, 178-180
population waves, 180
permutations, 613
perpetual contracts, 226, 569
pessimism of prices, 94
Philadelphia Stock Exchange, 61
piercing line patterns, 429
pipe formations, 408-410, 413
Pisano, Leonardo, 525. See also Fibonacci
numbers
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pivots, 286, 398
players
markets, 71
sentiment, 92-94

crowd behavior, concept of contrary

opinions, 98-99
decision making, 94-97
measurement of, 99-105, 109-120,
123-132
plot charts, 223. See also charts
plotting
channels, 270-272
scales, 234
arithmetic, 234
semi-logarithmic, 234-236
plurality indexes, 156
plus tick, 641
pockets of predictability, 38
Poincare, Henri, 35
point and figure charts, 236, 239-242,
367, 447
analysis, 369
continuous price flow, 368
history of, 369-371
omission of time and volume, 368
one-box reversals, 371, 375-377
three-box reversals, 377, 381-382,
385-390
trend lines, 273-274
point filters, 284
policies, Federal Reserve Policy (Fed),
211-212
fed funds, 213
free reserves, 214
Two Tumbles and a Jump indicator,
215-217
Valuation Model, 212

polls, 109
advisory opinions, 109-110
American Association of Individual
Investors (AAII), 110

Consensus Bullish Sentiment Index, 112

Consumer Confidence Index, 112
Market Vane Corporation, 112
Sentix Index, 112
Poor, Henry, 25
popsteckle, 477
populations, 180, 616
portfolios, monitoring, 608-609
positions
exiting, 8
sizing, 592, 596-599
positive divergences, 144, 442
positive failure swings, 441
positive reversals, 145, 442
power of cycles, 487
predictions
past patterns as, 42
random walks, 35
drawdowns, 38-39
fat tails, 36-38
proportions of scale, 40-41
predictive technical analysts, 2
premature breakouts, 343
Presidential cycles, 185-187
prices
advances, 145
ask, 59
bids, 59
breakouts, 281
anticipation of, 288-289
confirmation, 282-286
setting targets, 342



Index

candlestick patterns, 424
multiple-bar, 430-433
one-bar, 425-429
results, 435
two-bar, 425-429

confirmation, 463-472, 475-478

cost of funds, 206
long-term interest rates, 207-209
short-term interest rates, 206

declines, 145

discounts, 15

equilibrium, 49-51

history of markets, 22

moving averages
bands, 326-328
calculating, 306-310
channels, 329
directional movement, 321, 324
length of, 310
multiple, 310
percentage envelopes, 325, 328
strategies, 317-319
types of, 312-317

nonrandomness of, 16

patterns
ascending triangles, 348
bar charts and, 340
broadening, 352-353
causes of, 336
characteristics of, 334-336
climaxes, 355-357
descending triangles, 347
diamond top, 353-354
double top/double bottom, 342
flags, 362-364
head-and-shoulders, 359-361
pennants, 362-364
performance, 365
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profits, 341

recognition, 336-339
rectangle, 343-345
rounding tops/bottoms, 358
standard triangles, 346-347
symmetrical triangles, 350
triple top/triple bottom, 346
wedges, 355-357

point and figure charts, 236, 239-242

analysis, 369

continuous price flow, 368

history of, 369-371

one-box reversals, 371, 375-377

three-box reversals, 377, 381-382,
385-390

scales, 234

arithmetic, 234
semi-logarithmic, 234-236

short-term patterns

Dead Cat Bounce (DCB), 405-407
gaps, 397-399, 403-404

intraday, 421

island reversals, 407

multiple-bar, 415, 418

one-bar reversals, 407-408

spikes, 404

two-bar reversals, 408-410, 413
volatility, 418, 421

stops, 289

breakouts, 296
changing, 290
entry/exit, 290

false breakouts, 297-298
gaps, 296

money, 296

protective, 291-292
time, 295

trailing, 292-294
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strike, 66
targets, 527-529
ticker tapes, 222-223
trends
determination of length of, 13-14
identification of, 10-11
interaction with supply and
demand, 12
unchanged, 145
and volume trends, 450
price-weighted averages, 72
primary dealers, Treasury bond
positions, 137
primary trends, 82
probability
and statistics, 612-613
distribution, 621
problems with trend-following
systems, 566
processes, ranges, 231
Profit Magic of Stock Transaction Timing,
The, 486
profits
factors, 574, 580, 595
fading, 568
gross, 574
measures, 580
net, 574
patterns, 341
trends, 250
analysis, 251
determination of, 253-254
directional, 264-272
investor psychology, 253
terminology, 251
trading ranges, 255-258, 261-264
types of, 272-276
progressive stops, 292-294

projections
cycles, 499
amplitude, 500-507
periods, 499-500
targets, 521-522
proportions of scale, 40-41
protective stops, 290-292, 605-606
Providence Journal, 24
psychology
impact on trends, 253
risks, 602
public, 71
pullbacks, 300, 335, 640
pushing on a string, 207
puts
options, 100
sentiment, gauging on, 101-102
Treasury bond put/call ratios, 135
pyramiding, 601

Q
Quantitative Easing (QE), 212
quants, 29
Quinn, Edward S., 445
quote, 640
Qwest, 29

R

Railroad Average, 24
Random Character of Stock Market
Prices, The, 35

Index

A Random Walk Down Wall Street, 35
Random Walk Hypothesis (RWH), 34, 54

random walks, 35
drawdowns, 38-39
fat tails, 36-38
proportions of scale, 40-41
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ranges, 231
average, 285
average true range (ATR), 244
parameters, testing, 571, 574-576
trading, 251
determination of, 255-258, 261-264
patterns, 343-345
true, 285
Raschke, Linda Bradford, 420, 478, 567
Rate of change (ROC), 27, 145, 467
ratio-adjusted summation index
(RASD), 155
rationality, 47-49
ratios
advance-decline, 157
breadth, 157
Liquidity Coverage Ratio (LCR), 204
methods, 549
reactive technical analysts, 2
real body (candlestick charts), 232

real estate investment trusts (REITs), 146

recognition, patterns, 336-339
Recovery Ratio, 582
rectangles
formations, 255
patterns, 343-345
trading, 345
regression
linear least-squares, 10
lines, 266, 577
variables, 620
relationships between variables, 616-621
relative strength, 549-553
relative strength index (RSI), 27, 316,
468-469, 568
relative volume, 119
Renko charts, 245
reports, Commitment of Traders
(COT), 132

requirements, initial capital, 600
reserves, free, 214
residuals, 620
resistance
moving averages, determining, 317
trading ranges, 256-258, 261-264
resources, 2
results, candlestick patterns, 435
retracements, 298-302, 521-522
return on account, 575
Return Retracement ratio, 582
returns, 611-612
breakouts, trading, 302
compound rate of, 615
reversal points, 258-263, 398
reversals, 145, 369, 442
half-cycle, 502
one-box, 371, 375-377
three-box, 377, 381-382, 385-390
reverse triangles, 352
reversion to the mean, 568
rewards, 591
rewards to risk ratios, 595
Rhea, Robert, 25
right shoulders, 360
rising bottom patterns, 382

rising trends, three-box reversals, 385-386

rising wedges, 355

risk, 9, 631
breakouts, trading, 302
counterparty, 63
diversification, 603

Long Term Capital Management (LTCM)

operations, 117
managing, 591-592
of markets, 535
measuring, 581
money management, 593-608
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trends, 250
analysis, 251
determination of, 253-254
directional, 264-272
investor psychology, 253
terminology, 251
trading ranges, 255-258, 261-264
types of, 272-276
risk-averse arbitrage, 49
risk of ruin (ROR) formula, 597-598
risk-return space, 626
ROBO (Retail Only, Buy to Open), 103
robustness, 579
measuring, 580-583
round lot, 641
round numbers, trading ranges, 258
r-squared, 620
ruin, 9
rules
impulse waves, 512
Measured Rule, 342, 364
The Original Turtle Trading Rules, 562
for trend lines, 270
runaway gaps, 400
run bars, 413
runs, theory of, 594, 598
Russian government debt default
(1998), 16
Rydex funds, 116

S

sameness of thinking, 98
samples, 616
saucers, 358
scales, 234, 641
arithmetic, 234
lines, 268
order, 641
proportions of, 40-41
semi-logarithmic, 234-236

Index

scallops, 358
Schabacker, Richard W., 26
Schumpeter, Joseph A., 178
screening
parameters, 579
stocks, 553-557
screen trading, 536
seasonal patterns, 188, 191
seat, 641
secondary offerings, 131
secondary trends, 83
sectors, stock markets, 547
secular emphasis, 538-540
secure f, 599
Securities Act of 1933, 26
Securities Exchange Act of 1934, 26
Security Analysis (1934), 26
selection of markets, 533
investing, 537
screening stocks, 553-557
specific stock selection, 549-553
swing and day trading, 534-537
top-down analysis, 538-542, 545-547
selling. See also buying
climaxes, 113
short, ununiformed, 120
stops, 289
breakouts, 296
changing, 290
entry/exit, 290
false breakouts, 297-298
gaps, 296
money, 296
protective, 291-292
time, 295
trailing, 292-294
semi-logarithmic scales, 234-236
sentiment, 91
based on options, 100-101
bonds, 135, 138-139
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calls/puts, gauging on, 101-102

contrary opinions, measuring, 113, 116,

119, 122
crowd behavior, concept of contrary
opinions, 98-99

decision making, effect of bias on, 94-97

definition of, 92
gold, 140
informed players, measurement of,
128, 132
investor psychology, 91
players and, 93-94
polls, 109
advisory opinions, 109-110
American Association of Individual
Investors (AAII), 110
theory of contrarian investing, 92
uninformed players, measurement of,
99-105, 109-120, 123-127
volatility and, 104-105, 108
Sentix Index, 112
sequences, Fibonacci, 526
golden ratio, 526-527
price and time targets, 527-529
serial dependence, 620
setups, 394
shadows, 233
shakeouts, three-box reversals, 389-390
shares, number of, 596
shark patterns, 416
Sharpe ratio, 575, 582, 632
Sharpe, William, 632
shooting star patterns, 428
short, 641
short covering, 641
Short Interest Ratio, 120
short sales, 641
uninformed, 120
short-term indicators, 173-174

short-term interest rates, 206
short-term patterns, 393-396
Dead Cat Bounce (DCB), 405-407
gaps, 397-399, 403-404
intraday, 421
island reversals, 407
multiple-bar, 415, 418
one-bar reversals, 407-408
spikes, 404
two-bar reversals, 408-410, 413
volatility, 418, 421
shoulders, 245
sideways trend, 9
signals
January, 191
moving averages, 319
stops, 607
simple moving averages, calculating,
306-310
Skinner, B. F., 337
slippages, 447, 536
Sloan School of Management, MIT, 16
Smith, Edgar Lawrence, 183
soft assets, 538
Sortino ratio, 583
specialist breakouts, stops, 297-298
speculators, 66
speed lines, 274
spikes, 404
three-box reversals, 388
volume, 458-460
breakouts, 459
climaxes, 459
spirals, 459
spinning tops, 426-427
spirals, shock, 459
spotting uptrends, 265-270
spread-adjusted contracts, 570
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spreads
bid-ask, 59
stock market yield, 209
triple bottom patterns, 384
triple top patterns, 384
Stack, John, 151
stagflation, 210
standard deviations, 285, 615
standard normal variables, 623
Standard & Poor’s Depository Receipt
(SPDR), 61
Standard Statistics, 25
standard triangle patterns, 346-347
STARC Bands, 328
statistically significant outcomes, 621
statistics
artificial intelligence, 634-636
descriptive, 613
measures of central tendency, 613-615
measures of dispersion, 615-616
relationships between variables,
616-621
inferential, 621, 624-625
modern portfolio theory (MPT), 625-626,
629-631
mutual funds, 114-116
performance measurement, 631-633
probability and, 612-613
returns, 611-612
volume, 447-448
Steckler, David, 477
Sterling ratio, 583
Stiglitz, Joseph, 44
stochastic oscillators, 471-473
stock ahead, 641
Stock Market Profits (1934), 26
stock markets. See also markets
bond markets and, 544
sectors, 547
yield spreads, 209

Index

Stock Market Theory and Practice
(1930), 26
stocks
indexes, 24
prices, 1. See also prices
screening, 553-557
selecting, 549-553
ticker tapes, 222-223
Stocks and Commodities, 417
Stock Trader’s Almanac, 188
stops, 289, 606
breakouts, 296
changing, 290
entry/exit, 290
false breakouts, 297-298
gaps, 296
limit orders, 641
lines, 292
money, 296
orders, 641
protective, 291-292
time, 295
trailing, 292-294
Stowell, Joe, 413
strategies, 9. See also risk
bands, 328
envelopes, 328
money management, 592, 604, 607-608
moving averages, 317
price extremes, 318-319
resistance/support, 317
signals, 319
trends, 317
stretches, 421
strike prices, 66
structures
Elliott Wave Theory (EWT), 509-510
alternatives to, 522-523
applying, 523-525
correction waves, 516-518



Index

guidelines, 519
impulse waves, 512-514
projections, 521-522
subscription letters, 25
subwaves, 512-514. See also waves
suitability of markets, 535
summations, 486
supply and demand, 15
trends, 12
supply, money supply (M1/M2), 199-201
support
moving averages, determining, 317
trading ranges, 256-258, 261-264
suspension gaps, 401
swaps, 67
swing trading, 534-537
symmetrical triangle patterns, 350
systematic risk, 631
System MAR, 576
systems
discretionary, 560-562
monitoring, 608-609
necessities of, 560
nondiscretionary, 560-562
optimizing, 576-583, 586-587
testing, 568-571, 574-576
trading, 562
decision making for design, 564-565
requirements for designing, 563
types of technical, 565, 568

T

targets
breakouts, setting prices, 342
prices, 527-529
projections, 521-522
stops, 608
time, 527-529
T-bills, positions, 138

703

technical analysis
advances in, 28-31
assumptions, 7-8, 15-17
behavioral finance, 51-52
criticisms of, 52-53
definition of, 1
empirical support for, 53-54
history of, 24-28
trends
converting into money, §-9
definition of, 9
determination of length of, 13-14
identification of, 10-11
interaction with supply and
demand, 12
Technical Analysis and Market Profits
(1932), 26
Technical Analysis of Stocks and
Commodities, 2, 151
Technical Analysis of Stock Trends, 1, 26
technical systems, types of, 565, 568
temporal patterns, 177
terminology, trends, 251
testing
oscillators, 101-102
out-of-sample (OOS), 577-578
systems, 568-571, 574-576
theorems, Dow Theory, 80-82
confirmation, 84
criticisms of, 87-88
minor trends, 84
primary trends, 82
secondary trends, 83
volume, 86-87
theories
contrarian investing, 92
of runs, 594, 598
Theory of Speculation, 35
Thompson, William, 178
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three black crows patterns, 432
three-box reversals, 377, 381-382, 385-390
three inside down patterns, 432
three inside up patterns, 432
three outside down patterns, 433
three outside up patterns, 433
Three-Step rule, 217
three white soldiers patterns, 432
throwbacks, 299-300, 335
throw-overs, 515
thrust
breadth, 158-159
buy signals, 155
up and down volume indicators, 162
ticker tapes, 222-223
tickets, orders, 642
ticks, 174
Tillman, Jim, 504
Tillman method, 504-506
time
breakouts, 284
in force, 641
horizons, 536
moving averages, length of, 310
point and figure charts, 241, 368
to recovery, 582
series, 617, 633
stops, 295, 607
targets, 527-529
Tokugawa period, 22
tools, testing, 570
top-down analysis, 538-542, 545-547
Toronto Stock Exchange, 61
Trade MAR, 576
trading. See also buying; selling
breakout, 264
breakout, risk/return ratios, 302
diamond top patterns, 354
double formations, 343

Index

events, 192
flags, 363
frequency, 603
head-and-shoulders patterns, 362
markets
investing, 537
screening stocks, 553-557
selecting, 533
specific stock selection, 549-553
swing and day, 534-537
top-down analysis, 538-542, 545-547
options, sentiment based on, 100-101
pennants, 363
ranges, 251
determination of, 255-258, 261-264
patterns, 343-345
systems, 568
rectangle patterns, 345
screen, 536
slippage, 447
systems, 562
decision making for design, 564-565
optimizing, 576-583, 586-587
requirements for designing, 563
testing, 568-571, 574-576
types of technical, 565, 568
triangle patterns, 351
wedges, 357
traditional advance-decline methods,
150-151
trailing stop-loss order, 641
trailing stops, 290-294, 606-607
training, 3
transactions, ticker tapes, 222-223
translation, cycles, 489
Transportation Average, 25
Treasury bonds
futures put/call ratios, 135
primary dealer positions, 137
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Index

trend following systems, 565
trends, 7-8, 81

Treynor measure of performance, 632
triangle patterns, 346-347

analysis, 8-9, 251
channels, 355
confirmation, 463
connections with, 415
definition of, 9
determination of, 13-14, 253-254
detrending, 493
directional, 264-272, 321, 324
identification of, 10-11
indexes/oscillators, 465-478
interaction with supply and demand, 12
investor psychology, 253
lines, 11
accelerating, 268
breakouts, 282-289
decelerating, 269
internal, 272
one-box reversals, 372
rules for, 270
stops, 607
three-box reversals, 378
types of, 272-276
minor, 84
momentum, 463-464
motive impulse waves, 511
moving averages, 310
determining, 317
price extremes, 318-319
price and volume, 450
primary, 82
profits, 250
retracements, 298-302
secondary, 83
slope method, 552
terminology, 251
trading ranges, determination of, 255-264
trend ID, 442
uptrends, spotting, 265-270

ascending, 348
descending, 347
symmetrical, 350
triangle waves, 518
triangular moving average (TMA), 316
triple bottom patterns, 383
triple top patterns, 383
triple top/triple bottom patterns, 346
troughs, 254
true ranges, 285
truncation, waves, 515
trustworthy data, constructing charts,
224-226
Tulip Bulb Mania, 22
Twiggs Money Flow, 454
two-bar breakouts, 410
two-bar candlestick patterns, 425-429
two-bar reversals, 408-410, 413
Two Tumbles and a Jump indicator,
215-217
Tyco, 29
types
of charts, 227, 244
bar charts, 230
candlestick charts, 232-234
cloud, 242-243
Kagi, 244
line-break, 245-246
line charts, 227, 230
point and figure, 236, 239-242
Renko, 245
of contracts, 59
of divergence, 145
of markets, 58-59
cash markets, 60
derivative markets, 62-67
forwards, 67
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futures markets, 63-65
option markets, 66-67
swaps, 67
of moving averages, 312
exponentially smoothed moving
average (EMA), 313-315
geometric moving average
(GMA), 316
linearly weighted moving average
(LWMA), 313
triangular moving average
(TMA), 316
variable exponentially smoothed
moving average (EMAs), 316-317
Wilder method, 315
of patterns, 334-336
of players, 93
of scales, 234
arithmetic, 234
semi-logarithmic, 234-236
of short-term patterns, 396
Dead Cat Bounce (DCB), 405-407
gaps, 397-399, 403-404
intraday, 421
island reversals, 407
multiple-bar, 415, 418
one-bar reversals, 407-408
spikes, 404
two-bar reversals, 408-410, 413
volatility, 418, 421
of technical systems, 565, 568
of trend lines, 272-276
of trends, 9

U

unbiased estimates, 616
unbounded oscillators, 151
unchanged issues indexes, 157
unchanged prices, 145

Index

underlying, 62
underwater curve, 583
uninformed players, 93, 99-112, 115-127
uninformed short selling, 120
unit root tests, 633
unquantifiable contrary indicators,
122-123
unusual indicators, 125-127
unusual risks, 602
unweighted indexes, 74
up and down volume indicators, 160
9-to-1 up volume days, 163
10-to-1 up volume days, 163
Arms Index, 160-162
Ninety Percent Downside Days (NPDD),
162-163
thrust, 162
upper shadows, 233
upticks, 65, 641
uptrends, 9
spotting, 265-270
U.S. dollars
gold, 541
and stock markets, 545

\Y%

Valuation Model (Federal Reserve), 212
Value Line Ranking System, 555
variables
EMAs, 316-317
optimizing, 568
regression, 620
relationships between, 616-621
time series, 617
variances, 615-617
variations, 487
velocity, money, 202
vertical charts, 556
Vickers Stock Research, 129
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VIX patterns, 420
volatility, 536
and sentiment, 104-105, 108
breakouts, 285
patterns, 418, 421
stops, 607
volume, 537
breakouts, 285
confirmation, 443
definition of, 444
displaying, 444, 447
Dow Theory, 86-87
indexes, 449
On-Balance-Volume (OBV), 449-450
price and volume trends, 450
Williams Accumulation Distribution
(WAD), 453
Williams Variable Accumulation
Distribution (WVAD), 451-452
oscillators, 453, 457-458
Chaikin Money Flow, 454
Chaikin Oscillator, 455
Elder Force Index (EFI), 456-457
Money Flow Index (MFI), 455
Twiggs Money Flow, 454
point and figure charts, 368
relative, 119
spikes, 458-460
breakouts, 459
climaxes, 459
spirals, 459
statistics, 447-448
up and down indicators, 160
9-to-1 up volume days, 163
10-to-1 up volume days, 163
Arms Index, 160-162
Ninety Percent Downside Days
(NPDD), 162-163
thrust, 162

Volume Price Confirmation Indicator
(VPCI), 460

volume weighted average price
(VWAP), 642

W

waists, 245
waiting for retracement, 301
walk forward optimization, 579
walls, 374
Wall Street Journal, 2
first version of DJIA, 24
price discounts everything, 15
trends, 14
wavelet modeling, 490
Wave Principle, The, 510
waves
Elliott Wave Theory (EWT), 509
alternatives to, 522-523
applying, 523-525
correction, 516-518
guidelines, 519
impulse, 512-514
projections, 521-522
motive impulse, 511
Web, charting sites, 223
wedge patterns, 355-357
whipsaws, 290, 311
whole samples, 578
wicks, 233
wide-range bars, 419
wide-ranges, 404
Wilder, Jr., J. Welles, 27, 315, 321, 468
Wilder moving average, 315
Wilder’s ADX, 476
Williams Accumulation Distribution
(WAD), 453
Williams, Larry, 259, 394, 413, 416,
448, 567
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Williams Variable Accumulation
Distribution (WVAD), 451-452

windows, 426

WorldCom, 29

Wyckoff, Richard D., 25, 370, 555-556

Wyckoff Wave, 556

X-Y
yang lines, 245
Yardeni, Ed, 212
yield
curves, 203
stock market spreads, 209
yin lines, 245

Z

Zero Plus Tick, 641
zigzag corrections, 516
zones
overbought/oversold, 440
resistance/support, 262-263
Zweig, Martin, 159
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