vy

"TECHNICA

The Complete Resource
for Financial
Market Technicians

ANALYSIS

I CHARLES D. KIRKPATRICK

JULIE R. DAHLQUIST




Vice President, Publisher: Tim Moore
Associate Publisher and Director of Marketing: Amy Neidlinger
Executive Editor: Jim Boyd

Editorial Assistant: Pamela Boland
Operations Manager: Gina Kanouse

Senior Marketing Manager: Julie Phifer
Publicity Manager: Laura Czaja

Assistant Marketing Manager: Megan Colvin
Cover Designer: Chuti Prasertsith

Managing Editor: Kristy Hart

Project Editor: Betsy Harris

Copy Editor: Karen Annett

Proofreader: Kathy Ruiz

Indexer: Erika Millen

Compositor: Bronkella Publishing
Manufacturing Buyer: Dan Uhrig

© 2011 by Pearson Education, Inc.
Publishing as FT Press
Upper Saddle River, New Jersey 07458

FT Press offers excellent discounts on this book when ordered in quantity for bulk purchases or special sales. For more
information, please contact U.S. Corporate and Government Sales, 1-800-382-3419, orpsales @pearsontechgroup.com.
For sales outside the U.S., please contact International Sales at international @pearson.com.

Company and product names mentioned herein are the trademarks or registered trademarks of their respective
owners.

All rights reserved. No part of this book may be reproduced, in any form or by any means, without permission in
writing from the publisher.

Printed in the United States of America
First Printing November 2010

ISBN-10: 0-13-705944-2
ISBN-13: 978-0-13-705944-7

Pearson Education LTD.

Pearson Education Australia PTY, Limited.
Pearson Education Singapore, Pte. Ltd.
Pearson Education Asia, Ltd.

Pearson Education Canada, Ltd.

Pearson Educacion de Mexico, S.A. de C.V.
Pearson Education—Japan

Pearson Education Malaysia, Pte. Ltd.

Library of Congress Cataloging-in-Publication Data

Kirkpatrick, Charles D.

Technical analysis : the complete resource for financial market technicians / Charles D. Kirkpatrick and Julie
Dahlquist. — 2nd ed.

p. cm.

Includes bibliographical references and index.

ISBN 978-0-13-705944-7 (hbk. : alk. paper)

1. Technical analysis (Investment analysis) 2. Investment analysis. 1. Dahlquist, Julie R., 1962- II. Title.

HG4529.K564 2011

332.63°2042—dc22

2010032991



This book is sold with the understanding that neither the author nor the publisher is engaged in
rendering legal, accounting, or other professional services or advice by publishing this book. Each
individual situation is unique. Thus, if legal or financial advice or other expert assistance is required
in a specific situation, the services of a competent professional should be sought to ensure that the
situation has been evaluated carefully and appropriately. The author and the publisher disclaim
any liability, loss, or risk resulting directly or indirectly, from the use or application of any of the
contents of this book.



CONTENTS

Acknowledgments ........cccceeeetciiiiitctctiscscnans XXiv
Aboutthe AUthOrS . oo e v ttteeeeeeeeeeeeeeeessesssssaanns xxvi

Part I: Introduction

1

2

INTRODUCTION TO TECHNICAL ANALYSIS + ¢ coceccccccssed

THE BASIC PRINCIPLE OF TECHNICAL ANALYSIS—

How Does the Technical Analyst Make Money? cccceecececsecees 10
WhatIsa Trend?..ceeecececsceccccsccssccsscssscsscssscssnsll
How Are Trends Identified? cccceeeceeccccccccccccsccccscsceeel?
Trends Develop from Supply and Demand .c.ccccceeceeccccccsss 14
What Trends Are There? ccceeeccecccccsccccccsccccsssssssees 15
What Other Assumptions Do Technical Analysts Make? ........ 17
Conclusion..cccceeecccscesccscccsssscsssscssssccssssscssseesl9
Review QuestionS.ccceccccccsceccsccccscscsccsssscsscsccsccsell



X Contents

3 HISTORY OF TECHNICAL ANALYSIS 23

Early Financial Markets and Exchanges «.ccecececcccssccccees23
Modern Technical AnalysiS «cccceeeecccsssscccccccssscccccces 26
Current Advances in Technical AnalysiS ¢ccccocccccccccccscsss30

4 THE TECHNICAL ANALYSIS CONTROVERSY 33

Do Markets Follow a Random Walk? ..ccccececcsccccccsccsecseId

FQETAILS oottt et e e e e enbaeennaeenes 36
DFAWAOWIS ...ttt ae e naeeensaessneeenees 37
Proportions Of SCALE ............ooeceeecieeeiiecie ettt 39
Can Past Patterns Be Used to Predict the Future? .ccccceeveeee.40
What About Market Efficiency?.....ccccceecccccccccccccscces 41
INEW INfOTMALION ...ttt 42
Are INvestors RATIONAL? ............ccccoueeiuieeiieeiiieeiieee et 46
Will Arbitrage Keep Prices in EGUIlibrium?.............cccoevevvvvceeeneeennnan. 47

Behavioral Finance and Technical AnalysiSeccceccccecccccececcss 49
Pragmatic Criticisms of Technical AnalysiS.ccccccccccccccccces S0
What Is the Empirical Support for Technical Analysis? .....cc...52
Conclusion..ccceeeecsccccccccssssccsccccccssssccscccsssssssed2
Review QueStionS.cceececcccsceccccscscscccsscscscssscscscceedd

Part II: Markets and Market Indicators

5 AN OVERVIEW OF MARKETS .cccceescccccccccccooesed]

In What Types of Markets Can Technical Analysis Be Used? ....58
Typesofcontracts..........................................59
CASI MATKEE ..ottt 60
DerivVALIVE MAFKELS .........ooooeeeeeeeeiiiiieeeeeeeeeee et 62

SWAPS ANA FOTWATAS.........oooeeeiiiiiiiiiiiiiiiieitet et 66



Contents Xi

HOWDoesaMarketwork? ..................................“
WhOAretheMarketPlayerS?................................68
HOWIStheMarketMeasured? ...............................69

Price-Weighted AVEFQZE ...............ccueeveeeceeeeiiesiieeieeeieesieeeaee e 70
Market Capitalization Weighted Average .............ccccccevoeeveevcnnennnnnnn. 71
Equally Weighted (or Geometric) AVerage ..............coeevueeecuveeceeeneveennne. 72

ConcluSioN e cocsccccsccocsscsssscscssosssssscssssssssscsssse /I
Review QueStionS.cceececcccsceccccsccscsccsscscscssscsccsccee /3

6  Dow THEORY 75
Dow Theory Theorems «ccceecceseccccsscccsscscsccccscssccss /8

The Primary TreNd. .............ccccueieeecueeieeiiieeeeiee et eeiteeeeiee e 80

The Secondary Trend................cooceevueiiieiiniiiiiiiiniieiieeeeeeee e 81

The Minor Trend.............coocueeveiiiiiiiiiiieieieeieeseese et 81

Concept of CORfITMALION ......c..eeeveeinieiiiiieiiieiieeseee et 82

IMportance Of VOIUMIE ..............cocccueeeeiiieieeiiiieeeiee e eeee e 83

CritiCismSOftheDOWTheory................................85
COHC]“Sion.................................................86
ReVieWQuestions...........................................86

7 SENTIMENT 89

What Is Sentiment? cccececeeeccccsccccccccscsscccssscscssece I
Market Players and Sentiment «cccececscccccsccccscccsscscess 91
How Does Human Bias Affect Decision Making? cccceeecescceee 92
Crowd Behavior and the Concept of Contrary Opinion.........95
How Is Sentiment of Uninformed Players Measured?...........96

Sentiment Indicators Based on Options and Volatility ......................... 97
POLLS ..ottt 102
Other Measures of Contrary OPIRION ............ccceevceeerceeeeceeencieeiieeenens 107
Unquantifiable Contrary INAiCAtOTS .........ccccouveeeveviieniiianiieeieeeieens 116

Historical INAICATOTS ..........uueeeeeeeeeeiiiiiiiiiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeeeenn 117



Xii

Contents

How Is the Sentiment of Informed Players Measured?......... 118

INSTACTS ..ottt et 118
Sentiment in Other Markets cccccecccccccsccccccscccccccsees 124
Treasury Bond Futures Put/Call RAtio .............ccccocueevoueenceiniiinnncnn, 124
Treasury Bond COT DAL .............cccceeveueerieiaiiiaiiieiiienieenieeeieees 125
Treasury Bond Primary Dealer POSItIONS ..........cccceeeeueeeeecueeeeeieaen, 125
T-Bill Rate Expectations by Money Market Fund Managers ............. 126

Hulbert Gold Sentiment INdeX cccoccccococcsccscscsscscsssse 128
ConcluSioNecesceccsccscscccssscscsscsssscsscssssssssscsssse 128
Review QuestionS.ceceeeccccescsccccccsccscccsccssccsccscces 129

MEASURING MARKET STRENGTH 131

MarketBreadth...........................................133

The Breadth Line or Advance-Decline Line...............ccccccccouveeeeunnnne. 134
Double Negative DiVergence...........oucuuieeeceieeeeieeeeiieeeeiieeeenieeeenenes 136
Traditional Advance-Decline Methods That No Longer Are
PFOJUADIC..........ooooeeeeeeiiieeeee ettt 138
Advance-Decline Line to Its 32-Week Simple Moving Average.......... 139
Breadth Differences .........uiieeeiieeeciieeeciieeeeeee et 140
Breadth RATIOS ..........ocueveeeeeeieieieeeeeeee et 146
BFeQdth TRVUST ........oooeeeieeeeiiee et eeee et e e 147
Summary of Breadth INAICAIOTS............ccoceevveiiiiiiiiiiiiiinieeiieeniee, 148
Up and Down Volume Indicators cceeecccccecsssccccccccscsss 149
The Arms INAEX ........cccovoeiiiiiiiiiiiiieiet e 149
Ninety Percent Downside Days (NPDD)............cccccoveeeeeeeceeencenennnnn. 152
10-to-1 Up Volume Days and 9-to-1 Down Volume Days ................. 153
Net New Highs and Net New LOWS.ccceecceccsccccccscccscess 154
New Highs Versus NeW LOWS .........cccueeeueeecueeecieniieeiieeieeeeeeesnveennens 155
High Low LOZIC INAEX .......c..ooeeeeeeiieeiieeiieeeie e 156
Hindenburg OMEN ............cccveeeueeeciieeiiieeiieeeeeeeeie e esveesveesaeesaeens 157
Using Moving AVerages «ccceeecesscecsssccssscscsssscsssses 157
Number of Stocks above Their 30-Week Moving Average................... 157
Very Short-Term Indicators «..cccceeeeeescccccccccccssscess 159
Breadth and New Highs t0 NeW LOWS ......c.cccccveviieeiieeaiieeiieenieennenn 159
INEE THCKS ettt 160

COHC]“Sion................................................161
ReVieWQueSﬁonS..........................................162



Contents

9

10

xiii

TEMPORAL PATTERNS AND CYCLES 163

Periods Longer than Four YearS...cceceeececsscecccccccccsss 164

Kondratieff Waves, o1 K-Waves ...........cccccceeeeeerieesieeniieeeieeeieesieans 164
34-Year HiStOriCAl CYCLES........ccuueecueeeeiaaiieeiiesie e 166
DeCenNiQl PATIOTTL..........ccccveeeeeeeeeeeeeee e 168
Periods of Four Years or eSS ccccccectecccccccccsccccccccass 169
Four-Year or Presidential CycCle............ccccueeeeeveeieeeiineeeiiieeecieeeenne 170
Election Year PATTETT ..............ccceevueeeeeeeeeccieeeeee e eeeecieeeeeeeeeans 171
SCASONAL PATTETILS ... eeeeaeee e eeeans 172

EventS....................................................175
COHC]“Sion................................................175
ReVieWQuestions..........................................176

FLow oF FuNDs 177

FundSintheMarketplace ..................................178

Money Market FUIAS .........cc.oooeeeeeeeeeiiieeeiiee e eeieeeevee e 178
MaAFGin DeDt .......cc.eooviiiiiiiiiiiiiieee ettt 179
Secondary Offerings ........occcouveeviiiiiiiiiiieiiii ettt 180
Funds Outside the Security Market...ccceecccceccccsceccssess 181
Household Financial ASSELS ..........oouceueeeeecueeeeeiieeeecieeeeeieeeeeieee e 182
MONEY SUPPLY ..ot 183
BANK LOGIS ...ttt e 184
The Cost of FUNAS ¢cccccccccccccccsccccccccccssssccccccssss 185
Short-Term INterest RALES ...........cocceeieeiieiiaiiiiiesienieneeeeseeeeiens 185
Long-Term Interest Rates (or Inversely, the Bond Market) ............... 187
MONEY VEIOCTLY ..ottt s 187
MISEFY INACX ...ttt eaeeeaae e s 188
Fed POliCY.eeceecceecscesaosccscscscssscsssssscssccssccsceeel190
Fed POLICY FUTUTES .....oooeeeeeeeeeieeeee et eieesieeeiaestee e sveesnnee e 191
The Federal Reserve Valuation Model..................ccccovevvinvinncnncnnn. 192
Three Steps and a STUMDIe ...............coeeeeeeeeieiiiieiieiieeeie e 193

Yield CUTVE oot 194



Xiv

Contents

COHCIIISion................................................195
ReVieWQueSﬁonS..........................................196

Part III: Trend Analysis

11

12

HiISTORY AND CONSTRUCTION OF CHARTS ccccceccees.199

History of Charting..ccececceeecccscccscsccccssccssscccssss 20l
What Data Is Needed to Construct a Chart?...cceceeececcceses 204
What Types of Charts Do Analysts Use? ceceecccceccscscccsss 200

LITE CRATLS oot 207
BT CHATLS ..ottt 210
CaANALESTICK CRATLS ..ot 211
What Type of Scale Should Be Used? «ccccceececccccsceccscans 213
AFITMELIC SCALC.......c..eveeeeeeeeeeeceeeeeeeeeeieee e 213
Semi-Logarithimic SCALe...............cccoueveiieiiieiiiiiieeiie e 214
Point-and-Figure Charts cc.ccccccccecccccsccccccccccsssscsss 215
One-Box (Point) ReVErSQl............ccuuieecvueiiecciiiieeiiiieeeieeeeeiieeeeeveaeeans 216
BOX STZO e 217
MUIEIDOX REVEFSAL.......eeveeeeeeeeeeeeeeiieeiiiiiiiiiieiieeeeeeeeeeeeeeeeeeeeeeeeeeee 217
TUIC .ot a e e e aaaaaas 218
AFTIIMELIC SCALE............coooeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeee e 220
Logarithmic SCALe..........ccccoovveiviiiiiiiiiiieiiieeteeteee e 220

Conclusion................................................220
Review QuestionS.cececccecceccccscscescsscsccscsccscsscsees22l

TRENDS—THE BASICS 223

Trend—The Key to Profits ....ccccccceeeeccccccsccccccccass 224
Trend Terminology ¢ ccccececccccccssccsssscccsssccssssessss 225
Basis of Trend Analysis—Dow Theory cceceececcecccscccsesees225
How Does Investor Psychology Impact Trends? ccceccceeccssss 226

HOWIStheTrendDetermined? .............................227
Peaks and TrOUGNS .............cccuveeceieeciieeiieeceeecee e ese e 228



Contents XV

Determining a Trading Range «...cccceeececcccccccccccscsse230

What Is Support and ReSiSIANCE? ...........cocoueevceeviuiiiiiiaieeiieeeieeien 230
Why Do Support and Resistance OCCUT? ..........cccuevveevveeeieeanieannenn 230
What About Round NUMDETS? ........cccueveeeeueeieeiiieeeiieeeeeieee e 232
How Are Important Reversal Points Determined? ...............ccccco...... 232
How Do Analysts Use Trading Ranges?...........cccccucvevvceeeicueenceeennenn 236
Directional Trends (Up and Down) ccccceececcccccccscccscsses 237
What Is a Directional Trend? ............cccooeeeeeeeeceeieniiiieeeiiieeeeeeeeennes 238
How Is an Uptrend Spotted? ............cccoceevveeniieiniieiniiiiniiiniieenieennn 238
CRANNCLS ..ottt et e et e e sebaea e e 243
Internal Trend LiNes ..........cccuieeeeueieeeiiieeeeiieeeeieee et eee e e 244
REITACEMENLS ...ttt 245
Pullbacks and TRIOWDACKS ............ccccueeeeeciiiiiiiieeieiieeesieeeeiee e 247
Other Types of Trend LineS ccececcccccccsccccccscccsscccsss 247
Trend Lines on Point-and-Figure CRATLS.........ccccevuveecveecrieecreeeeneeannn, 248
SPEOA LINES .....vveeeveeiieeieeeeeeeeeeee et e e estaeeaaeetae e svaessaaessseeens 248
ARArews PIICROTK .......c..ooovuviiiiieiiiecieeeieeeee ettt 249
GANN FAN LINES ...ttt 250

ConcluSioNecesceccsccscsscscsscscsssscssssosssscsssscsssse2dl
Review QuestionS.ceceecccececccscccsscssccssccsccssccsccee2dl

13 BREAKOUTS, STOPS, AND RETRACEMENTS 255
BreakoutS. cceeeccecccccsccccccsccsccccccsccccccsscsccccsesSS
How Is Breakout CORfirmed? ..............cccouvueevceiniieiniiiniiiiieienieennen 256

Can a Breakout Be ANticipated? .............ccccccevveenuiencueenceeniienieennnn, 262

What Are Entry and EXit STOPS? .....cueeevuieeeueeeeieeiiieecieeeciee e eeveenenees 263
Changing StOP OFAEFS ..........cccueevuveeeueeecreeeeiieeeieesieesieesveeeveesveeenes 264

What Are Protective STOPS? .......cueeeueeeceeeeieeeeieeeiiesieeesieeesveesveeneneas 264

What Are Trailing STOPS?.......oeoeueeeeeeeiiecieeecieeeieeeiee e eeiee e eneaes 265

WHhat Are Time STOPS?....cc.uueeeeeeecieeeieeeieesieeeee e vteeieeeiee e s 268

What Are MONEY STOPS?.....occcueeeeeeeeiieeiiieeieeeieeeteeereeeaeeesaee e esene s 269

How Can Stops Be Used with Breakouts?...............coceeeveeeecevencvnennnnnn 269

Using Stops When Gaps OCCUT .........ccuveeeueeeceeeeiresiiesieeeieesveesveeans 269
Waiting for Retracement .............c..oeeeueeeeeueeeeeiieeeeieeeeeieeeeeieee e 270
Calculating a Risk/Return Ratio for Breakout Trading...................... 271

Placing Stops for a False (or “Specialist”) Breakout ........................ 272



Xvi

14

Contents

COHCIIISion................................................273
ReVieWQueSﬁonS..........................................274

MOVING AVERAGES 275

What Is a Moving Average? cc.eeeccccccsscccssssccssssccsss 2760
How Is a Simple Moving Average Calculated? ....ccccc0eees..276

Length of MOVIng AVETAZE...........ccecuieieieeiieeieeiiieeiee et 279
Using Multiple MOVING AVEFAZES .........ccocueeeeueeeeiresiieiieeeieeeieeeieens 280
What Other Types of Moving Averages Are Used? .ccccceeee0.281
The Linearly Weighted Moving Average (LWMA) ..........ccccoccveveueennne. 282
The Exponentially Smoothed Moving Average (EMA)....................... 282
Wilder MethOd ..............oooeeeeeiieeiiieeeciie ettt 284
Geometric Moving Average (GMA)..........cocceevveeniiiniienieniieeeeeans 284
Triangular Moving AVerage..............ccoucceeveeeeiueenieenieenieeneesieeeens 285
VATIADLIE EMAS........ooooeeeiieeiieeeeeee ettt 285
Strategies for Using Moving AverageS..ccceeecccccccscscccsss 285
Determining TrENd............cccueeieecueieeeiiiieeeiie et eee e e 285
Determining Support and ReSISIANCE ...........ccccevvueevceenceiiniianieennnen 286
Determining Price EXITOMES .........ueeeeueeeeeeiieeeeieeeecieeeeeieeeenieee e 287
Giving Specific SigRalS..........ccccooveeviiiniieiiiiiiiiiiiiieeeeee e 288
What Is Directional Movement?...cccccecccccscssscccccccssss 288
Constructing Directional Movement Indicators..............c..ccueevennn.. 289
Using Directional Movement INAICALOTS ...........ccveveureecurenciieareenreanns 289
What Are Envelopes, Channels, and Bands? .cccccceeeceecceees 291
Percentage ENVElOPes ........ccuueceeecieecieeiiieeeiieesieesieesiveesveesveesnee e 291
BARAS ..ot 292
Trading Strategies Using Bands and Envelopes...................ccceeeuvenn... 294
CRANNEL ..ot e 295

ConcluSionN..cceceecececcsccsccscscssosscsssssssscscssscssssce 290
Review QuestionS...cccceeescccecsscccssscccsssccssssccssseld’



Contents xvii

Part IV: Chart Pattern Analysis

15 BAR CHART PATTERNS cecvccccccccccscccccsssssssd01

WhatIs a Pattern?...cccccceccccccccccccccccccccccccccccccee 302

Common Pattern CRATACIETISTICS .....uuueuuuueeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeenens 302

DoPatternsEm‘st?.........................................303
Behavioral Finance and Pattern ReCOGNition .............c.ccccecceeveeeennen. 304

Computers and Pattern Recognition...ccceeeccccecccccscccss 305
Market Structure and Pattern Recognition . .ccececccccccscsss 306
Bar Charts and Patterns «.cceecccsecccccscccsscccsssccccsse 307
How Profitable Are Patterns? cccceeeesccscsscsscssscssccsees 308
Classic Bar Chart Patterns c...ccecececcccccccccsssscccscess 309

Double Top and Double BOttON ..............cccueeeceeriieniieeiieeiieeeieeeee 309
Rectangle (Also “Trading Range” or “BOX”).....cccccvovevvveiveencenannnnn. 310
Triple Top and Triple BOHOM. ..........cccooeceeeieieiiieniieieeeee e 313
Standard TriANGLES ............cccveveueieiiiiiiiiiiieece et 314
Descending Triangle...............oocueevuieiiieiiiiieieeiieeie et 315
ASCeNding TriANGLe............ccc.ooevueieiiieiiieiiieeeesee et 317
Symmetrical Triangle (Also “Coil” or “Isosceles Triangle”)............ 317
Broadening PATIEINS ...........cccueveuieiiieiiieiieeeieeiee et 320
DiamMONA TOP ......ccueeeeieiieieee ettt 321
Wedge and CLIMQAX .........ccccoeeeeeeiiiiiiieiiieeeeeeeete et 322

Patterns with Rounded Edges—Rounding and Head-and-
Shoulders c.ccceeeecccscccccccsssccccccscccssssccsceeeI2S

Rounding Top, Rounding Bottom (Also “Saucer,” “Bowl,” or

CCUP” ) ettt ettt 325
Head-and-Shoulders.................occeevoieioiiiniiieiiieiieeiieeee e 326
Shorter Continuation Trading Patterns—Flags and Pennants

(Also “Half-Mast FOTMAION” ) ......cc.coveueeieianiianiiesieeeie s 329

Long-Term Bar Chart Patterns with the Best Performance
and the Lowest Risk of Failure.......cccceeeeecececcces 332

COHCIIISion................................................332
ReVieWQueSﬁonS..........................................333



xviii

16

17

Contents

POINT-AND-FIGURE CHART PATTERNS 335

What Is Different About a Point-and-Figure Chart? ..c...ccc... 336

Time and Volume OMItted. ...........c..cccoueeveeeeuieiiieniieiieeeee e 336
Continuous Price FIow NeCeSSATY ........cceeevueeeceeriieiieeeiieecieeenieeenes 336
“Old” and “New” MetROdS ...........cccocoeueeeeeeeiieeiieeiieeiie e 337

History of Point-and-Figure Charting......cccccceeeeeececesss 337

One-BOX Reversal POint-and-Figlll‘e Char‘s 000000000000 00000 339
Consolidation Area on the One-Box Chart (Also “Congestion

ATFCA” ) e ettt 340
Trend Lines in One-Box CRATLS ............ueueeeeeeeeeeeeeeeeeeeeiieeeiieeeeeeeeeeeeenn 340
The Count in a One-Point CRATT ..........ueeeeeeeeeeeeeeeeeeieieieiieeeeeeeeeeeeenn 341
Head-and-Shoulders Pattern.................ccccoiiiiiiiiiiiiiiiiiiiiiieieeeeeeenn. 343
TIRE FULCTUITL ..o eeaeaeaeaeaeaeeaeas 344
ACHON POINES...........cooooiiieeeeeeeeeeeeeeeeeeeee et ae e 344

Three-Point (or Box) Reversal Point-and-Figure Charts .......345
Trend Lines with Three-Box CRAFES.........uueeeeeeeeeeeeeeeeeieeeeieeeeeeeeeaeeenn 346
The Count Using Three-Box Reversal Charts ............cccocceeveueennuncnne. 347
The Eight Standard Patterns for Three-Box Reversal Charts............. 348
OFNET PAITCTTLS .o ee e e e e aeaeaeaaaeaaeaeas 354

Conclusion..cceeeeccccccsccscoscsscsscscscscsssscsscsccsccse 3D/
Review QuesStionS.ceceecccccceccscccccscsscsscsccscsccsscseesId]

SHORT-TERM PATTERNS 359

Pattern Construction and Determination..cccceeocccccccccssss 362
TraditionalShort-TermPatterIls............................362

GUPS ettt et s 363
Spike (or Wide-Range or Large-Range Bar) .............cccccouceeveuecnnuncnns 370
Dead Cat Bounce (DCB) ........ccccuveeieiiieeciieeeeiee et 371
ISIANA REVETSAL ...t s 373
One- and Two-Bar Reversal PAtteTS ..........c..coeecueeeeecueeeeeieeeeeeveeennns 373
Multiple Bar PAITEITLS ........cc.uueeeecuieeeeieeeeciieeeeeeeeeiieeeevee e eiee e 380
VOLALILIEY PATTEITLS ...t s 384
INITAAAY PATTEITLS ...t s 386

Summary of Short-Term Patterns cccececcccccccccccccsccccss 389



Contents Xix

CandlestiCkPatternS.......................................390

One- and Two-Bar Candlestick Patterns ...............coeeeeeeeeieeeeeeenneeeeenn.. 391
Multiple Bar PAITETILS ........ccocueeviueiaiiiiaiiieiieeeite sttt 396
Candlestick Patternn RESUILS ..............ouuueeeeeeiiiiiiiiieeeeeeeeeeeeeeeeeeeeenns 401

Conclusion................................................402
Review QuesStionS.ccceecccccccccsccsccscsscsscsccscsccsscsesd2

Part V: Trend Confirmation

18 CONFIRMATION .ccececcccccccscccccccsccccccess J07

Analysis MethodS..eceeeeeecccescccssscsscssscssscssccseess 408

OVerbought/OvVerSOld ................occveecveeeieeeieeeieeee et 408
FQIIUTE SWINZS <ottt s 409
DIVEFGEIICES ...t te et e st e s e snaeenaeennaes 409
REVEFSALS ...ttt 410
TrENA ID........cceiiiiiiiiiiiieetee et e 410
CTOSSOVETS ..ttt sttt st 411
ClaSSIC PAMETIS ...t 411
Volume Confirmation c..ccceeeeeccccccccccccscccccccccessss4ll
What Is VOIUIE? .......cc.cooeiniiiiiiiiiiiiiiieeeeceesteste e 411
How Is Volume POrtrayed? ..............ccoccueeeeeecieeiieeiiieeieeeeeeeseeennnens 412
Do Volume Statistics Contain Valuable Information? ........................ 414
How Are Volume Statistics USed?.............occoovevvecnoeincecniinnicnicnecnnne. 415
Which Indexes and Oscillators Incorporate Volume? ........................ 416
VOIUINE SPIKES ..ottt ettt s 425
Examples of VOIUME SPIKES.........ccccueeoeeeiiieiiieiie et 426
OpenInterest ....ccooeeeecccccsscsccccccccccsssccascccssss 427
What IS Open INTEFeSt? .......oocuieeeeeeiieeiieeieeeee ettt 427
Open Interest INAICATOTS ........c..oovueeiceieeiieeiiieiieeee et 428
Price Confirmation ¢.ccceeececcccccccccccsssscccccccsssssss 429
What Is MOMENIUNLY? ...........cc.uueeeeiieeeeeiiieeecieeeeeieeeeeeeeeeeveaeenveeeeneeeas 430
How Successful Are Momentum Indicators? .............cccoccceeveueenueennnen. 431
Specific Indexes and OSCIIIAIOTS...........ccoceeeeeeiioieiiiiiiniiesieeeeseens 432

Con(:luSion................................................444
ReVieWQuestions..........................................445



XX

Contents

Part VI: Other Technical Methods and Rules

19 CYCLES teeieeccceesccccccccsacscccccscccccesss 449

WhatAreCycles? .........................................452
Other Aspects of Cycle ANALYSIS .........ooeceeeeeeeiiieiiieiieeieeie e, 455

Translaﬁon ...............................................457
How Can Cycles Be Found in Market Data? ccccceeecccccccss s 458

Fourier Analysis (Spectral ARGLYSIS) ..........cocceeeveeiniiiinoiiiniiinieneen, 458
Maximum Entropy Spectral ANGLYSIS ........ccoooceevvviiiiiiiiiiiaiiienieenneen 459
Simpler (and More Practical) Methods ...............ccccoeeevecuerenecueneannnen. 459
ProjectionS.cccecceeccccscccccscscscsssssscssscssccsscsscese 467
PrOJecting PeriOd. ..........c.coccuveecuieeiiieiiieeiieeeeieesie e eseve e veesveesavee e 468
Projecting AMPUTUAE ..............cccoeeecveieciieeciieeeieesie e 470

ConcluSioNecesceccsccscsccscsscscsscsssscsscsssscsssscssssed/S
Review QuestionS.cecececcccesesccccccsccscsccsccsscccccscceed’S

ELLIOTT, FIBONACCI, AND GANN 477
Elliott Wave Theory (EWT).ceccceccccccsccsssocsscscccsesesdl?
Ralph NelSOn ElLIO .......oooccuiiieeiiiieeiiie et vee e e 478
Basic Elliott Wave TREOTY..........c.covueeiuiiniiiiiniieeeeeee e 478
IMPULSE WAVES ...ttt 480
COTTECHIVE WAVES ...ttt e e aee e eaeeeseraeaeeaes 483
Guidelines and General Characteristics in EWT ............cccocvveeeunennn. 486
Projected Targets and Retracements ..............cccueeeeceeeeseiueeeeeceeeeennnns 488
ALLernatives 10 EWT..........cccveeveieciieeieeeieeeiee et sveesvee s 490
USING EWT ...ooooieieeeeeee ettt 491
The Fibonacci Sequence .ccceeececcecscccsccccscssccsssocssss 492
FIDONGACCT ...t 493
The FibONACCT SEGUENCE...........cccvveeieeareeeiieeeieeeie e evee e 493
The GOlIden RALIO...........ccccocueieeiiiiiiiiiieseee ettt 493
Price and Time TArgets ...........occuveecveeecueeecieeeeiieesie e esiveesveesveesveeens 495
WoD. GARM .ottt 497

ConcluSioNecesceccsccscsccsssscscsscsssscsscsssscssssscsssse F98
Review QuestionS.cecececcccescccscecsccscccsccsscccccsccesd99



Contents XXi

Part VII: Selection

21 SELECTION OF MARKETS AND ISSUES: TRADING AND
INVESTING +cceeeecsceccccccscccssscsccsssececssd03

Which Issues Should I Select for Trading? «cccceecccccccccsss 503
Choosing Between Futures Markets and Stock Markets .................... 504

Which Issues Should I Select for Investing? cccceecccccccccsss 506
Top-Down ANalySsiS ¢ cceeeeeecseccssccsccssccsscssscssccssee 07

SeCular EMPRASLS .........cccuveeeeeeiieeiiieeiieeciieeeieeesieesve e esveesveesnee e 507
CYClCAl EMPRASTS ....oo.eeeeeeeeeeeiieeeeeee e sae e svee s 510
Stock Market INAUSTEY S€CIOTS .........ueeeueeeeeeeeieesieeeieesieeeieeeieesveens 515
Bottom Up—Specific Stock Selection and Relative Strength....516
Relative StrenGth.......cccuueeeueeeeiiiiii ettt 517
Academic Studies of Relative Strength ..............cceecveeeeveeceeecnencnnans 517
Measuring Relative Strength ...........cooceuveeceeeecieeiieeiieeiie e 518

Examples of How Selected Professionals Screen for Favorable
Stocks...............................................520

William O’Neil CANSLIM Method............cccooceeeeevenoinieieiiieeeene 521
James P. O’Shaughnessy Method ..............cccccoeveeeevieecceeeiieenieennnenn 521
Charles D. Kirkpatrick Method.................ccooeeeveviieioiencieecieeeeeennns 522
Value Line Method................cocooceiveinciiniiniiiniiiiiiienecneceeeeeeeeeees 522
Richard D. Wyckoff Method................ccoueeeueeecieeiiiaiieeiieeeieeeieeennns 522

ConCluSiON.ccccecccccccccccccccccccccccccscsccccscsccscseedI2S
ReViewQuesﬁons..........................................525

Part VIII: System Testing and Management

22 SYSTEM DESIGN AND TESTING ¢ ccccececcccccccocsseceed2d

Why Are Systems NecesSary? ccceecececccscccsccsccccsscscsss 530

Discretionary Versus Nondiscretionary SyStems ...........ccccecceeeveeennnen. 530

HOW Do I Design a System? 0000 0000000000000 OCCGONOINONOONIOGOGOOONNONOGNOGOLS 532
Requirements for DeSigning a SYSIeM...........cceevueeeeceeeeeeiieeeeieeeennnes 532
Understanding RiSK ............cccuoecueeeueeeieeeiieecie e esieeseeesaeesveesvee e 533



xxii

Contents

INILIAL DECISIONS ...ttt 534

Types of TeChnicAl SYSTEMS ........cceveeeueeecieeiiieeieeee et 535

How Do I Test a System? cc.ceeeeesccccccccccsssscccsccccnns 538
Special Data Problems for FUtures SYStems...........cccoeveueevveeeeceeninnans 539
Testing Methods and TOOLS ................cccoueeeeeeuiiieeciiieeciiee e eeeiee e, 540

Test Paramerter RANGES .........c.ccovvouieiiiiiiiiniiiiiiiiic e 540
Optimization..............................................546
Methods of OPHIMIZING ......cooeueiiiiiiiiiaiiieiieeete ettt 546
Measuring System Results for RODUSINESS ........ccccevveeeveeeieeenieennnenn 549

ConcluSionN..cceeeeccccccscoscsscscsscscssssssssscscsscsscses N0
Review QueStionS.ccceecccccceccccccccscsscsscsccscsccsscseedd]

MONEY AND RISK MANAGEMENT 559

Risk and Money Management ....ccccecoeceesssccccsscccsss 560
Testing Money-Management Strategies «cccececccccccccccssss 561
Money-Management RiSKS cccccccccccccsccccsccsccscccseses 362

COPCOPLS .ttt ettt ettt ettt 562
REWAFA 10 RISK ... 564
INOTIAL RISKS ...t 564
URUSUAL RISKS ..ottt 570

Money-Management Risk Strategies..ccccecceecccccsccccesee 572
Monitoring Systems and Portfolios «c.cceecececcccccscccseees 577
If Everything Goes Wrong...ceceeeececccscccscscscccsccccsee 377
Conclusion....ceceeeccsscecssscessssscssssssssscesssssssss 577
Review QuesStionS.ccceeccccccecccccsccscoscsscscscccsccsscceed/S

Part IX: Appendices

A BASIC STATISTICS ¢ cccceeecscccccccsscccccssssssed81

L 11 11 PP 11 |
Probability and StatistiCS ¢ cceeecccsccccsssccsssccscssccssses 382



Contents xxiii

DescriptiveStatistics.......................................583

Measures of Central Tendency .............ccoevceeveceeniiiniiiensieeeiieenieenan 583
Measures Of DiSPETSION ...........ceecuueeeeeieeeeciieeeeciieeeeiieeeeeveeeenaeeeeneees 585
Relationships Between Variables..............ccccooccevviiviiiiiiieieiiianieannenn 586

Inferential StatisticS cceeceeccccsccccccscccccssccssccsccseeesd91
Modern Portfolio Theory..ceeeccescccsccscccsscccscsccccsse 394
Performance Measurement «cc.ceeeeccccscscccccssccscsccscess 600
Advanced Statistical MethodS..cccccevecccccscccsscscccssees 602
Artificial Intelligence .....ccccoceceeccccccsssccccccscccccss 603
Review QuestionS.ccceccccsceccsccccoscsssscsscsccscsscsees 004

B TYPES OF ORDERS AND OTHER TRADER TERMINOLOGY ...607

An Order Ticketecoeoceccocsccsccccsssscsscsssssscscsssscss O09

BIBLIOGRAPHY 611

INDEX 637




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. Or, maybe you think of the sophisticated multicolored com-
puterized chart of your favorite stock you recently saw. Perhaps you begin dreaming about all the
money you could make if you knew the secrets to predicting stock prices. Or, perhaps 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 techni-
cal analysis.

If you are new to the study of technical analysis, you might be wondering just what techni-
cal analysis is. In its basic form, 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 basic 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 market itself rather than 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 Interna-
tional’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
of 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 markets)
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are influenced by psychological factors as well, most of them indecipherable. Greed, fear, cogni-
tive bias, misinformation, expectations, and other factors enter into the price of a security, mak-
ing the analysis of the factors nearly impossible. The technical analyst, thus, disregards all these
imponderables and studies how the marketplace is accepting the multitude of exogenous infor-
mation and beliefs with the intention of finding secrets in that action that have predictive poten-
tial.

Students new to any discipline often ask, “How can I use the knowledge of this disci-
pline?” 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 pre-
dictive 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 for reacting to the
market. 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 want to provide you with
background, basic tools, and techniques that you will need to be a competent 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 over 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 summa-
tion of the body of knowledge. We decided to provide 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 tech-
nical analysis. Over the past century, much has been written about the topic. The classic works of
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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 have 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 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 coher-
ent 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 provide the reader with a basic refer-
ence to support a lifelong study of the discipline. We have attempted to provide enough back-
ground 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 aca-
demic. 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 thor-
ough 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 experienced professional, we are confident that you will find
this book helpful. For the student new to technical analysis, this book will provide you with 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 tech-
niques.

We begin this book with a look at the background and history of technical analysis. In this
part, 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 finan-
cial markets and the merit of technical analysis. This background information is especially use-
ful to those who are new to technical analysis and 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 suf-
fice.

In the second part of the book, we focus on markets and market indicators. Chapter 5, “An
Overview of Markets,” provides a basic overview of how markets work. Market vocabulary and
trading mechanics are introduced in this chapter. For the student who is unfamiliar with this ter-
minology, 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 prin-
ciples of Dow Theory. Although Dow Theory was developed a century ago, much of modern-day
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technical analysis is based on these classic principles. A thorough understanding of these time-
less principles helps keep the technical analyst focused on the key concepts that lead to making
money in the market. In Chapter 7, “Sentiment,” we focus on sentiment; the psychology of mar-
ket players is a major concept in this chapter. In Chapter 8, “Measuring Market Strength,” we
discuss methods for gauging overall market strength. Chapter 9, “Temporal Patterns and Cycles,”
focuses on temporal tendencies, the tendency for the market to move in particular directions dur-
ing 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,” focuses on the flow of funds. In
this chapter, we look at measures of market liquidity and how the Federal Reserve can influence
liquidity.

The third part of the book focuses on trend analysis. In many ways, this part can be thought
of as the heart of technical analysis. If we see that the market is trending upward, we can prof-
itably 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 devel-
oped 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 Chap-
ter 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. We also discuss the importance of protective stops in this chapter. Moving averages,
a useful mathematical technique for determining the existence of trends, are presented in Chap-
ter 14, “Moving Averages.”

The fourth part of this book focuses on chart pattern analysis—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. 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, giv-
ing 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 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?” Selection decisions are the focus of Chapter 21, “Selection
of Markets and Issues: Trading and Investing.” In this chapter, we discuss the intermarket rela-
tionships that will help us determine on which market to focus by determining which market is
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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 port-
folios.

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 statis-
tical techniques. 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 devel-
oping and testing trading systems. At this point, we look at how we can test the tools and indica-
tors 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 Risk Management,”
deals with money management and avoiding capital loss.

For those who need a brushup in basic statistics or want to understand some of the statisti-
cal concepts introduced throughout the book, Richard J. Bauer, Jr., Ph.D., CFA, CMT (Professor
of Finance, Bill Greehey School of Business, St. Mary’s University, San Antonio, TX), 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,” provides brief definitions of specific order
types and commonly used terms in order entry.

As with all skills, learning technical analysis requires practice. We have provided 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. 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 participating in a professional organization
that is focused on technical analysis. In the United States, the Market Technicians Association
(MTA) provides a wide variety of seminars, lectures, and publications for technical analysis pro-
fessionals. The MTA also sponsors the Chartered Market Technician (CMT) program. Profes-
sionals 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 of Technical
Analysts, Inc., (IFTA) is a global organization of market analysis societies and associations.
IFTA, and its member associations worldwide, sponsor a number of seminars and publications.
IFTA offers a professional certification, the Certified Financial Technician, and a masters-level
degree, the Master of Financial Technical Analysis. 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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candlestick patterns

Bulkowski ranking of candlestick patterns,

401-402

dark cloud cover, 395-397

doji, 391-392

engulfing, 394-396

evening star, 397-398

explained, 211-213, 390-391

hammer, 393

hanging man, 393-394

harami, 392-393

inverted hammer, 394-395
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morning star, 397-398
piercing line, 395-397
shooting star, 394-395
three black crows, 398-399
three inside down, 399-400
three inside up, 399-400
three outside down, 400
three outside up, 400
three white soldiers, 398-399
windows, 392

CANSLIM method, 521

capital, initial, 568-569

CAPM (Capital Asset Pricing Model), 571,
598-600

Carroll, Paul, 141

cash markets, 60-61

catapult pattern (three-point reversal point-

and-figure charts), 354-355
CBOT (Chicago Board of Trade), 63
CCI (Commodity Channel Index), 441
CDO (credit default options), 66
centered moving averages, 463-464
central limit theorem, 591
central tendency, measuring, 583-585
CFTC (Commodity Futures Trading
Commission), 122
Chaikin Money Flow, 421
Chaikin Oscillator, 422
Chaikin, Marc, 419
Chande, Tushar, 556
channeling (EWT), 487-488
channels, 237, 243-244, 295
Chartcraft (Cohen and Blumenthal), 218
Chartcraft Service, 339
Chartered Market Technician (CMT), 7
charts
bar charts. See bar charts
benefits of, 200
candlestick charts, 211-213
data requirements, 204-205
explained, 199-200
history of, 201-204
line charts, 207-209
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patterns. See patterns
point-and-figure charts, 335
arithmetic scale, 220
box size, 217-218
continuous price flow, 336-337
explained, 215-216
history of, 337-339
logarithmic scale, 220
multibox reversal, 217-218
old versus new methods, 337
one-box reversal, 216-217, 339-345
three-point reversal, 345-357
time, 218
time and volume omission, 336
trend lines, 248
scale
arithmetic scale, 213
semi-logarithmic scale, 214
volume
bar/candle charts, 412-413
equivolume, 412-413
point-and-figure, 414
Chesler, Daniel, 379
Chi-Square distributions, 592
Chicago Board of Trade (CBOT), 63
Chicago Mercantile Exchange (CME
Group), 63
Citigroup, 31
CLB (Core Laboratories), 276-277
climaxes, 107-108, 373, 426
close breakouts, 256-257
CME Group (Chicago Mercantile
Exchange), 63
CMT (Chartered Market Technician), 7
coefficient of determination, 589
Cohen, Abe, 218, 339
coil triangle pattern, 317-318
cointegration, 602
Colby, Robert, 156
Collins, Charles, 478
combinations, 583
Commitment of Traders (COT) reports,
122-124



Index

Commodity Futures Trading Commission
(CFTO), 122
commodity markets. See futures markets
common gaps, 367
Common Stocks as Long-Term Investments
(Smith), 168
commonality, 474-475
competitive markets, economic theory of,
41-42
components, measuring for robustness, 549
compound rate of return, 584
computers and pattern recognition, 305-306
CompuTrac, Inc., 438
confirmation
analysis methods
classic patterns, 411
crossovers, 411
divergences, 409-410
explained, 408
failure swings, 409
overbought/oversold, 408-409
reversals, 410
trend IDs, 410-411
in Dow Theory, 82-83
momentum (price confirmation)
Commodity Channel Index (CCI), 441
determining trend and trading range,
441-444
explained, 430-431
Moving Average Convergence-Divergence
(MACD), 432-433
Rate of Change (ROC), 434-435
Relative Strength Index (RSI), 434-437
similarities between oscillators, 441-442
Stochastic oscillator, 437-440
success of momentum indicators, 431-432
Williams %R oscillator, 440-441
open interest
explained, 427-428
indicators, 428-429
overview, 407-408
volume confirmation. See volume

confirming breakouts
close filter, 256-257
intra-bar breakouts, 256-257
Pivot Point Technique, 260-262
point or percent filter, 258
time, 258
volatility, 259-260
volume, 259
congestion areas. See trading ranges
Connor, Larry, 382-386, 538
Consensus Bullish Sentiment Index, 106
consolidation areas. See trading ranges
constant forward contracts, 539
Consumer Confidence Index, 106
continuous contracts, 206, 539
continuous price flow, 336-337
contracts
cash markets, 60-61
constant forward contracts, 539
continuous contracts, 539
derivative markets
counterparty risk, 62
defined, 62
futures markets, 63-65
option markets, 65-66
underlying, 62
explained, 59
linked contracts, 205-206
number of, 565
perpetual contracts, 539
swaps and forwards, 66
contrarian investing, 90-91
contrary opinion, 96
Cootner, Paul, 35
Coppock, E. S. C., 29
Core Laboratories (CLB), 276-277
corrective waves, 483
flats, 485-486
triangles, 486
zigzags, 484
correlation, 586-590
cosine waves, 452-455
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costs
of funds, 185
futures versus stock markets, 504
COT (Commitment of Traders) reports,
122-124
count
in one-box reversal point-and-figure charts,
341-343
in three-point reversal point-and-figure charts,
347-348
counterparty risk, 62
countertrend systems, 538
covariance
calculating, 586
variance versus, 597
Cowles, Alfred II1, 35, 76
Crabel, Tony, 377, 388
crashes, 94
credit default options (CDO), 66
criticisms of technical analysis
behavioral finance, 49-50
EMH (Efficient Markets Hypothesis)
arbitrage and price equilibrium, 47-48
economic theory of competitive markets,
41-42
explained, 40-41
new information, 42-43, 46
origins and development, 41
rationality of investors, 46-47
explained, 33-34
pragmatic criticisms, 50-51
RWH (Random Walk Hypothesis)
drawdowns, 37-38
explained, 35
fat tails, 36
origins and development, 35
porpotions of scale, 39-40
crossovers, 411
crowd behavior and concept of contrary
opinion, 96
cup pattern, 325-326
current advances in technical analysis, 30-31
curves, 302

Index

cycles
accuracy, 455-456
amplitude, 470-475
controversy about, 449-451
cosine waves, 452-455
defined, 452-455
harmonics, 456-457
identifying
centered moving averages, 463-464
detrending, 461
envelopes, 464-467
Fourier analysis (spectral analysis), 458
Maximum Entropy Spectral Analysis
(MESA), 459
observation, 460-461
inversions, 457
projections
amplitude, 470-475
periods, 468-469
temporal patterns/cycles
34-year historical cycles, 166-168
decennial pattern, 168-169
election year pattern, 171-172
event trading, 175
explained, 163-164
Sfour-year or presidential cycle, 170-171
January barometer, 174
January effect, 174
Kondratieff waves (K-waves), 164-166
seasonal patterns, 172-174
translation, 457-458
Cycletrend, Inc., 472
cyclical emphasis (ratio analysis), 510-511
bond market to stock market, 512
gold to bonds, 512
implications of intermarket analysis, 513-515
stock market to U.S. dollar, 513-514
U.S. dollar to gold, 511

D
dark cloud cover candlestick pattern, 395-397
Davis, Robert Earl, 339
day orders, 607
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DCB (Dead Cat Bounce), 371-373
dealer markets, 58
decelerating trend lines, 241-242
decennial pattern, 168-169
decision making
and sentiment. See sentiment
effect of bias on, 92
decline, 133
deductive reasoning, 50
The Definitive Guide to Futures Trading
(Williams), 536
definition of technical analysis, 3
degrees of freedom
defined, 585
in probability distributions, 592-593
DeMark, Tom, 232
DeMark-Williams reversal points, 232-233
dependent variables, 590
derivative markets
counterparty risk, 62
defined, 62
futures markets, 63-65
option markets, 65-66
underlying, 62
descending triangle pattern, 315-316
descriptive statistics
central tendency measurement, 583-585
defined, 583
multiple variables, 586-590
volatility measurement, 585-586
designing systems
countertrend systems, 538
exogenous signal systems, 538
initial systems, 534-535
pattern recognition systems, 537-538
reliability, 538
requirements, 532-533
risk, 533-534
trend-following systems
breakout systems, 536
explained, 535-536
moving average systems, 536
problems with, 536-537

Desmond, Paul F., 152
determining
price extremes, 287
support and resistance, 286
trends, 227-229, 285
deterministic, 582
detrending, 461
Devoe, Raymond Jr., 371
Dewey, Edward R., 164
diagonals, 482
diamond top pattern, 321-322
direct search markets, 58
directional movement
calculating, 288-289
Directional Movement concept, 29
DMIs (directional movement indicators),
289-291
directional trends
defined, 238
uptrends, identifying, 238
regression lines, 239
trend lines, 239-244
discretionary systems, 530-531
distributions, 582-583, 591-594
divergence, 409-410
defined, 132-133
double divergences, 137
double negative divergence, 136-137
negative divergence, 132
positive divergence, 132
reversal, 133
diversifiable risk, 571-572
diversification, 595
DJIA. See Dow Jones Industrial Average
DMIs (directional movement indicators),
289-291
doji candlestick pattern, 391-392
doji star, 397
dollar stops, 573
dollars
stock market to U.S. dollar ratio analysis,
513-514
U.S. dollar to gold ratio analysis, 511
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Donchian channel, 295
Donchian, Richard, 29, 237
Dormier, Buff, 427
Dorsey, Thomas, 218, 339
double divergences, 137
double negative divergence, 136-137
double top and double bottom pattern,
309-310, 349
Dow Jones Industrial Average
34-year historical cycle, 166-167
historical drawdowns, 38
history of, 26-27
Dow Theory, 225-226
confirmation, 82-83
criticisms of, 85
economic rationale, 78
history of, 27
idea market picture, 78
minor trends, 82
origins and development, 76-78
primary trends, 80-81
secondary trends, 81
theorems, 78-79
volume of transactions, 84
The Dow Theory: An Explanation of Its
Development and an Attempt to Define
Its Usefulness as an Aid to Speculation
(Rhea), 76

Dow, Charles H., 4, 16-17, 26, 70, 75-76, 230,

337,407
Dow, Jones & Company, 26
Downs, Walter, 383
downtick, 609

downtrends, 11. See also trends
drawdowns, 37-38, 563
Drew, Garfield, 29
Dystant, Ralph, 438

E

early financial markets and exchanges, 23-25

Ease of Movement (EMV), 425
eccentric sentiment indicators, 117
economic rationale, 78

Index

economic theory of competitive markets, 41-42

Edison Telegraph Printer, 201

Edison, Thomas, 201

Edwards, Robert D., 3, 28

efficiency factor, 550

efficient frontier, 598

Efficient Markets Hypothesis (EMH), 17, 30

efficient set, 597-598

EFI (Elder Force Index), 423-424

Ehlers, John, 285

EHM (Efficient Markets Hypothesis), 17, 30

80/60 rule, 158

Elder Force Index (EFI), 423-424

election year pattern, 171-172

Elliott Wave Theory. See EWT

Elliott, Ralph Nelson, 477-478

EMA (Exponentially Smoothed Moving
Average), 282-285

EMH (Efficient Markets Hypothesis)
economic theory of competitive markets,

41-42

explained, 40-41
new information, 42-43
origins and development, 41

emotional feedback, 19

emotions. See sentiment

empirical support for technical analysis, 52

EMYV (Ease of Movement), 425

Encyclopedia of Chart Patterns
(Bulkowski), 302

The Encyclopedia of Technical Market
Indicators (Colby and Meyers), 156

ending diagonals, 482

engulfing candlestick pattern, 394-396

Enron, 43-44

entry (patterns), 302

entry stops, 263-264

entry strategies, 572

envelopes, 464-467

equality (EWT), 487

equally weighted (geometric) averages, 72

equity curve, 552

equity lines, 142



Index

equivolume, 412-413
error term, 590
ETFs (exchange-traded funds), 61-62

evening star candlestick pattern, 397-398

event declines, 372
event trading, 175
EWT (Elliott Wave Theory)
alternation, 487
alternatives to, 490-491
channeling, 487-488
corrective waves, 483
flats, 485-486
triangles, 486
zigzags, 484
equality, 487
explained, 477-480
impulse waves
basic rules, 480-481
diagonals, 482
impulse patterns, 481
truncation, 483
origins and development, 478
practical interpretation, 491-492
projected targets, 488-490
ex-dividend gaps, 367
exchange-traded funds (ETFs), 61-62
execution risk strategies, 576
exhaustion gaps, 367
exit (patterns), 302
exit stops, 263-264
exit strategies, 573
exogenous signal systems, 538
expectations, 17
expected return, 599
expert systems, 603
expiration
of futures, 65
of options, 65
explanatory variables, 590
explosion gap pivot, 364

Exponentially Smoothed Moving Average

(EMA), 282-283
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F
F distributions, 593
failure swings, 409, 436
failures, 303
false (‘“specialist’’) breakouts, setting stops
for, 272-273
false breakouts, 311
FAMA (Following Adaptive Moving
Average), 285
Fama, Eugene, 17, 35, 41
fan lines
defined, 241
Gann fan lines, 250-251
Fast Fourier Transforms (FFTs), 458
fat tails, 36
Federal Open Market Committee (FOMC),
191
Federal Reserve System, 60
FOMC (Federal Open Market
Committee), 191
monetary policy
explained, 190-191
Fed policy futures, 191
Three Steps and a Stumble indicator,
193-194
valuation model, 192
yield curve, 194
FFTs (Fast Fourier Transforms), 458
Fibonacci sequence
explained, 493
golden ratio, 493-495
origins and development, 493
price and time targets, 495-497
Fill or Kill (FOK), 607
finance.yahoo.com, 203
financial markets. See markets
Fisher, Mark, 388
fitness, 603-604
flags and pennants pattern, 329-331
flats, 485-486
FLD (Future Line of Demarcation), 471-472



646

flow of funds
bank loans, 184
cost of funds, 185
explained, 177-178
Fed policy
explained, 190-191
Fed policy futures, 191
Three Steps and a Stumble indicator,
193-194
valuation model, 192
yield curve, 194
household financial assets, 182
long-term interest rates, 187
margin debt, 179-180
Misery Index, 188-189
money market funds, 178-179
money supply, 183-184
money velocity, 187, 189
secondary offerings, 180-181
short-term interest rates, 185-186
FOK (Fill or Kill), 607
Following Adaptive Moving Average
(FAMA), 285
FOMC (Federal Open Market Committee),
191
formations. See patterns
forward market, 24
forwards, 66
4-week rule, 29
four-year cycle, 170-171
Fourier analysis, 458
fractal nature of patterns, 18, 303
fractal nature of trends, 15-16, 225
freestockcharts.com, 203
Frost, A. J., 478
fulcrum in one-box reversal point-and-figure
charts, 344
funds
bank loans, 184
cost
long-term interest rates, 187
Misery Index, 188-189
money velocity, 187-189
short-term interest rates, 185-186
ETFs (exchange-traded funds), 61-62

Index

Fed policy
explained, 190-191
Fed policy futures, 191
Three Steps and a Stumble indicator,
193-194
valuation model, 192
yield curve, 194
household financial assets, 182
margin debt, 179-180
money market funds, 178-179
money supply, 183-184
secondary offerings, 180-181
fungibility, 58
funnel pattern, 320
Future Line of Demarcation (FLD), 471-472
futures markets, 63-65
choosing between futures markets and
stock markets
costs, 504
liquidity, 506
risks, 505
suitability, 505
time horizon, 505-506
volatility, 506
volume, 506
data problems, 539-540
Fed policy futures, 191

G

Gammage, Kennedy, 157
Gann fan lines, 250-251
Gann two-day swing method, 233-234
Gann, William Delbert, 28, 233, 250, 497-498
gaps

breakaway gaps, 364

common gaps, 367

ex-dividend gaps, 367

exhaustion gaps, 367

explained, 363-364

opening gaps, 365-367

pattern gaps, 367

runaway gaps, 367

stops and, 269-270

suspension gaps, 367
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GARCH (generalized autoregressive
conditional heteroscedasticity), 602-603

Gartley, H. M., 415

GAs (genetic algorithms), 603-604

Gauss, Karl, 591

Gaussian distributions, 591-592

Gayer, Zoran, 490

General Electric, 36

generalized autoregressive conditional
heteroscedasticity, 602-603

genetic algorithms (GAs), 603-604

geometric averages, 72

geometric mean, 584-585

GMA (Geometric Moving Average), 284

Goepfert, Jason, 108

gold
gold to bonds ratio analysis, 512
Hulbert Gold Sentiment Index, 128
U.S. dollar to gold ratio analysis, 511

golden ratio, 493-495

Good ’Til Canceled Order (GTC), 607

Gould, Edson, 248

Granville, Joseph, 28, 416

Grossman, Stanford, 42

GTC (Good ’Til Canceled Order), 607

H
Hadady, R. Earle, 429
half-cycle reversal, 470-471
Hamilton, William Peter, 17, 27, 76-77, 230
hammer candlestick pattern, 393
hanging man candlestick pattern, 393-394
harami candlestick pattern, 392-393
hard money stops, 573
harmonics of cycles, 456-457
Haurlan Index, 140-141
Haurlan, Peter N., 140
head-and-shoulders pattern, 326-329, 343
hemlines as sentiment indicator, 117
herding, 46
Herrick Payoff Index (HPI), 428-429
Herrick, John, 428
High Growth Stock Investors, 203
high volume method of identifying reversal

points, 234
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high-low logic index, 156
hikkake reversals, 379-380
Hilbert’s Transform, 285
Hill, John R., 538
Hindenburg Omen, 157
Hirsch, Yale, 171
histograms, 591
historical indicators, 117-118
history
of charts, 201-204
of EWT (Elliott Wave Theory), 478
of point-and-figure charting, 337-339
of technical analysis
early financial markets and exchanges,
23-25
modern technical analysis, 26-30
Hitschler, Fred, 29
Holy Grail method, 444
Honma, Sokyu, 24-25, 201
hook reversals, 379
horizontal count in three-point reversal
point-and-figure charts, 347
horn pattern, 375
household financial assets, 182
HPI (Herrick Payoff Index), 428-429
Hughes, James F., 136-137
Hulbert Financial Digest, 128
Hulbert Gold Sentiment Index, 128
Hulbert, Mark, 128
Hurst, James, 454, 460
hyperbolic discounting, 47

I
ideal market picture (Dow Theory), 78
identifying
cycles

centered moving averages, 463-464

detrending, 461

envelopes, 464-467

Fourier analysis (spectral analysis), 458

Maximum Entropy Spectral Analysis

(MESA), 459
observation, 460-461
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trends, 12-13
linear least-squares regression, 12-13
trend lines, 13-14
IFTA (International Federation of Technical
Analysts, Inc.), 7
Immediate or Cancel (I0C), 607
implied volatility, 101
impulse waves
basic rules, 480-481
diagonals, 482
impulse patterns, 481
truncation, 483
independence, 582
Independence Day pattern, 175
independent variables, 590
indexes
Accumulation Distribution (AD), 419
Commodity Channel Index (CCI), 441
explained, 408
On-Balance-Volume (OBV), 416-417
Price Volume Trend, 418
Relative Strength Index (RSI), 434-437
Williams Accumulation Distribution
(WAD), 420
Williams Variable Accumulation Distribution
(WVAD), 418-419
inductive reasoning, 50
inferential statistics
defined, 583, 591
probability distributions, 591-594
information, 42-43
informed investors, 69
informed players, sentiment of
explained, 91-92
measuring, 118-124
initial capital, 568-569
initial system design decisions, 534-535
inside bars, 376-378
insiders, measuring sentiment of
COT (Commitment of Traders) reports,
122-124
Investors Intelligence, 119-120
large blocks, 121-122

Index

secondary offerings, 119
Sell/Buy ratio, 118-119
interest rates
long-term interest rates, 187
short-term interest rates, 185-186
Intermarket Technical Analysis (Murphy), 507
intermediate trends, 16, 81
internal trend lines, 244
International Federation of Technical
Analysts, Inc. (IFTA), 7
intra-bar breakouts, 256-257
intraday patterns, 386-389
intraday trends, 16
introduction to technical analysis, 3-5
inversions of cycles, 457
inverted hammer candlestick pattern, 394-395
inverted triangle pattern, 320
inverted yield curve, 194
investment securities, 506-507
investors
informed investors, 69
investor psychology, 89, 226-227
investors as their own worst enemies, 93
liquidity players, 69
noise players, 46, 69
rationality of, 46-47
sentiment
crowd behavior and concept of contrary
opinion, 96
human bias and decision making, 92-94
neurochemistry effect on human
thinking, 92
short-term traders, 51
Investors Intelligence
Advisory Service Sentiment survey, 103-105
measuring sentiment with, 119-120
I0C (Immediate or Cancel), 607
irrational exuberance, 48
Irwin, Scott, 52
island reversals, 373
Isosceles triangle pattern, 317-318
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J Leading Sectors and World Powers: The

Jackwerth, Jens Carsten, 36 Coevolution of Global Economics and
January barometer, 174 Politics (Modelski and Thompson), 165
January effect, 174 least-squares regression line, 588
Japanese Candlestick Charting Techniques leaves, 607

(Nison), 211, 390 LeBeau, Chuck, 436
Jegadeesh, Narishimhan, 517 legislation
Jensen’s alpha, 600 Securities Act of 1933, 28
JNJ (Johnson & Johnson), 207-209 Securities Exchange Act of 1934, 28
Jones, Edward, 26 length
Jones, Herbert E., 35 of average winning trade, 550

of moving averages, 279-280
K of trends, 15-16

K-waves (Kondratieff waves), 164-166 leptokurtic distribution, 36
Kahneman, Daniel, 47 leverage, 570
KAMA (Kaufman Adaptive Moving Levy method, 520

Average), 285 Levy, Paul, 35
kasakasa pattern, 393 Levy, Robert, 308, 517, 520
Kato, Kosaku, 24 Lieber, Al, 450
Kaufman Adaptive Moving Average limits, 607

(KAMA), 285 Lindsay, George, 29
Kelly formula, 567-568 line charts, 207-209
Keltner Bands, 293 line formation, 230
Keltner, Chester, 293 line of best fit, 588
Kepler, Johannes, 494 linear regression, 239
key reversal bars, 373 linear regression least-squares fit, 12-13, 588
Kirkpatrick, Charles D., 522-523 probability distributions and, 593-594
knockout pattern, 381 Linearly Weighted Moving Average
knowledge of market, 571 (LWMA), 282
Kondratieff waves (K-waves), 164-166 linked contracts, 205-206
Kondratieff, Nicolas D., 164 liquidity

defined, 607
futures versus stock markets, 506
Lambert, Donald, 441 liquidity players, 69, 91

Landry, David, 364, 381 Lo, Andrew W., 18, 39, 46, 50
Lane, George, 438 loans, 184

large blocks, measuring sentiment with,

L

log-returns, 592

121-122 logarithmic scale, 220
large losses, 551 long, 607
leading diagonals, 482 ,

long tail pattern (three-point reversal
point-and-figure charts), 355
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long-range bar, 370

Long-Term Capital Management (LTCM),
48-49

long-term interest rates, 187

The Long Wave Cycle (Kondratieff), 164

longest flat time, 551

Lonja, 24

LTCM (Long-Term Capital Management),
48-49

LWMA (Linearly Weighted Moving
Average), 282

M
MACD (Moving Average Convergence-
Divergence), 29, 432-433
MacKinlay, A. Craig, 39
Magee, John, 3, 28, 32
Malkiel, Burton, 35
MAMA (MESA Adaptive Moving
Average), 285
management. See money management
Mandelbrot, Benoit, 36
manias
book recommendations, 95
books about, 95
defined, 94
margin balances, 110-111
margin debt, 179-180
market breadth, measuring
absolute breadth index, 144-145
advance-decline line to its 32-week simple
moving average, 139
advance-decline ratio, 146-147
breadth line (advance-decline line), 134-136
breadth thrust, 147-148
definition of breadth, 133
double negative divergence, 136-137
Haurlan Index, 140-141
McClellan Oscillator, 142-143
McClellan Ratio-Adjusted Oscillator, 143
McClellan summation index, 144
overview, 148
plurality index, 144

Index

traditional advance-decline methods, 138-139
unchanged issues index, 145
market capitalization weighted averages, 71-72
Market on Close (MOC), 607
market orders, 608
market selection
explained, 503-504
futures versus stock markets
costs, 504
liquidity, 506
risks, 505
suitability, 505
time horizon, 505-506
volatility, 506
volume, 506
investment securities, 506-507
ratio analysis
bond market to stock market, 512
cyclical emphasis, 510-511
gold to bonds, 512
implications of intermarket analysis,
513-515
secular emphasis, 507-510
stock market industry sectors, 515-516
stock market to U.S. dollar, 513-514
U.S. dollar to gold, 511
relative strength
academic studies of, 517-518
explained, 517
measuring, 518-520
screening for favorable stocks: case
studies, 520
Charles D. Kirkpatrick method, 522-523
James P. O’Shaughnessy method, 521-522
Richard D. Wyckoff method, 522-524
Value Line Ranking System, 522
William O’Neil CANSLIM method, 521

market sentiment. See sentiment
market strength, measuring

absolute breadth index, 144-145

advance-decline line to its 32-week simple
moving average, 139

advance-decline ratio, 146-147
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Arms Index, 149-151

breadth and new highs to new lows, 159-160

breadth line (advance-decline line), 134-136

breadth thrust, 147-148

double negative divergence, 136-137

explained, 131-133

Haurlan Index, 140-141

high-low logic index, 156

Hindenburg Omen, 157

McClellan Oscillator, 142-143

McClellan Ratio-Adjusted Oscillator, 143

McClellan summation index, 144

modified Arms Index, 151

moving averages, 157-158

net ticks, 160

new highs versus new lows, 155

NPDD (ninety percent downside days), 152

plurality index, 144

10-to-1 up volume days and 9-to-1 down
volume days, 153-154

traditional advance-decline methods, 138-139

unchanged issues index, 145

Market Vane polls, 106
markets

auction markets, 59
breadth. See market breadth, measuring
brokered markets, 58
cash markets, 60-61
dealer markets, 58
defined, 58
derivative markets
counterparty risk, 62
defined, 62
futures markets, 63-65
option markets, 65-66
underlying, 62
direct search markets, 58
economic theory of competitive markets,
41-42
history of, 23-25
how markets work, 66-68
knowledge of, 571
market structure and pattern recognition, 306
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measurements
equally weighted (geometric) averages, 72
explained, 69-70
market capitalization weighted averages,
71-72
price-weighted averages, 70
players, 69
selection. See market selection
sentiment. See sentiment
stock market, 60
strength. See market strength, measuring
structure
concepts of W. D. Gann, 497-498
EWT (Elliott Wave Theory), 478-492
swaps and forwards, 66
MarketWatch, 128
Markowitz, Harry, 594
Martin, Richard, 478
martingale betting system, 563-564
Mastering Elliott Wave (Neely), 490
maximum adverse excursion method, 574
maximum consecutive losses, 551
maximum cumulative drawdown, 550
maximum drawdowns (MDD), 563
Maximum Entropy Spectral Analysis
(MESA), 459
maximum favorable and adverse
excursions, 551
maximum likelihood, 603
maximum loss, 551
maximum winning favorable excursion, 575
McClellan Market Report, 123
McClellan Oscillator, 142-143
McClellan Ratio-Adjusted Oscillator, 143
McClellan summation index, 144
McClellan, Marian, 142-144
McClellan, Sherman, 142-144
McClellan, Tom, 123
MDD (maximum drawdowns), 563
mean
calculating, 583
geometric mean versus, 584-585
mean-variance framework, 598
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measuring percentage change method, 518-519
gaps, 367 trend slope method, 520
market movement sentiment of informed players

equally weighted (geometric) averages, 72

explained, 69-70

market capitalization weighted averages,
71-72

price-weighted averages, 70

market strength

absolute breadth index, 144-145

advance-decline line to its 32-week simple
moving average, 139

advance-decline ratio, 146-147

Arms Index, 149-151

breadth and new highs to new lows,
159-160

breadth line (advance-decline line),
134-136

breadth thrust, 147-148

double negative divergence, 136-137

explained, 131-133

Haurlan Index, 140-141

high-low logic index, 156

Hindenburg Omen, 157

McClellan Oscillator, 142-143

McClellan Ratio-Adjusted Oscillator, 143

McClellan summation index, 144

modified Arms Index, 151

moving averages, 157-158

net ticks, 160

new highs versus new lows, 155

NPDD (ninety percent downside
days), 152

plurality index, 144

10-to-1 up volume days and 9-to-1 down
volume days, 153-154

traditional advance-decline methods,
138-139

unchanged issues index, 145

relative strength

alpha method, 519-520
Levy method, 520

COT (Commitment of Traders) reports,
122-124
Investors Intelligence, 119-120
large blocks, 121-122
secondary offerings, 119
Sell/Buy ratio, 118-119
sentiment of uninformed players
advisory opinion polls, 103, 105
American Association of Individual
Investors poll, 105
buying and selling climaxes, 107-108
combining put/call ratio and volatility, 102
Consensus Bullish Sentiment Index, 106
Consumer Confidence Index, 106
eccentric sentiment indicators, 117
historical indicators, 117-118
margin balances, 110-111
Market Vane polls, 106
money market fund assets, 111-112
mutual fund statistics, 108-109
odd-lot short selling, 115
option trading and sentiment, 97-98
overview, 97
put-call ratios, 98-100
relative volume, 112-113
Rydex funds, 109-110
Sentix Index, 106
uninformed short selling, 113-115
unquantifiable contrary indicators,
116-117
volatility, 100-101
system results for robustness
components, 549
profit measures, 549-550
risk measures, 550-551
smoothness and equity curve, 552
median, 584
megaphone pattern, 320
mercato a termine, 24
Merrill, Arthur, 122, 139, 246, 308
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MESA (Maximum Entropy Spectral
Analysis), 459
MAMA (MESA Adaptive Moving
Average), 285
Metastock, 203
Meyers, Thomas, 156
Mikkea, Jim, 157
minor trends, 82
miscalibration of probabilities, 47
Misery Index, 188-189
MOC (Market on Close), 607
mode, 584
Modelski, George, 164
Modern Portfolio Theory (MPT), 594-600
modified Arms Index, 151
momentum
Commodity Channel Index (CCI), 441
explained, 29, 430-431
Moving Average Convergence-Divergence
(MACD), 432-433
Rate of Change (ROC), 434-435
Relative Strength Index (RSI), 434-437
similarities between oscillators, 441-442
Stochastic oscillator, 437-440
success of momentum indicators, 431-432
Williams %R oscillator, 440-441
money
bank loans, 184
cost of funds, 185
explained, 177-178
Fed policy
explained, 190-191
Fed policy futures, 191
Three Steps and a Stumble indicator,
193-194
valuation model, 192
yield curve, 194
household financial assets, 182
long-term interest rates, 187
management. See money management
margin debt, 179-180
Misery Index, 188-189
money market funds, 178-179

money stops, 269
money supply, 183-184
secondary offerings, 180-181
short-term interest rates, 185-186
velocity, 187-189
Money Flow Index (Oscillator), 422-424
money management
determining optimal position size
optimal f and Kelly formula, 567-568
Risk of Ruin (ROR) formula, 565-566
theory of runs, 567
explained, 559-560, 564-565
if everything goes wrong, 577
monitoring systems and portfolios, 577
risk strategies
execution, 576
explained, 530, 572-573
protective stops, 573-574
signal stops, 576
targets, 576
time stops, 576
trailing stops, 574-575
risks
diversifiable risk, 571-572
drawdowns, 563
explained, 560-561
initial capital, 568-569
knowledge of market, 571
leverage, 570
martingale betting system, 563-564
maximum drawdowns (MDD), 563
number of shares or contracts, 565
optimal f and Kelly formula, 567-568
position size, 564-568
psychological risks, 570-571
pyramiding, 570
reward to risk, 564
Risk of Ruin (ROR) formula, 565-566
security quality, 572
temporal, 572
theory of runs, 563, 567
trade frequency, 572
testing money management strategies,
561-562
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money market funds, 111-112, 178-179
money market managers, 126-127
money point, 575
money stops, 269
money supply, 183-184
monitoring systems and portfolios, 577
Monte Carlo simulations, 562, 569
Montgomery, Paul Macrae, 116
morning star candlestick pattern, 397-398
Most, Nathan, 61
motive impulse wave, 479
Moving Average Convergence-Divergence
(MACD), 432-433
moving averages, 157-158, 536
advance-decline moving average, 138
bands
Bollinger Bands, 292-293
explained, 292
Keltner Bands, 293
STARC Bands, 293
trading strategies, 294-295
calculating, 276-278
centered moving averages, 463-464
channels, 295
defined, 275-276
directional movement
calculating, 288-289
DMIs (directional movement indicators),
289-291
Exponentially Smoothed Moving Average
(EMA), 282-283
Following Adaptive Moving Average
(FAMA), 285
Geometric Moving Average (GMA), 284
Kaufman Adaptive Moving Average
(KAMA), 285
length of, 279-280
Linearly Weighted Moving Average
(LWMA), 282
MESA Adaptive Moving Average
(MAMA), 285
multiple moving averages, 280-281

Index

number of stocks above their 30-week moving
average, 157-158
percentage envelopes
explained, 291-292
trading strategies, 294-295
triangular moving averages, 285
usage strategies
determining price extremes, 287
determining support and resistance, 286
determining trend, 285
giving specific signals, 288
variable EMAs, 285
Volume-Adjusted Moving Average, 285
Wilder’s moving average, 284
moving averages crossovers, 29
Moving-Average Convergence/Divergence
(MACD), 29, 432-433
moving-average envelopes, 29
MPT (Modern Portfolio Theory), 594-600
MTA (Market Technicians Association), 7
multibox reversal point-and-figure charts,
217-218
multicollinearity, 590
multiple bar patterns
knockout, 381
Oops!, 382
shark, 383-384
trend correction, 380-381
multiple moving averages, 280-281
multiple regression, 590
multiple variables in descriptive statistics,
586-590
Murphy, John, 507
mutual funds
mutual fund cash as percentage of assets,
108-109
statistics, 108

N
Najarian, Jon, 537
naked bar upward reversals, 379
narrow-range bar, 385-386
Nature’s Law—The Secret of the Universe
(Elliott), 478
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nearest future method, 205
Neely, Glenn, 490
negative divergence, 132, 410
negative failure swings, 409
negative reversals, 133, 410
Nelson, A. C., 76
Nelson, S. A., 27
Nerves-of-Steel system
design, 541-545
Monte Carlo simulation, 569
upgrading based on results of initial testing,
553-555
net profit to drawdown ratio, 551
net ticks, 160
neural networks, 603
neurochemistry effect on human thinking, 92
neurofinance, 17
neutral areas, 225
New Concepts in Technical Trading Systems
(Wilder), 288
new highs versus new lows, 155
A New Strategy of Daily Stock Market Timing
for Maximum Profit (Granville), 416
9-to-1 down volume days, 153-154
Nison, Steve, 30, 211, 390
noise players, 46, 69
nondiscretionary systems
benefits of, 531-532
explained, 530-531
pitfalls of, 532
nondiversifiable risk, 599
nonrandom nature of price, 18
normal distributions, 36, 591-592
normal risks
initial capital, 568-569
leverage, 570
number of shares or contracts, 565
optimal f and Kelly formula, 567-568
position size
determining optimal position size, 565-568
explained, 564-565
final position size, 568
pyramiding, 570
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Risk of Ruin (ROR) formula, 565-566
theory of runs, 567
not held, 608
NPDD (ninety percent downside days), 152
number of shares or contracts, 565

(0]
O’Neil, William, 521
O’Shaughnessy, James P., 521-522
observing cycles, 460-461
OBYV (On-Balance-Volume), 416-417
odd lots, 608
odd-lot short selling, 115
offers, 608
Okum, Arthur, 188
On Balance Open Interest Indicator, 429
On the Impossibility of Informationally
Efficient Markets (Grossman and
Stiglitz), 42
On-Balance-Volume (OBV), 416-417
one-box reversal point-and-figure charts,
216-217, 373
action points, 344-345
consolidation area, 340
determining count in, 341-343
explained, 339
fulcrum, 344
head-and-shoulders pattern, 343
trend lines, 340-341
one-day change in advance-decline line, 138
QOops! pattern, 382
OOS (out-of-sample) optimization, 547-548
open interest
explained, 427-428
indicators, 428-429
open orders, 607
opening gaps, 365-367
OPG (Opening Only), 608
optimal f, 567-568
optimal position size, determining
optimal f and Kelly formula, 567-568
Risk of Ruin (ROR) formula, 565-566
theory of runs, 567
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optimizing systems
explained, 546
measuring system results for robustness

outlier-adjusted profit, 550
outside bars, 379-380
overbought level, 408-409
overconfidence, 46
overreaction, 46

oversold level, 408-409

components, 549

profit measures, 549-550

risk measures, 550-551

smoothness and equity curve, 552
out-of-sample (OOS) optimization, 547-548 P
screening for parameters, 548-549 panics, 94-95
walk forward optimization, 548 paper umbrella pattern, 393

whole sample, 547 Parabolic SAR, 267
option trading, 65-66, 97-98 Parabolic System, 29
order tickets, 609-610 parameters
oscillators screening for, 548-549

test parameter ranges, 540
Park, Cheol-Ho, 52
pattern gaps, 367
pattern recognition systems, 537-538

analysis methods
classic patterns, 411
crossovers, 411

divergences, 409-410
failure swings, 409
overbought/oversold, 408-409
reversals, 410
trend IDs, 410-411
bounded/unbounded, 408
Chaikin Money Flow, 421
Chaikin Oscillator, 422
defined, 139
Ease of Movement (EMV), 425
Elder Force Index (EFI), 423-424
explained, 408
Herrick Payoff Index (HPI), 428-429
McClellan Oscillator, 142-143
McClellan Ratio-Adjusted Oscillator, 143
Money Flow Index (Oscillator), 422-424
Moving Average Convergence-Divergence
(MACD), 432-433
Rate of Change (ROC), 434-435
similarities between, 441-442
Stochastic oscillator, 437-440
Twiggs Money Flow, 421
volume oscillator, 420-421
Volume Rate of Change, 425
Williams %R oscillator, 440-441

out-of-sample (OOS) optimization, 547-548

patterns

ascending triangle, 317
ascending triple top and descending triple
bottom, 350-351
assumptions about, 18
bar charts and patterns, 307-308
book recommendations, 307
broadening, 320
bullish triangle and bearish triangle, 352
candlestick
Bulkowski ranking of candlestick patterns,
401-402
dark cloud cover, 395-397
doji, 391-392
engulfing, 394-396
evening star, 397-398
explained, 390-391
hammer, 393
hanging man, 393-394
harami, 392-393
inverted hammer, 394-395
morning star, 397-398
piercing line, 395-397
shooting star, 394-395
three black crows, 398-399
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three inside down, 399-400
three inside up, 399-400
three outside down, 400
three outside up, 400
three white soldiers, 398-399
windows, 392
catapult, 354-355
characteristics of, 302-303
construction and determination, 362
Dead Cat Bounce (DCB), 371-373
defined, 302
descending triangle, 315-316
diamond top, 321-322
double top and double bottom, 309-310, 349
entry/exit, 302
existence of, 303-304
failures, 303
flags and pennants, 329-331
fractal nature of, 18, 303
fulcrum, 344
gaps
Apple Computer (AAPL) case study,
368-370
breakaway gaps, 364
common gaps, 367
ex-dividend gaps, 367
exhaustion gaps, 367
explained, 363-364
opening gaps, 365-367
pattern gaps, 367
runaway gaps, 367
suspension gaps, 367
head-and-shoulders, 326-329, 343
intraday patterns, 386-389
island reversals, 373
multiple bar patterns
knockout, 381
QOops!, 382
shark, 383-384
trend correction, 380-381
one- and two-bar reversal patterns
hikkake reversals, 379-380
hook reversals, 379
horn, 375
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inside bars, 376-378
naked bar upward reversals, 379
one-bar reversals, 373
outside bars, 379-380
two-bar breakouts, 375
two-bar reversals, 373-375
pattern recognition
behavioral finance and, 304-305
computers and, 305-306
market structure and, 306
patterns with best performance and lowest risk
of failure, 332
profitability of, 308-309
pullbacks, 303
rectangle, 310-313
rising and declining trend lines, 352-354
rising bottom and declining top, 349-350
rounding top and rounding bottom, 325-326
shakeout, 356-357
short- versus long-term patterns, 359-362
spikes, 355-356, 370-371
spread triple top and spread triple bottom,
351-352
standard triangle, 314-315
symmetrical triangle, 317-318
temporal patterns/cycles
decennial pattern, 168-169
election year pattern, 171-172
event trading, 175
explained, 163-164
Sfour-year or presidential cycle, 170-171
January barometer, 174
January effect, 174
Kondratieff waves (K-waves), 164-166
seasonal patterns, 172-174
34-year historical cycles, 166-168
throwbacks, 303
triple top and triple bottom, 313-314, 350
validity of, 303-304
volatility patterns
narrow-range bar, 385-386
VIX, 386
wide-range bar, 384-385
wedge and climax, 322-325
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payoff ratio, 550, 564
peaks, 228-229
pegged market, 608
pennants, 329-331
percent breakout filter, 258
percentage change method, 518-519
percentage envelopes
explained, 291-292
trading strategies, 294-295
percentage method of identifying reversal
points, 233
percentage of gain, setting trailing stops
with, 268
percentage winning trades, 550
performance measurement statistics, 600-601
periods, 454, 468-469
permutations, 582
perpetual contracts, 205, 539
piercing line candlestick pattern, 395-397
pipe formation, 373-375
Pisano, Leonardo (“Fibonacci”’), 493
Pivot Point Technique, 260-262
pivots, 364
Plato, 494
players
informed players, 69, 92
investor psychology, 89, 226-227
investors as their own worst enemies, 93
liquidity players, 69
noise players, 69
Plessis, Jeremy du, 339
Plummer, Tony, 456, 491
plurality index, 144
plus tick, 609
POI (Price and Open Interest Index), 429
Poincare, Henri, 35
Point and Figure Charting (Dorsey), 218
The Point and Figure Method of Anticipating
Stock Price Movements (De Villiers), 338
point-and-figure charts
arithmetic scale, 220
box size, 217-218
continuous price flow, 336-337

Index

explained, 215-216, 335, 414
history of, 337-339
logarithmic scale, 220
multibox reversal, 217-218
old versus new methods, 337
one-box reversal
action points, 344-345
consolidation area, 340
determining count in, 341-343
explained, 216-217, 339
fulcrum, 344
head-and-shoulders pattern, 343
trend lines, 340-341
three-point reversal
ascending triple top and descending triple
bottom, 350-351
bullish triangle and bearish triangle, 352
catapult, 354-355
double top and double bottom, 349
explained, 345
horizontal count, 347
rising and declining trend lines, 352-354
rising bottom and declining top, 349-350
shakeout, 356-357
spike, 355
spread triple top and spread triple bottom,
351-352
trend lines, 346-347
triple top and triple bottom, 350
vertical count, 348
time, 218
time and volume omission, 336
trend lines, 248
point breakout filter, 258
polls, 102
advisory opinion polls, 103-105
American Association of Individual
Investors, 105
Consensus Bullish Sentiment Index, 106
Consumer Confidence Index, 106
Market Vane polls, 106
Sentix Index, 106
Poor, Henry, 27
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popsteckle, 443-444
population, 585
portfolios, monitoring, 577
Poser, Steven, 492
position sizing. See money management
positive divergence, 132, 410
positive failure swings, 409
positive reversals, 133, 410
pragmatic criticisms of technical analysis,
50-51
Prechter, Robert, 483
predictive technical analysis, 4
premature breakouts, 311
presidential (four-year) cycle, 170-171
price
arbitrage and price equilibrium, 47-48
ask price, 59
bid price, 59
confirmation. See price confirmation
as determined by supply and demand, 17
history of price reporting, 27
nonrandom nature of, 18
normal distributions and, 591
price discount assumption, 17
price extremes, 287
price flow, 336-337
price targets, setting with breakout price, 309
returns versus, 581-582, 586
standard deviation of price, 259
trends. See trends
Price and Open Interest Index (POI), 429
price confirmation
determining trend and trading range, 441-444
momentum
Commodity Channel Index (CCI), 441
explained, 430-431
Moving Average Convergence-Divergence
(MACD), 432-433
Rate of Change (ROC), 434-435
Relative Strength Index (RSI), 434-437
similarities between oscillators, 441-442
Stochastic oscillator, 437-440
success of momentum indicators, 431-432
Williams %R oscillator, 440-441
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Price Volume Trend, 418
price-weighted averages, 70
primary bear markets, 80
primary bull markets, 80
primary dealer positions (Treasury Bonds),
125-126
primary trends, 16, 80-81
Pring, Martin, 510
probability distributions, 582-583, 591-594
profit
measuring profitability of systems, 549-550
profit factor, 549, 564
profit/loss ratio, 564
profitability of patterns, 308-309
profiting from technical analysis, 10-11
trends as key to profits, 224-225
The Profit Magic of Stock Transaction Timing
(Hurst), 454, 460
program trading, 412
progressive stops. See trailing stops
projected targets (EWT), 488-490
projecting
amplitude
commonality, 474-475
FLD (Future Line of Demarcation),
471-472
half-cycle reversal, 470-471
Tillman method, 472-474
periods, 468-469
proportions of scale, 39-40
protective stops, 264-265
hard money or dollar stops, 573
maximum adverse excursion method, 574
Pruitt, George, 538
psychological accounting, 46
psychological risks, 570-571
pullbacks, 247, 303, 608
put/call ratio
measuring sentiment with, 98-102
Treasury Bond COT data, 125
Treasury Bond futures put/call ratio, 124
pyramiding, 570
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Q
quadratic equation, standard deviation as, 595
Quantitative Analysis Services, Inc., 100
quotes, 608

R
r-squared, 589
random, deterministic versus, 582
The Random Character of Stock Market Prices
(Cootner), 35
A Random Walk Down Wall Street
(Malkiel), 35
Random Walk Hypothesis (RWH)
drawdowns, 37-38
explained, 35
fat tails, 36
origins and development, 35
proportions of scale, 39-40
range trading, 236-237
ranges
defined, 210
True Range, 420
Raschke, Linda Bradford, 386, 444, 538
RASI (ratio-adjusted summation index), 144
rate of change (ROC), 29, 133, 434-435
ratio analysis, 517
bond market to stock market, 512
cyclical emphasis, 510-511
gold to bonds, 512
implications of intermarket analysis, 513-515
secular emphasis, 507-510
stock market industry sectors, 515-516
stock market to U.S. dollar, 513-514
U.S. dollar to gold, 511
ratio-adjusted summation index (RASI), 144
rationality of investors, 46-47
reactive technical analysis, 4
recovery ratio, 551
rectangle formation. See trading ranges
rectangle pattern, 310-313
Redmont, Richard, 438

Index

regression
calculating, 588-590
linear regression, 239, 593-594
regression lines, 239
relative strength
academic studies of, 517-518
explained, 517, 608
measuring
alpha method, 519-520
Levy method, 520
percentage change method, 518-519
trend slope method, 520
RSI (relative strength index), 29, 434-437
relative volume, 112-113
reports, COT (Commitment of Traders)
reports, 122-124
Research Driven Investor (Hayes), 451
residual, 590
resistance
causes of, 230-232
determining, 286
resistance points, 230
resistance zones, 230, 234-236
retracements
explained, 245-246
waiting for, 270
return on investment (ROI), 564
Return Retracement ratio, 551
returns
expected return, 599
normal distributions and, 591
prices versus, 581-582, 586
risk versus return, 597
ROI (return on investment), 564
stationarity of, 602
Returns to Buying Winners and Selling Losers:
Implications for Stock Market Efficiency
(Levy), 517
reversals
explained, 133, 410
hikkake reversals, 379-380
hook reversals, 379
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horn pattern, 375
inside bars, 376-378
island reversals, 373
naked bar upward reversals, 379
one-bar reversals, 373
outside bars, 379-380
reversal points, determining
DeMark or Williams method, 232-233
Gann two-day swing method, 233-234
high volume method, 234
percentage method, 233
reversal amount, 337
reversal bars, 373
reversal size, 337
two-bar breakouts, 375
two-bar reversals, 373-375
reverse triangle pattern, 320
reward to risk, 564, 597, 600-601
Rhea, Robert, 17, 27, 76, 478
rising and declining trend lines pattern,
352-354
rising bottom and declining top pattern,
349-350
rising wedge pattern, 323
Risk of Ruin (ROR) formula, 565-566
risk/return ratio, 271, 595
risks. See also volatility
beta, 599-600
counterparty risk, 62
diversifiable risk, 571-572
drawdowns, 563
explained, 560-561
futures versus stock markets, 505
initial capital, 568-569
knowledge of market, 571
leverage, 570
martingale betting system, 563-564
maximum drawdowns (MDD), 563
measuring, 550-551
money-management risk strategies
execution, 576
explained, 530, 572-573
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if everything goes wrong, 577
monitoring systems and portfolios, 577
protective stops, 573-574
signal stops, 576
targets, 576
time stops, 576
trailing stops, 574-575
nondiversifiable risk, 599
number of shares or contracts, 565
optimal f and Kelly formula, 567-568
patterns with best performance and lowest risk
of failure, 332
position size
determining optimal position size, 565-568
explained, 564-565
final position size, 568
psychological risks, 570-571
pyramiding, 570
reward to risk, 564, 597, 600-601
Risk of Ruin (ROR) formula, 565-566
risk/return ratio, 271, 595
security quality, 572
and system design, 533-534
temporal, 572
theory of runs, 563, 567
trade frequency, 572
robustness, measuring system results for
components, 549
profit measures, 549-550
risk measures, 550-551
smoothness and equity curve, 552
ROC (rate of change), 29, 133, 434-435
ROI (return on investment), 564
ROR (Risk of Ruin) formula, 565-566
Rotnem, Ralph, 117
round lots, 608
round numbers in trading ranges, 232
rounding top and rounding bottom pattern,
325-326
Rouwenbhorst, K. G., 518
RSI (relative strength index), 29, 434-437
Rubenstein, Mark, 36
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rules of trading, 297
runaway gaps, 367
RWH (Random Walk Hypothesis)
drawdowns, 37-38
explained, 35
fat tails, 36
origins and development, 35
proportions of scale, 39-40
Rydex Global Advisors, 109

S

sample, population versus, 585
Samuelson’s Dictum, 42
Samuelson, Paul, 35, 42
saucer pattern, 325-326
scale

arithmetic scale, 213, 220

defined, 608

logarithmic scale, 220

proportions of scale, 39-40

scale orders, 608

semi-logarithmic scale, 214

trend lines, 240
Schabacker, Richard W., 28
Schumpeter, Joseph A., 164

Schwager on Futures: Technical Analysis, 540

Schwager, Jack, 200
screening for parameters, 548-549
seasonal patterns, 172-174
seats, 608
secondary offerings, 119, 180-181
secondary trends, 16, 81
secular emphasis (ratio analysis), 507-510
Securities Act of 1933, 28
Securities and Exchange Commission, 60
Security Analysis (Graham and Dodd), 28
security quality, 572
selecting markets
explained, 503-504
futures versus stock markets
costs, 504
liquidity, 506
risks, 505
suitability, 505

Index

time horizon, 505-506
volatility, 506
volume, 506
investment securities, 506-507
ratio analysis
bond market to stock market, 512
cyclical emphasis, 510-511
gold to bonds, 512
implications of intermarket analysis,
513-515
secular emphasis, 507-510
stock market industry sectors, 515-516
stock market to U.S. dollar, 513-514
U.S. dollar to gold, 511
relative strength
academic studies of, 517-518
explained, 517
measuring, 518-520
screening for favorable stocks: case
studies, 520
Charles D. Kirkpatrick method, 522-523
James P. O’Shaughnessy method, 521-522
Richard D. Wyckoff method, 522-524
Value Line Ranking System, 522
William O’Neil CANSLIM method, 521
Sell/Buy ratio, 118-119
seller expectations, 17
semi-logarithmic scale, 214
sentiment
crowd behavior and concept of contrary
opinion, 96
defined, 89
Hulbert Gold Sentiment Index, 128
human bias and decision making, 92-94
of liquidity players, 91
measuring for informed players, 118-124
COT (Commitment of Traders) reports,
122-124
explained, 91-92
Investors Intelligence, 119-120
large blocks, 121-122
secondary offerings, 119
Sell/Buy ratio, 118-119
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measuring for uninformed players
advisory opinion polls, 103-105
American Association of Individual
Investors poll, 105
buying and selling climaxes, 107-108
combining put/call ratio and volatility, 102
Consensus Bullish Sentiment Index, 106
Consumer Confidence Index, 106
eccentric sentiment indicators, 117
explained, 91
historical indicators, 117-118
margin balances, 110-111
Market Vane polls, 106
money market fund assets, 111-112
mutual fund statistics, 108-109
odd-lot short selling, 115
option trading and sentiment, 97-98
overview, 97
put-call ratios, 98-100
relative volume, 112-113
Rydex funds, 109-110
Sentix Index, 106
uninformed short selling, 113-115
unquantifiable contrary indicators,
116-117
volatility, 100-101
neurochemistry effect on human thinking, 92
T-bill rate expectations by money market fund
managers, 126-127
theory of contrarian investing, 90-91
Treasury Bond COT data, 125
Treasury Bond futures put/call ratio, 124
Treasury Bond primary dealer positions,
125-126
Sentix Index, 106
serial dependence, 590
shadows, 213
shakeout pattern (three-point reversal
point-and-figure charts), 356-357
shares, number of, 565
shark pattern, 383-384
Sharpe ratio, 551, 600
Sharpe, William, 598, 600

Sherwell, Chris, 371
Shiller, Robert, 48
shock spiral, 427
shooting star candlestick pattern, 394-395
short, 608
short covering, 608
Short Interest Ratio, 113
short selling
defined, 608
odd-lot short selling, 115
uninformed short selling, 113-115
short-term interest rates, 185-186
short-term patterns
Dead Cat Bounce (DCB), 371-373
explained, 359-362
gaps
Apple Computer (AAPL) case study,
368-370
breakaway gaps, 364
common gaps, 367
ex-dividend gaps, 367
exhaustion gaps, 367
explained, 363-364
opening gaps, 365-367
pattern gaps, 367
runaway gaps, 367
suspension gaps, 367
intraday patterns, 386-389
island reversals, 373
multiple bar patterns
knockout, 381
QOops!, 382
shark, 383-384
trend correction, 380-381
one- and two-bar reversal patterns
hikkake reversals, 379-380
hook reversals, 379
horn pattern, 375
inside bars, 376-378
naked bar upward reversals, 379
one-bar reversals, 373
outside bars, 379-380
two-bar breakouts, 375
two-bar reversals, 373-375
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pattern construction and determination, 362
spikes, 370-371
volatility patterns
narrow-range bar, 385-386
VIX, 386
wide-range bar, 384-385
short-term traders, 51
signal stops, 576
Skinner, B. F., 304
Slater, Tim, 438
slippage, 573
Smith, Edgar Lawrence, 168
“Some A Posteriori Probabilities in Stock
Market Action” (Cowles and Jones), 35
Sornette, Didier, 36
Sortino ratio, 551
SPDR (Standard & Poor’s Depository
Receipt), 61
specialist breakouts, setting stops for, 272-273
spectral analysis, 458
speed lines, 248-249
spikes, 355, 370-371
climaxes, 426
explained, 425-426
on breakout, 425
shock spiral, 427
volume dips, 427
Volume Price Confirmation Indicator
(VPCI), 427
spread triple top and spread triple bottom,
351-352
Spyder, 61
Stack, John, 139
stagflation, 188
Standard & Poor’s Depository Receipt
(SPDR), 61
Standard and Poor’s, 27
standard deviation
calculating, 585-586
normal distributions and, 591
of price, 259
as quadratic equation, 595
standard normal variables, 592
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Standard Statistics, 27
standard triangle pattern, 314-315
Star, Barbara, 441
STARC Bands, 293
stationarity of returns, 602
statistical significance, 590
statistics
advanced statistics overview, 602-603
descriptive statistics
central tendency measurement, 583-585
defined, 583
multiple variables, 586-590
volatility measurement, 585-586
inferential statistics
defined, 583, 591
probability distributions, 591-594
MPT (Modern Portfolio Theory), 594-600
for performance measurement, 600-601
probability and, 582-583
returns versus prices, 581-582
statistical significance, 590
volume statistics
Accumulation Distribution (AD), 419
Chaikin Money Flow, 421
Chaikin Oscillator, 422
climaxes, 426
Ease of Movement (EMV), 425
Elder Force Index (EFI), 423-424
interpreting, 415-416
Money Flow Index (Oscillator), 422-424
On-Balance-Volume (OBV), 416-417
Price Volume Trend, 418
Twiggs Money Flow, 421
value of, 414-415
volume oscillator, 420-421
Volume Rate of Change, 425
volume spikes, 425-427
Williams Accumulation Distribution
(WAD), 420
Williams Variable Accumulation
Distribution (WVAD), 418-419
Steckler, David, 152, 443
Sterling ratio, 551
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Stiglitz, Joseph, 42
Stochastic oscillator, 437-440
stock ahead, 608
The Stock Market Barometer (Hamilton), 76
“Stock Market Prices Do Not Follow Random
Walks: Evidence from a Simple
Specification Test” (Lo and MacKinlay), 39
Stock Market Profits (Schabacker), 28
Stock Market Techniques No. 2 (Wyckoff), 338
Stock Market Theory and Practice
(Schabacker), 28
Stock Market Trading (Blumenthal), 339
stock markets, 60
bond market to stock market ratio
analysis, 512
choosing between futures markets and
stock markets
costs, 504
liquidity, 506
risks, 505
suitability, 505
time horizon, 505-506
volatility, 506
volume, 506
industry sectors, 515-516
stock market to U.S. dollar ratio analysis,
513-514
StockCharts.com, 203
StockCube Ltd, 339
Stoller Average Range Channel (STARC), 293
Stoller, Manning, 293
stops
calculating risk/return ratio for breakout
trading, 271
changing stop orders, 264
combining with breakouts, 269
defined, 263, 609
entry stops, 263-264
exit stops, 263-264
gaps and, 269-270
money stops, 269
placing for false (“specialist”) breakouts,
272-273
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protective stops, 264-265
hard money or dollar stops, 573
maximum adverse excursion method, 574
signal stops, 576
stop limit orders, 608
time stops, 268-269, 576
trailing stops
adaptive stops, 575
break-even level and break-even stops, 574
defined, 265-266
maximum winning favorable
excursion, 575
setting with Parabolic SAR, 267
setting with percentage of gain, 268
setting with trend lines, 266-267
technical point versus money point, 575
trend line stops, 575
volatility stops, 575
waiting for retracement, 270
Stowell, Joe, 379
strength of market, measuring. See market
strength, measuring
Strong, Robert, 34
Student’s t distributions, 593
Study Helps in Point and Figure Technique
(Whelan), 216
suitability, futures versus stock markets, 505
supply and demand, 14-17
support
causes of, 230-232
determining, 286
support points, 230
support zones, 234-236
suspension gaps, 367
Swannell, Richard, 483
swaps, 66
symmetrical triangle pattern, 317-318
systematic risk, 599
systems
Chande’s Cardinal Rules for a good trading
system, 556
design
countertrend systems, 538
exogenous signal systems, 538
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initial systems, 534-535
Nerves-of-Steel system case study, 541-545
pattern recognition systems, 537-538
reliability, 538
requirements, 532-533
risk, 533-534
trend-following systems, 535-537
discretionary, 530-531
monitoring, 577
necessity of, 530
nondiscretionary
benefits of, 531-532
explained, 530-531
pitfalls of, 532
optimization
explained, 546
measuring system results for robustness,
549-552
out-of-sample (OOS) optimization,
547-548
screening for parameters, 548-549
walk forward optimization, 548
whole sample, 547
overview, 529
testing
methods and tools, 540
overview, 538-539
special data problems for futures systems,
539-540
test parameter ranges, 540

T

t distributions, 593

T-bill rate expectations by money market fund
managers, 126-127

Tabell, Edmund, 29

targets, 576

Tarkany, Frank, 456

Taylor, Owen, 338

Technical Analysis (Schwager), 200

Technical Analysis and Market Profits
(Schabacker), 28

Technical Analysis from A to Z (Achelis), 420

Index

Technical Analysis of Stock Trends (Edwards
and Magee), 3, 28
technical point, 575
temporal patterns/cycles
decennial pattern, 168-169
election year pattern, 171-172
event trading, 175
explained, 163-164
four-year or presidential cycle, 170-171
January barometer, 174
January effect, 174
Kondratieff waves (K-waves), 164-166
seasonal patterns, 172-174
34-year historical cycles, 166-168
temporal risk, 572
10-to-1 up volume days, 153-154
terminal wealth, 584
testing money management strategies, 561-562
testing systems
methods and tools, 540
Nerves-of-Steel system case study, 541-545
overview, 538-539
special data problems for futures systems,
539-540
test parameter ranges, 540
theorems of Dow Theory, 78-79
A Theory of Adaptive Economic Behavior
(Cross), 43
theory of contrarian investing, 90-91
Theory of Contrary Opinion, 96
theory of runs, 563, 567
“The Theory of Speculation” (Bachelier), 35
thepatternsite.com, 302
34-year historical cycles, 166-168
Thompson, William, 164
three black crows candlestick pattern, 398-399
three inside down candlestick pattern, 399-400
three inside up candlestick pattern, 399-400
three outside down candlestick pattern, 400
three outside up candlestick pattern, 400
three-point reversal point-and-figure charts
ascending triple top and descending triple
bottom, 350-351
bullish triangle and bearish triangle, 352
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catapult, 354-355
double top and double bottom, 349
explained, 345
horizontal count, 347
rising and declining trend lines, 352-354
rising bottom and declining top, 349-350
shakeout, 356-357
spike, 355
spread triple top and spread triple bottom,
351-352
trend lines, 346-347
triple top and triple bottom, 350
vertical count, 348
Three Steps and a Stumble indicator, 193-194
three white soldiers candlestick pattern,
398-399
throw-overs, 482
throwbacks, 247, 303
thrust, 147-148
ticker tape, 202
ticks, 160, 202
Tides and the Affairs of Men (Smith), 168
Tillman method, 472-474
Tillman, Jim, 472
time
omission from point-and-figure charts, 336
point-and-figure charts, 218
time stops, 268-269
time breakout filter, 258
time horizon, 505-506
time in force, 609
time series modeling, 602
time series variables, 587
time stops, 268-269, 576
Titman, Sheridan, 517
Tower, Ken, 100
trade frequency, 572
TradeStation, 203
Trading Classic Chart Patterns
(Bulkowski), 302
trading ranges. See also rectangle pattern
breakout trading, 237
defined, 225
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determining, 441-444
explained, 230
in one-box reversal point-and-figure
charts, 340
range trading, 236-237
reversal points, determining
DeMark or Williams method, 232-233
Gann two-day swing method, 233-234
high volume method, 234
percentage method, 233
round numbers, 232
support and resistance
causes of, 230-232
resistance points, 230
resistance zones, 230, 234-236
support points, 230
support zones, 234-236
trading rules, 297
trading systems. See systems
trailing stops
adaptive stops, 575
break-even level and break-even stops, 574
defined, 265-266
maximum winning favorable excursion, 575
setting with Parabolic SAR, 267
setting with percentage of gain, 268
setting with trend lines, 266-267
technical point versus money point, 575
trend line stops, 575
volatility stops, 575
transaction volume, 84
translation in cycles, 457-458
Treasury Bonds
COT data, 125
futures put/call ratio, 124
primary dealer positions, 125-126
trend correction patterns, 380-381
trend-following systems
breakout systems, 536
explained, 535-536
moving average systems, 536
problems with, 536-537
trend IDs, 410-411
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trend lines, 13-14
accelerating trend lines, 240-241
Andrews pitchfork, 249-250
channels, 243-244
decelerating trend lines, 241-242
Gann fan lines, 250-251
identifying uptrends with, 239-240
internal trend lines, 244
in one-box reversal point-and-figure charts,
340-341
on point-and-figure charts, 248
rules for, 242
scale, 240
setting trailing stops with, 266-267
speed lines, 248-249
stops, 575
in three-point reversal point-and-figure charts,
346-347
trend slope method, 520
trends. See also cycles; moving averages
breakouts
anticipating, 262
calculating risk/return ratio for breakout
trading, 271
combining with stops, 269
confirming, 256-262
explained, 255-256
false/premature breakouts, 311
setting price targets with, 309
defined, 11, 79
determining, 227-229, 285, 441-444
directional trends, 238
Dow Theory, 225-226
downtrends, 11
effect of investor psychology on, 226-227
explained, 9-10, 227
fractal nature of, 15-16, 225
identifying, 12-13
linear least-squares regression, 12-13
trend lines, 13-14
importance of, 10-11
intraday trends, 16
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as key to profits, 224-225
minor trends, 82
neutral areas, 225
peaks and troughs, 228-229
primary trends, 16, 80-81
pullbacks, 247
relationship with supply and demand, 14-15
retracements, 245-246
secondary trends, 16, 81
throwbacks, 247
trading ranges
breakout trading, 237
defined, 225
explained, 230
range trading, 236-237
resistance zones, 234-236
reversal points, determining, 232-234
round numbers, 232
support and resistance, 230-232
support zones, 234-236
trend lengths, 15-16
trend correction patterns, 380-381
trend-following systems
breakout systems, 536
explained, 535-536
moving average systems, 536
problems with, 536-537
trend IDs, 410-411
trend lines
accelerating trend lines, 240-241
Andrews pitchfork, 249-250
channels, 243-244
decelerating trend lines, 241-242
Gann fan lines, 250-251
identifying uptrends with, 239-240
in one-box reversal point-and-figure
charts, 340-341
in three-point reversal point-and-figure
charts, 346-347
internal trend lines, 244
on point-and-figure charts, 248
rules for, 242
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scale, 240
setting trailing stops with, 266-267
speed lines, 248-249
uptrends, identifying, 238
defined, 11
regression lines, 239
trend lines, 239-244
William Hamilton’s thoughts on, 79
Treynor measure of performance, 600
triangle patterns, 486
ascending triangle, 317
descending triangle, 315-316
standard triangle, 314-315
symmetrical triangle, 317-318
trading triangles, 319
triangular moving averages, 285
triple top and triple bottom pattern,
313-314, 350
troughs, 228-229
True Range, 420
truncation, 483
Tulip Bulb Mania, 24
Tversky, Amos, 47
Twain, Mark, 18
Twiggs Money Flow, 421
two-bar breakouts, 375
two-bar reversals, 373-375
Two Tumbles and a Jump indicator, 193
Tyco, 31

U

The Ultimate Trading Guide (Hill, Pruitt, and
Hill), 532

unbiased estimate, 585

unbounded oscillators, 408

unchanged issues index, 145

unchanged stock, 133

underlying, 62

underwater curve, 552

uninformed players, measuring sentiment of
advisory opinion polls, 103-105
American Association of Individual

Investors poll, 105
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buying and selling climaxes, 107-108
combining put/call ratio and volatility, 102
Consensus Bullish Sentiment Index, 106
Consumer Confidence Index, 106
eccentric sentiment indicators, 117
explained, 91
historical indicators, 117-118
margin balances, 110-111
Market Vane polls, 106
money market fund assets, 111-112
mutual fund statistics, 108-109
odd-lot short selling, 115
option trading and sentiment, 97-98
overview, 97
put-call ratios, 98-100
relative volume, 112-113
Rydex funds, 109-110
Sentix Index, 106
uninformed short selling, 113-115
unquantifiable contrary indicators, 116-117
volatility, 100-101
uninformed short selling, 113-115
unit root tests, 602
unquantifiable contrary indicators, 116-117
unusual risks
diversifiable risk, 571-572
knowledge of market, 571
psychological risks, 570-571
security quality, 572
temporal, 572
trade frequency, 572
unweighted index, 72
up and down volume indicators
Arms Index, 149-151
explained, 149
modified Arms Index, 151
NPDD (ninety percent downside days), 152
10-to-1 up volume days and 9-to-1 down
volume days, 153-154
uptick, 609
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uptrends, identifying, 238. See also trends

regression lines, 239

trend lines, 239-240
accelerating trend lines, 240-241
decelerating trend lines, 241-242
internal trend lines, 244
rules for, 242
scale, 240

\%
valuation model (Federal Reserve), 192
Value Line averages, 72
Value Line Ranking System, 522
VaR (Value-at-Risk) method, 601
variable EMAs, 285
variables
dependent variables, 590
explanatory variables, 590
independent variables, 590
multiple variables, 586-590
standard normal variables, 592
time series variables, 587
variance
calculating, 585-586
covariance versus, 597
variation, 455
velocity of money, 187, 189
vertical count, 348

Vickers Stock Research Corporation, 118

Villiers, Victor De, 338
VIX pattern, 386
volatility. See also risks
breakout filter, 259-260
estimating, 602-603
futures versus stock markets, 506
implied volatility, 101
measuring, 585-586
measuring sentiment with, 100-102
volatility patterns
narrow-range bar, 385-386
VIX, 386
wide-range bar, 384-385
volatility stops, 575
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volume

defined, 411-412

futures versus stock markets, 506

high volume method of identifying reversal
points, 234

indexes
Accumulation Distribution (AD), 419
On-Balance-Volume (OBV), 416-417
Price Volume Trend, 418
Williams Accumulation Distribution

(WAD), 420
Williams Variable Accumulation
Distribution (WVAD), 418-419

interpreting changes in volume, 415-416
omission from point-and-figure charts, 336
oscillators

Chaikin Money Flow, 421

Chaikin Oscillator, 422

Ease of Movement (EMV), 425

Elder Force Index (EFI), 423-424
Money Flow Index (Oscillator), 422-424
Twiggs Money Flow, 421

volume oscillator, 420-421

Volume Rate of Change, 425

portrayal in charts

bar/candle charts, 412-413
equivolume, 412-413
point-and-figure, 414

transaction volume, 84
up and down volume indicators

Arms Index, 149-151

explained, 149

modified Arms Index, 151

NPDD (ninety percent downside
days), 152

10-to-1 up volume days and 9-to-1 down
volume days, 153-154

value of volume statistics, 414-415
volume breakout filter, 259
volume dips, 427

volume oscillator, 420-421
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volume spikes
climaxes, 426
explained, 425-426
on breakout, 425
shock spiral, 427
volume dips, 427
Volume Price Confirmation Indicator
(VPCI), 427
VPCI (Volume Price Confirmation
Indicator), 427
VWAP (Volume Weighted Average Price), 609
Volume-Adjusted Moving Average, 285
volume breakout filter, 259
volume oscillator, 420-421
Volume Price Confirmation Indicator
(VPCI), 427
Volume Rate of Change, 425
Volume Weighted Average Price (VWAP), 609
VPCI (Volume Price Confirmation
Indicator), 427
VWAP (Volume Weighted Average Price), 609

w
WAD (Williams A ccumulation
Distribution), 420
waiting for retracement, 270
walk forward optimization, 548
Ward, Kenneth, 29
The Wave Principle (Collins), 478
waves (EWT)
corrective waves, 483
flats, 485-486
triangles, 486
zigzags, 484
defined, 478
explained, 479-480
impulse waves
basic rules, 480-481
diagonals, 482
impulse patterns, 481
truncation, 483
motive impulse wave, 479
wedge and climax pattern, 322-325
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Whelan, Alexander, 216
whipsaw, 263
whole sample optimization, 547
Why Stock Markets Crash: Critical Events in
Complex Financial Systems (Sornette), 36
wide-range bar, 370, 384-385
Wilder’s moving average, 284
Wilder, J. Welles Jr., 29-30, 284, 288, 420, 434
Williams %R oscillator, 440-441
Williams Accumulation Distribution
(WAD), 420
Williams, Larry, 232, 379, 382, 428, 439,
536, 538
windows candlestick pattern, 392
women’s hemlines as sentiment indicator, 117
Worden, D. G., 29
WVAD (Williams Variable Accumulation
Distribution), 418-419
Wyckoff, Richard D., 27, 498, 522-524

X-Y-Z
yield curve (Federal Reserve), 194

zigzags, 484
Zweig, Martin, 29, 148
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