Chapter 18: Technical Analysis

CHAPTER OVERVI EW

Chapter 18 is a straightforward di scussion of technical
anal ysis without going too far in trying to explain the nyriad
details involved in doing technical analysis. As such, it is a
good bal ance between the tools and techni ques typically discussed
and used in sources that investors m ght see and the exact steps
involved in inplementing them The focus is on a basic
description of the techniques and a | ook behind the concepts
i nvol ved.

The what and why of technical analysis is devel oped at the
begi nni ng of the chapter, including an overall framework for
techni cal analysis. This discussion provides a foundation for an
overal | understandi ng of the subject.

The chapter is organized along two nmajor themes. The first
i nvol ves stock price and vol une techniques. W start with the Dow
Theory and then consider charts of price patterns. Again, only
the highlights are included because of the vol um nous nature of
this material and the difficulty in knowing what is the correct
interpretation to present. Included here are the best known
patterns of stock prices as presented by an article in the popul ar
press. Myving averages are covered here, as is relative strength.

The second organi zational thenme is technical indicators, such
as the advance-decline line, new highs and | ows, vol unme, sentinent
indicators as illustrated by the short-interest ratio, the
opi nions of investnent advisory services, mutual fund liquidity,
and the CBCE put/call ratio. Each of these indicators is
expl ai ned in enough detail to nmake t hem under st andabl e w t hout
getting bogged down in too nmany howto details.

An inportant part of this chapter involves the testing of
techni cal analysis strategies. It is very inportant to understand
how t o construct proper tests of various techni ques advocated in
investnments literature. Finally, some conclusions about technica
anal ysis are presented in detail in order to get students thinking
about the issues and the |ogic of technical analysis.

Chapter 18 seeks a bal ance between the conceptual and the
descriptive. It attenpts to nake a fair presentation of the case
for technical analysis, but nmakes it clear that skepticismis
warrant ed al t hough the techni ques have not been conpletely
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refuted. Ideally, students will cone away wi th an under st andi ng
of what mnust occur for technical analysis to work, and the

i kelihood of that occurring. Hopefully, they will think

| ogically about what is involved here, and how likely it is to
really work--particularly in the case of charts of stock prices.

Clearly, this chapter can be related back to Chapter 10
concerni ng mar ket efficiency.

CHAPTER OBJECTI VES

1. To present the basics of technical analysis so students will
know what it is all about.

2. To outline the major techniqgues and tools of technica
anal ysis so that students can properly classify them

3. To present the conceptual issues involved in technica

anal ysis so that students will think about what is being
done, and the likelihood of success.
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MAJOR CHAPTER HEADI NGS [ Cont ent s]

What

is Technical Analysis?

[the use of market data: price and vol une information; what
techni ci ans believe; a summary of key points about technica
anal ysi s]

A Framework for Technical Analysis

[diagram outlining the framework; market vs. individua
st ocks; techniques vs. charting]

Stock Price And Vol ume Techni ques

The Dow Theory

[bull and bear market; primary and secondary novenents;
di scussion of how the theory is typically interpreted;
criticisnms of the theory]

Charts of Price Patterns

[ support and resistance |evels; bar and point-and-figure
charts; sone evidence on price charts by Levy]

Movi ng Aver ages
[ 50-day and 200-day novi ng averages; signals]

Rel ati ve Strength

[strength of a stock relative to an index; how relative
strength is often used; chart depicting relative strength]

Ootaining Charts to Use in Technical Analysis
[ sources of charts, w despread availability]

Techni cal I ndicators

Breadth I ndicators

[ Advance-Decline line is conpared to a market average; new
hi ghs and | ows--how these are used as signals; vol une--high
trading volune is generally a bullish sign]

Sentinent |ndicators

[short-interest ratio; the opinion of investnent advisory
services; nutual fund liquidity; CBCE put/call ratio]

Testing Technical Analysis Strategies

[ adj ust ments necessary to conduct a fair test of a trading
rul e; discussion of filter rules]
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Some Concl usi ons About Techni cal Analysis
[l ogi cal reasons why it probably does not work]

POI NTS TO NOTE ABOUT CHAPTER 18
Tabl es and Fi gures
There are no tables in Chapter 18.

Figure 18-1 is designed to organi ze the chapter, outlining
t he techni cal anal ysis approach to conmon stock sel ection.

Figure 18-2 illustrates the Dow Theory and can be omtted
from di scussion if desired.

Figure 18-3 illustrates bar charting. Individual instructors
wi Il have to deci de how rmuch enphasize to give this material.
This figure is designed to show students the basics of a chart of
stock pri ces.

Figure 18-4, froma popul ar press article, illustrates the
i mportant price patterns for investors when using charts. This
figure will give students a good feel for what many technicians
are typically searching for when they study charts of stock
pri ces.

Figure 18-5 illustrates a point-and-figure chart. The sane
di scussi on presented above for Figure 18-3 applies here. This
type of chart is nuch less inportant than the bar chart to nost
t echni ci ans, and can be conmented on very quickly, if at all.

Figure 18-6 shows a bar chart for Coca Cola and illustrates
novi ng averages as they are often shown in technical analysis. In
this case both a 50-day and a 200-day novi hg average are shown.

Figure 18-7 illustrates the relative strength techni que.
This technique is widely seen (for exanple, in the chart of each
conpany covered by Val ue Line).

Box I nserts
Box 18-1 is a brief excerpt on the Dow Theory from The Wall
Street Journal. It covers both the technique itself and the

conti nuing debate on its usefulness. It is a good, succinct
di scussi on of the Dow Theory.
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ANSVERS TO END- OF- CHAPTER QUESTI ONS

18-1.

18- 2.

18- 3.

18- 4.

18- 5.

The rationale of technical analysis can be sumari zed as:

(a) Prices are determ ned by the forces of denmand and
suppl y.

(b) Many factors affect demand and supply, including
fundanmental factors as well as nmarket psychol ogy
factors.

(c) Stock prices tend to nove in trends as they adj ust
to a new equilibriumlevel

(d) Trends can be anal yzed, and changes in trends
detected, by studying the action of price novenents
and tradi ng volune over tine.

Fundament al anal ysi s uses a present val ue nodel (or
alternatively, a P/E nodel) to produce an estinmate of a
stock's intrinsic value, which is then conpared to the
market price. It is based on fundanental econom c

vari abl es such as earnings and divi dends.

Techni cal anal ysis involves the use of published market
data (price and volurme information) to predict short-term
price nmovenents in either individual stocks or the market.
Techni cians attenpt to forecast trends in price changes.

Techni ci ans assune that there is a gradual adjustnent of
stock prices fromone equilibriumto another. As this
adj ust ment occurs, prices tend to nove in trends.

Price and volune are the prinmary tools of the technical
anal yst. Volume data are used to gauge the general
condition in the market and to hel p assess its trends.
Thus, volune information is used in conjunction with price
information to help confirmrising or falling trends.

The Dow Theory is used to predict novenments in the stock
market. Specifically, it is designed to detect the start
of a primary novenent (a broad market novenent that |asts
years).

The confirmation signal is inportant in interpreting the
Dow Theory. A novenent is not validated until the
Transportati on Average confirns the primary novenent in
the Industrials. The trend will continue as |long as the
averages confirmeach other. (The determ nation of
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18- 6.

18-7.

18- 8.

18-10.

18-11.

18- 12.

18- 13.

confirmation, however, is up to each user.)

The Dow Theory does not forecast how | ong the prinmary
novenent will |ast.

Wth a movi ng average, a general sell signal occurs when
actual prices decline through the noving average on high
vol ure.

The advance-decline |line measures (on a cunul ative basis)
the net difference in the nunber of stocks advancing in
price and the nunber of stocks declining in price. The
net advance (or decline), therefore, reflects the breadth
of the market, or whether the majority of issues are
rising or declining in price.

The rationale for the traditional theory of contrary
opinion is that sone investors al nost always | ose. These
i nvestors include the small investor, supposedly

unsophi sticated and usually wong in his or her actions.
The idea is to trade opposite (contrary) these investors.

A newer theory (e.g., Dreman's) of contrary opinion is
that nost investors, including institutional investors,
are often wong and that it pays to do the opposite of

what they are doing. One way to do this is to buy low P/E
stocks, which are not popular at the tinme.

The odd-lot index is cal cul ated as:

odd- | ot sal es
odd-lot index = -----------------
odd- | ot purchases

A decline in this index indicates nore purchases (relative
to sales) by small investors. Therefore, according to
contrary opinion, it is tine to sell and go against this

gr oup.

A rising short interest ratio is considered to be a
bul I'i sh indicator because a high short interest represents
a | arge nunber of shares that nust be repurchased in order
to close out the short sale. The larger the short sale
ratio, the larger the potential demand that is indicated.

A bar chart is the sinplest chart in technical analysis.
Price is on the vertical axis and tinme on the horizontal
axis. [Each day's price novenent is represented by a
vertical bar whose top (botton) shows the high (low price
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18- 14.

18- 15.

18- 16.

18- 17.

18- 18.

for the day. The bottomof a bar chart usually shows the
tradi ng volune for each day. Tinme intervals can be days,
weeks, nonths, or anything el se.

A point-and-figure chart shows only significant price
changes, with volune omtted conpletely. Al though the
hori zontal axis is tinme, specific calendar tinme is
uninportant. X s are typically used to show upward
novenents, and O s to show downward novenents. The X or
Ois recorded only when the price noves by a specified
anmount .

Rel ative strength is generally used to forecast individua
stocks or industries. It is calculated as the ratio of a
stock's price to a market index, an industry index, or the
average price of the stock itself over sone previous
period. These ratios are plotted to forma graph of
relative price across tine. A rising ratio indicates
relative strength, and it is often assunmed that the trend
wi Il continue.

Assune a chart pattern is predictive in the sense that
each tine it gives a signal it correctly predicts
novenents in price. Mre and nore investors will start to
use it as they observe what is happening. This is a
destructive process because price will reach its

equi | i briumval ue qui ckly, taking away profit
opportunities fromall but those acting the fastest.

Al so, sone participants will try to anticipate the pattern
or signal, driving price to an equilibriumeven nore

qui ckly. Eventually, the value of this predictor will be
negat ed.

No! It is not possible to test all the techniques of
techni cal analysis and their variations and

i nterpretations because they are too nunerous! Therefore,
absol utely definitive statenents cannot be nade.

In order to scientifically test a claimof success using
techni cal analysis, an alternative needs to be
constructed. For exanple, can this technician outperform
a buy-and-hold strategy consisting of stocks fromthe sane
popul ati on used by the technician, on a risk-adjusted
basi s, over sone period of time (preferably years) after
all relevant costs are accounted for?

The traditional contrarians focused on the small investors
such as the old-lotters. The new contrarians tend to go
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agai nst the "crowds" in general, including "sophisticated"
i nvestors such as institutional investors.

18-19. No inherent reason exists for stock price novenents to
repeat thensel ves. However, by sheer chance al one, sone
probability exists of a pattern repeating itself.

18-20. It does present enough data to show some secondary
reactions, and a penetration of a previous high or |ow
However, it would be highly desirable to use nore data.

18-21. This chart contains both the industrial and transportation
averages (as well as the utilities average and vol une
figures). The latter is needed to confirmany signal
given by the industrial average.

18-22. Increased trading in stock options and financial futures
has caused the short interest ratio to be less reliable.
These instrunents provide investors with new ways to hedge
and specul ate, and they have hel ped to distort the
hi storical boundaries for the short interest ratio.

18-23. A buy (bullish) signal is generated when actual prices
ri se through the noving average on hi gh vol une.
A sell (bearish) signal is generated when actual prices
decl i ne through the noving average on hi gh vol une.

A rising advance-decline line, in conjunction with a
decline in a market average, suggests that the decline in

the latter should reverse itself. |If the nmarket average
ri ses while the advance-decline |ine weakens or declines,
a fall in the market is expected.

18-24. This figure was produced using a random nunber generator;
therefore, in answering (a) and (b), any patterns are
purely coincidental. As for (c), any guess is as good as
another. Finally, in (d), the answer is obviously yes
since this chart was produced by such a process.
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