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Foreword

Ina world that often sgems to worship financial markets and o be roled by their every whim,
it is surprising how ligle attention is paid to what the markets are aciually saving. Financial
pages and broadeasting airwaves are [illed with clashing opinions from the market’s self=styled
apokesmen — pundits, analysts and rent-p-quote traders. But how often do we hear what the
miarket is saving in its own language and words? The answer is almost never, Tor IwWo reasons.

Firstly, becanse the market speaks its own peculiar language, [viskes a skilled and experienced
translator to tum this csoteric language — expressed in charts of the market's past behaviour -
into something that laymen and ordinary investors understand and profitably use. This is what
technical analysis is all about. The second reason why we never hear the market’s frue opinion
on any suhject is because most of the analysts who claim to interpret and analyse financial

markets, are more interested in their own opinions that in what the market is trying fo say.

To be able o ignore the conflicting human emotions and events which preoccupy the people
who work in markets and vet 1o follow rigorously all the statistical nuances and tremors that
help to reveal the market™s real mood, requires 2 combination of arrogance and humiality which
is very rare. Brian Marber possesses precisely these qualities, in a combination perhaps unigue
in the financial world. He has the humility 1o show an absolute respect for markels, reating
their movements as inviclate, objective facts, One of his proudest boasts is thal he never allows
his intellect o interfere with pure empircal observation: 1 am a camera — | do not think, |

merely observe”

Yet Marber also has the confidence, some would say arrogance, to devise precise proprietary
trading males which he applics with absolute rigour to produce clearly-defined trading signals
and investment advice, These rules are desimed to leave mvestors in no doubt about when
they should be buying or selling, cutting loszes or taking profits on successful trades, Marber
has s0 much confidence in his rules and rading metheds that, unlike most other analysis, he
delights in the discipline of exact numbers. He offers methods for calculating exact levels for
entering or exiting the markets and insists that these should be nigorously adhered mo: “close
wins no cigar,”

Marber's paradoxical combination of self-confidence and self-efMecement explaing the financial
success of his technical analysis over five decades. But his approach w markets has a third
quality which makes him such an attractive interpreter of the market’s internal language and
eurde 1o 115 subliminal thoughts. This quality s the sense of humour and acerbic turn of phrose

which makes reading his work a delight.
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For anvone prepared to take the trouble to understand and leamm Brian Marber’s methods, this
book will offer not only opporiunities for profit, but also endless fun.

Anatole Kaletsky
September 2007
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The Rules of the Game

= The marker will 2o up and down but not necessarily in that order
= When vou're promised the earth; that's what you get

#  Advice given [or nothing 15 worth what vou pay Tor it

= Received Wisdom: by the time you recerve it, if's too late

. My word 15 my bond?

“All cconomic movements by their very nature are motivated by crowd psychology,
Without due recognition of crowd thinking (which often seems crowd-madness) our
theories of economics leave much to be desired. [t is a force wholly impalpable — perhaps
little amenable to analysis and less to guidance — and yet, knowledge of it is necessary

to right judgements on passing events,

Have vou ever seen, in some wood, on a sunny quiet day, a cloud of fying midges
thousands of them — hovering, apparently motionless in a sunbeam? Well, did you ever
see the whole flight — each mite apparently preserving iCs distance from all others
suddenly move, say three feet, 1o one side or the other? Well, what made them do that?
A breeze? o said a quiet dav. But iry o recall — did vou ever see them move directly

back again in the same unison” Well, what made them do that?

Cireat human mass movements are slower of inception but much more etfective... The
Mississippl and South Sea Bubbles, the Tulip Craze; and the Flonda Boom and the 1929
market-madness in America and it's consequences in 1930 and 1931 - all these are
phenomena of mass-action and impulsions and controls which no science has explered.,
They have power unexpectedly 1o affect any static condition or so-called normal trend,
For that reason, they have place in the considerations of thoughtful students of world
economic conditions”™

Bemard Baruch's Foreword to the 1932 edibon of Evtraardinary Papular Delusions

awdd the Modness of Crowds by Charles Mackay.

"1 just gave that mivice for nothing. {On the other hand, you did pay for the book. )

S Take the homnd.
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Martsr on Barkals

The same of professfonal frvesiment [s intoleralbly boving and over-exacting fo anvone who iy
etrfirely excmend frever dhe grammbiinge tnsiirct? wihilss e who las 0 eoust gy fo s propensiie e
aprprespiricde foll,

LM Kevimes

“Came, game! Why did the Maseer say Game? He could have said huxiness or profession or
accupaion ar what fave vou, What is a Game? {1 i “spord, play, frofic, or fun ™ “a scheme
o art emploved in the pueswir of an obfective ar purpose ™7 Vo contest, conducted gocording
e set rles, for aiisement or recreatfon or winiing a stake ™, Does that sound ke Chwning a
Sharre of American Industry? Porticipating in the Long=-Term Growih of the American
Economy? No, bet I sownds ke the stock siarket

“The Money Game™ by Georse Goodman, aka Adam Smith

There are fundamentals in the market place, bur the unexploved area i emotion, Al the charts
and hreadth indicators and technical palaver are the statistician & attempis (o describe an
eattodional sfate,

Edward Jolinson 111

He are concermed mot with what an investment is really wordly bad with what the markes wil!
vitlue it at wnder the influence of mass peychelogy, f8is, so to gpeak, a game of snap, of old
maid, of musical chaivs, a pastime in which he is victor who saps snap neither too soon nor
tio fate, who passes the old maid to his neighbour before the game v over, who secres @ chair
for fimsel when the music staps,

JM Keyvnes

Anyvane faken ax an individual is folerably sensible and reasonable. As g member of a crowd,
fe ot onee hecomes o blockhead.

Friedrich Schiller

There s wo opinian, owever abswrd, wiich men will not readily embrace as sooir as they can
Bt Dol o the comviction thad 8 s generallv adopiled.

Arthur Schopenhauer

The crowd s alwavs wron g

Anon

E)
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Preface

I wrote this book because the publishers asked me to.

[f they had wanted me to write onlv about the rules and principles of technical analvsis, |
would have had no interest in doing sao; it's no fun, there’s no money in it and it's all been
done before, But what Stephen Eckett, my editor, wanted was what 1 had wanted to do ever
sinee reading George Goodman's superh book Fhe Waney Game (wnitten under the pseudonym
Adam Smith),

What was that? To write about what 1 de, ina language readers could understand, felling them
why 1 de what T do, and how 1 came to do o, including market petfalls and Marber pratialls.
Adtheugh when vou make money vou can learn something about making it, vou learn far more
by losing it, then finding out how o stop doing so.

This book tells you my methods; when positions have gone wrong, and what vou do about it
[t makes only passing reference to techniques and indicators | don't use: it 1 don't use
something, it might be because it doesn’t work, becavse | never heard of it (which | doubt), or

even hecause of imtellectual or emotional hias,

It°s for my clients o say whether I am any good at what | do. But what [ can say is that | do
have a great deal of experience: fifty-one vears in the business gives me that = and ['m mot
finished wver.

[ have read very few books on technical analysis, but those | have read never told the reader
when and how a technical signal goes wrong. This book does. In the early days T used to think

that the chart would always be nght. [t wasn't, nor was this author,

Too many long-term imvestments stard life as short-term irades that have goene wrong: in those
davs I didn’t know what a stop was, [T the chart, or the reader of the chart, were always right,
there would be no need for stops, nor any books,

Technical analysis is about unning profits and, by using technically-onented stops, cutting
losses, not when it hurts but, when, from a technical poaint-of-view, the pasition vou're in

hecomes untenahle,

It wias & Rothschild who said that teps and bottoms were for fools, T say, “and for hars™,
Technical analysis is exactly like huntin®, shootin®, and fishin™: we re hunting for irends, never
shooting for a top nor fishing for a botiom. Bar | am getting ahead of mvselt. You can™ learm
about any of that uatil you have learned about price. At one time [ was on the visiting faculty
of Internaticnal Management Institute, Geneva, the oldest business school in Europe. [always
began lectures with price, then what price led to! trends, supporl and resistance, pattems,
indicators and ratios. When that had been absorbed, T talked about stops.

sl
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Martsr on Barkals

Thiz book follows that pattern. It alse adds, after indicators, a chapter on candlestick apalysis
(I hadn™ even heard about candlesticks until the 19905},

What about pitfalls, pratfalls and the experience 've gained in the past Gfty-one vears? In the
middle of the book vou'll find the chapter “By the way", and at the end, another called ~1

remeimbaer™

But before [ remember™ [ show you the nitty-gritty: rechnical analysis in real time, warts and
all, including reports on FTSE, gold, oil and the dollar,
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Introduction

During fifiv-one vears of hard labour since 1955, 1 have worked for, in or with, fourteen
companies: eight were stockbrokers, two were publishers {this book makes that three, and the
total, fifteen), two broadeasters; one investment managerment institution and a foreign exchangze

consultancy.

Une of the broadeasters was Bloomberg, the investment news netwaork. Having been engaged
as a market commentator becanse of my expertise as communicator and technical analvst, my
first and last assignment was to comment live on the likely effect on markets of the total cclipse

taking place that dav.

There was absolutely no effect on markets which, as wsual, went up and down, but not
necessarily in that order, Accordingly, when asked about my thoughts on the eclipse, | signed
off, It been so dark, T couldn’ see a thing™.

[ am not a media-clown: | told Bloomberg to remove the free sereen they'd installed in my
house (it was extremely user-unfriendly anyway), resigning myself to reducing my income by

resigning from Bloomberg broadeasting,

CNEC and my lack of exparience

About five years apo [ replied 1o a CHNBC advertisement for a job as TV broadcaster amd
commentator on the technical condition of gold, oil, FX and stock markets, At the time, [ had
been doing this for approximately 39 vears (43 now].

For several years | had been on the visiting Faculty of [MI, Geneva, teaching technical analysis
to many leading executives including the chief investment officer of General Motors {the
company hecame my client), and Bill Sharpe {Mobel prize winner and professor of economics
at Stanford),

[ also taught my stuff to the Ministey of Finance in Singapore, amd to Beouters when they were
thinking of launching their technical service several years earlier; as well as writing technical
commentaries on FX markets for Euromoney Tor fourteen vears,

Having also been a BBC TV producer, 1 had the temerity to think that [ might be just what

CNBC would be looking for. [ was wrong, of course; they were looking for someone with

maore ¢ !{E"IIZTi-::I'I-::I.."

The rouble with financial broadcasting is that the TV companies aren’t really interested in
whether their guesis get it dght or wrong, nor in how well they express themselves; their shiick
is nothing more than filling up the ime-spaces between adverts (did anyone say newspapers?).
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Martsr on Barkals

Five of the companies that paid me were known simply by their initials; BBC, 1045, NME,
SKEB and BM & Co. I never did very well with initials.

I couldn’t be sacked from BM & Co, however, becavuse BM stood for Brian Marber., But with
ne BM in BBC or NME (MM Eothschild & Sons, Lid.), | was less forfunate; the reason for
sacking me being the same in both, “no room on the establishment™; NMR and the BBC were
the Establishment; as for SKB (one of the remaining seven stockbrokers with which, man and
boy, 1 had been associated), 1 resigned my partnership becouse there was no room for that

establishment 10 mine.

105

That leaves just one moere nitials-only establishment, 108, Not only was [08 no part of any
establishment, it was also the most notorious outht [ ever became involved with, Established
by Bermie Cornfeld, it inivially sold mvestment plans o members of the ULS, Armed Forces in

Ciermany and France after the war (For my generation, that always means WWIIL

After o time, a very profitable one, Bernie Comfeld decided he would like a picce of the action;
the investment management fees action, that is, The trouble was that Bernie had no investment
managers of his own. Mot one to be daunted by detail, however, he went ont and hired some

runslingers

Aopunslinger, or hired pun, Bernie-style, was an investment manager {they weren't known as
fund managers then), usnally working for an eminently respectable institution. Instead of
shooting slugs, the chosen few were given a slug of money 1o manage by [05, while remaining

with whatever old-established house emploving them.

Bemic got his picce of the action because he was then selling not other peoples funds but
1035%5, And the gunshingers got their piece of the action because they were remunerated
according to their performance in the market.

So what? I hear vou sayving. There's nothing out of the ordinary about being paid according o
yvour investment performance. There isn't now, but there was in the 19608, In those dear dead
davs people used to say, “if Schroders or Flemings, Hambros or Rothschild can™ make money

for me in the market. oo one can™,

Well, Bermie changed all that: he, and or his colleagues at 1085, invented competitive fund
management. But that’s not all they invented. They also introduced the fund of funds, and got
roundly criticised for doing so. Criticised? There wene many who wanted to have Bermie jailed

for his impudence in taking fwo management fees for the price of managing only one fund.

=X
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Bemie was jailed, eventually, in Switzerland — not for the fund of funds but for giving bad
investment advice. [Fthey jailed everyone in the City for giving bad investment advice, there d
be hardly anyone left; not in the City, anyway.

| had got to 105 by going, imtally, to one of their seminars addressed by Henry Buhl 11, Buhl
[ or was it [1, T never knew which, had apparently sold Fizsher Car Bodies wo General Motors;

the family was the largest private shareholder.

Buhl 111 told us at the seminar that his father, Buhl I, tended 1o have the family forune invested
by people with whom he had been to prep school, who wore the same 11e, had been elected to
the same sorority, went 1o the same racquet club, dated the same givliriends etc.

Henry TIT didn’t think very much of this as an investment strategy, and that 15 why and how
performance comparisons began. Henry 1 asked: why not give the monev equally to several
managers, monitor their investment performance on a regular basis, throw out the bad
performers and give the remaining picce of their funds to the best performing managers, while

also bringing in new ones?

[t was my epiphany: I had never been so excited in oy life, at least, not with my clothes on.
Just think of it no need 1o have been o Evon; no need to be at Cazenove, Rowe Pioman, de
Zoete & Bevan or Sebag; no need o hunt, [sh, shoot; game or crap, no need o @alk it either!

All you needed was to become a professional; to show performance — a word I'd previously
heard only in connection with motors and showbiz, www ankerid investhiz.co.uk; here [ come,

| thought, or would have, but the internet hadn't vet been invented.

Technical analysis had been though, and at the time { 1%66) T was irying. and soll am, 1o become
a chartist, I wrote letters to Geneva (HO of The League of Mations, Red Cross, ILO and 105],
saving that, ziven the chance, 1 could perform, and would do it for them.

That got me ameebng with [05% London broker, GS Herbert. They certainly weren't herberts;
indeed, Henry Hely-Hutchinson, the pariner who saw me, was a gent. He wouldn't give me a
fund however (105 didn’t give money under management to brokers — they were too shnewd
for that).

But [ was inspired that day and suggested they give me a dummy fund 1o run (1 would be &
dummy gunslinger; no real slugs of money). They did, and although only a tyro technical
analyst then, | was soon running 10575 best-performing UK fund (were the other investment
managers all dwmmies or merely fundamental analysts?), Maturally, | went in to see Henry
(Utniple H™, as he became known), and Arthur Lipper 1L aka Artur Lipper the *rd, amd
demanded some real money, All threg said noe.

| then wrote more letters to Geneva, telling them that they had inspired me with their

revelations about performance; that they should be true to themselves; that although 1 hadn't
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been to Eton, Magdalen or even Magdalene, | was nevertheless a performer and that they
needed me more than 1 needed them.

I eventually received a reply, telling me to appear at their London offices, a grand house in

Mavfair.

Uinlike today, when you ¢an’t stop tripping over the doorsteps of a hegemony of hedge fund
managers’ Mayfair offices, in those days investment institutions didn't hiang their brass plates
on the doors of grand private houses in that panticular area.

It they were Scots, their plates were mostly on the doors of even grander houses, designed by
JTohn Adam, in Edinburch’s Charlotte Square. 1f they were English, the brass plates were on
the doors of houses in the Square Mile; equally grand, of course, and filled with people as

square as the mile they worked in.

At their lunches the plates weren™ brass but silver, And the lunches were very grand, tog;
Swbarinc, [ daresay — hearsay, of course, for at that time [ had never been invited 1o any of them,
I had to walt until I joined MM Rothechild fo get my feet under those particular, very particular,
tables. Bur although 1 didn™ know it at the time, nor ever dregmed it possible, T wasa't going
[o have o walt very long.

Wearing my very best suit and o discreet tie, | amived at the 105 grand Mayfair pad for my
mueeting with Bud Schleifer, I05% man in London. Judging from the complete absence of
receptionists, sceretarics and a cup of tea, Bud (as [ soon got to call him) was their only man

i London,

"Youve been writing mude letters to Geneva, and they don't like it.” was his opening thrust.
“They deserve 11, [ replied.

“What do you think of Rank Organisation?” said Bud (Rank, owner of Xerox" UK nghts, was

a go-go-Gi0) stock at the me).

Mot knowing anything about Rank's fundamentals, or indeed any fundamentals abour anything,
nor ever having looked at the chart, | knew absolutely nothing about Rank. But since when has
knowing nothing about a subject ever stopped a broker in his prime? And, at 33, 1 was in mine,

Mever lost for words, indeed, 1'd be lost without them, 1 stared wallling. Afier all, [ hadn’t been
a stand-up comedian for nothing {nor for very much either, but that’s another story). Bud soon
stopped me. Do you buy, sell or hold? he barked.

What a star! | had been in the City eleven vears, yet that was the first real lesson about investing
I"d ever had.

Soon alterwards [ walked out of the meeting, new six-gun in holster and a slug of [O5 money

under my belt: I'd become an 105 punslhinger. | had ofien walked down that street beltore, but
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the street had always stayed beneath my feet belore. Mot that day, though, Al af once was 1

seven storeys high,

The high went on. S0 did my performance, and just over two yvears later | traded in my [05%
six-shooter for a sheriff's badge at NMR, becoming the best-paid (1 didn’t sav the best)

investment manager in London.

MM Eothschila

Mo one at NME, including Evelyn de Bothschild and his cousin Jacob (now Sir and Lord
respectively) who jointly hired me. had the faintest idea what a chartist was or did. But they
knew my track record and had checked me oul with Leonard Wolfson (now Lord, of
Marvlebone, not Sunningdale), a golf pariner, who told them hed never done business with

me, but from the way [ behaved on the golfl course, clearly 1 was straighl.

The building that housed the bank was superb. But there were no signs on the doors to mark
the lavatorics and so, being too embarrassed to ask, for the first fortnight, | used the public
toilets ot Bank Station,

The food in the lurch room was magmiticent; vou could see vour face i the shine on the apples.
The meetings were interminable; the meetings to discuss the agenda for the next one would

have been even more interminable if that were possible.

I managed several unit trusis, the house dealing company, and some charities, At o board
meeting of one of the unit trusts, which had performed well that quarter, when asked to review
the portfolio | said that everything | had bought had been bought because [ thought it was
undervalued, everything | had sold had been sold because 1 thought it was overvalued, and
everything in the portfolio was there that day, irrespective of the prices [ had paid, because |
thought it should be there then.,

[ ended, “time will tell how many, if any, of those decisions are cortect, Does anyome want to
ask any questions?" There weren't any, of course. What a nonsense reviewing portfiolios is.
If the dircetors or trustees don’t like the performance of the managers, what they should do s
sack them, not interfere with what they are doing, The board is no more competent to manage
investments than fund managers are o interfere in the management of companics in which
they have invested; wrongly, of course, otherwise they wouldn't feel they had to interfere,

[ know about Higgs of course. | also know that anyvone who owns even one share in any
company 15 a part=owner. But how does making what turns out (o be a bad investment decision
qualify the holder to tell the company™s management how to mun the company? The owner's

sanction is (o sell the shares, not pontificate 1o management.

LEH |
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A reorganization of the investment department at NMR put a new man in charze. Except in new
izsues, he bad never been in the investment business at all. He instituted a menu, a List of
sectors we were allowed to buy, including the permitted percentage holding, to two decimal
places. When asked what we were o do if our 4.35% in chemicals, sav, rose so that it
constituted 4.92% of the portfolio, he answered that we must sell sufficient shares to get back
i Jine with the menu.

That's how I became the highest paid bank clerk n the world.

The sectors were picked by analysts with one or two years experience who had impressed the
head of the department with the intellectual validity of their arguments. The net effect: we, the
senior managers were dictated to by junior analysts. The investment meetings became a joke.
Full of intellectual rigowr, and apparently held in the belief that our ruminations would
somehow communicate themselves o the market, which would then do what the intellectuals
thowght it should do.

At one particular meeting, | sugoested that we should maise higuidity becanse the then market
level sppeared unsustainable. The debate went on for most of the morning; eventually it was
decided that we should raise liguidity by 10%., [ couldn®t wait, But before 1 could get out of
the door and start selling, the chairman added a rider: “we’ll give everyone three months to
raise cash”, Dear, oh dear, The market fell 10% in three wecks,

The mew business meetings were the most birarme of all. Because the chairman sel greal store
by the correct placement of possible new clients on the prospective business spread-sheet.
there were interminable discussions on whether this or that contact should be placed in the
“pxcellent”, “hizhly likely™, “guite likely™, “hkely™, “unlikely™, or not “very likely™ colunm.

Does it matter? The only good prospect is the one thal has already signed up.

“Placement™ was also of great importance when lunching guests, as was the correct way to eat
an apple — all of it, hand-to-mouth, with only the stalk left on the plate — and, horror of horrors,
god preserve the one who took the nose off the brie. Stll, 1 did learn that the correct way to

eat fish 15 with two forks,

1 did like working for the famuly however, a feeling not shared by many of my colleagues whio,
not long after | joined, became directors when the bank was incorporaied: they resented and
spoke disparagingly of “the proprietors”, not appeaning o understand that they wouldn't even
be employed if there had been enough members of the family for the job,

[ went to NME with the fantasy that one day T might become a partner of the Rothschilds,
Evelyn, who hadn't been told I'd been sacked, said to me when [ went to say goodbye, “T hope
it"s been a good experience”, | replied, *1 didn’t come here for an experience; | came here for

& CHTCCT.

LAY
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Writing reports

[ did have an experence, bul not a good one. Eothschild was a good place o have worked, but

notl a pleasant one o work in.

Why am 1 still working? 1 like writing technical reports, I like trving to get the market right, |

like amusing people,

When 1 started writing regularly in 1973, fresh out of Rothschild where 1 had been on the
receving end of boring reports from stockbrokers, most of which went straight into the waste-
paper basket, unread, [ decided reports should be eye-catching: coloured paper (analvses were

invariably printed on white), with a joke at the top.

There were three series, *The City s Great Truths™, “Great Lics of the City™ and *The Thoughts

of Chairman Mao Ber” — anvthing to get them read,

The first grear truth was “the new ball game s the oldest ball game in the world™, the fiest
great lie, “some of my best friends are brokers”, and the first thought of chairman Mao Ber,

“ran who always put money where mouth s often put fool in it as well™.

When | started writing in 1973, [ did so out of dire necessity. | was a partner in 2 Birmingham
stockbroker's, running the London office, provineial brokers having just been allowed to open

offices in the City, My role was to be largely ceremonial,

To celebrate, in 1972 [ had bought a large house, a largish swimming-pocl, and bad an even
larger morigage. For the first few menths withowt even knowing who he was, 1 lived Riley's
lifie for him. Then I went on holiday, and while 1 was away the world changed.

The 1972-74 hear market

r

[nterest rates went up from 3% to 9%, and the Labour government announced that mortgages
in excess of £25,000 would no longer be eligible for tax-reliet, although in respect of existing
anes, you had six vears to do something about reducing them to this still very large figure, |
know £25 (MW} is a small sum now, but it was a large onc then.

The stock market fell apart. So did the housing marker; the interest on my 30,000 morigage
went from the negotiated 9% o 12%, which | had to pay for 23 vears, Within six months the
house that I'd bought for £95,000 had halved o valwe (it toek eight yvears to return o the price

["d paid for it), the expression “negative equity™, non-existent until then, was borm.

Rrokers” earnings fell even faster than the stock market; many went broke, My ceremomal
role disappeared, as did my income, so | started trying to interest institutional clients in my

work, over the telephone. Then it oecurmed to me that 1 could reach more clients more quickly

L
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it | wrote regular technical reports. | started doing so, but they didn't include charts becauvse,
o begin with, there was no way of drawing them.

There was no e-mail, so 1 was also delivery-hoy: delivering by hand was faster than the GPO
it stll 1s).

197271974 was a classic bear market; a technical analvst would have to have been senously
stupid not to get it right. By contrast, fundamental analysts couldn™t understand if, but then, they

seldom ¢an, =0 they couldn’t avoid getting it wrong, constantly looking for value instead of
cash.

A prices Fall, the extent o which they can and do so 15 almaost invariably under-estimated by
fundamentalists: in a long bear market — and 1972-74 was one — with the All-Share Index
falling T4%, the good went down with the bad, and many babies gol washed out with the bath-

wialer,

The 1972-74 bear market made my reputation. Naturally, when 1 called its end on Sth January
1975, Dwasn't beligved —a former Rothschild colleague remarking “Brian Marber always was
mrad”™. The index tripled in three months,

In 1979, having discovered technicians were the only analysts who had any sort of decent
track record in the foreign exchange market, | became an FX consultant and left the stock
exchange, which ['d never liked anyway, But I continued writing about stock markets. [ wasn't
listened to in bull markets — that's when evervone knows what he's doing - but got my message
aerass, as usual, in bear markets,

Wy, i Fam so clever and experienced .. ard so old, am £ sl fn the business?

Because writing about markets, which started a5 a way of making a living, has become a hobby.
| far prefer staring at an on-line screen in the warm to staring at an off-line putt in the cold, As
long as my technical analysis handicap s lower than my golf handicap, Il carry on carryving
on. And maybe 'l achieve my ambition: to become an A.DUOM.: an Angry, Dirty O1d Man.

Septeniher 207
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Prologue

Fraw the Book of Sisviana

Sarree: O hatline

I he first lesson

I the beginning there was price. Many there were that witnessed it, and marvelled, as at the
burning-bush. Yet knew not what they saw, for darkness was over all the market-place. And
Feuter said, let there be light: and there was heht, And the eveming and the moming were the
firsr day.

And there arose in the cast a great multitude, come to see price. And they journeved long, from
far and wide, In that deep mid-winter, snow lay round about, deep and crisp and even; even

unto cvening.

Mick the shepherd blew his nail wet siill e watched s flock by might. "God rest ve, merry,
gentlemen”, cried some old Tfool. Though the frost was croel, vet brightly shone the sceeen that
might, and on the morrow, for that matter; despite or perchance because of 11, and what with the
papers and news items, tps and calls from brokers (ov vey, were there calls from beokers!),
there was much casting by swine before pearl, Rachel and Rebecca, too. Verily, did confusion
rule in the market place.

And there were some among that multitude that thought that price was good; and these fow,
these happy few, did buy price; and it did rise; and others there were that saw that price had
nisen; amd they did think that must be good; and they bought price; and when price did not rise
as fast as they did hope it might, some there were who washed their hands of it; went on their
way and when they did see a poor man, passed by on the other side.

hany, having [ost their chips, went mad or hungry. And many there were who thought they had
partaken of their last supper.

But some there were who arose, and girding their loins, told wondrous and wondrously untrue
tales to others; browght good news from Ghent even unte Aix; vea, publishing it in Gath; and
lo and behold, after three days price did nse; as if from the dead; vet still was there confusion

over all the earth, And the evening and the moming were the second day,

And there arose profits and false prophets, and pundits and experts and CHBC and BBC and
Bloomberg: some, s0 young they did not know their tork from their forecasting,; and much

casting of fake pearls by swine there was, and many widows that lest their mites and young

)
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virgins that lost other things; vet still did not know what they saw nor whether they would be
respecied on the morrow, And the evening and the morning were the third day,

Then came others, even from across the seas, and many were the rogues and some were
vagabonds, selling bonds; and some there were that were wise men; and many there were that
weren't, and some of them were bankers: and there were many fools and many who were
fonled by bankers; and many of them were wise men but not necessanly bankers and some that
were students from the ell-gss-ee, yer even of the tAbe of e-con-o-mists, wise as the ancients
in foretelling the past, and pontificators, every one: so all was chaos, And the evening and the

morning were the fourth day.

Yet some there were that did think that price was net good and, in due course, after they had
sold of course, they did rell it unto others (as vou do) that they had sold; yet some there were
that said “rubbish™ and these did buy the fall, and there arose a great oy, “once more unto the
breech™, and many there were that lost their breeches; the brokers went broke, the rich becamse
poor; and whether they were bankers or bakers, they did do their dough and having naught with
which to buy loaves and fishes withal, did withowt; wine, even when made out of water, was
ol G,

There was much wailing and gnashing of tecth; in Gomorrah, town of many women, a lot
turned into salt; Sodom; some lost their fortune, others their marbles, and some there were
that did unto others what they wouldn®t like others wo do unto them; there was no forgiveness,
not even for these who knew not what they did, especially for those who knew not what they
did; for the market doth never forgive; though many are its prisoners, none are taken, And the
evening and the moming were the fifth day.

And there came Torth a seribe; a man that wrote, a man that could draw; a wise man; a clever
mnan. Mot a blind man, he could see very well, Even so, he could not read, not a balance sheet,
anyway, He couldn™ see why it always balanced. But price be could see. Oh lord. could he see
price!

Sojourning, as he did, in a southern-facing tower with no windows, but with thick walls, he
neither heard nor needed to close his eves to the wailing and gnashing of tecth, to the tower of
Babel babbling. To all the unseemly goings-on of that great multitude he pard no heed, for

when he saw price, he knew what it was doing and what he ought to do about it.

And on each of those five dayvs when he saw price, he marked what he had seen on a
palimpsest, and behold and Lo, low and high be held a chart. And the evening and the morming
were the sixth day.

And on the seventh, whereas there were some that rested, others did not. And the scribe was

numbercd amongst those who did not rest: for the wicked there is no rest, nor for the chartist,

N ]
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The seribe read the chart; thought long and hard about it; wrote short and straight about it.
then went out into ihe world to spread the good news thereot.

Many there were who heard, but few there were who listened. But the scribe cared not Tor he
had discovered peace and order where heretofore there had been only chaos and confusion. And
many jeered; they knew not the tree of knowledge, nor had they eaten of its froit: for the scales
wre before their eyes and they knew not how to find tree or knowledge; they didn’t even give
a fig-leal for it.

They just could not see how mere mechanistic extrapolations of the past inio the future, as
they called them, could possibly be the path o salvation, But he knew that they could, becavse
whereas the old ways relied on theory, theory 15 theery becavse it hasn™t been or can’t be
proved, His way, relying on that good old, ald-tashioned empirical observation, did.

Yea, did he know thet whereas the old way was the triumph of hope over gxpectation, yet his
way was the opposite; the triumph of cxpericnce over hope, and that it was better to travel
hopelessly than to amive. And so he went on his way, merrily, And the evening and the moming

were the seventh day.

HERE ENDMETH THE FIRST LESSON

XA
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Glossary

Who ever heard of a glossary at the beginning of a book” That’s all right; who ever heard of
a book like this, a book about techimcal analvsis that makes sense? At least ] hope it will, which
is why 1 am starting with a sort of glossary, glossing over what vou don’t need 1o know, to be
sure, while letting vou know where I'm coming from and what is going (o go on before [ start
going of about it

The slternative would be like reading Proust or seging Tom Stoppard’s plays; vou get to the
end without having the faintest idea what's been going on, the only pleasure, the realisation that

:.-n-u‘l[ never have o do it again,

Some of the entries are quite long, but far o short @0 merit a chapter, some, short but merit
inclusion. (hers appear again, in one way or another, in other parts of the book.

A

Agvance/Deacline
The advance/decling line 15 an indicator that helps assess the strength of an index,

Unlike most equity indices, which are weighied by the market capitalisation of the constituents,
the advance/decline line 15 not, the share with the smallest capitalisation counting equally with
the one with the largest. I the A/D line consisted of just two shares, and the smaller wenl up
while the larger went down, the A/D line would remain unchanged: it is the number of

advancing issues minus the declining ones that cavse the line to advance or decline.

Oibwviously, it an index is nising and the net tetal of advances minus declines is doing the same;
that 1= good news because there is then no negative divergence by the latter. The bad news is
if the index is rising but the advance’decling ling is falling, or not largely mimvoring the index’s
advance,

It g0, weak features in the index only become apparent if you look at the A line. In other
words, the A/D line 15 an indicator, helping you o understand something about price you
wouldn't see if you only looked at price, in this case represented by the index,

What [ have described is the cumulative AT line, There is @ variation; instead of adding cach
day’s met advances and declines, 1t can alzo be caleulated over whatever time-period vou think
useful — any number from 10 to 104, say — and whatever the chosen period, the oldest number
15 discarded when the newest is added.
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| sometimes look at the weeklv AT line, counting the net weekly total overa 13 week period,
wiatlching for large net pluralities. For example, a pluralicy of 1350, 1271 or 1172 {advances (o
declines, or the opposite), reveals that the index against which it has been plotred is overbought
of oversold.

O Wall Street, iFvown see a day when B0% of shares fall, vou are looking at a market bottom.

[am going to leawve the ALY line there, without going into any other variations of the theme for
one very simple reason: [ don't use the A/D line on its own in any of its guises, not because |
don’™ care if an index is overbought or overseld but because | believe that the other methods
| wse 1o assess the conditions are more effective; the AT line is a second filter, for me, anyway,

3ack-jobbing

Saving or thinking, “if onlv I'd done that then, I'd have been this, now™. Don't do if; it's a
waste of time and very distressing.

Bear market

The interval between two bull markets; it lasts from the high of the preceding bull market to
the low on the eve of its successor. For most of the bear market the one vear average is Talling,
but not in the first few months. After the bear market has grounded however, the average keeps

falling for the first Few months of the succeeding bull.

Beating the Dow

I you want to do that, vead the eponyvmous book by Michael O'Higgins, 1t's a revelation. The
only way you might improve on his extremely successtul method 15 to refine 1t by using
monthly charts.

O1d brokers never die, they just get fewer calls.

-3
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Holloms

Many years ago, but it was during the 20th century, I wrote a letter to the Financial Times that
used the word bottom {in a market context). A sub-editor wrote to el me off, sayving that the

newspaper didn’t use that sort of language.

[t is often said that panie bottoms never hold, i.e. that if the market rallies sharply from a low
occasioned by panic selling, sooner or later that low will give way. If anyone ever says that to
youl, say “rubbish”, and remind the expert that afiter the great crash of 1929-32, the LS. market
turmed on & dime — even though many had to borrow one 1o get 1o 1L,

That was mo exception. One of the best calls I have made so far was on Bth January 1975, [t
wis also one of my worst. My headline on the London marcket, “The bear market is over but
the bull market hasn™ begun™ was nonsense: whenever a bear market ends, a bull market
begins. My argument was that after a T4% decline the market would need time w recover 1S
nerve, and that while it did 5o, the low, posted on 1 3th December 1974, would be tested,

frequently.

[ was wrong: 1'd correctly called the end of the bear market, but not the beginning of the bull
market that was to follow. The All-Share Index trebled in three months, My excuse is that [ was
comparatively inexperienced then: I'd only been in the business eighteen years,

[ have since learned that the larger the fall, especially if it has lasted a long tme as well, the

larger, and swifier the rise that follows.

Bull market

The interval between two bear markets; it lasts from the low of the preceding bear market to
the high on the eve of 1ts successorn, For most of the bull market the one vear average s rising,
but not in the first few months. After the bull market has peaked however, the average keeps
rising for the first few months of the succeeding bear,

by late partreer, Bill Citron, who taught me a great deal about markets, used w say that i took
three bull and three bear markets to learm what the business 15 all about, In vour first bull
market, he said. you make a lot of money, then lose all of il and more, m the ensuing bear
market. In the second bull market, vou make less, the compensation being that you lose less
in the succeeding bear market. In the third cycle, vou make money in the bull market and

hardly lose at all in the bear, Then vou're ready.

These days, who's there for three cycles?
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Bull trap/bear trap

The chart “savs™ buy (sell in the case of a bear trap) and almost immediately the signal fails:

Technical analvsis is an art, not a science, Tough, but true. (see C for charting).

Cc

Lable

What people in the business call £/5. Most people, that 15, 1 had been in the business for several
vears before 1 knew this: [ was at & client meeting with Marine Midland, am American bank,
and the dealers were all talking about cable; 1 had to ask them what they were talking about.
There was universal derision.

[ got my own back. [ wold the scoffers that they might know the name but needed me to tell them
cable’s direction. Marine Midland has disappeared; 1 haven’t. Marne Midland didn’t disappear
as & consequence of my bad advice, After a couple of years they stopped taking it. Afier a

couple of more years they ceased; taken over, | think.

Wiy cable? In olden days if vou wanted to deal inoif, you weni to a Little office at the back of
the Roval Exchange and sent the approprnate cable to Mew York.,

Call

When a commentator says buy, s¢ll or hold, he 15 making a eall.

assandra

Apollo endowed her with the gift of prophesy, but when she refused his advances, Apollo
decreed that ne one would believe her. Sometimes | feel technical analysis is like that.

Chart

It's @ crossword puzzle, a jig-saw, 8 mosaic.

Charting

Charting s wugh and then vou’re wreong, according 1o the old saw. Sore 15 what vou are when
175 vour that got the chart wrong. But the chart is never wrong: vet chartists ofien are, including
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this one. When marketing my services (marketing being an up-market word for zelling), the
one thing | guarantee is that ['m not always right: if [ were, the fees would be prohibitive.

Closing

The closing level, also called the ologe is the last price of a trading session; day, week, month

O Wear [ L

The word is also used o descnibe the “closing™ of an “open™ position (the latter being when
you move from no position, Le. vou've oul of the markel, 1o having one, Le. vou are openl. [T
vou cloge, vou are either selling a long position opened earlier or buving back a short one. In

either case, by closing it vou are going sguare or flat. You then have no exposure fo the macket.

Correlations

Thev are a fundamental concept and therefore have no place in technical analvsis, If
correlations really worked, there would be no need for technical analysis at all. What do |
mean by “really™ “All the time™ will do nicely.

Cie of the most reliable correlations is gold and 5 theoughout the 19805, with the exception

of one period of s1x months, when gold went up dollar went down, and vice versa.

The comelation has persisted. Since 1970, gold and dollar have gone in opposite directions
Bols of the time. Burt if vou try buying dollar every time gold’s PM hOix is lower than its
predecessor, and taking vour profif as soon as a PM Dx s higher than its predecessor, there 15
unlikely to be any profit o take.

Gold and Oil: this comelation works sometimes, Everything works sometimes. But here is the
paradox: how many times has something got to work before vou start using it, and once you
are doing so, how many times has it got to fail before vou stop,

Copper: if you want to buy shares in a copper mine because the chart looks attractive, shouldn't
you see if the chart of the metal is equally =07 1t may seem logical; indeed, it is logical, but
there™s a problem: it doesn’t work, except as an imverse correlation.

[ 1970, when | was an investment manager, now called a fund managzer, at N.M. Rothschild,
the chart of Messing was superb. [ bought the shares. Then it cccurred to me that this might
not be considered Bawde bangoe, 50 | plotied the chart of copper against the chart of Messing.
A horrific picture emerged. There was no way that anyoene in his cight mind could buy copper
after looking at that chart.

Then I realised that [ wasn’t buving copper: | was buying a copper ming, A litile more research
soon revealed that the time to buy copper shares was invariably when the chart of copper was
a dizaster area, Le. when the warehouses were full of the stull The time to sell copper shares
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was invanably when there was a shortage of the metal. | held on to the shares in Messina until
the pattern that had inspired me 0 make the purchase had reached 113 objective.

What was copper doing then? Going up. What happened o Messina’s shares? They fell.

Cover
I vou have bought something or sold short, and vou decide to sell vour open long position or,
in the case of a short position, buy it back, vou are covering i1, Isn't that the same as closing
ann open position? Yes, but in foreign exchange markets, covermg 15 the word that's used.

C .
i"l.__:"u".'lf'_!

In techmical lore, the crowd is always wrong.

D

Dealer

Adso known as a trader: someone who does nothing but trade intraday. How many times have

you mel a rich one?

Dealers remorse

When a short-teom pull-back {reversal) in price occurs, frequently but not alwavs, within days
of price breaking out from a range or after confirmation of a pattern, it is known as dealers’
remorse, I it oecurs, price often retums to the breakout or confirmation-point

When the Singer Company was analvsing technical analvsis’ calls, e, their Torecasis, in the
late 19705 and carly 19805, they found that there was no point in trying to beal the technicians,
but if instead of dealing as soon as they received the advice, they waited three davs belore

opening or closing a posttion, it usually paid them to do so.

Dealers” remorse should not be confuscd with a false breakowt (sec B,

Doy

Until 1984, when a group of Japanese technical analysis attended the annual Marker

Technicians Association annwal seminar, Charles Dow, founder and Hrse editor of the Wall
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Street Journal, had been credited, together with Edward Jones, as the founder/discoverer of
technical analysis.

Hovw Charles Dow “discovered” what 15 now known worldwide as fechnical analfvsis i

eaplained in Chapter Twao, which deals with price.

[n Chapter Seven vou will be introduced to Japanese technical analvsis, two hundred years
older than that “discovered™ by Dow & Jones, Yes, it 15 that Dow and that Jones

E

Economisis

They can tell vou evervthing about the past, but nothing correct about the future. 1F all the
economists in the UK were lined up, head-to-toe, ina ling from the Humber to the Wash, many
would be underwater, doing nothing to alleviate pollution. But, who knows, it might do

wonders for economic forecasting. Economic forecasting? An oxymoron.

Eighty

0% on Wall Street (and mavhe in London too, though Uve never checked it) if 8B0% of shares

are down on the day, you've seen the low, at least for the time being.

elliott

Ralph Elliont was the Poseidon of the Elliont Wave, which is far less fun than the Mexican
Wave: no arm-waving., But the Elliett Wave has its disciples, a tsunami of them and, tsunami-
like, the unfortunate habit of putting those caught up in it in deep water. Elliott Wave? [ advise
YU L0 Waive Il

Based not only on the Fibonace seres of numbers (see F) but also on the laws of nature, if 15
far too precise for practical use, although, ke economics, it 15 great for forecasting the past.
Tipical example of Elffon Wave thinking-

Many yvears ago an Elliotician intoned that gold, 3320 at the time, would remain in a hear
market unless it rose above 5500, Having made his ex-cathedra prophesy, the priestwithdrew
in cathedra. He didn’t withdraw what he had prophesised however, to the detriment of

helievers.
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The rationale of what he had prophesised derived from the high priest {Elliott) in his teachings
on the wave. The Wave Principle, all ten commandments, made any other outcome for gold not
only impossible but inconceivable. Obviously the sub-text was that it wasn’t going up, and
since what doesn’ go up usually goes down, gold was probably going o do 50,

Having heeded the prophet’s prophesy (what else can you heed from a prophet), his followers
knew how to profit from it. They certainly mustn't buy gold, but they could sell short; many
of the fuithful did. And were the poorer for it

The Elliott Waver, like Tony Blair, is a straight kind of guy, and for these freaks, as is the way
with zealots, there is only one way; The Way, Once the Wave has appeared on the beach, it must
be obeyved; all must follow, subject to the alternate count, of course, The alternate count (not
a count who only appears on alternate weeks) is the If-it-doesn’t-do-this-it-will-do-that
Syndrome. But this time there was no alternate count,

This time was December 1985 and gold had risen approximately 13% since February 1985
228750 low. It was no longer in a bear market at the time, at least, not according to my

definition. On the contrary, it was in an already confirmed bull market {sce B for bull market),

Chart 0-1: Gold 1985-1988
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Despite the Wave's pronouncement, &nd in the face of his acolyie’s wailings: “bear market
unless 8300 is posted.” gold did go to 5300, Troe, i took s time, ot bull markets do take their
time, climbing & wall of worry all the way to the top, Only then do people stop worrying and
start extrapolating (see E [or extrapolation).

How long did it lake gold to get 1o the fop that time ?

Almost exactly two years from December 1985, nearly three from the bull market’s first day
in February that year.

O course, 10 was only a bull market as Far a8 your sceribe was concerned, gether wath all
ather technical analyvsis, and many who weren 'L but nevertheless came along for the ride. As
for the Elliotticians (not technical analysts, not in my book, anyway), they stayed short or
stood aside as the foolish bulls charged on: after all, it was nothing more than a rally ina bear

market {see B for bear market),

For goodness’ sake, Elliotticians, get a life! And get a chart; a proper one with no 123455 and
abes all over it a chartist’s chart; not an Ellott-rendition of an algebra fexi-book.

The chart shows gold peaking below 5500, but this tme, atypically, the chart doesn’t show all.
The reason the chart doesn’t show all 15 becanse it is a chart of the PM fix, my crterion for
gold; the PM fix was the nearest you could get to know the day's closing level (see C for
closing level) when [ first started looking at gold’s chart i 1969 (see G for Gold or R for

Recetved Wisdom),

But on the morning of 14th December 1987 old vellow fixed at 350275, allowing it to go into
a bull market, at least according to the Wave, Mow for the denovement: after that 5302.75 AM
iz, what you sec on the chart 15 the 3493, 50 PM {ix. Some wrn around, €h? Yow ain™t heard
nothin® yvet! Mot only was that a turn arownd for the day; it was also a turn around for the whole
bull market. Those who ride trends got rich; Elliott Wavers got knotted.

Al the precise moment the followers were Tmally in a posilion o call a bull market in
accordance with Elliott Wave principles, techmcians saw the end of theirs. The 550275 AM
fix on [4th December 1987 was not seen agam until . owadt for it 2151 Navember

2005, That 15 not a misprint,

Fveryone is wrong from time to time, but do me a favour, The rechinician & job is mot o call
e market mames bl v divection, In 1985 gold’s direction was ups if staved up for another
two years, while the followers of the Elliott Wave were denied a place on the golden calfs
platform wntil 1987, They got in then, of course, just as melt-down started. My followers
wouldn 't be so accommaodating if I made mistakes like that, nor would 1 expect them to be,

OF eourse, there were bull markets between PORT and 2006, but only two, The first was [993-
6% (peak: 5414.500; the second, 1999200065, Mosl participants are convineed that the latter
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1= still on, geing to the moon, or if not, at least to MM, But | have not been a bull since June
2004, That bull market 15 long past s sell by date.

Although a truism, any day that any price moves one tick ofT the high might be the birth of the
mother of all bear markets. You don't know it at the ime, of course, No bear market has vet
been confirmed, but breaking my own rules, | called one i June, and may be about 1o be
punished for that hubris (March 2007},

Elliot Wave is all very well, but onlv if vou ve waving goodbye,

Experts

The function of an expert 15 not to be right but, when wrong, to have mtelleciually sound

i fundamental?) reasons for being so.

Extrapolation

Accondition that bulls are prone to whenever o trend has been going on for some tine. Strange
i say, although they ought to be immune, some technical analysts also seccoumb fo if, driven
miad by the demented ranting of those already infected, who cannot stop shouting “it's going
to the moon”. In different circumstances, a related illness affects bears who teel impelled to
eroan endlessly, “its the end of capitalism as we know (L™,

The way 10 avoad this plague 15 explained in Chapter Two on trends. The trend 15 vour friend,
and no trend cnds until the fat lady has not only finished singing but also left the building.
Fortunately, having never been infected, and know what steps should be taken to stay healthy

and therchy remain wealthy: vou need iron, Iron resolve, that is, and @ sense of perspective,

F

Falso

A false breakout oceurs when price breaks out of a range or confinms a pattern, giving the
sighal to act. No sooner have vou acted than the technical reason for opening or closing the
position goes wrong. “False breakout™ 15 the techmician™s way of saving that either he or the

chart is wrong,.
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Fibonacol

Leonardoe Fibonaced was a thirteenth century mathematician who devised, or discovered, o
sequence of numbers, where each is the sum of its two predecessors. The Dirstis O the second,
[, the thied is 1 {01}, then comes 200000, 300420 then 3024308, 13,21, 34, 55, B9 and 144

follow, ad infinitom.

How does it help vou to know this? | don’t know. No, that's not true. [ know how it"s meant
to help you, but it"s never helped me. On the contrary, on the odd occasions that | have the
feeling that perhaps | ought to use the sequence, trying an 89 or 144 day average, | lie down
until the feeling passes; [realise ['m having a bout of elliodritis,

Followers of the Elliott Wave love the Fibonacei series however. They have to because i's the
basis of their discipline. For them, the Fibonacei series provides the secret of the universe. [t

doesn’t do it for me. [T it works Tor vou however, be my guest.

G

ame, set and malch

Do you like cating snails? Of course not. Have you ever eaten one? Mo, but what's that got to
do with it? How do dectors make diagnoses and prognoeses? By their experience of the past, 1
suppose. 1sn™t that what technical analvsts do? Yes, What then is the difference between the
dectors” approach and technicians™? Mothing. [s medicing a load of nonsense? Only if you hate
technical analvsis. Why don't technicians always get it night? Why don’™ fundamentalisis?
LE.D.

Gann

WD Gann, Some plavers go for Gann's theories and writings, mainly followers of the Elliot
Wave g.v. [ don’t, Going, going, gann.

=old

There was no gold rading on the US or UK commodity markets in the old davs {before the
collapse of the Bretton Woods Agreement as far as the UK is concermed, 1975 for Americans).
There was one very simple reason: neither US por UK citizens were allowed to own it But
while the Bretton Woods Apreement was in force, the US Government was oblized 1o buy all
the gold offered o it at 535.00 per ounce.
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Received Wisdom had it that the only thing keeping gold up at that level (1 did say up, and |
mreant up) was “the gold window™ (the US Government™s undemaking o give 83300 1o any
poor sap who wanted to sell this cut-dated non-commodity @s the economises of the time called
il

You already know what | think abowt Recerved Wisdom, at Teast if you read the first few pages
of this book, and it was certainly far too carly to start skipping then, But just in case yvou did
skip or don’t remember, | don’t think much about received wisdom becanse by the Gme you

recerve 1E 1075t late,

[t wis certainly too lame 1o receive the wisdom that the only thing keeping gold up ar 335.00
an cunce in 1969 was the Bretton Woods Agreement: unfortunately, as proved 1o be the case,
1 was wrong, by HHEY As soon as the gold window was ¢losed, gold ook off, You can bet
yvour ottom 5 on it, and vour ounce of gold sold, o the US Government for 33500 (the

bottom] when it was open.

Mever mind, Mr Brown sold half of our gold at the bottom in 1999, his Amencan opposite
number having made a comparable booboo by not buying gold at 83500 an ounce in 1974,
Why? Because when Bretton Woods broke down, gold didn’t fall atall. It went up, and up, and

Up.........a2nd by the end of 1974 was 5200, Received Wisdom strikes again!

And it has repeated the trick more recently. Onee the recetved wisdom merchants had thought
they™d goien away with their stupidity at the bottom, they did the same at or near the top. In
1974, recetved wisdom had it that when the US administration’s ban on their ¢itizens helding
old (due o end al the beginning of January 1975} came into effect, that would be the signal
for a further massive INCreRse in s price.

The yellow metal, more than five times higher than it had been in 1970, was going fo rocket,
{“going o the moon™ is invariably the cry in mature bull markets), as soon as Comex started

trading gold.

That™s not right, of course; Comex trades futures, e, paper, noi gold. Trading started at the
beginning of January 1973, the four vear old bull market ending simultaneously. By August
1974 pold had nearly halved. On the way down from end 197475 519550 an ounce, gold
experts and analysts were bullish te a man, still believing the near 45%: tall was a healthy pull-
back in a continuing bull market.

But on August 16th 1976, when gold had been falling for 20 months, a Rewlers” tape message

announced their capitulation;

"Semior rold analvsty wow believe that I will contimee to Trade between 510 ard 290
fo the rest of vear".

Pl
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2112.90 on 16th August, gold had fallen to 5102,20 by 30th. That was to be the bear market
low. By mid-Movember it had risen 1o 513920 on the way up o an eventual SWHEL00 at the
morming fix on 21st January 1950

Apart from the first few weeks of the 1976-80 bull market, when it was climbing away from
the predicted S1UT0.00-590.00, the nearest gold has been o 5102.20 since Augost 1976 was al
the end of the 1999 bear market, when the lowest fix was $253.00; s0 much for the considered
opinions of experts and semor gold analysts. And it wouldn't be any different 1f vou dropped

“pold” from that sentence.

H

Head & Shoulders

You're going o read much more about this in Chapter Four. [0 s one of the major reversal
patterns in technical analvsis, also one of the major continuation pattecns. Beversal means that
the trend in foree is reversed when a HYS (head & shoalders) top or bottom has been confirmed,

continuation that it reswmes when a HYS continuation has been confinmed.

It vou are not a technicign, and are feeling contused, don™ fret: this is only a glossary,
explanations come later,

The expression head & shoulders pattern attracts much derision from the ignorani. ["ve never
seen why, When the doctor says vou've got flu, vou might know what he means, just as you

might know whalt it means when you’re told that your big end’s pone, but [ don’t

Indicators

There is a large number of indicators but no group collective nown startimz with *I", How about
ong of these?

Indigestion, indictment, indulgence, indiscipline,

infestation, indecision, indisposition, inducement

All indicators work some of the Gme; none of them work all of the tme.

13
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el lNE2WaY

Elliott Janeway: The Prophet of Doom, 45 he was known, But he wasn™ all gloom, and anyone
wha, when asked “will the marker go up or down next vear!” replies, “Yes, but not
immediarelv”, deserves his place in the hall of fame.

A MUY

The Januwary Rule states that the Dow's direction during the first week of January dictates s
direction for the vear, [f the first week shows an advance, the year ends higher than the previous

yoar,

Acsecond but related rule states that it 3 1s0 January’™s close s higher than the previous year's
December close, the ¢lose at the end of December will also be higher than at the end of its
predecessor

In the period since December 1944, provided the frst week has been up, the odds that the
market will also be up on the year are 2077 if you're not a betting person, that's 7/2 on, If the
month has been up, the adds shorten further; 2700 (1172 on),

I the first week and the whole of Janvary are both up. the odds of an up-vear shorten still
further. to 176 ('] ond 1 didn’t fake any expert’s waord for this; wading throogh the data myself.

In January 2007 the Dow rose, implying it will end the vear above 315t December 2006

clasie.

Despite these overwhelmingly favourable odds, in this business there are no certaimbies. Just
as well; pace Winston Churchill, the potential for loss when gambling on certainties is infinite,

K

Kondratieff

Mikolai KondratiefT discovered a 54-vear cyele of economic activity, It didn®t find favour with

the government of the UL5.5. R apparently, and there are rumours that he was exiled wo Siberia,

The last time the cycle was due for a low was in the 1980s; but it gof a punciure, failing to

appear. 1f vou are a kondeaticfnik, provided vour career starts soon afier a cvele has ended,
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you will have the good fortune to be retired before the next one is due, You wouldn’t be so
lucky with Schumpeter however, Another keen cyvelist, his evele was shorter, only 25 years,
with mini-cycles, each lasting five years.

Kondratieff, Schumpeter and Tandem rode cveles up mounsaing, down vales,

The first two fell off

in @ cyclical trough;
Tandem s, though shorter, prevails,

L

Long

You o long when, having had no position at all, you buy.

Long run

AKA the long-term, in which, pace Keynes, we are all dead, That doesn’t mean that the long-
term should be ignored, ever, But the long-term never gets to have its day until the short-term's
had its say, And if the latter says it loud encugh, the long-term’s day may not dawn as originalby
expooted.

Lows

As in Mew Lows. Every day, petting the data from the Financial Times, 1 record on a
spreadsheet the number of shares making new lows, and then look at a V0-day average of them

om a chart [ had to have created.

This indicator is able to spot bear market and other significant lows about one week after they
appear,

In Seprember 2001, for example, after the sell-off that followed the terroriso amack on the Twin

Towers, FTSE grounded on 21st: the indicator gave a signal at the close of the nexi wrading day.
FTSE made 2 new low on 24th July 2002; on 25th, the indicator signalled again,

FTSEs last bear market ended on Z4th September 2002, The “buy™ signal appeared six davs
later.

The problem with this indicator, for a commentator, 15 that when it signals, those paying to
receive advice find it difficult to aceept (see C for Cassandra). | wrote “difficult™? Impossible

15 thie word,
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What about new highs signalling the onset of a bear market” That's not how bear markets start,
O the contrary, there comes a stage in a bull market when the index keeps making new highs
but the peaks in shares making new highs temd to become progressively lower, The same
applies at intermediate peaks.

Market

The market has no eyes and no ears so it can’'t see or hear what the experts are saying it ought
to do, Having no heart cither, it couldn®t care less, What the market does have is an extremely
eloquent mouwth: when the oracle speaks, hsten. [T alwavs pavs o accept what the market says
about itself, Mever tell the market what to do; do what 1% tells vou to do,

The market 15 never toe high, never oo low, except with hindsight. Most people, technicians

apart, think markets are cerebral and logical; they're nod, they're psychological.

Instead of being just a judge, if the late Lord Denning had been a judge of markets, his ofier
dfcia would have been, *be you ever so high, the market is above you®. The market knows far
miere than any one who 15 looking at if,

The market was devised (o separate the men from the bovs and the bovs [rom their money,

Fillgle

If not prepared to change your mind in this business, be prepared fo change your business.

N

Mikkei and Topix

Charles Dow required that movements in the Dow Jones Industrial and Ral Indices confirm

cach other. | require that these two Japanese indices must do the same.
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o)

Owearboughnt

The expreszion dogsn't necessarily have anyvthing to do with volume of transactions, but
everyihing 1o do with inequality between buying and selling pressure.

Chverbought means the market has come up oo moach, wo soon. What does “oo soon™ mean?

That depends on the time period of the indicator vou're using, In commodity and foreign
exchange markets, bonds and equities, mdeed everywhere, time perods vary from minutes

{seconds, even, but | advise you not to go there) to vears,

“Too much™?! I the indicator vou're using works, when it reaches levels that, in the past, have
coineided with reactions in price, price has risen oo muoch, e it is overbought.

Crwversold

A price or market i5 overseld when price has fallen too much, too soon,

=]

FParadigm

As in Mew Paradigm. There comes a stage in every bull macker when most paficipanis are
extrapolating the trend. Try being bearish, or merely cautious and you find vou are lghting
“new paradigm™ thinking, when “We are experiencing a new paradigm where permanently
higher prices are going (0 be the norm™ or similar rubbish, 15 being spouted by experts (see E

for Expert).
The new paradigm is the oldest ball-game in the world.

The new paradigm is less in evidence in the depths of 4 mature bear marker, but the thinking
isn 't watch for headlines like “the end of capitalism as we know it”, “enly the charnists are
bulli=h™, or “pension funds are swilching substantial percentages of their portfolios from

equities o gilts". And look at the number of shares making new lows (see L.

Fhysic

3]

¥

Technical analysis is a minor branch of physics, being concemed with actions and reactions,
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Fotenlia

The glossary excepted, in this book the word will cnly appear as the obblieate 10 resistance
and support, because like charts, resistance and support levels aren’ cut inbe stone, 50 You
never know if ellher is going o appeac. Accordingly, many years ago [ devised an indicator o
deal with the problem, and as far as [ know, no one else has done quite what T have, although
the world having gone on for some time, it does seems unlikely that 1 have discovered anything

new, though [ might have,

Profit

The word is defined in the OFED as the reward tor risk-taking {see 8 for speculation).

Fsychological levels

So-called psychological levels, beloved of the media, hardly exist apart from 1O and
2000800n FXG 100 and 1O (bt not 1O in stock markets.

In March 2006 [ heard & great deal of nonsense in market news and on financial TV
programmes about the psyehological importance of FTSE going through G000, 1t hadn't even
done so, at least pot significantly, even though it did so subsequently. But the event was and
15 without any technical significance, ofherwise, once that level had been overcome, it would
have stopped FTSE falling beneath it on the return journey.

Surveys carried out in the foreign exchange market reveal that LMK and 2.0000 are
payvchological barriers, but obviously not permanent ones, otherwise exchange rates would

never manage o cross them from either side, except temporanly.

What about 100 and 100K Both are psychological levels; after first hitting 100, and many
wears later, after hitting 1000, the Dow Jones Industrial Average took sevenicen years io
overcome these obstacles,

[O0007 The MNikkei and Hang Seng Indices had little trouble in overcoming that so-called
resistance. What's more, once it had been overcome, 10000 was no support when these indices

decided it was time o fall beneath it again.

That being 50, when the Dow Jones first reached 10000 in 19499, despite the case with which
the Mikkei and Hang Seng Indices had vaulted this particular hurdle several years earlier, the
media, bless i, was full of stories abowt this being the top.

I was one of Bloomberg's favourite commentators then. Accordingly, in the hope and
expectation that [ would endorse the received wisdom that the Dow couldn™vsouldn’ get

through, the prodocer rotted me out. He even pave me a conter in the middle of the rading-
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day, s that | could be there to make some comment when it finally crossed the line, which it
did that day, several times, in both directions.

Closing levels are what matter when support or resistance levels (g ) are being considered,

and ¢ven though [ kept on saying thas during the broadeast, it fell on deaf cars.

A= for my repeated observations about having observed the Nikkei and Hang Seng successfully
ignoring the so-called psychological resistance at 10000, and the conclusions 1o be drawn
thereby with regard o the Dow Jones' imminent arrival at it, they didn’t want to know., ... ...the
nodse of the swine in the studio crunching their hooves on my pearls made all informed
comment inavdible,

The mast notorious example of the myth and mystque surrounding round numbens ocourred
towards the end of the 10th century. Added by prophesies and predictions that the world would
come o an end on December 3160 999 (it will never be able o go throwgh 100, don®™ you
know?), the property market was in a terrible state: why build churches when there was going

tor be no one to worship in them?

O the other hand, the travel business was booming: evervone wanied o get o Jerusalem to
se¢ the end of the world, little realising that it would be ending stimulaneously in Herford,
Herelord and Hampshice.

How stupnd, erass and ignorant they were in the olden days; it couldn 't happen now, of course.

Crr could it? OF course it could; and did, What's more, [ predicted it

Mot having been around in the %s, and not possessing any confidence in most people’s ability
to learn from experience, but having read Charles Mackay s Extraordinary Popalar Delusions
et i Madness of Crowds, Nostramarbus went around inthe 19905 telling anvone who would
listen, very few did, that as the millennivm approached, nensense similar to that which had
havnted the populace in the 9905 would be promulgated.

Drid all the computers oo from 1999 o 1000, ar was i 0000 that they were going wogo woF Did
everyone's bank balence become zero? Dhd acroplanes fall out of the sky, power stations shut
down, prime ministers sanclion the building of a vast empty space on marshland and fill it

with fat?

Omly the last, dear reader, only the last, Meanwhile, like travel agencies in the 9905, in the
|9k compuier manufaciurers had a ball. The only thing man learns from ustory 15 that man
lesirns nothing from history, unless, of course, he happens 1o be a chartise

PS: The world didn™t end on 3 15t December 999 had it done, ot wouoldn 't bave been around Lo
end on 3181 December 1999, but you already knew that, and the world didn't end on 315t
December 199%, anvway.

k]
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What you may not know however is that the early vears of the 11th century brought bad times
for travel agents but boom-tinne for property developers: there was a great deal of repair-work
to be done on old churches, and those years came to be known as the era of white churches,
g0 many new ones being built (o make up for the shoertfall during the late years of the 1h
century.

Q

Quantitative {as in quantitative analysis)

Don't be fooled: it 15 technical analysis under a PR-inspired name. 1t sounds respectable, even
posh, and 15 practised by fundamental analysts when what they are really doing is technical
analysis, although they just can’t bring themselves to admit it.

R

Received wisdom

Received, it is; wisdom, it isn't, By the time vou receive i, its too late o act. Receved wisdom
is nothing more than the collegiate judgment of a crowd of experts (see C, also E).

Rules

This book isn't only about rules; the last thing technical analysis needs is vel another book
about rules; the last thing 1 need 15 o write a book about them. This book s concernad with
the rules T use, I0s alzo about why [ use some, discard others; about the rules ohez mod; the ones
I've made up., and how and why [ came 1o do s,

S

=hares

To the perpetual amazement of nen-technicians, shares frequently lead a life that is almost
totally independent of the fortunes of the companies they supposedly represent.

T, TR A DI GBSO T AR E-COLLECTION, e



Glonsany

[ N
wlpi

[T speculating on a fall, selling or poing short means (o sell a share, bond, curvency ete that you

don™ own o the expectation of buving it back again at a lower price.

Selling short was considered beyond the pale when 1 was first in the business, while selling
bank shares short was illegal. The theory behind the legislation was that if bank shares suffered

significant declines, there might be a run on the banks.

speculation

Defined in the OED as making an mvestment with the aim of making a profit, but which caries

the risk of loss.

Stops

When yon have opened a position, stop is the name given to the level ar which you sell.
It could be a stop-profit or a stop=-loss. The stap 15 such an important concept that i menis
its bold type and its own chapter — which it gets. Although that chapter is certainly the shortest
in this beok, don’t under estimate its relevance.

Support

The level's where a decline might stop and an advanee begin {(see Chapter Three), Apart from

in this glossary, the word never appears in this book without the adjective “potential” preceding

1.

synchronicity

There are times when the current behaviour of price will imitate price of the same market at
an earlier period, Such synchrenicity can take place over a penod of weeks, months or even
vears, Svnchronicity can also occur when the shape of the chart of one price, say €% for
example, imitates the behaviour of £ several months earlier.,

Mone of this 15 as strange as it may appear; as you will read in Chapter Two it was Charles
Dowe's discovery that the shape of Sears, Rochuck's chart might look ke Bethlehem Steel’s
from time to time that started technical analysis in the western hemisphere,

The phenomenan of synchronicity 15 rather more than & bizarre coincidence: the chart of the
earlier period can and does serve as a iemplate for how the chart of the cureent pedod might
develop.

) |
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Chart 0-2; Dow Jones Industrial Average (1924 to 1930)
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The chart above is the Dow Jones Industrial Average between 1924 and 1930, the one opposite
the same index between 1982 and 1988,

2E
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Chart 0-3: Dow Jones Industrial Average (1982 to 1988)
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In late 1986, provided yvou had spotted the similarity since 1982 1o the behaviour between
1924 and 19ZE, yvou knew whal was going (o happen in 1929, even to the month {Ocrober). As
long as the later period continued to imitate the earlier one, you had a template for the future.
It did so until April 1988, But the Dow then began to diverge from 19307 behaviour: the game
was over: the template had w be torn up. [ did 50, calling a bull market, bul no one believed
the call.

At the time, the received wisdom was that 1929-32, the period of the Great Crash, was
happening again; that the fall in the market and the contraction in the cconomy would last until
15N,

The then Chancellor of the Exchequer expanded the money supply (that’s what was done in
1929 and after), but this time, from the moment the charts staned diverging, the economy did
the same, diversing from 1930-32"s. The result: the inflation of the early 19%90s,

23
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T

echnical Analysis

It's a et of disciplines: you're either for or against them, and it's no good changing your mind
in the middle. Evervong who's ever done even the most basic work thinks he's a bit of a
chartist, There’s no such thing,

Technical analvsiv is a religion
It must be practised regularly; daily, to be precise, weekends included: there is no Sabbath for
chartists; only Mr Market gets any rest at weekends,

The true believer feels that if he sticks with the commandiments (he does get o choose which

ones: my name’s Marber, not Moses, and charts are “written™ on palimpsests not tablets of
stome], he will be rewarded. When he isn'l he feels et down: his beliefs are challenged, he may
cease to belreve at all. Many don't stay the course. | won't lahour the analogy; 'm sure you've

g0l the pieture by now,

But 1o be a technician, vou must believe that provided vou stick to the principles, the decision
to act will be made for you, Therein lies the discipline: you don’t think; vou interpret. Thinking
15 what causes the ggest losses in this business,

Time periods

The penods | use are the ones [ use: | do so because they work; for me, that 15, For example,
I'use 21 days (a rading month) | also use 63 trading davs (a three month trading period).

There is nothing magical about either.

Substituting anvthing between 14 and 25 days would probably give a similar result o my 21;
33-65 days could substitute for 63, Bur in the rate-of-change { ROC) ihe most useful ime period
is around §3 days, Use anything longer and the indicator doesn’t do what it needs to do- indicate
the direction of price.

I the rale-of-change, usmg 21 days is another waste of time. Several vears ago | explained the
ROC to o particularly arrogant hedge fund manager, explainmg why 21 davs was less effective
than 63 days. He wasn't listening. Becavuse of that, he uses 21 days.

The reason why 21 days 15 a waste of time 15 simple, Ten davs after a low, provided price has
advanced enowgh, on a 10-day basiz it might be overbought {overbought and oversold will be
explained in due course). Burt it 15 likely to be lower than it was 21 days ago, therefore, on a
21-dav basis, it might siill be oversold at that fime period,
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And if price advances for 21 days, it might become overbought at that time peried, while
remaining oversold at the 63 day period.

Mone of this would manter, of course, il 0 weren 't the frequent tendency of price o move in

trends lasting approximately three months (epproximately, not precisely),

My long average iz one year, 252 days in some markets, London for example, and anything
between 253 and 261 davs in others, depending on the number of dealing davs i the vear in
the market concemexd.

Lzing time periods of less than 15 davs, say, is largely a waste of tme, although 1 have recently
started [ooking af the 9-day Relative Sirength Indicator and at 3-dayv stochastics, but only as

second filters: so far, [ am impressed by what 1 see.

Tops

In the section on bottoms, | wroie that the faster the fall, the fasier the nise: bear markets
frequently end with a Vo Bull markets behave differently: it usually takes time, sometimes as
mich as several months, for a top (o be formed.

Trader

Calling someone a “trader” is about as insulting as you can get. | have already asked the
question, how many times have vou met a rich dealer? (which is what traders used to be called).
Dealer/trader, they 're the same. By rich, | mean one who (a) works for and by himself; not for
a rich institution; (b) who maekes profits, keeping most of them rather than frequently going
broke,

U

g trend
You are going (o read guite a lot about up trends, but not here.

When in @ major advance,

Yos e s8N led @ merry old dance

I st eewd 5 o e Sy,

Yo "I elimdy walle of waorry,

Bt pewest give e ap trend a chanee
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Vv

YW botlom

The market goes straight down with no rally; it then goes straight up again. The reason,
especially if the downside reaction occurs after an extended decline, as in a bear market, sav,
15 that the sellers are exhavsted and when the buyers appear therg is & vacuwm that has to be
filled.

YVolume

Yolume docsn't matter as far as ['m concemed, and my concems or lack of them is what this

bk 15 coneermed with.

W

Y
LT
v

Amother name for a double bottom.

When

When you make money, vou also got lucky, When you lose it, it™s your own fault,

Whipping-boy

The market is the whipping-boy of industrialisis and politicians. Both are happy 1o lavish prase

when the market's rising, since “it is clearly reflecting the well-justified faith of mvestors in

the soundness of the economy™, they have nothing but scorm whenever it falls.

The ery then is: "Why is the market falling? 1t 10t reflecting the true state of the economy™.
Of course 1t isn’t; the market is neither mirror nor thermometer; it’s a barometer.

II|.'I"'.lII |-| | r: S Wi

Acting on a buy (or sell) sipnal that doesn’t carry the market very Tar, and 15 followed by a sell
{or buy} signal. You take your loss on the first trade, initiate the second one, take the loss on

that one, and then the whole process happens again, and again and. ......._..etc.
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X

Marks the spot,

Y

Why go into the investument business? IUs indoor work and no heavy lifling.

i

Zantac

The obbiigere to being involved in markets (it"s a drug for people with ulcers)

Zig-zag

[t % loved by Ellintt Wavers, therefore not for serious discussion.
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Price and Chart

Checar Wilde defined the cvmic as a man wilo frows the price of
everviiing and e valle of wothing, So s a chaviisi, That makes
e ot wilio Erows Bhe vwaliae of everpthing and the pirdce of dofliing

a Jundamental aualvar,

Wher wordd viow prrefer to fook affer vour investmenis?

yrighted material
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v first pick for the job would be a really first ¢lass stock-picker; not any old fundamental
analyst, and certainly not a voung one, And I said stock-picker; not necessarily the same
thing as a fundamental analyst; a good stock-picker is a totallv different animal,

Old fundamental analysts never die, they say, they just make fewer calls. Young ones?
Investment genius 15 a shorl memory and a rising market, whereas invesiment intelligence is
gained only through a long memory of falling markets.

[f fundamental analysis really were the name of the game, all practitioners would be multi-
millionaires, and technical analvsis would never have become the force it is.

I you really are a gifted swock-picker, and there are few of them, vou may Teel you do not need
tor learn the rules that follow. Nevertheless, vou really ought to know them, as well as the
glossary, and certainly the Chapters “By the way™ and “I Remember™.

Although you can have price without a chart, and a chart without price (a pie-chart), in a book
about technical analvsis vou can’t have one without the other. At least, you can’t in this book.
So this chapter is about chart as well as price.

Below is a chart of price.

Chart 1-1:; FTSE100 Index (2003-2006)
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WFHWL GG SO
What is the firse thing vou do before deciding whether to buy or sell?
|
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Mo cigar it vour answer is: look at the price,
That's what everybody does.
it mexe?

Unless you are already a technical analyst, vou then have a look at the fundamentals wvou
consider relevant not only o the share itself but also o the company it represenis: the
relationship w0 it's sector, the index, economic conditions in general, domestic and international,
interest rates both current and future, the outleok for foreign exchange rates, ete, ele, etc, ad

PLLILINEELEL.
Finally, kaving made vour decision, whar is the fase thing vou do before giving vouwr arder?
Look at the price.

Omee again, no cigar!

Since vou start by looking at price and finish by looking at price, just like everybody else,
i=n"t it possible that price itself contains the sum of all existing fundamentals as well as the
consensus of all perceptions about the future? Possible™ There's no argument about it.

NOTE Fricelcontains evenything vou necd to Know! about evenything.

A chart is the daily, weckly, monthly, yearly (or intraday if you must, but 1 wouldn't) record
of price, and reading what 1t says 15 what technical analysis is all about, A chart 15 nothing
more than a constantly updated record of investors” recognition of the fundamentazls and their

willingness to try and discount the futune,

Price, and therefore the chart of price, confaing in its movements not only all the facts but also
all the fantasies, plus hopes, greed and fear. When yvou look at a chart of price what vou see is
a graphic representation of a psyvchological state; yvou are not looking at real value because
there 15 no such ching. It isn’t real value that dreives markets up and down butb people’s

perceplion of future value,
Faced with the same information, one person sayvs buy; meanwhile, another probably says sell.

Price is the balance between supply and demand. Stock and bond markets, foreign exchange
markets even more 5o, are the nearest approximation in real Life 1o the classical economists’

definition of the *Perfect Market™, a place where buyvers and sellers can meet freely;
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where price is determined purely in accordance with the Law of Supply and
Demand: if there are more buvers than sellers, price goes up; more sellers than
buyers it falls.*

How do 1 know? Because, when [ was at university, | read economics and law. 1 also gol a
degree in economics and law. Correction: 1 hold an honours degree in economics and law.
Correction: 1 hold an honours degree in economics and law from the University of Cambridge.
Sounds impressive, doesn't it? But since in economics [ was grade 11 and in law, grade 111,
there were no honours in either.

And if “third class honours degree™ isn’t the finest example of oxymoron since “economic
intelligence”, what is? Fundamental analyst.

NOTE Frice is the most important technical indicator, not only because of its
abedience to the law of supply and demand but also because it
contains the sum of all knowledge about any market you're looking at.

In April 2006, stock markets had been rising singe 2002-03 for two reasons. The first reason
was there had been more buyers than sellers. The second reason? That was the second reason.

The reason why there are more buyers than sellers is irrelevant, except when forecasting the
past. Do that, you're an economist. Paradoxically, forecasting the past 15 up-market but if you

are forecasting the future, that's down-market, especially if forecasting a down-market

NOTE When forecasting the future, all you need do is recognise that there is
about to be an ineguality in supply and demand.

O the one hand 'm writing like an economist, on the other, like a chartist. And on the third
hand. as we economisis are won’'t to say....on the third hand?

“There are two types of economisi; thase who don't know
and those whao don § know they don t know. ™

IM Galbraith

! Being an coonomist [do know that there can never be more buyers than sellers, and that only inequality
between buving pressure and selling pressurne, or some such nonsense, moves price.

33
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The first tenet of Dow Theory, which was the first technical study outside Japan, 15 that price
and indices discount evervihing, except acts of God. Keflecting the influence that market
pundits” media-expressed views exert, plus the market actions of thousands of investors,
amatewr and professional, day traders and long-term holders, technictans and fundamentalisis,
the clever and the stupid, the well-informed and ignorant, both individeal share prices and
indices know everything that can be known,

But how can they possibly cope with the unknown, with what's unknowable? Even
unpredictable calamities, natural or otherwise, are quickly apprmsed and soon absorbed into
market consciousness, thewr possible e¢ffect on future price movements being discounted almaost

immediately.

A prime example occumed on 11th September 2001, Wall Street ¢losed for a week but, like the
Windmill Theatre, in London we never Closed. FTSE did fall heavily on 11th, but seven further
sessions passed before that day's close was broken. Two days later however, the index made
a low that was to hold for another nine months.

What about Wall Street? I8 had been closed on 11th, the received wisdom being that markets
were about to fall apart, The trouble with received wisdom however is that by the time you
receive if, 165 usually too late, When Wall Street opened again on 17th September, the market
did fall, and continued falling for four more days. But that’s all, folks! Like London, Wall

Strect hit ground zero on 2150

Didn’t investors care about the tragedy? Yes, but the market didn’t because as soon as the news
broke, every polential buver and seller started taking into account what further terrorist
arrocities maght follow, and the new situation was seon factored in.

When reading economics gt Cambridge in 1952, in addition to learning the law of supply and
demand, there was something else that stuck in my mind: the law of diminishing retumns,
Cieorge Malthus observed that successive applications of equal amounts of fertiliser to a plot
of land yielded an increasing crop at a dimimishing rate until the nth* application. Then, while
the tertiliser still enabled that plot to produce a larger erop, it sold at no more than the cost of
the fertiliser applied to produce it.

What's all this got o de with price? Evervthing, The law of diminizhing returns applying just
as well as it does to land: keep feeding the market the same piece of news, or crap, and after
the nth time it reacts in the opposite way 1o the first,

f Don't ask me whv economists use lemers, not numbers; [ was ahsent from the first algebra lesson, and
since then have never been able to understand the subject. | know (a+b ¥ is a7+ Iab+h", bat why, and why,
oy case, are the nombers in lower case when in geometry theyre inupper case 7

2l
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Why do people buy shares? Because they think prices are going o rise. And why do people
sell? Because they think they're going to fall. Mo one ever buys because they think prices are
going to fall; nor sells because they think they 're going to nse. Accordingly, to forecast
markets, vou need o know what people think. Mot what they ought to think — but what they
arg actually thinking,

The best way to do that is by looking at a chart of price, showing as it does not only the balance
between supply and demand but also all knowledge, hope and expectation about indices,
individual issues, the economy, politics, FX, interest rates and whatever else may be motivating

investors and traders. By investors and traders, [ mean people,

What people think, they do in the market, buying, selling, or writing about it And what they
do affects price, and that affecs other people’s thinking.

You and I go racing. We back a 10071 outsider down to 270 we 1]l the jockey that he s now
the favourite, We also tell the horse, Does that affect how the mce is run? No way, but the

shortencd odds certainly affect the way other punters think, and maybe how they bet.

The stock market works the same way: buving enough shares o move the price dramatically
doesn™ affect the company ai all, but certainly aifects the attitude of ofher market-players,
whether investors, traders, or commentators.

Perhaps you are now thinking, suppose he's right about price, but does that make reading the
chart worthwhile? OFf course it does, Price 15 what people are thinking, now, about the future.
Price yesterday was what they were thinking about the future vesterday, price the day before

yesterday what they were thinking about price the day before yesterday ete... . eto.

A a child, T remember “pictures™ consisting of dots, nembered, apparently, at random: you
could see them vet couldn’t understand a thing, But if vou joined the numbered dots up, 2 o
[, 3 10 2 etc, eventually you got the complete picture. Price charts go one better. Look at the
one overleaf,

e
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Chart 1-2: Brisnt crude
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I know what vou're thinking: it isn'tclear at all. You're right, of course. But look what happens
when you join up the dots...

36
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Chart 1-3: Bréent erude

TOHHICS - Brent Crude, Daily [Delayed by 10 minz)
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Now it"s clear, and vou have a chart. The picture that’s emerged not only rells the past but also
what the future may look like: and if | do myv job correctly in this book, you'll be able to do
the same.

HAow do iell the fiiwre from the past?

Empirical observation. Technical analysis is short on theory but long on empirical observation.
Contrast fundamental analysis: long where it should be short, and short where it should be
long, the rinmph of hope over experience. Technical analysis is the opposite, of course; the
triumph of experience over hope.

Wonld you go fo sea without o chart?

If you did, vou'd be in grave danger of runming aground, overtumed by adverse currents and
likely to founder on the rocks. With a chart, however, you'd have a very good chance of
avoiding them, 50 when you go to market, go with a chart, and even if you encounter one or
more of the harards mentioned in the preceding sentence, you'll still have a good chance of
escaping a watery grave.

In case you're not yet totally committed to technical analysis, and think that markets move

according to news and fundamentals, think again, and ask yourself: “What news and which

fundamentals? To say nothing of in what order they might atfect it?

a7
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It isn’t news or information that moves price in markets, it’s the market’s reaction to them that
counts; the only thing that counts, That depends entirely on its technical condition when news
or information hits. The technical condition is therefore the only fundamental that matters.

To understand the technical condition vou don’t need a fundamentahist; what you need 15 a
chartist. Accordingly, fundamental analysis 15 a fundamental waste of time.

Price can be displayved in several different ways, in addition to the line‘closing level above.

Point-and-figure

Here iz a point-and-figure chart of FTSE for the period since 15t October 2005 to 315t March
2006,

Chart 1-4: FTSE100 Index - point-and-figure chart
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What vou see looks like a crazy mixed-up game of noughts and crosses. But that’s not why |
don’t use point-and-figure. 1 don’t because point-and-figure charts usually have no time scale,
at least on a daily basis, although this one does, being updated at every tick (it is the only one
I could get hold of).

kL
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Chapter 71— Price and Chiard

Although technical analvsis is abowt probability and timing, and more about the former than
the laiter, there are certain techniques that can help you assess market-timing, which involve
the use of indicators, especially momentum (to be discussed in a later chapter), which expresses
the latest close as a percentage of the close x davs previously.

Without a daily time scale, you can’t have momentom. Withoul momentum, yvou can’t have

timing,
D yow need timing if you re an invesior?

Indeed vou do: even if (especially if) you have chosen a share purely on fundamental grounds
(there are soane investors who do, apparently), vou don’t want o buy when a fall is about to
start, or sell if your chosen indicator's suggest (they don't dictate) that a bear market rally is

about to stan, do vou?

But point-and-figure analysis has no time-scale, so indicators that do can't be applied. Although
price is the single most impontant element, it isn’t the only one in technical analysis.

And what about analysis of foreign exchange markets where there are fow investors: practically
evervone’s a trader, most working on extremely short time-scales, with, for example, some
laking positions only during everyone else’s lunch-hreak, and closing them when the lunch-
wimps return. Players such as these have to employ technigues that help with timing; so

point-and-figure 15 2 no-no.

For the past 27 years [ kave been largely involved in analvsing toreign exchange markers
without neglecting equity, bond, gold, oil, and commodity markets however.

| am glad to say that [ don’t forecast FX or any other market on an intraday basis, beligving,
as 1 do, that such analysis is rubbish. Moreover, while [ work mainly with daily charts 1 don’t

make day-to-day forecasts because they ‘re rubbish as well,

Apart from stating the obvious, that price can go up, down or stay the same, charts can’t tell
you today what the market will do tomorrow,

How do [ know? Because in the encly 19805 the Bank of England cacried outl a survey designed
fo assess whether technical analysis worked in FX markets. The bank’s chosen method was to
call o mumber of technicians once a week and ask them wherse £75, /DM, 2%en would be one

wieek oul.

They called to invite me to take part {at the time, the bank's pension fund was one of my
clients). 1 refused because when they told me their chosen method 1 told them it wouldn't
work: there was no way the chart could tell anyone consistently where any market would be
one week out,

o
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Martsr on Barkals

The survey was carmied out, the result was az [ had predicted, vet | came out smelling of roses
because o spare the participanis”™ blushes, all were known only by an initial letier, and ong
anonymous chartist, known only as M, was the single successful guesser,

Readers of the survey thought M must stand for Marber, and | never disabused them, until

ELLHWA.
I vou want 1o rade intra-day or day-1o-day, whiv not trv using this chart. .. ...

Start ar 12 o clock, read like a clock

- -
Then TS gy
Lp here A point
Shares O twa
Back In a
And buys Dav or
Bullish Two and
Turns Every

1
Trader D ea Ie r S Teader
Every C IDCk Turns

Two and Bearish
In & day or On the
Cir two Market
A poini Aond
They rise sells
Then Lhares

Dioviwn here

e seire vou now wunderstand my aversion fo infraday and day-to-day forecasting.

4%
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Chapier 1= Price and Chard

Mevertheless, having been involved with FX markets for more than thirty years (with stocks,
bonds and interest rates, more than fifty, with gold singe 1970 and oil since 1973), naturally,
to @ very great extent my work includes market-timing, so point-and-figure analysis, lacking
a time-scale, is not for me. Since [ don’t employ it, 1 won’t tell vou about it. Why waste my
time, and vours?

Important point about forecasting: time

It is vital that adviser and client understand each other on the guestion of how long the former is
talking about when making any forecast that includes time. What is the short-term, what, the
long? Everyone has a different answer, Remember JM Keynes? “In the long run we are all dead”

Price can be displayed in various different ways

Here 15 a bar chart

Chart 1-5: Example of a bar chart
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The top of the bar is the high trade of the day, the boiiom, the low one. The cross-bars show
ihe clese, [ don™t use bar charts, so I'm telling you nothing more about them.
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Marker on Markobs

Chart 1-6: Example of a candlestick chart
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This chart is a variation of a bar chan called a candlestick chart. The top and bottom of every
candle’s wide part {the real body) show the opening and close (the candle is black if the former
15 higher than the laner, white if it is lower than the latter) while the long thin bits, known as
ghadows or whiskers, show the high and low trades of the session (dav, week, month).

Candles are extremely useful, much more informative than cither point-and-figure or bar chars,
but sometimes too informative, too complicated; therefore, especially when looking at long
histories, less useful than closing level ones, | do wse candle charts extensively however, in
conjunction with linc or closing level ones, and will tell you about them in Chapter Seven,
Mot in Japanese, although some of the terminology is.

Candlestick analvsis was devised in Japan where it began more than 200 vears before Charles
Dow did his work. But what the Japanese were doing was completely unknown in the West
until a group of Japanese technicians turned up at the Market Technicians” annual seminar in
the 1970s. Candlestick analysis had been used in Japan, in the rice market, since the
seventeenth century.

4F
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Chapter 71— Price and Chiard

Technical analysis in the western world

In America. the economist, Charles Dow, who founded The Wall Street Journal, staried by
recording prices (together with Edward Jones, 1| presume) o the newspaper numerically. . 84,
B, B4V e,

Subsequently he decided it would be easier to visualize changes in price it they were recorded
as graphs. If changes in price were anyvthing other than random, it woukdn’t be unreasonable
if Bethlehem Stecl’s graph sometimes looked like the graph of LS, Steel, as, no doubt, from
time o time it did.

But ar other tmes it would resemble the graph of Sears, Roebuck., Why? Unless all charis
covering the same time period are similar w each other, irrespective of the compamies they
represent, which they aren't, it doesn’t appear to make sense that some do. But does it matter?
[T wou can leam something o your advantage from these phenomena why not employ that

knowledge?

Dow noted not only that chants of different companies sometimes resembled each other, but
also that when certain patterns appeared, certain price changes tended to follow; not abways,
but sufficiently often for predictions of future price movements to be made.

O even greater importance, it was also discovered that the magniude of the move that tended
1o follow the formation of a pattern was directly related to its sire.

While [ feel certain there must have been many statistical studies of patterns since Dow's work
twmed graphs inwo charts in the closing vears of the nineteenth century, it 1sn’t the business of
this book to go into them all,

But I do note one of them on the efftcacy of the head & shoulders, the iconic reversal pattern
much derided by the lunatic fringe. This study, carmed out by DLC Damant and Dre, DOH . Giomes,

cofncluded,

“A significant degree of success for the pattern is nored ...
A confirmation of the wee of head & shoulders rope seems to fave been achieoved ™

The Investrment Analvst, Moy 1975
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Like Spencer of the eponymous Marks and. .., Edward Jones seems o have been largely
forgotten, but both appear hece. In 1897 two Dow Jones averages, one comprising 20 railroad

companies, the other, twelve industrials, appeaned.

They weren't devised to please chartists: [ don’t even know, or need to, ifthere were any then,
The theory behind the averages was economic. The shares of twelve indusirial companies were
considered by Charles Dow {an economist, remember) to represent the wealth of Amenican
industry, Since there wouldn't be any industrial wealth unless there was demand for the goods
being produced, the railroads were needed to get them to the consumers provided those
companies were producing the goads

Accordingly, one of the tenets of Dow Theory was that if the movement of these two averages,
railroad and industry, fadled o confirm each other (a new high or low in one, unaccompaniad
by a new high or low in the other), the move was suspect. Mavbe the goods were being
produced for example, but weren't being sent round the country becanse they wenen't being

orderad.

A spanner in the works™?

I the penultimate paragraph [ told you that Charles Dow’s selection of the shares of twelve
companies represented the wealth of Amercan indostry. Without wishing to belittle Dow's
work, [ beg w differ. Actually, [ don’cheg at all; T disagree. And I won’™t use the clichéd prefix.
“with respect” becaouse what wsually follows the use of that expression involves no respect

whatsoever, but not mn this cose.

Charles Dow was an economist, and as 1 have already written, the theory behind the creation
of the averages was economie, not technical

The shares of a company represent nol it's wealth but people’s opinion of it future wealil; and
that’s something very different. People express that opimion by buving or selling the shares of
that company, and it 15 an eternal truth that shares frequently lead a hife that is twtally different

tin the fortunes of the companies they supposedly represent.

When we buy shares we are dealing in the future, and were doing so long before the arrival of
the futures market. How many times have analysts heard an entreprencur saying that the market
doesn’t understand what™s going on in his company?

Shares are always oo low or oo high in the opinion of the divectors, Bul that"s ool surprising;
they're not in the investment business, which has different time=frames from industry, Beware

the CEC or anyone else on the board who says his shares are the right price.

LE|
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Chapter 71— Price and Chiard

In the 19705, | knew a technical analyst who worked for the brokers to Rotork Controls, He
told the partners the chart was a disaster: the shares were about to fall apart, His forecast was
greeted with derision, it being pointed out fo him that the CEO was the one who was buying
the shares, no one knew more than he, he saw the orders daily.

The shares did fall apart. 1 am not saying the sellers knew mote than the boyer, merely that one
day the orders stopped coming in, Perhaps the sellers believed that a full order book was
already in the price.

We have come Tull circle: 1 started this chapier by saying that the chartist 15 a man who knows

the price of evervthing and the value of nothing. Price is everything he needs o know: in the
end, price takes care of evervthing, including the emperor’s new clothes.
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Trends

e Trened ix your Friend

A trened is @ trend: all are friends.

i vere bk one vore must make amends,
If the old one reverses,

."!-..rh'.-'HI ||I.'|".i'|'.|."|'.'_'|', HETEN CILFNES,

Ride the new ane. Up. down; mind the bends!

yrighted material
WA, TRADING-SOF T ARB-COLLECTION. GOM
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Chapter 2 = Trands

Thc technician is no more adept than anyone else at spotting a trend before it starts, That
in’t his business, His skill lies in almost invariably identifying trends after they have
started, and then, relving on well-tried rules, riding those trends until soon after they have
reversed.

Trend lines, trends, and trend channels

lo have a trend, you have to have a trend line

Actrend line 15 drawn between two points, Which ones? That's whene the trouble begins. The
books say between any two. [ say that’s rubbish. Although there are some excepiions, which
[ will tell vou about in Chapter Four, which deals with patterns, to draw a trend, vou need to
obey the rules.

1. You must start at the bottom when drawing an up-trend; at the top when it's
a down-trend

I mean the absolute bottom {or top), not some point near to it, just because it suits what you
are trying to prove: you shouldn't be trving to prove anvthing when reading a chant, just
observing what the market is saying about itself rather than imposing on it any preconceptions
yvou may have acquired.

NOTE The market 15 cleverer than all of ws.

2. Never cheat when drawing a trend line

Mever look at the right-hand side of the chart; when yvou draw, never draw the first line straight
from the absolute low to the last low before the absolute high (when drawing a down trend line,
from the absolute high to the last high before the low), Why not? Because that’s where you're
hoping it will be,

NOTE Technical analysis is not about hoping but observing. Trend lines are
only likely to be where you hope they'll be if you choose to ignore
where theyve been cut on the way up or down,

44
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Marker on Markots

Hiw?
Becauvse if that's what vou've done, go back to the point where the trend line was cut and then
re-draw it from the original starting-point through the point or paints you chose to ignore, and

vou'll fimd it will be rather lower than your “hope-it-will-be-ling™ by the time it gets to the
right-hand side of the chart.

NOTE It is better to travel hopelessly and arrive at the right place on the chan
than travel hopefully and arrive at the wrong one.

Chart 2.1 FTSE100 Index - drawing trend lines

GECS: - FTS1 800 hacks s, Dkl = =
i i ) i i 2050
[ . [ . |- -4 sqnmy
: : 5 ] e

| | - | - : : '-’"T
| . | . l.. EECIERTIES CERTRSTIP I o
] ] ] .-.-.___. 1 P

N AP Y
: : : il i i EETi )
1 | | . ':.-"'-.':.- :_._:;-‘i'- Peaen |4 EFB0}
= .

A T BN

i i - - i
| | P __.-"'.:___.-"_..-" 1.4 mampg

_-? ” .--'_.-'"'

| I EREn Conr e i LAk

i i A e 1l
. | A e 8 e

o e |
i L4 msom
il [
i i L2105
1 LG
7 . . ! - . ! -l:um
. .. AT . 5 33 i3 3 B S BB BB BB BE 1B BABE BB B BaGE BagESal 2 |12
! . JE D ORI S 27 =T

’ . Ez e . T .
TN EGRIEEE pu%ﬁ hz Jwm Imﬁ =R IR o > |20 |lo1px= 1= o for S
Sowna, SOE, e, 8 058 40 Aghts rasarsad woriawne,
W, L SOV

Trend lines 1-4 were all right until cut or broken ("1l explain the difference], but only 5 is
right, now.

3. Supposing the trend line breaks?

If the first up or down-trend line breaks (see rule 1), draw a new trend line in accordance with
the rule, What mule? Rule 4.
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Chapter 2 = Trends

4, The Rule of Four

When drawing an up trend line, it cannot be drawn before yvou have scen-
1. the absolute low;

2. the first high thereafter: vou'll know it's the high because, by then, price will have backed

off from it and you'll see a peak;
3. @ higher low than the one at the botlom;
4. a higher high, higher than the first one vou saw,

In & down trend, or — to be precise, when you're looking for one — reverse the process.

NOTE Whenever you draw a trend line, pay attention to The Rufe of Four. If
vou ignore that rule, yvou're dead in the water and you haven’t even
got to the starting-line,

Chart 2-2: FTSE100 Index — The Rule Of Four
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Marker on Markobs

L=Low; H=High; HL=Higher low; HH=Higher high
The pink letiers enabled the first up trend line to be drawn.

The green letters, the sccond up trend line (it only became possible to draw it once the sequence
of pink L, H. HL, HH had ended).

The red letters enabled the drawing of the (red) down-teend line.

Trend line becomes trend channel

Ay xoon ax vou have a trend line, vou have a trend clhannel

Note: By employing the Rule of Four, | could have drawn more trend lines and channels on
the next four charts than 1 have done, Don’ let it worry youw. | did it to make the charts easier
to understand,

Chart 2-3: FTSE100 Index — trend channals
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Chagler 2 — Trerkis

The presumptien is that all trend channels are parallel
The blue down trend channel on the left hand side of the chart on page 52, 15 a parallel one.

The red up trend channel has an up trend line, of course, and, above i, two more lines, called
the upper return lines, The thin one, having been the first one that could be drawn, is parallel
10 the up trend line, but there has been no other contact with i, henee the second return line,
drawn (as 11 had o be) on the early and late Movember highs: i converges on the up trend line,

as the chart shows.

NOTE The chart almost invariably shows everything there is w0/ see.

When the red upper return line was contacted again in January 2006, it acted as resistance,
stopping, and eventually reversing the advance,
Upper return lines are always potential resistances, just as lower return lines =

drawn parallel to a down trend line — are always potential supporis: when
contacted they tend to reverse a decline.

The dark green lines, and the pale blue ones below and above them, like the thick red ones, are

three converging trend channels.

Dot concern voursell now with parallel or converging trend channels, along with all the
other types of channel, they will be Tullv explained later in this chapter. As for the word

“potential™ in relation o support and resistance, a later chapter will explain if.

Give the trend line, and the trend, a chance

While the light at the end of the tunnel might be a trend going in the opposite direction to the
one you're riding, sometimes it really is the light at the end of tunnel: always give the trend &
chance,

Fortunately, there’s a rule that allows yvou, no, commends vou, o zive that chance:

Rule governing when a trend line has been hroken: with shares, an up trend line
breaks when it has been cut by 3%, Nor 234%4, wor 2.999%, recurring, but 3.400%,, at the
close,

Wiy orly ab the close?
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Martsr on Barkals

Because that 15 what Edwards & Magee wrote that you should use, and vou don’t re-wnite the
psalms. Inany case, the close is what people read in the newspapers every morning: i 1s likely
to influence the reader more than any evanescent intraday one

[ also use 3% i gold, ol and all other commodities, Others may use different perecentages, but
what others do, apart from Edwards & Magee of course, doesn™t bother me.

Poce Edwards & Magee-

A share index trend line breaks on a close 2.00% above or beneath it 1 also ose

2.00% in all other indices apart rom currencies.

Exceptions ta the 3.00% and 2.00% rules

There was no 32009 fule however when [ fist becaime involved in the FX market. And there
wias oo way any client would wait Tora 3.00% or 2.00%: break of any rate’s up or down tremd

line to confirm that it had been broken.
“Canfirmation” iy when the line hax been broken by the veguired percensage,

Way back in the 1970s, when looking [or a point where a currency’s rend line would be
broken, I decided wo ey 1% it seemed 1o work, Technical analvsis, being all about empirical
observation rather than unrelinble theories, [ started vsing 109, and stll do. T also use 1LO0%:
ini Bonds.

With bond or currency indices, the break is a close (L50% above or below the line.
How did § Keeow abowt 3.00% in shares and 2.00% fie findices?

| read it in Techmical Analvsis of Stock Trendsz, the granddaddy of all books on technical

analysis, indeed, the Chartist’s Bible,

Written by Robert D Edwards and John Magee, it was the first book on technical analysis |
ever heard about; indeed, it was ong of the very few books on technical analysis I ever read or
do read now, and 1 never even linished it or any of the others: too excited, [ just couldn™ wait
[0 Start drawing my own chEems,

Drawing?”

Yes. It was in the 19608 and there were no computers that could display charts; no caleulators
gither. 5o when | found out about moving averages (a treat in store {or you in a later chapier),
| had 1o caleulate and draw them by hand, and head; and pencil - an extremely shamp ong to
geb the trend lines in the nght place.

L8|

T, TR A DI GBSO T AR E-COLLECTION, e



Chagler 2 — Trerkis

Trend reversal

Onee a trend line ix ond or broken vow can draw a new one, apply the Rule of Four

When does a trend reverse’y
An up trend reverses only when—

[. the up trend line has been broken, at a close, by the 2.00%, 2.00%, 100 or 0.50%
required;

2. adown trend line has been drawn according to the Rule of Four;

3. the last significant low on the way up has been broken at three successive ¢loses,
For a down trend 1o reverse

l. the down trend ling must be broken by the appropriate margin at a close;

an up rend ling bas (o be drawn in accordance with the Eule of Four;

[

3. the last significant high on the way down must be exceeded at three successive closes; the
last significant low on the way up, braken at three suceessive cloges;

4. the relationship of the price to onc or more averages may also have to be taken into
consideration {averages will be dealt with in a later chapter),

T, TR A DI GBSO T AR E-COLLECTION, e



Marker on Markobs

Chart 2-4: S&P500 = up-trend reversal

SPCY - Ssanifard & Poar W00, Dalky jDsLyyed b 10 miee)

<4 101e0n
E i)
= 12000
= 1ZE.O0
4 125000
1260an
7 G e
= 13000
123000
121000
< 120200

11 pzon

71 Bcon

i fan e i) FRC Hal Apr
G EXO S M EE N AT SR R L [ O L R T S R E R L TR ER R B D T
Soarce: SOE, fnc. © 2005 Al nght's rasaraed woviawiohe.
WL O Oovm

The chart is the 5&P: the 2% rule applies—

*  Red line: broken trend line.

*  Blue line: irend line not broken by the required 2.00%%.

Up trend line | became red when the index fell to point A, 2.00% below it if it had closed for

three successive days below point £, the last significant low on the way up, the trend would
have reversed.

Up trend line 2 is blue because it hasn't been broken by 2.00% (point X was less than 2.00%:
below the line); iff'when line 2 has been broken by 2.00%, point © will become the last
significant Low.

With a down trend line, the reverse applies. The grey line on the chart opposite wasn 't broken
by 2.00% until a close at point B had been posted. Point H, the last significant high on the
wiy down wasn 't excecded until two days after point B had been reached (the third swecessive
close above it),
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Chapter 2 = Trends

Chart 2-5: Nasdag Composite - down-trend reversal
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Why 15 the line grey? [ didn’t want vou to be confused. Tt was actually red for resistance until
point B had been reached, and would then have become blug, signifying support (and if that
has confused you, it won't do so once you have read the chapter on potential support and
resistance),

Do intraday levels matter?

They do if you are taking a profit and have sct a target that has been reached. And if vou are
an intraday trader cutting a loss, intraday levels might also have some merit.

But this book isn't aimed at intraday traders, or day-to-day ones either, becavse, and ["ve said
it befiore, and won't say sorry however many times 1 have to say it again in this book, and
elsewhere, charts cannof tell you whether any market will be wp or down lomorrow, or one
week from now.

a7

T, TR A DI GBSO T AR E-COLLECTION, e



Martsr on Barkals

Intraday charts however (say an hourly or half-hourly candlestick} might tell you where the
mrarket could be in an hour or half=an-howr. But if that™s what vou want to do, this book 15 not
for vou

However, as you're reading the book, and have pad for it as well (1 hope), having got this far,
vou might as well carry on. Aler all, as vour local. friendly lawver is bound or bound over to
say, vou might leam something to yvour advantage.

Day trading

Mot only 15 this book not for day-traders, it isn’t for day-trading either; neither am 1. Onee
upon a time, and once was enough, for one whole day [ tried vsing a half-hour candlestick
chart, together with the appropriate time-adjusted indicators — 111 get 1o them in a later chapter
— purcly as an experiment. There | sat, not glued to the sereen (you can’t see anything that
way ], and trust me, it's no way to make a living,

Ad Tive manutes before the end of your pre-set tme-frame, you must be in front of the screen
in arder o have sufficient tme (o read and analyse the chart. And as the session ends, if you

are required fo act, you have to do it then, not thirty seconds later

Mo lunch, except at your sereen; no ealls of nature, or any other calls for that matter as your
witching-hour, half-hour, fifteen minute period (get the picture?) looms. No time o look at
more than one chart, unless of course you stagger vour time-periods, thereby, at the least,
doubling vour work-load, not to mention vour stress ditto,

You oo make a living day-trading, orsa [am told, but vou”ll probably do it Better using your
euls rather than a chart, Personally, howesver, I've never met a cich trader (see Glossary), Have
you?

sintraday rading a way to make a lving

Mo way, Nooway to lead o life, either. Normally, 1 hate dumbing-down expressions, but in this

context they might be appropriate. Do me a favour, get a life!

I have never read any books on technical analyais of the foreign exchange or bond markets. |
didn’t have to. A chart is a chart, is a chart, and vou don™t need to know the name at the top in
order to read amd analyvse one, Indeed, 05 better for your sang froid iF vou don’n of yvou do,
the sang gets chawd, and hot blood makes for bad chart-reading.

* Georme Orwell would not have approved my using French, bot 1"ve never heard of cold blood in
Fl'lgl'ih'll. (o ok Bl fir phar matter, exeepl with reference 1o critne,
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Chagler 2 — Trerkis

And whatever fundamentalists may =ay to the contrary, technical analvsis is not a crime,
although 1t certainly invelves a criminal amount of hard work, There are compensations
however: no need ro examine balance sheets, analyse reponts or read the opinions of others in
newspapers. Indeed, vou don'’t even need to read newspapers,

O Yol need 1o read ofher i hartists?

[ don'e It's a waste of tme. | don’t mean that other chartists anre a waste of tme {there are
gond ones and bad ones, just as there are good fundamental analvsts, Warren Buflet, for
example, and plenty of bad ones too).

Hut if | do read other chartists, what's in it for me? If vou lose money because vou were
influenced by Mr. X or Mr.Y, or even Mr. £, are anv of them going to give you back what you
lost when following their advice? OF course not. When you make money, never forget, you got
lucky, And it vou lose it, it"s your own fault.

[ mever want to put myself in the position of irying © put the Blame on anvone but myself when
ol lose money, voucan’t sel il back. You car make soime more, but vou can't gel Your money
back.

Wiy o

Because it"s no longer yvour money, that™s why: it's somebody else’s.

And it doesn't matter what market you are operating in, shares, bonds, oil, gold, commaodities,

FX, or anv other thing vou think might make you money: shares, bonds efe don’t know you

own them. So vou cen’t get back at the market, either,

When looking at anything on a chart, vou don't need to understand the so-called intelleciual
raticnale; the name of the game i5:

i vow can thear “em, foin ‘em

Correet me if I'm wrong, but markets are for making money in; they are not an intellectual

SRETCIRE,

[T what you're using works {for vou, that is), use i, But therein is a greal big problem: how
many times has something got to work before vou stan relying on it, how many times has it
2ol 1o stop working before vou stop relying on i? There 15 no answer o that one,

Fven so, if you by or sell something, 1 think you should have a reason. If vou do, then,
according to some commentators, voure investng. 1f you have no reason for buying or selling,

they say vou're speculating. But, as we shall soon discover, that might be too narrow &
definition,
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NOTE This chapter being about trends, trend lines and trend channels
textrapalation of the trend will be rubhished in a later chapter], if you
have found a share with a trend or trend channel, i.e. a low, a high, a
higher low and a higher high, and you think that trend or trend
channel might continue, and therefore decide o buy, try to bear in
mind that those are the reasons for vour action,

If, subsequently, in accordance with the meles | hope vou've already absorbed by now, the trend
or trend channel subsequently breaks, vou no longer have anv reagon to be holding the position,
If vou continue doing so however, vou are no longer an investor; vou're a speculator, trading
on hope,

Don't get me wrong: although the word mav have pejorative connotations, there 18 nothing
wrong with speculation, defined in the OED as

“the practice of investing in sfocks, property, elc., (i the hope of profit from a rise or fall
in marke! vafue but with the possibility of loss ™

As for “profit” the classical economisis defined it as “the reward for rigk-taking™.

| take the view that if the reason for taking the position has gone, the position should go, too,
In my example, you bought tor the trend, so if it breaks, you're ot But do you get out at the
close on the day the trend breaks? The answer is complicated and must wait for a later chapter.

NOTE Even so, at the close on the day the trend line breaks you have been
put on notice that the position has gone wrong, and from that moment
on, market conditions could move further against you,

When opening the hypothesised position for the reasons suggested, it s logical to place a stop.
It 15 called a stop because vou use il W0 stop or cover your position, Le. o sell it out if long, or
buy it in if short. A stop is placed to stop you out of an open position in any market if the
technical condition causing you to open the position no longer exists. Stops have a chapter to

themselves.
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Chapter 2 - Trends

Charts can have up-trend lines

Chart 2-8: FTSE100 Index — up-trend lines
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Marker on Markobs

Charts can have down-trend lines

Chart 2-7; FTSE100 Index — down-trend lines
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Chapter 2 = Trends

Charts can have both up and down trends

Chart 2-8: FTSE100 Index — up-trend and down-trend lines

CIXCE - FTSE-100 leedex, Daily
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Although the trend lines drawn so far have been multi-coloured, normally | use red when
showing down-lines, blue for up-lines, and grev for speculative ones, The last-named will be
cxplaincd in the chapter on support and resistance,

a3
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Marker on Markots

Accelerating trend channels

NOTE Trend channels require twao trend lines.

How do vou get twir trend lines?

You draw them, of course. Where vou draw them is another object-lesson in empirical
observation. As alrcady pointed out, there 15 a tendency for markets to travel in parallel
channcls; a tendency, not a commandment carved in stone.

Here is a risingr paralled trend channel,

Chart 2-9: Weekly chart of gold {1970-1981) — with rising parallel frend channel

= ILisk - London Gold Fix, Weekly
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Lime 1 is the original trend line drwwn as already demonstrated at the heginning of the chapter;
ling 2 is the first accelerated trend line, line 3, the third. Lines 2 & 4 show the parallel trend
channe| drawn on the late 1971 and 1976 lows, while line 4, the parallel to it (also known as
the upper return ling), has been drawn from the 1974 high,
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Chapter 2 - Trends

Terminal blow-off

That upper parallel of the chart on the previosu page was penctrated at 358800 in December
1979, gold reaching $230,00 at 21st January 1980°s PM fix (the AM fixes, and 215t January s
was 590000, are not shown: in those days, the PM fix was the nearest you conld get to the daily
close). The upside penetration of line 4 was a spike, the advance above the upper retumn line
being reversed immediately. A ferminal blow-off followed. Gold's stay above $500 was short-
lived; dezpite 2181 January™s $900,00 AM fix (or was it because of it?7), price was well below
3500 by the end of March.

When price breaks out above a long-lasting upper parallel line {in gold, that means a PM fix
at least 3.00% abowve 1t), that breakout 15 usually followed by a terminal blow-off; “usually™
because in this business the word “always™ has no place.

When a parallel rend channel has lasted months rather than years, different outcomes tend o
follaw.

Here is a parallel rising trend channel that lasted only a little more than 19 months.

Chart 2-10: Daily chart of Royal Dutch Shell — with a parallel rising trend channel
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Martsr on Barkals

The 19-month long parallel trend channel was succeeded by an upside break of 3.00%; that
looked like a spike at first, bui Januwary 199675 fall was reversed above the upper parallel
{contrast gold’s spike or terminal blow-off when the inital fall went below that line and no
lasting recovery was to follew).

Eventually a new nsing paralle] trend line appeared: | haven't shown it because, like the too
many cooks and the pudding, too many lings spoil the chart. But vou can visualise that channel
anyway: two lows in Q1 1996, and three highs, two in Q1 and one in 02 19496,

That parallel channel was resolved by an upside break in mid-May, when the new channel
became not ancther parallel one but a Asing wedge, the upper line converging on the lower one.
The chant of a falfing parallel rend channed follows, and, as with gold’s rising parallel trend
channel, once agan therg was a terminal blow-off,

But this one was on the downside, The lower parallel line (aka. the lower retum line) was
penetrated m Q4 1973, and the terminal blow-off was not reversed unnul 034 1974,

Chart 2-11: Monthly chart of 2'9% Consols 1945-1583840
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fsn 't that something ?

The parallel trend channel in 2%:% Conscls, the oldest of all British Government Securities,
lasted 27 yvears, The breakdown from that channel i Q3 1973 was not reversed until Q4 1974,

NOTE The longer the channel lasts, the longer |asting the blow-off tends o be.

A7

T, TR A DI GBSO T AR E-COLLECTION, e



Chagter 2 — Trends

That 27 vear trend channel in 2%% Consols did not make an appearance then because the
world and his adviser were chartisis: in those davs, there were none, at least, not in the LK.
Government Securities market,

The chart was “formed™ not by chartists and their followers but by the uncoordinated sctions
of thousands of investors. Most of them, if not all, had never even seen a chart, lel alone acted
on one, And if yvou think thats weird, even mystical, you could be right. What does that
demonstrate? Although they may not know it, people think in parallel hnes. Why? who cares?
[f that's how people think, accept it; if you can’t beat “em, join “em.

[na later chapter ('l remember™), there is an account of a long parallel trend channel even
more remarkable than Consols™. It is so because the chart doesn’ even exist

So far, the trend channels | have shown you have been rsing or falling ones, and nearly all of

them (the exception was Shell, where there was a wedge) were pamllel.

But trend channels can travel east, when they are called sideways channels or trading ranges.

Chart 2-12: £/5 (1977} - sideways channal
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Marker on Markobs

Chart 2-13: Vodafone (2000) - falling trend channel

SOGEVOD - Vodafone Group, Dadly [Delayed by 15 mins)
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Eventually all trend channels come to an end, lerminated either by an advance above the upper
return line or down trend line, or by a decline beneath the lower retuen line or up trend line.

You have scen two examples of parallel trend channcls breaks; the weekly charts of gold {upper
return line) and 2%% Consols (lower return line). In both cases, a spike or terminal blow-off
followed,

I also showed you the chart of Boval Dutch Shell where a rather shorter parallel rising trend
channel was broken; a spike appeared that was succeeded not by a sharp decline but by a
reaction that became another trend channel whose upper return line converged on the up trend
line. On many occasions, breakouts from trend channels become pattemns, described in the
next chapter.

i
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Chapter 2 = Trends

Re-cap

* Rising parallel trend channcls

*  Falling parallel trend channels

*  Sideways parallel trend channels

* Rising trend channels with converging sides

* Falling trend channels with convenging sides

What about trend channeals whose up rend and upper return lines diverge from each
other?

You can bet the chart book they exist. But vou needn’t bet at all, because between | 988 and
1) the weekly chart below has a rising trend channel whose upper retum line diverges from

its up trend line.

Chart 2-14: Barclays (1968-1990) - divergence
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Marker on Markobs

And here’s one where the lower return line diverges from its down trend line, something that
frequently happens in a bear market: the downswings become progressively deeper.

Chart 2-15: BSkyB (1996-1553) - divergence

SGULIFSY < British Sky Ureadcesting Grp, Daily [Delayed by 15 mins)
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Frequently, an upside breakout occurs from a rising parallel trend channel. When it does, the
return line switches roles from resistance to support, reactions thereatier tending to reverse
when price falls to it But | don’t want to get ahead of mysclf by discussing support and
resistance now, These important concepts must wait their tum in their own chapter and in that
on pattems,

It is important to bear in mind that a falling trend channel can be broken either by an advance
above the down trend line or by a decline beneath the lower (return) line. In the former case,
the trend might reverse from down to up; in the later, the down trend accelerates.

In a sideways channel, if the break 15 on the upside, that channel becomes a double bottom,
which can be cither a reversal or a continuation pattem, but if the break is to the downside, the
channel becomes a double top; sometimes a reversal, at athers a continuation pattern {patterns
have their own chapter).

m
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Chapter 2 - Trends

A nsing trend channel can also be broken, either by a decline beneath the up trend line or by
an advance above the upper return line, the former frequently leading to a reversal of the trend.,
the latter to an acceleration of the existing up trend.

Foyal Bank of 3cotland {1996-1998)

Blue lines A & B mark the original rising parallel trend channel. At X that channel was resolved
by an upside break. The reaction from X then found suppott at line B, which, by then, had
become the up trend line of a second rising parallel trend channel whose upper refum ling is
marked C.

[t beeame legitimate to draw line O as soon as X had been exceeded at end-1997, The shares
were below 780 then and line C was 920. But it became possible to forecast that RBOS, already
at a bull market high, would achieve the further 18.00% advance needed to reach the upper
return line. The advance was rather more than that, of course, because when line C was reached,
it had risen to 930,

Chart Z-16: Royal Bank of Scotland (199§-38) - upside break
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The chart also shows lines [ & E, marking a second trend channel that came inte being when
end-September’s peak exceeded Mav's,

It became legitimate w draw the third channel {the green one) when point X was exceeded (see
the rules for drawing trend lines at the start of this chapter).

We have now come to the end of trend lines, the trend and trend channels, but not 1o the end
of the story about trends.

The trend | doesn't end until it has reversed|

Copyrighted material
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Extrapolation of the trend

A drend 15 a frend is a frend:

% the fine that vou "ve gl tor defend,
But extrapolaiion,

The devil & creation,

Signaly it ¥ going to end.

While there are certainly many traders, shorters and hedge fund managers, for example, who
have every reason 1o love bear markets, the majority involved in the investment business,
including unit trust management groups, newspaper commentators and TV broadcasting
pundits, prefer bull markets.

But let any phase go on long encugh, even a bear market, and people become so accustomed
1o it, and so reluctant o change their minds (they become more and more reluciant, the longer
any bear market lasts) that it becomes increasingly hard for them to accept the possibility of

the trend being reversed.

Technicians, blessed, like Cassandra, with the gift of propheey, are, like her, also cursed: no
one believes them. And this 15 never more true than at major turning-points because, by then.
all the non-techmicians (and some of the technicians, as well) have fallen 20 much in love with
the trend, even 1Fi0s a bear market, that they cannot possibly see any end 1o 1t 11 the phase has
been an extended bull market, the love atfair becomes even more ardent. Extrapolation, like
the experts” opinion of the market’s direction, gees 1o the mooen,

Aldthough trees don’t grow to the sky, nor do their roots extend o Aostralia, try telling that o
the majority after an extended bull or bear market: you'll find there are no akers, [ have often

been asked what my best calls have been. Stimple: all of those that no one can remember.

In this business, when vou're right, no one remembers; when you're wrong, no one forgets, It
i= often said that vou're only as good as vour last call; if only that were true. You're only as
good as vour next ong. Unless, of course, that ¢all is about a major turning-peint. 111 15, ne
one 15 going 1o helieve it,

The lesson

Fund managers, analysts, clients, indeed, everyone, should use his technician not to confirm
his own fundamental view but as a valid counter-argument to it, asking himself whether the
chart might not know something he doesn't. The market certainly does: it knows more than the
sum total of all those involved in trying toowork it out, At major turning-points the chart takes

over from the {extrapolated ) trend as your friend.

T
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The recently retired chairman of
Vodafone, Sir Christopher Gent, is Many years ago, the then chief investment
credited with identifying, at a very carly officer of Standard’ Life, in answer to my
stage, the frend towards mobile question, “Being commitled, as you are, to
telephony, Apparently another chief et Al iy 0 e LG
investment officer of Standard Life
leaned across the table at their first
mieeting, “Sonny,” he said, “this 1 never
catch on™,

chart service!™ replied it was because |
soynetimes wrote things so manifestly different
from their fundamental opinions that, knowing

| had form, they then went back to the drawing-
board to see if they had missed something.

He was cxtrapolating the old trend, a

common human failing; failing completely to spot the new one and give it a chance, OFf course,
that didn’t necessarily mean Standard Life didn’t know the arts of investment from its clbow.

Extrapolation of the current bull market in gold: Agril 2006

It is easy to see the current bull market, which stamed at Q3 19995 low: it is already the longest
by far since these records began in 1975, mcluding the great bull market of 1976/ 1981(),

Chart 2-17: Gald {in GCHF} = multiple trend channels

GCR * WSDCHF , Weekly [Dalayed by 30 ming)
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Chagler 2 — Trerkis

The weekly chart of this bull market, gold m 5F for a change, shows, in addition to the original
trend channel {blue), three more, in grev, pink and green. There is no rule governing the number
of trend channels in a bull market, but if gold breaks out above the upper green line, the next
trend cannet avoid being victually perpendicular. IF so, i1 will be the final trend channel of this
already mature bull market.

Sud wilert is 1 bl marker?

Everyone has his own ideas, and mine appear in this book's glossary, but | am going to repeat
them, They havent changed since [ became a technician in [963,
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Bull and Bear Markets

Although a bull market begins as soon as a bear market ends (see glossary), it takes fime for
the one year average to stop falling and start nising, Indeed, you don™t know you are in a new
bull market until that average has reversed direction from down to up, The average’s new
direction usually provides final confirmation that a bull market has begun, even though, with
hindsight, it did so at the absolute low,

When the bull market has made its peak, the bear market starts the next day, although you
don’t know it at the time, The one year average 15 rising and you only know you are in a new
bear market once it has started falling. Reversal from up to down usually provides final
contirmation that the bear market has begun, even though, with hindsight, it did s0 at the
absolute high,

According o this definition, because the one yvear average has both rizen and fallen since July
19949, there have been several bull and several bear markets, However, a bull market is also
marked by a succession of higher highs and higher lows, otherwise there couldn™ be an up

trend line, the sine qua non of an uptrend, and a bull market is one.

Bull market/bear market - does it matter?

The technician’s job is not to call the market names but its direction. | don’t care what the
market docs, as long as it does what 've sad it would do. My only interest is in getting the
market right.

Soane people arsue that my definition s wreong, especially regarding the present gold bull
miarket, in CHFE. The gravamen of their case is that no one made any meney until 2005, Having
lived through bull and bear markets, not by reading about but by suffering them for 51 vears,

I refute this anguiment.

Daon't concern yourself with the red line below the price chant (it will appear several times),

[t's an indicator, & very important one that will be explained in a later chapter.,

In the early months, sometimes early vears, of bull markets, having endured falling prices for
a very long time, e a bear marker, many market participants don’t believe there has been any

change rom bear 1o bull or that there ever will be,

What tallows is a report written in Aprl 2006,

TE
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Chapter 2 - Trends

-

Chart 2-18: Gold {in CHF)
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The maost egregious human failing is extrapolation of the rend: let any trend go on long
enough and evervone except the odd chartist (and | do mean “odd”) refuses to believe it
will ever change, Accordingly, after, often lomg after the hear market has actually grounded,
they all camry on as before, standing aside or selling shor,

| am certain you've all heard of a dead cat bounce; what the early months of a major
upswing are inevitahly called by the Yexpents™ pontificating in newspapers, brokers” offices
and on TV, Expents don’t have to be right, of course, merely to have sound, usually
fundamental and invariably intellectual reasons when they have been getting it wrong,

As for the bouncing dead cat, eventually those same expernts who have been pronouncing
its repeated death realise that this particular pussy isn’t bouncing but pouncing: moggy
wransmogrified into bull, Dead cats don't bounce; they lie on the floor getting smelly,
Sometimes, indeed, oft times, | wish the experts would lie down with them, If you lie down
with dogs you get fleas, that's for sure, but with dead cats, experts have an advantage:
miost already have fleas,

Traclers can’t believe their bad luck when seeing prices rise for a chanpe, They just keep
selling short, Finally however, when they have cut their last losses on shorl positions and
graduated to long ones, a trading mentality prevails; short-term long positions are the order
of the daviweek/month, L.
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That is the main reason why the market keeps on going up: a profit s snatched; “1I1 buy on
thve fall™ is the ory, Do vow think the market doesn’ kiossy that's wehat they e trying fo dod OF

course it does; the market knows everything, despite having no ayes, ears or brain.

What the market does have is an eloquent mouth and it pays to listen o what it is saying,
nof tell it what it ought to do, The market can't hear what experts are saving is right for it
by fer: it cloesn’t have morals: and it doesn®t care, 1 does what it wants: and when it wants

by odes it

The scalpers and day-traders eventually realise that it only theyd staved with their orginal
positions taken at the start of the bull market mstead of boping to make a franc or two, pet

ot and i again, they'd be betber ofi, and cerainly have slept more soundly.

Of course, that way they would have missed the feelings of machismo so loved by traders;
to say nothing of the bottles of hubbly. Or should that be Champaoo? Either way, eventually,

thew get the message: it% a bull market, 2o lets be in for the long-temm,

They are then joined, rather later, by the short-sellers for the Dead Cats Bounce Parade: vies,
even they decide this kitty s pretty, and go for a bull-shot. The man-in-the-street, then
cormes Lo he same opinion and, ving i avoid being run over by the man on the Clapham

armrilsos, Clirmbs aboarel.

Then the worrying starts, Bull markets climb a wall of wornye Why? Thats human nature,
Eventually, howwever, that gond ole boy, Ext-rap-o-lation, joins the party, which, he says, will

last for ewer,

TR
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Chapter 2 - Trends

- 2
Chart 2-19: Gold (in SWF)

GCAME = WSICHF , Daily [Delayed by 30 mins]
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And if the rise since September 2005 looks nothing out of the ordinary on this scale, to put

it in context try looking at it in the previous chart, Get the picture?
h -

The report, sent on 20th April 2006, ends there. 1 wasn't calling the peak then because the
technician’s job is not to anticipate the reversal of a trend, but to identify at a comparatively
early stage when one has reversed or il it may be about to. Gold peaked in May and 15 lower
now {August 2006) than in April.

However, the problem in April, in whatever curmency you held gold, was that the bull market
had been going on a very long time showing all the charactenstics of a terminal blow-off or spike
top, as described at the beginning of this section and displayed in the previous weekly chart,

When the party ends with a spike top, the hangover is immediate and long-lasting: selling one
month after the top gets vou out of the market no worse-ofl than selling one month before
would have done.

Of course, | could be wrong, but nothing goes on for ever, even the opera, and (some might
say ) my musings, But musings can be amusing, which is more than you can say for the opera.

What follows is a companion-piece on extrapolation, written the same day as the one above.
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Marker on Markots

GOLD 5625.00 PM fix 20th April, 2006

The advance since 19949 is six years ten months old, the longest since Bretton Woaods'
failure. Having gained 147% at 20th's high, posted today, it is already the third largest bull

imarkiel,

All five bear markets since the high of the first post-Bretton Woods”™ bull market staned
between 14th December and 16th February, which doesn't necessarily imply however

that all future bear markets must start in those months,

Chart 2-20: London gold fix, weekly chart (1929-2006)

WGF - Lemdon Gold Fix, Washly
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Chapter 2 - Trends

Chart 2-21: London gold fix, daily chart (Apr 2003 - Apr 2006)

A & B mark the trend channel -
: - since the late 2001 lgw . .

N -
‘- ’
i -

e
L

——

'##:f -Z0ed 2 FTE

#://f © . Cis the trend line
- —fromthe-earby 2HHdow—

4 &TEOD

P Hai i Ham Wpr | i) =i I.IEIL lapr | dui It ES]

Per

Lauroe: DO, Ao, £ 2006 AN rights resensad wandwide,
WV Do

The first up trend line from 19949°% 525300 low, is now at $255.00, below the chart's limits,

Daily or weekly, it doesn't matter: both show the appearance of terminal blow-ofis,

although dyed-in-the-wonl bulls might draw solace from line X at $675.00.

Line X is parallel to lines A & B, and the same distance from A as A is from B. Sometimes,
but not always, breakout irom a long-established parallel trend channel is eventually

fullowed by an extension of the advance to that third line, although its equivalent remained

beyond gold's reach at the apogee of the 1980 blow-off.

Mow look at the rate-of-change ithe red chart on page 825 its highest levels are usually
reached in the opening stages of a bull market, the eventual bull market high in price
being posted after the first overbought, as measured by the ROC (the three month rate-of-
changel, has been approached (as 1999 was this January) but not exceeded. 1980 was

the exception: the final overbought was greater than the initial one,

[Wote: The ROC, also overbought and oversold will be fully explained in the chapler on

imclie ators. |
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Chart 2-22: London gold fix, weekly chart with ROC [1999-2006)

ILGF - Lemian Gold Pic, Wedkly

Source: COG. e, © J006 Al nights resarved wonthiide.
WFHWL G Covn

The nitty-gritty is: what is the ROC’s state now? Good, At 19th's PM fix, without showing
any overbought condition, it reached its highest level since mid-February;: its average (hlue)
started rising.

8z
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-
Chart 2-23: London gold fix, daily chart gith ROC (Nowv 2005 — Apr 2006)
LG - Lomdgn Gobd Fix, Uy I- E
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Whiere the RO points, price tends to follow: gold cowld rse further,
But look at the potential resistance offered by the two red lines on the chart of price.
Then ook at the differential between today’s AM & PM fixes,
On the following chart, vertical blocks shen the AM & PM fixes: a black one means that
the PM fix was lower than the AM'S; a white one, the opposite.
-
a3
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Chart 2-24: London gold fix, AM and PM fixes

ILEF - Lonedom Gald Fix, Dably
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Today'’s differential between the AM & PM fixes rang a bell: | examined the differential
between all AM & PM fixes when the latter was below the former, poing back 1o the 1970s,
The ohjective: to discover if large differentials were associated with high levels in gold., This
is what | found.

Between todays AM & PM fixes, the differential was 3.03%

20th Septembear 1998

The ARA fix was $317.25, the PM, $£307.00: the differential was 3L23%.

Four trading days later, on 5th Qctober, the AM fix was $§325.50. The PM fix was lower;
another black candle, but the differential between &AM & PR was minimal; 0,23%. Sth
October's $325.50 wasn't to be posted again for 2% years. [n the interim, gold fell 21,37%,,

fixing at $255.95 on 2nd April 2001. cont...
Wi, TRADIN@-SOFTW ARE-COLLECTION. COM
B4
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The AR Fix was 5481, 60, the PR, 464,30 the differential was 3.60%,,

19 trading davs later, the AR fis was 5502.75, the bull market peak. The PM fix that day
was, 54949, 75, The AM fix was 4.39% higher than 20th Octolers 545160 {differential,

(RGO Tweo vears later the PM fis was 535575 gold had fallen 29.24% from the peak.

Cold was even lower at the end of the 19%0-%% hear marke?, and much lower still
(2532000 at the end of 1996-949%, 550275 (the A fix on Tdth December 19871 wasn't

seen again until December 2005,

The largest differential of all was 2 1st January 1980% 5.56% (the AM fix was §900, the P
Tix, SH50).

anclosien

The four largest differentials betwesn AM & FM fixes over the past 35 vears have been
listecl, All have been associated with major peaks in ;;nlri, i T9ED there was no gap
between the day the differential took place and the market’s peak; in 1987 the gap was 39
days, in 1999, four davs, In 1987 the peak was 4, 39% above the differential day; in 19599,

2.44%: higher.

I nedt saving gold's bull market peak was today, Buk bearrmg 1950 s mined, it's possible.
But if it wasn't today, 39 days from now the red lines on the chart two pages back will be
ab 368500 and 569700, What 2oes around comes around; ofherwise there'd be no

technical analysis.

| have been in this business since 1955 and seen many bull markets that were going to last
farewes, Camacdion Matsral Gas (1953560 Qold (0970-741 Gold 11976808 Mickel (twa,
Western Mining's and Poseidon’s); electronics: dot.com; the industrial holding companies;
Cil fthe 19705k commaodities (the 198058 conglomerates (revival of industrial holding

companies; technology e,

Greyhounds (post-WWILE bakelite gramophone reconds (pre-WWil were both before |
wient into the City, as was Wall Strest (19249), S0 owas the Doteh Tulip Mania (C175 Tokyo

(TS24 wasn't. coat...
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Martsr on Barkals

.ot
AMaost of those sted, ve experienced. The ones Bedore my Simve, Pee read alwout,

Mone of the booms listed on this page, or anywhere else, were ever going to end. All of
them did.

Lemmings go over cliffs.
That's all, folks!

Leave it ook,

Byeee,

"There (s no opdnion, lowever absued, which mien will nof recdily enmtbrace
ax sor ax rey can by hrowgelt fo he conviedion thal it iy prenerally adopied. ™

Arthur Schopenhawer

“Anyone taken ay an individual is televably sensible and reasonatle,
Ax a member of a crowd, e ai once becomes g blockhead, ™

Friedrich von Schiller

Trvestment gewrlus ix a short memory and a ristig markel,
frvestment intellirence is a fong memory of falling ones.

Muodesty Torbids
. "

As | wrote that report, Jim Rogers, a justly celebrated fund manager, was talking gold to
51,000, Eleven days after my report went out the bull market peaked at 572575, apparently;
“apparently” becanse, according to my normal definition, we won't know that gold is in & bear

market until the one year average starts falling.
Toe TOR0, phis didv ¥ happen il eleven months afier the peak was posied.

In WYC in the 18708 the city elders, worried about the possible elfects on the enviromment of
the growing number of horses, commissioned a study, Many months passed as the cconomists
on the one hand, the environmentalists on the other, and stable-owners, farriers and grain
merchants on the third, fourth and fifth hands, argued their respective cases, Eventually
however a report was published, the conclusion being that if the horse population of Wew York
City were to increase in the following 104 vears at the same rate as it had in the previous 100,

by 1970 MY C would be three storeys deep in horse-g¥#%,

BF
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An eminent banker (bankers were eminent in those davs) was overheard whispering to his
partner, “if they re talking about Wall Street, it"s already three storevs deep in horse-g**#7,

The point I'm making is this: the motor-car was not invented (o deal with the manure problem
in Mew York City.

NOTE When the name of the game is extrapolation, something always happens
to spoil the party.

And since in this story illustrating the dangers of extrapolation 1 have mentioned motor-cars,
do vou know how many motor-car manufacturers there were in the USA in the carly years of
the 20th century? More than 700, They were going to need them, of course, to cope with the
expected demand.

Gieneral Motors does survive. . just. But do you remember when the Americans used to derude
the fledgling Japanese motor industry? Today, they're not dending Japanese cars, they're
driving them. And General Motors is no longer the largest automobile manufacturer in the
world; Tovoela is.

But before this account of extrapolation becomes an extrapolation too far, and having dealt with
trends and what follows the extrapolation of trends, it is time to find out what happens to trends
when thev look like ending, and when they have ended.
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Support and Resistance

The petentiae! for loxy when gambiing on cerfainiies v infinie,

Winston Churchill

Copyrighted material
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Ghagber 3 — Support and Resisnce

There is no such thing as support and resistance

Wiy weredte oot i fhen?

I"m doing se because support and resistance are two of technical analysis” most important
concepts. The trouble with the words “support™ and “resistance”™ however is the word that's

missing. That word is...
Pofeitiol

["ve often read, usually in brokers” reports, but alsoe in newspapers, that there 15 kev, crucial,
impartant, long=standing, strong, weak, historical, psychological, eritical, good, mvajor, minor,
enormous (Minnie Mouse, too, no doubt) suppoet or resistance at such and such a level. There
isn’ All those words are used only by wannabe, unprofessicnal semi-chartists, TV or

newspaper comimentators and brokers, trving to et an order 0 buv or sell semething.

The latest example of “psychological™ appeared in today®s (2%th April's) Daily Telegraph: “a
psvchalogical bamer was jumped when the FTSE250 broke through the 1R level™,

As already explained elsewhere, other markets have bad ne difficulty whatsoever in breaking
this non-existent resistance. Supporl and resislance are none of the above; they are notbing
ofher than potential becavse you never know whether they are going to work, 5o the proper

name for this chapter is
FPotensial support & potential resisiance

Once it has been tested, provided it works, potential support is what stops price from falling,
while potential resistance 15 what stops price from rising, provided it works, Once potential
support has been broken, it becomes potential resislance; once resistance has been overcomae,
it becomes potential suppert; it ngver becomes resisiance or suppoer.

Provided it works?

Many vears ago, | used o wrile reatises on suppert and resistance, explaining, pertecily
lozically, that whether suppornt or resistance would materialise depended on how overbowghit
price might be when the former was iested, how oversold when the latter was, Logical, it was,
but correct? Mo,

Through bitter experience [ discovered that oversold or overbought conditions had no influence
whatsoever on whether support or resistance would actually appear. Technical analvsis being
based entirely on empirical ohservation, | went back to the drawing-board, Literally: there
were no computers for displaying chans then; you had to do your own drawing.

In Chapter One 1 told you about Edwards & Magee’s rules regarding the breaking of trend
lines in shares and indices, and the amendments 1 use when analvsing FX and bond charts.

)|

T, TR A DI GBSO T AR E-COLLECTION, e



Martsr on Barkals

| reasoned that if support and resistance were broken by 3%, 2%, 1% or 0,5%, surely it must
be logical (dangerous word} that if they were tested, and price not only failed 1o overcome
resistance or find support but also reversed by the appropriate percentages, then, on the face
of 1f, support/resistance had appeared, or worked. And that’s how the prefix “potential ™ gof into
oy lexicon,

The concept of potential support or resistance working, or becoming actual, is mine; | have
never read about it in any book, and have never seen any reference to il in any TV broadeast

or newspaper article. Until now, 1 have never told anvone about it except clients,
Then whoe am I relling you now?

Because 'm 2. Given my views on extrapolation of a trend, [ won't extrapolate my own trend

ardd abnrdum, and would like to leave something totally original behind me.

Of course, the world having been going on a long time during which a vast number of books
on technical analysis has been written, it is certwinly possible that other technicians have
worked out for themselves the methods [ think are mine. Indeed, it would be very surprising
il they hadn™. Alfter all, 1 am oot that clever. But 1 bave never seen any mention of “omy” rules
anywhers but in my work.,

And ["ve never seen the prefix “potential” either; key, crucial, major ete, ves; but “potential®™,
MLEVEL.

Of course, it evervone who reads this book stans using my rules, markets being whart they are,
the exercise might become self-defeating. If so, the person who would suffer most would be
your far from humble scribe. And what a laugh that would be,

e meaaning of “provided it works

When potential support or potential resistance bas been tested, and price reverses by the same
percentage as that required o “break™ the support or “overcome” the resistance, the potential
supportresisiance has worked or become actual. It does mof then become strong, key, crucial,
fEjor ele.
A test s
« aclose in a share at'within 1.30% of potential support or potential resistance,
* i oa corrency alswithin ©.530% of o,

iy

* inacorrency or hond index, at'within 0.23%.

In other words, [ halve the percentages required to break a teend line.
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Supposing petential support or resistance 15 broken, But not by the amount required’?

It potential support/resistance 15n 't broken by the amount required, it isn’t broken at all, merely
cut., Accordingly, to calculate a reversal at that potential support/resistance, when price re-

enters the trend channel it is still valid, so yvou measure 0,5%, 1%, 2% or 3%, as appropriate,
from the re-gniry point.

VWhalt happens once a reversal al potential support/resistance has
taken placea’

Price is likely to continue its new direction, For how long it does so depends largely but not
entircly on the proximity of the nearcst potential suppont or resistance, which might be a trend
line within the trend channel or an average; the one month 15 likely to be the nearest

Averages can be polential supports or potential resistances: it all depends on whether they are
rising or falling, but detailed discussion of their propensities must wait For a later chapter.
O course, if support and resistance always worked there would be no up or down markets:
clearly there are, so, equally clearly, they don’t always work, Frequently, following reversal at
the potential support or resistance proffered by a trend line, having encountercd no new support
or support {potential, of course), price reverses again, and re-tests the original potential support
or resistance.

If o trend line is horizontal, o will natweally be re-tested at the same level as that at which the
imitial test took place. But if that line i5 rising or falling, it will be tested at a higheeTower level
than that at which price failed the original test.

This hias been dry stoff; it has also been necessary. But there is no point in describing what's
happening on a chart vnless you can see one, 50 here is the chart of what 1"ve just described.

ak]
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Chart 3-1; London gold fix - polential support and resistance

LGF - Lanien Cald Fie. Daily
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The original up trend line 15 green, and couldn't be drawn until the high at A had appeared,
above point 4, creating the necessary sequence: low, high, higher low, higher high.

When the green line had been broken, on the downside, there was no up trend line until point
3 (hgher than A) had been posted, and the sequence: 1, A, 2, 3 (low, high, higher low, higher
high) appearcd.

At that moment, the supposition being that all trend channels are parallel until proved
otherwise, it became legitimate to draw line 4-5, parallel o 1-2. Why wasn't 4-A the line?
Because, with some notable exceptions which 1 will explain in the chapter on patterns, and have
already alluded 1o in the one on trends, yvou can't draw downtrend lines at all when there is no
high, low, lower high, lower low sequence, or the reverse ifdeawing an up trend line.

Points 1 & 2 show the current up trend line, 4 & 5 its parallel upper return ling. The thin lincs
marked -3% & +3% huave been drawn 3% below line 4-5, and 3% above line 1-2,

Look at line 4-5. Potential resistance, it had worked (become actual resistance, but only on that
occasion) when price reversed at point X, which was less than 3% above it. At the end of June
it worked again; and again at point 5.
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Wiy e Bighs pofential resistances?

Because some people bought af them and are waiting for a chance to get out once they have
been put in a position to do so without loss, i.e. they are potential scllers if their buyving price

15 regamed, e, when it 15 tested.

Accordingly, peint X was potential resistance when it was tested at Z, less than 1.5% beneath
it. X became actual resistance, Le. it had worked, when price then fell more than 3%

Where did price fall to?

lznoring the potential support at just above 2135 (September’s lows™), price tell to the blue up
trend ling 6-7, a potential support, Indeed, that ling was cut, but a cut is just that; it only
becomes a break if it is 3% deep. And potential support has only worked if is tested, and price
then rises 3% at a close, which why as socon as price had risen 3% above ling 6-7-E, it had
provided support,

Red line P-0) on the chart below s an accelerated trend hine [see below] drawn from point 2
on the previous chart. [Ubecamne legitimate o draw line 2-P-0) when that chart’s line 4-5 was

excecded by more than 3% on the way to point R on the extreme lefi-hand side of this one.

The thin red line is drawn parallel to and 3% above ling 2-P-0). The thin red line drawn parallel
1o the lower one is 3% below ling R-5-T, the upper return ling drawn pacallel to 2-P-(),

b Lowes are podental supports because soame people bought there, making others think that that muozd be
a J__rl,u.s-q_! level at which o |:'|-||_',.' wilien I|'||.'_'_.' have been revigited after the decline from a r4|||:.- ]lij:rl'l

a5
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Chart 3-2: London gold fix - polential support and resistance

LGT - Landon Gald Fis, Daily
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Accelerated trend lines

If price rises 3% above any parallel trend channel’s upper trend line, as it did on the way 1o
point & on the preceding chart, as soot as the Rule of Four can be applied again (in this case,
as soon as point B was exceeded in September 2003}, it becomes legitimate to draw a new trend
channel starting at the ake-ofT point from the Grst trend channel (point 2 on previous charth
through the low (point P) posted following the ending of the rally that breaks out above it

If you leok, not at the preceding chart, but at its predecessor, you will sce that you might have
drawn a number of accelerated parallel trend channels from point 2, but the only one that could
be drawn after line 4-5 had been exceeded, at the peak of the rally to point B on the chart
above, is the red one.

Line B-5-T was overcome by 3% at point C. When the latter was exceeded at the end of
Janunary it became legitimate 1o draw lineg B-D, also upper parallel return line C-W. Recently
(it is 6th May 2006 as 1 write), point W owas also exceeded by 3%, permitting line X, the eighth
up trend line since the bull market began in 1999, to be drawn.

1A
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You can only see five up trend lines on the preceding chart, but there is a sixth, lower than any
of these, on the preceding one. Before that, there is a line from August 1999 low through April
2000078, and another from July 1999°s 5253.00 through August’s of the same year.

Chart 3-3; London gold fix

ILGF - Lomsdos Gold Fix, Weokly
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The chart above is weekly (the two preceding ones were daily), and avid trend line counters
will already have noticed that it only has seven trend lines, and that the lowest only has one

point-of-contact, with August 1999% low (it was beneath 2001 %s low),

The explanation 15 simple: on the daily chart the absolute low was July 1999°s £253.00, not far
below where Gordon Brown managed to sell vast quantities of our gold, and that point doesn’t
show on a weekly chart. And whereas the chart with all the red lines shows five rend lines
since July 2005, the weekly only shows four. Once again, that’s because the weekly doesn’t
show the lows in the same place as the daily.

Wiy not show the daily for the period being examined?

You can’t get all that data on a dailv chart.

a7
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There has been no other time when gold has had eight up trend lines, the original one plus
seven accelerating ones, In 1976/1980, the largest bull market of all, at least since the failure
of the Bremon Woods Agreement, there was one, plus six, making seven in all,

Hhar does this mean for gold woday?

Some would say a new ball-game. | believe we are seeing the final blow-off of the current
bull market, already the oldest {nearly seven yvears) and thard largest of all,

By the tme vou read this, we shall know for sure whether it"s new ball-game time or if there
is o such thing as a new ball-game. Since | am a techmeian, 1 don’t believe in new ball-games,

but in what poes round comes round ones.

What you think depends: on how you answer this, which is not a trick: if you go into a casino
and hear that black has come up seventeen times in a row on the nearest roulette table, which
do vou back, Mack or red? The law of large numbers tells yvou that, subject 1o Zero no
appearing, the chances are even every time the wheel spins. So whether you back black or red
will depend enfirely on how vou feel: chartists must be entirgly devoid of feeling however
because they re unreliable.

P52 the market is not a roulette wheal: whereas the latter has no memory, and critics, notably
the perfect market theorists and random walkers sav the former doesn’t either, people do. And

it 15 people who buy and sell in markets,
W are not finished with potential support and resistance.

Averages have powers of both. Originally they were placed in their own chapter, but could
have been placed in the chapter on indicators just as easily (evervthimg vsed in technical
analvsis s an indicator), or in that on trends.

Some books call averaies an indicator, or 4 candicnring as opposed to a feodimg indicator,
don’t, “Indicator™ surely implies that it tells vou something is going to happen, not that it has
already done =0, [ call that an cconomist.

g
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Averages

Averages, at least in technical analysis, usually have the adjective "moving™ in front of them.
But not in this book: averages will do.

In case vou think | was being pedantic about the difference between leading and confirming
indicators, and therefore my reluctance to applyving the word to them, averages can and do tell
you something about the nature of the market, but can never put yvou in at the bottom or out at
the top, What they do is put vou in after the former, out after the latter; in that sense they
confirm rather than lead. But that’s all right; tops and bottoms are for fools (Rothschild), and
hars { Marber),

Come to think of it. technical analysis is the opposite: it's not for fools, or liars: it"s all about
nol picking tops and botioms: not being clever; not having gut feelings, or, at least, not
indulging them: not acting unless the evidence is clear.

Averages don't have a chapter to
themselves, because although they are When | first saw a stock market chart in 1955,

important  enough  to merit  one, it had no averages on it, and | didn’t even know
frequently telling you something that what an averape was until several years later.
price can't do by itself, | have placed When [ first became aware, Investment
them with support and resistance, one of Research of Cambridge (then trading as
the major qualitics possessed by them, Cambridge Investment Research, a clever

marketing ploy to associate the firm with

If Investment Research had heard of academe until the University cottoned on,)
averages, they evidently didn’™t think weren't using them.

they had any useful application. You™l
read how and where | discovered
averages in Chapler Seven (the averages’ chapiler).

NOTE I now use three averages in my work; one month, three month and one year.

o
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These three are plotted as—

* 21 days (the approximate number of dealing davs in o month — 1009 accuracy isn't
necessary, even for pedants, and I am one;

« 63 days (a dealing 3-month period); and

« IR davs (a dealing year, at least in the London market, and near enough the same on Wall
Street).

In Tokyo I use 20, 60 and 240 days. What about the foreign exchange market? Like the old
Windmill Theatre’s proud boast “we never closed”, nor does the FX market, so 1 use 21, 65
and 261 days.

When looking at weekly charts, 1 use four,

thineen and fiftv-two weeks, dealing weeks Why do | use the word “dealing” when
that is: weekends don’t count, although you're probably more used to its successor,
some Elliott Wavers do. Count weekends, “trading™ Because I'm frightfully old, set

that is. Bur Elliott Wavers don’ count. Not L" mhy w‘az"” trad'ijtifdnal,_m:rsen?‘tive with

with your far from humble scribe, that is, oth € and €, and "dealing” is what | grew
up with in this business.

AMyway.

I also pay a great deal of attention to history,

something that the young — anyone under 45, say — don’t s¢em to know about, or care about,
any more., But if yvou're a technician, 've been trying to be one for 43 years, while the most
important thing to read s what the charts are sayving today, it isn’t enough.

To have any chance of making further cut calls you need to look, for example, af how long bull
and bear markets tend to last. When vou read Chapter Two on extrapolation of the trend, which
goes into detail on this, you’ll see exactly what I mean.

Why do I use the averages § wse?

The answer, which is the same as the angwer to many questions in technical analysis, is,
because they work, The first ones [ ever saw were 10, 20 & 60 days. That was in the offices
of a firm of jobbers (nowadays called market makers).

They used 10 days because that was the length of a stock exchange account in those days, and
they felt therefore that that was as good a number as any to use for starters, 20 days was a5 near
a month as made no difference, and also twice 10; very useful in pre-caleulator days (if you
wrote down two columns, each of 10 days, you could read across both of them to get a 20 day
average; read across three columns of 20 and yvou pot 600 Foila rou!) 1 started with their

numbers,
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I went to a seminar conducted by a ULS. technician who told the audience that my numbers
were useless. In USA, he told me that the averages used were based on the different tax
rates applicable in respect of short and long term capital gains.

He mentioned 200 days, and then, in the same sentence, used 30 weeks as a synonym.
When | queried this, his reply was that 200 days was the same as 30 weeks. | pointed out
that 30 weeks was only 150 dealing days, and that if you counted weekends, it became
210; also 60 of those days were ones when the market was closed. He didn't seem to care.

After starting with 10, 20 & &0 days, [ decided 10 was too short for me; also that [ needed a
longer average than 60 days (for a jobber, anvthing longer than 60 days was a nonsense), So
[ geaduated to 20, 60 and 240 (4x60).

Most technicians have never heard of 21, 63 & 252 days, which I was only able to employ once
[ had a computer to do the work: and one month, three months and a year sounded sensible to
me. But | have heard of 5, 10, 20, 30, 40, 50, 100, 200 days being used. The last-named has
no logic for me, and is too volatile, anyway. With a long-term average | want to know when it
changes direction that it 1s unlikely to reverse again soon afterwards. Even here, | have had my

disappointments.

Some people use numbers in the Fibonacci series: ¥, 13, 21, 343, 55, 89, 144, 237, etc. | have
a colleague 1 iried to teach, who misheard me when programming his computer. Instead of
252 he input 273 days, He iz obstinate, and wouldn™t correct his mistake. 1 then discovered that
273 davs was 13 lunar months, Problem solved, at least as far as he's concerned.

If the foregoing s leading you to the
| also know of two notorious sisters who

sware that in gold the only period that
mattered was 63 weeks (approximately
1% years). At least, 63 weeks is what they
swore it was all about until, using this

conclusion that technical analysis s an art, not
a science that is precisely what [ have been
trying to lead you to. Anvone who tells vou
it"s a science 15 a charlatan, or con-artist, not

A ehartist period, gold went horribly wrong for
It it works for vou, it works for you. If vou them in the 1980s, when they chose o
can’t beat “em, join "em may not be the name ignore 63 weeks altogether, without
of the game, but it’s not a bad sub-title. really admitting it.
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How do vou creale an average?

=,

For the sake of simplicity, let's ake a ten-day average: vou add the most recent ten days” close
toeether and divide by ten, Voila! A ten day average.

Mathemarticians tell me that the most recent plot of a ten-day average should be five divs back
from the current price, & 20-dav average, 10 days back ete. As far as | am concerned vou can
plot it in Australia if you want to, but its easier 10 see what an average is saying if vou plot it
in ling with price.

What | have described is an arithmelic average, and that’s the only one Tam going to describe.
Some technicians use exponendial averages, others, geometric ones, [Mve red them all and 1
prefer arithmetic ones.

The proponents of the averages | don’t use aroue that they are more sensitive than arithmetical
ones, Indeed they are, but that isn’t necessarily an advantage: sensitivity creates whipsaws

more casily.

The trouble with the averages [ don't use 15 that it is impossible o work out what price has (o
do o order 1o get them 1o change direction, which is why I don't use them.

ywhal do averages do.
. Rise,

2. fall,

3. move sidewavs,

4. eross each other,

L

change direction,

&, bunch.

Ter]
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Ghapter 3 — Support and Resislance

Chart 3-4: FTSE250 Index - averages
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The chart {the FTSE250 Index since late 2002) shows three averapes, 21 -day {green), 63-day
{redh and 252-day (blue). Why Tuse these particular time periods is explained in the Glossary.

If wou've looked at the chart and its averages, no doubt your appetite has been whetted by
secing that when price falls to or beneath a nsing average. its tendency is to start nising again.
If it hasn't been whetted, vou are never likely to become a weehnical analyst,

When I first saw coloured lines on a chart, [ hadn™ the faintest idea what they were, butl to say
that my appetite was whetted would be a pross under-statement because [ immediately saw their
tendency 1o behave as described above. | have seldom been so excited, at least not by markets.

I was a lunch guest at Blackwell & Co, at that time (1963) the leading London jobbers in oil
shares, | asked David Blackwell what these strange lines were, and why did price reverse
soon after it had hit them. “Averages of price”, was the answer 1o the first question, “because
they do®, to the second.

I could hardly wait for lunch to finish: | rushed back to my office and using the lists of prices
I had been recording in linear form for some considerable time, started drawing charts by
hand. Yes, by hand; there were no computers. What about calculators? There weren't any of
those, either, so | started calculating them.......... slowly and very laboriously.
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Averages: rising and falling

Averages (arithmetic ones, anyway), start rising i price closes above where it was 22 doys
peevicusly in the case of a 21-day average (64 days previously if it’s 63-day, 252 days
previously if i's 2532-day) and continues doing so until price closes beneath the close posted
22,64 or 253 davs previously. As soon as it has done so, the averape starts falling.

NOTE A fising average is patential Alfal ling dverage|is polential e

The patential support offered by & nsing average does not work in the same way as a trend line.
In other words, a 3%, Z%. 1" et close beneath a rising average does not mean that support
hag failed to appear. Nor do similar closes above a falling average mean that resistance has
failed to appear.

When does potenfial supportresistance from an avaragse appeaar?

Ideally, a5 far as [ am concerned, and what concerns other technicians doesn’™t concern me at
all, potential support appears (has become actual support, or has weorked if vou prefer) when
a renewed close above a rising average follows one or more closes beneath it It doesn™t matter
fow many closes there are below a rising average, or how far below it price falls, as long as
the average is still rising when price closes above it again.

And it doesn’t matter how many closes there are above a falling average or how far above it
price rises thereafter, as long as the average is still falling on the day price closes beneath it
again, At that close, the potential resistance provided by & falling average has worked erc,

Onca support/resistance has appeared, what happeans next?

That depends on which average has provided it. [ use three: short, medium and long (21, 63
& 252) if the averages are daily ones, Provided all three averages are in correct bull market
order {shortest above medium., medium above longest), the shortest is going w be the first to
be tested if price decides to fall, 1If support appears following the test (see previous section),
price should retum o the previous high.

e
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Ghapber 3 — Support and Resistance

Chart 3-5: FTSE100 Index - averages
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So far, so good, but supposing that high is reached but not overcome or not reached at all, and
price starts falling again, what happens then? Support becomes less likely to appear the second
time, If it doesn’t, and the average swarts falling, thereby becoming potential resistance.
Accordingly, unless the most recent low beneath the average provides support, price is likely
to fall to the next potential support.

That might be a trend line or another average, but sometimes it will be neither, yet price still
stops [alling: charts can't always tell you everything, though they often tell most of what you
need to know.

In the following chart, support was found in December 2003, and again in January 2004
following declines below the rising 21 day average {green). In early February, the index fell
again, and that support would have failed if end-January's low had been broken at any close,
as described previously. There was no such close. On the contrary, the 21 day average, still
rising, supported price once again.
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Chart 3-6: FTSE250 Index
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At A, in March, although the 21 day average did fail to provide suppott, the three month (B)
didn’t. The inference was a test of the high, and it was tested (a close within % of it), but price
couldn’t overcome the potential resistance. The one and three month averages, having turned
down at (C), were no longer polential supporis.

The potential supports at March and January's lows didn't work cither (previous lows are
potential supports because some mvestors will remember price had risen from those levels the
last time), But the rising one vear average — another support — did work at I (close above it
following one beneath it),

During the advance that ensued, the one month average, potential resistance because it was
falling, failed o halt the rise. On the contrary, i turned up. becoming potential support, But
look at the three month: although price went on up after crossing above it, that average
remained potential resistance becavse il never stopped falling.

Price reversed direction at E, and the one month average was tested this time, it was falling
again, thercfore not potential support but potential resistance. The three month, which had
never stopped falling, was no support cither. As for 1, a previous low? Same story.
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What about the one year? It was potential support. As [ told you in the explanation of averages.
it doesn™t maitter how long price stays below an average, the latter remains support as long as
it keeps rising, And when F was reached on the rebound from £. the index was above the
average again: the support had worked.

vinen a rnsing (flaling ) average stans heading east, whal aoes il a2l you

Mothing. It isn't working., The only thing that's always working in technical analvsis is the

chartist,

vWhat can averages do’f

[ told you they can do six things. Three of them, rise, fall and move sideways, have been
explained. All that is left for them to do, and for me to explain, is that they can—

|. cross each other

2. change direction.

3. bunch.

Sometimes the averages cross before both are rising or falling, at others the change in the

direction of the averages precedes the crossing. Finally, the averazes sometimes cross, but the
lomger one doesn’t change direction.

[ January, at the bottom left-hand comer of the following chart, the one month average {green)
changed direction, starting to nse, thereby becoming potential support for a falling price rather
than potential resistance to g nising one, Shortly afterwards, at 1, it crossed above the three
month average (red), the event being followed by the latter changing direction from down to

up, i.c. a golden cross,
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Golden Cross

The expression used whenever a shorter average crosses above a longer one, and the later
starts rising. Following the appearance of a polden cross, a significant advance frequently
follows: Z, 3,5 & 7.

Chart 3-7: FTSE250 Index — Golden Cross.
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Dead Cross

The expression used when a shorter average crosses beneath a longer one, and ihe latter starts
falling.

Following a dead cross, a significant decline frequently follows: 2 & 4, but not Y & 6.
Wiy mor?
Twoir reasons—

1. In a bull market downside reactions tend to be smaller than they are in bear markets, In
Junedluly 2013 there had been a golden cross of the three month and one yvear averages, final
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confirmation that a bull market was underway, therefore there was alwavs the possibility
that the dead crosses at Y & 6 were likely to be small.

2. Technical analysis is about probabilities, not certainties.

Dealers’ remorse

In the week following a golden or dead cross, and sometimes for longer, a rally to/towards the
crossing-point frequently but not invariably follows: see batween 2 & 3, and at X8,

Averages in trading ranges

As 1 told you in Chapter Two, trading ranges are misleading: apart from riding the range (also
explained elsewhere) vou might as well stay home on it. Averages don’t help when price is
ranging. On the contrary, although the signals they can give in a trend are helpful. in a range.
provided it lasts leng enough, they tend to give buy signals when they start falling, sell signals
when they start rising.

Chart 3-8: EUR/IGBP - frading ranges
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Since May 2003 £/£ has been in a trisngular trading range. When price is trending and the one
year average starts rising, it confirms that the major trend has turned up; when the averape
starts falling in a trending market, it confirms that the major trend has tumed down. Bot during
the life of the current range this average has done the opposite.

Three months after January 2004°s one year average downtum, €€ grounded. January 2005°s
upturn by the average occurred at the top; August’s downturn, near the bottom; March 20067
near the top.

Bunching

When all three averages bunch together, and all are falling in comrect sequence: green, lowest,
then red, then blue {one month, three month and one vear), with price below all three, a
significant and long-lasting decling almost invariably follows, i.e. 1999, 2000 and 2005,

Chart 3-9: USDVGBP — bunching
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When all three averages bunch in correct sequence and price is above them, a significant and
long-lasting advance almost invariably follows, 2002's bunching and 2003 providing shining

examples.
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The chart is 3-%, Accordingly, the averages are 4, 13 & 52 weeks, the approximate equivalent
of 21,63 & 261 dayvs (261 for a currency, not 2320,

laillplece

The nature of averages means that they can never precede or herald a change in the dirgction
of price. Accordingly, they are confirming rgther than leading indicators. In this sense, there
15 no difference between them and most ether indicators. But there 15 one indicator, the rate-
of~change (ROC), which can and often does lead price, causing consternation to the uninitiated,
and o some of the initiated as well, by which I mean the BOAC {bit of a chartist) fraternity.
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Chapter 4 — Patteres

YVolume

Broker: " have bad news and good news ™

Cligne: " What & the bad news? ™

fBroker: “The stock we bowght at 50 is rrading at 37
Client: “What s the good mews? ™

Broker: "It fell on fow valume ™

S-:Jmu of you, no doubd, are thinking, why on earth doees the word volime appear in a chapter
on patternsT The reason is simple. In Edwards & Magees classic work, Technice! Analysis
af Stock Trends, the authors consider volume to be the abddizado to pattern formation and
confirmation,

When [ became a technician in the 19605, the volume of any individual trade was never
disclosed because no jobher wanted his peers to know the size of his book: how many shares

he had bought or sold in any particular bargain (the then current word tor trade).

Technicians had o do without volume; vet we managed, by which [ mean that we did without
volume and still had our fair share of correct forecasts.

But that's not the only reason 1 am suspicious ol volume. Pomt-and-hgure analysis works, but

the charts, having no time-seale, can’t record volume even when it is available,

And what about the foreign exchange market, where, like the old jobbing system, but not for
the same reason, though recorded, velume 15 not immediately available for chartists o work
with? Technical analysts in general have a better record in FX forecasting than we do in any
other markets.

We also have a better record than fundamenialists in FX forecasting, but 1 am not about o
fight the battle of Agincourt all aver again on the question of technical analysis versus the

fundezmenial variety.
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Chart 4-1: S&P500 = valume analysis
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The chart of the Standard & Poor's 500 [Index, chosen at random on the day [ was writing this
section, shows some of the anomalies in volume analysis,

In December volume was high but the index was trading sideways; in March, volume rose as
the market fell, considered beanish by volume-readers; at the month's low however, volume
peaked: sellers getting out or buvers gemting in? Finally, the market rose on falling volume;
bearish, once again, according to those who take volume into account,

Maybe, although it would appear that no one told the market it was bearish. Or if the market
was told, it didn't care. But the point is that the market went up. High volume, low volume:
price doesn’t care.

1"ve said it before, and 'l say it again; price takes care of cverything, That's hardly surprising;
more people look at price than at price & volume together, Prices can fall on low volume;
volume can peak on the low day; prices can rise on low volume; peaks are often attended by
high volume.

That being 50, you've just cead all vou can about volume, at least in this book. Having never
read a book devoted 1o volume, | can’t recommend any.

I
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Chapter 4 — Patteres

Reversal Patlerns

A reversal patlern is a reversal pattern because it reverses the preceding trend. But before
eetting down to the niftv-gritty of head & shoulders, double bottoms and wops, broadening

formations ete., [ must remind you that you don’t have to have a patiern to reverse a trend.

In Chapter Twao | wrote that an up trend reverses when the up frend line has been broken at a
close by the relevant percentage; a down trend line has been correctly drawn, 1.¢. according to
the Rule of Four, and the last significant low on the wiy up has been broken at three successive
closes,

As Tor a down trend, it reverses when the down trend hine has been broken at a close by the
relevant percentage, an up trend line has been drawn according o the Rule of Four, and the last

significant high on the way down has been exceeded at three successive closes.

Frequently, but not always, a reversal pattern appears, and is confirmed either just before or
soom after the trend line has been broken. (Don™t worry; “confirmed™ will be cxplained).

Head & Shoulders

The King of ol reversal parterns; i stands head & shoulders above all others,

When Charles Do, an cconcanist who founded The Wall Street Journal and was its st editor,
started recording share prices, they were listed only as numbers, Subsequently, and purely as
a mnemonic, Dow started recording prices in graphic form: e shought it would be easier o
vistualise price changes that way,

Before you see one, however, when looking at the graphs of various shares’ prices, Dow was
astounded 1o see not necessarily that Bethlehem Steel’™s might resemble ULS. Steel’™s for
example, as might have been expected, but Sears Roebuck™s.,

Even more astounding to Dow and his colleagues, was that share prices frequently made
patterns, and when they did, certan price changes tended o follow, not always, but with
sufficient frequency to make possible the prediction not only of changes in direction but also
of the sue of future price movements,

Hileart weas fhe veason ?

[ dont know if Dow & Jones ever gave ong, nor do ©eare. IF it works, use i 10 you can’t beat
‘em, join “em are the names of this particular game.

The most widely known chart pattern the head & shoulders, appears frequently when an
advance 15 topping our and, inverted, when a decline 15 coming to an end.

T, TR A DI GBSO T AR E-COLLECTION, e



Marker on Markobs

The fime ias come fo ook of o ead & shoalders,

The chart happens to be Vodafone in 1993-94, but forget the name above the chart; we're all
chartists mow, so 1f doesn 't matter what 1t 15,

Chart 4-2: Vodafone — head & shoulders
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1.

The pattern starts with an up trend channel. In this case it happens to be a parallel one, as
many of them are, but it could just have easily been any of the others described in chapters
two and three.

. Price rallies. In this case, in January 1994 i hit the upper return line, a polential resistance.

. Following an initial back-oft of 3% to 67, failure at the resistance was confirmed. But the

fall didn’t stop there, and although it could have been extended to the potential support
from the up trend line, just as its predecessor’s had, it decided not to do so.

Om this occasion after hitting the channel’s mid-point, price decided to rally, The starting-
point of this rally completed the formation of a left shoulder.

. The rally extended more than 3% above January's peak, hifting potential resistance from
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the return line as it did so. Price then made two attempts to overcome if, failing at the second
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Chapter 4 — Patteres

when it fell 3% to 67, But it wouldn™t have matiered to the formation of a head & shoulders
if there had been no potential resistance af that level or any other: price goes up, and down.

B, The fall reversed following a fest of the potential support ab January™s low {previous lows
are potential suppons) When price started rising again, the head of a potential head &
shoulders top had appeared,

7. Another rally took price up to just below the point of what had now become the potential
pattern’s left shoulder, It would have made no difference however if price had reversed
somewhat lower than it did or if the rally had been extended above the peint of the left
shoulder, as long as it wasn't within 1.50% of February's peak.

#. The subsequent tall might have stopped at the grey line, a potential support, but didn't.
When price hit the line st 64.69 however, the range between February's low and that point
became the right shoulder of what was nevertheless nothing more than a potential head &
shoulders top.

LIS

9. When the fall was extended t0 8 close 3% bepeath that hine however, it confirmed that n
head & shoulders top had been formed.

1 explained mysell correctly in Chapier Two, as vou read the chart of the head & shoulders
top, vou were saving that when drawing the grey line referred 1o in point 8 [ broke the Rule of
Four, which states that to draw anoup trend Ling, which the grev line 15, yvou needed a low, a high,
a higher low and, finally, a higher high.

But | also wrote that there were exceptions (o the rule which 1 would explain in this chapter.
The neckline {that is what the grev ling is called) is the fiest: [ use grev when the ling is
speculative, by which 1 meean that it defies the Rule of Four by having no higher high {lower

Tow when it 15 o down trend line).

Diherwise, when drawing potential support lines according to the Bule of Fouwr in my regular

reparts, [ colour them blue; for potential resistance lines, | use red.

Red and blue have also been used in vanous places in this book to differentiate one trend

channel from another. Black, too, as, for example in the chart vou've been looking at.

Cmee a head & shoulders top has been confirmed, the neckline is coloured red, signifving

potential resistance (it 15 a broken trend line).

The measurement factor following confirmation of a head & shoulders

Cmee a head & shoulders has been confirmed, the normal expectation (hased on vour other
dependable friend, empirical observation — the trend being the best friend of all) is a decline
equal to the distance between the head and the neckling, measured from the point where the
latter is cut. Broken is a cut of at least 3% beneath the neckline at a close, if the head &

ELir,

shoulders 15 a wop, 3% abowve if it's a bottom (aka an inverted head & shoulders),

fiif
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Marker on Markobs

If the head is at 100, and the neckling is cut at 30 {20% below the head), the objective becomes
fd, 20% below the neckline,

Semi-log scale

It is time to tell you what I use: it makes more sense to me 1o use semi-log rather than arithmetic
scale. Apart from making it easier o compare percentage movement visually, It tells vou the
fruth: [25:100 as [00:E0. With the arithmetic scale however, 100:80 as 120: 1040,

Something else appeals to me about log-scale; it's slower, therefore, in my view, safer than
arithmetic scale: up trend lines break sooner; down trend lines, later.

Inverted head & shoulders

Being a reversal pattern, when a head & shoulders pattern has been confirmed, it can reverse
not only up trends but also down trends, Naturally, the pattern has to be a top to reverse the
former, inverted to reverse the latter,

Chart 4-3; Standard & Poor's 500 Index = inverted head & shoulders
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Chapier 4 — Patterns

The inverted head & shoulders that reversed the Standard & Poor’s 500 Index bear market in
2002-03, confirmed where shown, 2% above the neckline (it’s an index). The objective (an
advance equal to the distance between the point of the head and the neckling) then became 1117.

Wherzas the neckling of the first head & shoulders, Vodafone's top, sloped upwards, this one
slopes down. But the slope doesn ™ depend on whether the pattemn is a top or battom; it can be

either up, down or flat. What it mustn’t do is slope too much.

Chart 4-4: Glaxo Smithkline - notl an inverted head & shoulders
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This isn’t an inverted head & shoulders: the blue line slopes too much.

hat is too much?

Point 2, which would have completed the head and started the right shoulder of a valid pattern,
was below point 1, which would have been the point of the left shoulder if the blue line's slope
had been flatter,

There 15 no rule goverming the permissible angle of the slope, but in an inverted head &
shoulders, point 2 must be above point 1, say at least half-way between it and the neckline. In
a head & shoulders top, point 2 must be below point | hy the same amount.
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Traders’ remorse

Following confirmation of a head & shoulders (either top or inverted), a retumn to the neckling
frequently follows, If 1t always followed, how simple lite would be, but it doesn’t. The neckline
becomes a valid trend line (remember, when | first showed you, it was grey, signifying thart it
wils a speculative ling) as soon as the pattern has been confirmed: 11105 a top, the line 15 red,
signifving potential resistance, it @ bottom {inverted) the line 1= blue, signifving potential
aupport,

What happens if a return to the neckline doesn't stop there’y

The books say a head & shoulders only aborts, if the point of the right shoulder 15 exceeded at

a close,

Thiz means that unless vou anticipate the confirmation of a pattern, something that 1 never
advise (I'm an adviser, not a fund manager), in the case of an inveried head & shoulders you
are put into the market 3% above the neckline = you don’ have 1o buy there, of course - but
confirmation puis you on nobice about what may eventually happen.

Let’s say that vou wait for trader’s remorse to provide vou with a more attractive entry-point,
and that you get lucky: price returns to the neckline. You buy there, but won'™t know that the
reason you bought has disappeared until the market is several, mayhe many, percentage points

lovwer than vour entry-point, dependent on the size of the right shoulder,

I newer found that very satisfactory, Adter all, not all head & shoulders patterns reach their
objective, and some abont soon afier condirmation, stherwize all technical analysts would be
instant millionaires.

Accordingly, having devised my own rules o deal with successes and faillures at potential
support and resistances, | started applving them to confirmed pattems, reasoning that if s head
& shoulders {or a double top) was confirmed by a 3%, 2% 1% or (0.5% break, dependent on
which market I was looking at, it was logical to consider that the confirmation had gone wrong

as soon as price re-crossed the neckline ete by the same percentage.

Aglance tells all, so bere 1= a recent example of a confirmed head & shoulders that went wrong.

T, TR A DI GBSO T AR E-COLLECTION, e



Chapter 4 — Pattorms

Chart 4-5: confirmed head & shoulders that went wrong
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The chart is €/8 between 2003 and 2006, But what it is doesn’t matter; it's a chart

The chart tells all

The confirmation of the pattern occurred where indicated, following a close 1% below the
neckling; the abort 1% above it. When a head & shoulders aborts following a close at the
appropriate level above the neckline (below it if the pattern 15 an inverted head & shoulders),
the inference then becomes a further advance to the right shoulder.

If price closes above the right shoulder by the relevant percentage, as €/5% did several days
before this chart was made, the inference is a return to the head'.

If price subsequently exceeds the head, closing at the appropriate level above i, the inference
is an eventual advance equal 1o the percentage differential between the aborted pattern’s head
and its neckline. In the present case, that differential having been 14%, provided the head 15
overcome by 1% at a close, the inference/objective will become 1. 5400

TWhed 1 wirote the foregoing in April 2006, €5 was 1,.2760, By August 2006, when [ started editing this
chapicr, £/5 had already tested the head.
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Marker on Markobs

Foints arising

1. A head & shoulders docsn't ignore the rules, whether they concern trend lines, trend
channels or potential support and resistance levels,

Fa

. The pattern is concerned with probabilicy, not tming. There is no time limit for reaching
an objective, but the lamer can be over-ruled in the manner already described. also by (1)
above or by a pattern being formed in the opposite direction.

The head & shoulders as continuation pattern

Usually, the head & shoulders is a reversal pattern, reversing the trend that precedes it. But
sometimes price forms a head & shoulders top following a significant advance, at others, an
inveried head & shoulders after an extended decline. If it does so, the rules already set out

apply.

Chart 4-6: head & shoulders as continuation pattarn
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Following the S&P's (31 2004 high, the neckline of an inverted head & shoulders appeared
very near that potential resistance, But neither neckline nor high became acival resistance. 1T
vou argue that the pattern wis not at the absolute peak, | don™ think it matters: enther way,
having overcome the resistance at the high, the S&P went en to fulft] the objective.

The move to be expected following confirmation of a head & shoulders

Cmee a head & shoulders has been confirmed, a move equal to the percentage ditferential

between the head & neckline is the minimum expectation, not the maximum,

To qualify as an investment, as opposed o a speculation. any commitiment (o the marker must
have an objective, therefore if you buy because of a head & shoulders” confirmation and
objective, taking a profit once the latter has been reached isn’t necessarily a stupid thing o do.
Aond semetimes the minimum move does turn out to be all vou get, so taking your profit then

becomes a very sensible thing (o do.
But in this far from easy business there is alwavs an on-the-other-hand.

The-on=the-other-hand here is that the trend is your friend. When price reaches a head &
shoulders” objective, it isn’t hard to understand that there is unlikely o be anvthing wrong
with the trend. In the case of a head & shoulders top however, price might be at potential
support, at potential resistance if iCs an invertad bead & shoulders. But it might be at neither.

Wihat do vou da then?

Lse vour judgment and experience, and hope for some luck as well, You also need o be iofally
disciplined. It also helps 1o have no heart: that way, vou have a chance of being flexible.
Investing 1sn’t easy; but it 15 indoor work and there™s no heavy lifting.
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Chart 4-7: FTSE250 index since 2002
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If you'd bought the index because of the inverted head & shoulders that appeared at the end
of the bear market in Q1 2003, you'd be feeling a tad disgruntled if you sold when the 4360

objective was reached just bwo weeks later.

If you had obeyed the rule conceming reversal of a trend however; no trend has reversed until
the last significant low on the way up has been broken at three successive closes, you'd still
be long, even though the original up trend line drawn from the head through the point of the
right shoulder (not illustrated) was broken as long ago as end- 2004,

You might like to try drawing all the trend lines that have been broken since then. But |
wouldn't bother: I've already done so, and there aren’t any because nol one has been broken

by the 2% required in an index.

The chart of the FTSE250 index shows that the inverted head & shoulders took three months
to form, whereas £/%%s head & shoulders top, shown earlier, took two vears, It makes no
difference to the pattern how long the formation takes to appear: all are equally valid; whether
the period is long or short,
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A head & shoulders can take as little as six days to appear:

—t

- rise W point of left shoulder;

fall o point where neckline might appear;

rise (o new high (the head); fall o approximately the same level as 2;
rise [0 point of right shoulder:

fall that breaks neckline.

B

[t can also take scveral years to form, But the time taken to form a pattern does not determine
how long it is going to take to achieve the objective, although most are reached in far less time
than that taken to form them, As 've already written: the patiern is conceried not with timing

but with probabilisy.

Chart 4-8: /DM
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Although a two-year wide inverted head & shoulders was confirmed in December 1980, this

weekly chart also shows that it took nearly eight years for /DM to form a second one,

The objective was DMA.0000, and even though the highest point reached was only an intraday
DK3.5700, the point to remember is this: the pattern was confirmed afier § was more than
100% above the 1979 low and had already been rising for 3%t vears, and although the full
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objective was never reached, in 1983 when received wisdom had it that, from a fundamental
potnt-of-view, 5 was overvalued at DMZU5300, the pattern had ir (fer me, anyway) that 875
direction was up, and likely o remain up for some considerable time.,

By 1985 however, the received wisdom had it that 5 wasn't overvalued at all; it was stll
expected o advance. Bat the O blow-off that vear told me that 5 was going wrong and that
D400 was therefore very unlikely to be achieved.

But from a fundamental point-of-view 3 had also been overvalued at its 19749 low. “Going to
hell in a hand-basket™ was the cry.

Crwess wha! the reason was?

The budger deficit, exactly the same reason as that being touted now and, indeed, ever since
the 2004 low. And just like today, the received wisdom had it that interest rates wouldn'e be
allowed to rise; couldn’t rse. Ho! Ho! What couldn’™t happen did happen, of course,

Matueally, no one had believed my call in 1983, when, with 5 at DM2.53300 1 had called it up
to DMA.0000. Indeed, lunching at 3G Warburg on 5's high day in 19835, T was wold by a sentor
banker that when I had made that call, he and his colleagues all thowght T had gone mad.

At that lunch the senior FX dealer said 1 was still mad, telling me that with % already PF15 up
that morning anyone who wasn't long 5 must be crazy, My answer was that anyone who was
long & would regret it. It turned out to be the high day. The dollar went down; the dealer went
thie way of all dealers. The banker, even more senior today, is siill a client.

Two weeks earlier | had been lecturing in Singapore, and told delegates o the seminar, and the
assembled press, that 5% nise was endimg. [ wasnt beheved there, cither The trend was being
extrapolated; it was already vertical; the fundamentals were wonderful; and in any case, the
press told me that [ must be wrong because the dealers were bullish of 8,

| asked the press it alf the dealers were bullish, and when assured that they were, [ fnew [ was
right. The crowd is always wrong,
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Chapier 4 — Patterns

OUne more head & shoulders betore we go on

Chart 4-9; The Diamond
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1 130000

1 125000

{ 120000

4 115000

1 110000

Saurce' TG e, © 2006 A npfts reerved porowils,
WP, ST Covm

The diamond, alse called a head & shoulders with a bent neckline, can be a top or a bottom,
ie areversal, or, as in the present case, a continuation pattern.

When it began forming in August 2003, having started in October 2003 from 776,76 the bull
market, already 22 months old, was certainly no calt, and if it had been April/October s up trend

that had been broken, this diamond wowld have been a reversal, not the continuation pattern it
became when AugustNovember’s down trend was overcome.

Measurement of the objective once confirmation has taken place

Confirmation is a close 3% above the down trend line or above the up trend line for a share,
2% for an index, 1% for a currency or a bond, 0.50% for a currency or bond index.

The ohjective, measurcd from the breakout-point, is cqual to the distance between the head and
the neckling, measured vertically upwards in a diamond bottom or bullish continuation pattemn
{point O, iz vertically above H on the chart), downwards in a double top or bearish continuation
pattern,
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The diamond being considered, appearing as it did following a significant advance, was a
bullish continuation patiern. The obyective, measured from O, and equal (o the distance
between O and H, is 1335, nearly achieved at 1326.53 high: not bad when you consider that
when the diamvond was confirmed the S&P was a lowly 1258,

Wil 1335 be reached?

Provided May’s high doesn’ reverse the current advance, there 15 no reason why it shouldn™
be. especially since the latest close, as [ write this, was 28th August’s 130178, less than 2%
below that peak.
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Double Tops and Bottoms

Like the head & shoulders, the double top is one of the major reversal pattems. Alternatively,
dependent on the direction of the eventual breakout, it can become a continuation patiern.

*  The first requirement 15 an advance: how else could you get a top?

*  The second requirement is a reaction; Price falls, How much? If yvou're looking at a share,
price must fall more than 3%, in an index, more than 2%, in a currency, more than 1% etc.
How much more? That's for you to decide, but the bigger the reaction, the better, because
the size of the initial fall eventually determines the size of the decling to be expected, once

the pattern has been confirmed.

* The third requirement is that the reaction ends: for whatever reason or, a8 sometimes
happens, without any technical reason at all, price stops falling.

Chart 4-10: BP 1999-2000, double top
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= The fourth requirement: price rises and tests the high. I you've forgoiien, a est of a
previous level is an advance to a close within 1.50% of it if it’s a share, [.00% if iC's an
index, 0.50% if it"s a currency, etc.
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The high is potential resistance because there were =ome investors who bought there who
ang walting to get out even: if they do, they can convince themselves that they weren’
wrong o have bought at that level in the first place. Others, having seen that price had
fallen from that point, persuade themselves that it will fail at it the next tme.

If & double fop i= going 0 be formed, following the fesit of the iniGal high the first clue
appears if {a) price falls 3% (at a close) from its highest close within 1.50% of that hzh,
Y

of, (b)) if it has closed above the first high, but not 3% above if, price falls to a ¢lose 3%
below that first hgh.

At this stage there 15 no double top. All that has happened is that price has failed to
overcome the potential resistance apparent at the first high: potential resistance has become
actual resistance on that occasion or, to put it another way, the potential resistance has
worked or appeared.

The fitth requirement: the low following the decline from the first high is tested, That low
iz potential support; observers of the previous advance from that point think i€ must be a
good level at which to buy, while those who sold then can reinstate their original long
position without logs of face, or money. I buvers do appear in the region of that low, and
price rallics 3% at any close, support has appeared, creating the possibility of a further
advance.

The sixth and final requirement fora double top: with or without the intervention of a rally
when the low is tested, it is broken by 3% at s close

Foflowing thar elose, not before, o double fop i confirmed.

The reguirements for a double bottom are the same: simply read low for high and high for

Tow,
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Chart 4-11: British Land 2004-05, double battam
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Points BB were lower than A, but less than 3% below it, so A was never broken, merely cut,

The pattern was confirmed following a close 3% above X,

How great is the expected fall (rise) following confirmation of a double top or
bottom?

The distance between the top (bottom) is likely 1o be repeated: if the difference between the
highs and the intervening low is 10%, the decline should be at least 100 beneath that Low.

If you go back to the double top illustrated by the chart of BP, your eyce will tell you that the
Q1 2000 low was the same distance beneath the red line as the latter was below the two tops.
Om 24th Fehruary 2000, BP traded at 440, exactly fulfilling the dowble top’s minimum
objective, which in this case 15 all the bears got. [f they went for more, they were

disappointed, . ..they got less, because February's was the absolute low.

Contrast this result with British Land’s double bottom. Here the bulls got far more than they
bargained for, and if they felt satisfied when taking their profits as soon as the 836 objective
had been reached. they didn’t fieel that way for long: the shares hit 890 just two weeks later.
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The Brahmin

There is another type of double top and bottom, the Srafmin. It looks exactly the same as an
orthodox double top or bottom but may be less than 3%, 2% etc tall. The significance of a
Brahmin is not its size but the fact that it has appeared at all, Why? Because, again with
exceptions that will be explained later, the double top and bottom, whether orthodox or
Brahmin, are reversal pattems; they reverse the direction of the preceding trend.

The chart of British Land, specifically the points marked B, formed a Brahmin bottom reversal
as s00m as the peak between them, which was less than 2% higher, was exceeded at a close.
Its phjective, less than 2% above that peak, was reached almost immediately. Insigmficant? Not
at all, the Brahmin having made an appearance was the harbinger of bigger things (0 come, as
BB turned out to he part of the far larger double bottom.,

Chart 4-12: AstraZenaca 2003, Brahmin Top
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This Brahmin was less than 3% tall, but the fall it heralded turned out to be far greater,
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Double tops and bottoms as continuation patterns

Price rises, then falls; it rises again, testing the first high. The west fails and price then Talls and
tests the low, which acts as support. There is now a rading range: two tops and two bolloms;

the [ormer are polential resistances, the latter, potential suppornis.

Eventually, all trading ranges ane broken, The one on chart 4-13, which had looked as iFit was
going to be contirmed as a double bottom following the decline from October’s high to
January’s low (1), never made the 3% upside penetration required to overcome the high at 2;
4 having been only six points above it. At 4, the red down trend line was cut, but that cut
having also been less than 394, the ling remained unbroken, not only then but &lso two months
later at May's high,

[ other words, the petential resistance at that line, had worked owice, which did not make it
stronger however, potential resistance and support never being any more or any less than that,
i.e potential.

(LS

2 was, of course, the peak between 1 & 3 {the latter having been less than 1.50% above the

former, was, for technical purposes, at the same level — see chapter two),

5 was another attempl 1o break the potential sapport at 1; May's hich an equally unsuccessiul

attempt 0 overcome 2 & 4.
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Chart 4-13: Double Top as conlinuation patlerns
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Finally, the range was broken, as all ranges are. This one became, not a double bottom reversal
pattern, as had at first seemed likely, but a double top continuation pattern.

Onece again, like a double top or double bottom reversal, a double bottom or double top
continuation pattern creates the legitimate expectation — also called the objective — of a further
decline equivalent to the distance between the highs and lows of what had been, until 6 was
broken in this case, a trading range that could have been resolved in cither the bears® favour,
as it was, or in the bulls®.
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Chart 4-14: Glaxe Smithkline 2004-05, Double Top?
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i% this a Double Tap?
It certuinly looked like one where [ have stopped this chart in August 2005,
O dfid 1?7

There 15 no such thing as making a top or base aren, except in brokers” minds as they try to
nudge clients to do something without really saying anything. A base or lop area is only a base
or top area once it has been confirmed by a close 3% above or below the relevant breakout-

point.

In GSK, last August's low was nine points beneath June’s 1327, needing to be nearly 40 points
beneath it 1o confirm the range since May as a double top, Look what happened next,
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Chart 4-15: Glaxo Smithkline 200405, double bottom continuation patterm
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What looked as if it might become a double top became a double bottom continuation pattern,
although you might just as easily call it a double bottom continuation pattern. But it doesn't
matter what you call it as long as you didn't call it a double top at August’s low, which (as
already pointed out) did not break June’s by the amount needed lor confirmation of a double
top.

MNOTE Mever anticipate the direction of a breakout.
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Double top or bottom: the abort

A double wop aborts if, following conlirmation, price reacts and penetrates the horizontal ling
deawn on the two highs by 3% etc at a close. A double bottom aborts if, following conhirmation,
price advances 1o a close 3% above the low/lows of the pattern.

The foregoing is what happens according to my rules: the books say that the pattern remains
valid unless the mid-point is subsequently re-crossed at any close.

I say that at best this means yvou lose 0o much money, at worst it"s rubbish, The pattern aborts
[ollowing a 3% re-penetration of the patterns” border; price then tends 1o test the mid-point, and
if that is broken at any close, it remains potentially vulnerable to a further decline to the base
of a double top; to the upper limit of a double bottom.

Supposing the mid-point, having been crossed, is re-crossed in the oppaosite divection?
Price is still in a trading range, i.e. il is undecided. IT price s undecided, vou should remain

undecided oo, Whatever position, you have, long short or squane, there is no need to alter it

To revive/reinstate a confirmed double top or bottom that has subsequently aborted, price must
nise above the highestlowest close posted before the 3% re-penctration of the upper/lower
horizontal lines that made the top or bottom, The original objective/expectation then becomes
valid onee more.

NOTE In view of the foregoing, it follows that there is no such thing as a triple top
or bottom, thought by many as being more significant than a double
toprhottom. A “triple” top or bottom is nothing more than a failed double
top or bottom that got reinstated.

1=0
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Triangles
It doesn’t matter what type of triangle it 15, and there are several, this partern sighnifies
dcfecisron. But until confirmed by the appropriate breakout, all patterns signily indecision,

even though the books don’ apply the term except with regard to the three-comered variety.

Chart 4-16: The isosceles triangle
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It will come as no surprise that the down trend line converges on the up trend line. How else
could yvou have the beginnings of a tnangle without two converging sides and a base? 1711 tell
vou how: in technical analysis. As [wrote the preceding paragraph, | realised for the first tme

that in technical analysis there is neither base nor third side to any triangle,

What we call a triangle should be called an arrowhead flving from left to right, And if isosceles
means o you that the sides converge on each other at the same angle, then it shouldn™ be
called isosceles either, but a pamern with converging trend lines.

Initially, these two lines each have only two contact-points, which breaks the Rule of Four
explained in Chapter Two. That rule stated that to draw an up trend line vou muost have o low,
a high, a higher low and a higher high (a down trend line requiring a high, a low, a lower high

and a lower low).
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But a tnangle is formed when the down trend line has only a high, a low and a lower high
converging on an up wend line that only has a low, a high, and a higher low.

The points of contact with the down trend line must alternate with those points on the up trend

line.

Thus vou can sec that the triangle misr imply that the market is undecided; while buyers are
happv to enter positions at progressively higher levels, sellers are prepared to accept
successively lower ones, [f this state of play continues all the way to the apex, the market has
no direction; it is without a trend.

NOTE & market with no trend (a trading range] is the technician’s worst enemy.

The problem with trading ranges 15 that you don™t know you're in one until you have seen at
least two points of contact with the upper line and two with the lower, and it doesn’t matter if
the lines are parallel, diverging or, as they are in a triangle, converging: less than two points

of contact with any line means that it 15 speculative {the Rule of Four hasn't been applied).

Because we are certain to lose on the roundabouts, our aim must be to make money on the
swings. Better to sit out the former and climb aboard the latter, although the former can provide
a comfortable ride, provided you don™ take it (that’s the hard part) until the range has become
an established fact rather than a hypothesis,

NOTE During the formation period of a trading range (the four initial moves, two
up, two down), it is very easy to lose money. But once you can see that the
range exists, making money out of it isn't hard, although it is contrary to
hurman nature,

Aldl vou have to do is sell short at the top of the range, take your profits at the bottom and go
long.

Anyehing else®

Yes: each time vou deal, use a protective stop 3% outside the range, and prav that it lasis
forever. [t won't of course, but when you get stopped out of vour final position inside the range,
vou are off the roundabout, 50 take your turn on the swing by going long/short as the new
irend begins.
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NOTE If you have a holding in any market that is triangulating, hold. If you have
no position, don’t open one, Since the market can’t make any decision, why
should you try doing sof

As with all trading ranges, triangles are eventually resolved, the best breakouts occurring at a
point between two thirds and three quarters of the distance between the first point of contact
with the up or down trend line and the triangle’s apes.

“Best"?

If the breakout occurs any nearer 10 the apex than one quarter of the distance between the latter
and the first point of contact with the relevant up or down trend line, there is o greater chance

of it proving illusory or false.

It isn’t hard to see why: the rallies and reactions within the triangle have become progressively
shorter, illustrating that the division of opinion between buyers and sellers has become smaller,

Breakout from an isosceles triangle

If it i5 to be in favour of the bulls, the confirmation is a close above the seccond point of contact
with the down trend line: in favour ot the bears, a close below the second point of contact with
the up trend line,

It isn’t hard o see why: as soon as either has been passed al any close, the Rule of Four 15
satisfied and the speculative trend line forming the down or up side of the triangle ceases being

speculative at all. It has become a valid up or down trend line.

Following confirmation of such a triangle, what is the objective?

If the breakouwt has been north-east, i.e. in the bulls” favour, draw a trend line parallel 1o the new
up trend line from the first point of contact with the now broken down trend line: eventual
contact with that line becomes the no time limit objective.
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Chart 4-17: objective after triangle breakout
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This chart ig an extendad version of the previous one. When that chart was drawn, price had
nol broken out of the pattérn, i.e. the trangle had not been confirmed (see the section above
on breakouts from triangles): there had been no close above the second point of confact with
the down trend line until early October's advance.

[t then became comreet to draw the red line parallel to the bluc up trend line; contact with that
ling became the triangle’s objective,

Having appeared following an advance, October’s upside breakout confirmed the triangle
above as a continuation patern. If the breakout had been south-east, the breakout would have
confirmed the triangle as a reversal pattern.
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Chart 4-18: triangle breakout 85 reversal patterm
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The green triongle also appeared following an advance. But the May close below the second
point of contact with the green up trend line confirmed this one as a reversal pattern, whose
objective became the dark green line. Contrast the green triangle with the pink one. The latter
was a continuation pattern: objective, the upper pink line {(he return line) deawn parallel to
May/September’s pink up trend line.

What about potential resistance/support on the way up/down’?

The confirmation of the triangle doesn’t suspend the laws of potential support or resistance,
Bearing in mind one of the first comments made about trend channels, the presumption that
they are likely to be parallel, the first potential resistance will be the new up {down) trend line’s
parallel return ling, although it could just as easily be the high (low) where the triangle began,

When does an isosceles triangle abort?

After conflirmation has taken place, and whether or not it has been reached, if price closes

beneath a horizontal line drawn through the apex.
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Chart 4-19: aborting of a triangle
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The triangle had been confirmed as an ascending continuation at X, a close above 2, It aborted
several days later when price closed below the green line. On (his occasion a move in the
opposite direction then took place. But such developments are not mandatory as explained in
the following paragraph.

The aborting of a triangle, unlike the aborting of a head & shoulders, doesn’t create any
objective in the opposite dircction. What happens afier a tnangle aborts depends entirely on
the market's technical condition at the time.
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Ascending right angle trniangle

Chart 4-20: ascending right angle triangle
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While buyers are prepared to pay successively higher prices, sellers are happy to accommodate
them, but unlike an isosceles, in a right angle triangle the sellers won't accept progressively
lower levels.

Therefore more ascending right angle triangles are resolved by an advance above the horizontal
side than by a close beneath the up trend line. But anticipate the direction of the breakout at
vour peril.

Actally, as the intending buver/seller, you can do what vou like, of course, but I earn my
living as an adviser, and as an adviser [ never advise anticipating the direction of the eventual
breakout from any triangle: and as an investor | always listen o my own advice, mirroring
that given to clients.

Ascending right angle triangle: the cbjective and the abort

If the breakout is north-cast, a line parallel to the up trend line becomes the objective (the red
ling on the above chart), The abort is renewed close 3% beneath the horizontal.
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Descending right angle triangle

Chart 4-21: descending right angle triangla
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In this pattern (1 on chart), buyers keep appearing at the same level, but sellers reduce their
limits. The inference is that resolution of the triangle will be made through a close 3% beneath
the horizontal line { 1% in this chart: i"s an FX rate — £75 in 1995},

You have the luxury of anticipating that outcome, yet once again my advice is to avoid self-
indulgence, even though you'd have got away with it on this sccasion. You wouldn't have
done 50 in tiangle 2 on that chart however, Nor did | get away with it in 1995 when | thought
a downside break would oecur. 1 was wrong. Technical analysts are not meant to think but to
interpret what the chart is saving.

If it’s a share, breakdown from a descending right angle tnangle is a close 3% etc beneath the
horizontal hing, the upside breakout, a close above the second point of contact on the down trend
line { 12th September’s, here). The inference of such a close is a further sdvance to the start of the
down trend line, potential resistance because some poor fools bought there and, wanting to break

even on what became a wrong decision as soom as the position was taken, are willing sellers.

If that point is overcome as it was in triangle 2 (you know the mles by now), the advance is
free to continue. But if that potential resistance isn't overcome, you have the beginnings of a
potential double top, although it only becomes one if the low between the two highs is broken
by 3% efc ol a close,
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Wedge

Az with all triangles, the sides converge. But unlike the isosceles and right angle triangles, in
a wedge both sides are moving in the same direction: up in a rising wedge, down in a falling
ore.

You will recall the presumption that trend channels run between parallel lines. They aren’t always
parallel of course; it was only a presumption, a working hypothesis, if vou prefer, not a rule.

Chart 4-22: riging wedge
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A rising wedge illustrates that cach successive up-thrust is gaining less ground than its
predeceszor, 4 market that appears o be running out of steam. It hasn’t done so completely
however unless/until the up trend line has been broken, at a close, by the required percentage.

As long as that line and the upper return line remain unbroken however, there 15 always the
possibility that it will be the latter that gers broken, not the former.

A falling wedge illustrates that it is the down-thrusts that are becoming progressively weaker.
But vou shouldn™t presume that all such patterns are resolved by upside penetration of the
down trend line, even though the majority are,
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Breakout from or confirmation of a falling wedge

If the down trend line is broken by an advance 3% above it at any close, as in the chart of
B5kyB below, do nothing apart from watch and wait because what tends to follow is a rounding
bottom, which looks exactly like it sounds, but which takes a long time fo be formed.

Think half-circle, diameter on top, When that horizontal line has been broken by the
appropriate close, a bottom reversal is in place, Then you buy,

Chart 4-23: breakout from a falling wedge
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IT it is the lower return line that is broken, draw a line parallel to the down trend ling from the
first point of contact with what had been the lower retum ling and look for an eventual second
contact with i, i.e. a longer decline than the immediately preceding one.

The pattern is frequently seen in the shares of large, old-established companies.

Breakout from or confirmation of a rising wedge

If the up trend breaks, most if not all the ground gained during the pattern’s formation is likely
to be lost.
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Chart 4-24: breakoul from a rising wedge
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If 1t 15 the upper return line that is broken by an advance above it, draw a line parallel to the
up trend line from the first point of contact with what had been the converging upper return
line, and m due course a second contact with the new wpper return line becomes the

expectation, and in the chart of the S&P below, was the realisation.
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Chart 4-25: breakout from a rising wedge
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Between January’s high and March’s, the S&P looked as though it might be going o form an
ascending right angle riangle, but when the Januvary and February highs, potential resistances,
of course, chose 1o become actual ones, and neither of February™s lows provided support, the
range became a double top when the first of them gave way.
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Broadening tops

The best way o deseribe the formation 15 1o show vou a charl.

Chart 4-26: broadening tops
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This chart, a 30 year UK. Gilt, has two broadening tops that appeared within months of cach
other. Considering that the technicians® bible says such patterns are extremely rare, this chart
is cqually so,

The pattern, always a op, never a bottoim, is said to appear only following an extended advance
(Edwards & Magee on such formations: “make their appearance as a rale only at the end or in
the final phases of long bull markets™) at a time when the public is “excitedly committed”,
and the market is being swung about by wild rumours. When isn't ir?

I can't recall if the public was in the market when these patterns appeared in 2004, but the Q3
low was the absolute low, and since Mav/February docsn’t gqualify as a long bull market,
perhaps the nature of markets has changed, at least as far as this pattemn is concerned.
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What | can recall is making the call that a fall was due on both oceasions, as soon as the pattern
was confirmed: a close 1% (the norm for a bond) below point 4. Where I made my misiake was
in remembering the comments about the pattern tending to appear only in the final phases of
a long bull market, which made me beligve that the fall would be long-lasting as well.

Following the confirmation of a broadening top, the decline should equal the distance between

point 5 and 4, measured due south from the latter.

The reason for the name is obvious: the second peak is higher than the first; the third, higher
than the second, while the second low is lower than the Hirst.

Before we leave this pattern, 1 have theee final thoughis,

bt

It you see a broadening formation below the other highs, beware! [t the sign of an unstable
market, cven if there 15 no immediate fall,

Even so, if a rally crosses the mid-point of the line between 4 and 5, it aborts the broadening
tap.

Although there is supposed to be no such thing as a broadening bottom, there would be if
£5% made a broadening top because, gquoted as itz in ULS. a5 57E, that top would be o bodom.

All the patterns discussed so far were concemned with probability rather than timing. Indeed.
the only pattern | know of that shows probability and timing 15 the tlag,
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Flags

Chart 4-27: flags
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The ranges within the red and blue lines are all flags.
The rules for flags:

1. Flags need flagpoles, so the first move required to produce one is virtually straight, but
does permit two successive up-days if that move has been down; two successive down-
days if it has been up,

2. The initial move 15 down for a bearish flag, up for a bullish one. That move starts following
the most recent high/low or consolidation.

3. The Nag is the range between the red'blue lines. Both sides must be contacted at least twice,
the first and third contacts are on one side, the second and fourth on the other.

4. The flag can point up down or sideways; the sides can be parallel, converge or diverge.

5. Aflag iz a flag only on a daily chart, and must be completed, i.e., confirmed, in no more
than fifieen trading days, including the breakout from the pattern.
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. Breakout: if the first move (the flagpoele) has been down, completion/confirmation is a close
beneath the lowest in the pantern; it the first move has been up, above the highest,

7. The flag Mies at half~masi, but is no cause for mourning.

% After completion/contirmation ot the flag, always in the same direction as the initial move,
the sccond move hegins, measured from the point where price last crossed the pattern’s
siclie.

9, The expectation is that the move will be approximately as larze as the initial one.

[0, The move muost lake no more than the same number of dayvs as the initial one.

L1.1f the flag fails to achieve that objective in the time permitted, the pattern aborts,

12, With shares, the flag also aborts in a down-move following three successive up-days (two
for an index) or a close 3% above the lowest (2% for an index); whichever occurs first: in
an up-move, following three successive down-days or & close 3% below the highest,
whichever oceurs first; in an index, two days and 2%, In currencies, the abort occurs
following two successive down or up-dayvs {whichever applies) or a close 1% above
{bencath) the lowest (highest). In & currency or bond index, reduce that to 00,50%.

3. Frequently, but not invarsably, if a flag abons according to the provisions of rule 12, the
short-term trend reverses, but not 1f 10 aborts through apphcation of cule 11,

| repeat chart 4-27 on page 156,

The red Mag: an up-pointing pattern in a down-market, The objective resulting from this flag
confimmed at Gth June’™s 2162.7 close was 1996, %% below the breakout from the pattem. this
being the size of the decline from May™s high to the flag’s low-point. But the lowest point
reached was only 20621, The pattern aborted at 153th,’s 21441 close, the second successive
upr=day.

The first blue flag: down-pointing in an up-market. The upside objective was achieved.
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Chart 4-28: flags
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The second blue Nag: The objective was reached, and exceeded.

The green question marks: a down-pointing flag in an up-market. The objective was 2249,
5% above the breakout-point, cqual to 11th/18th's advance, but needed to be reached in no
more than five days. Accordingly, it aborted at st September’s close, the fitth day (1 am writing
this on 2nd September), yiclding a profit of 2.47%.

Final notes on patterns

1. Flags don't always work; nor docs any other pattern,

2. In 1998 | presented a paper to the Society of Technical Analysts demonstrating that during
the previous sixteen years there had been several head & shoulders tops, and that none of
them had worked.

3. Since patterns don’t always work, use the stops.
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"5'- TJ"'m.:"-‘n:: used the expression many times, and heard it just as often. but have vou ever
thought, by the way, what followsT Almost invartably, something very impoertant that
belies those three Little words,
By the wany, Pve won the lortery 0 m leaving vou,

By ehe way, [weote that in late May, 2008, just before the Court of Appeal s decision
colcerning the division of spoils in g spoiled marviage. So, by the way, T haven T won
e lottery, b D st leaving vou ..

By ihe wany, vou T be on the siebstiites " benclt on Satarday...

By the way, those shaves we bouehd hove come off a Tide, but the findamentals are fine.
S0 this 15 a chapter about all those not so trivial things that happen in the investment business
that don’t lend themselves o a whole chapter but are nevertheless important.

[By the way, vou will have read some of what follows elsewhere in these pages. If vou don’t
remember, that’s fine. If you do, then those comments must be worth repeating. |

If you are unfamiliar with the book of Sysilana, an excerpt of which appeared in the
Prologue, tried to find out about it by looking up ©Chatline on the internet, and failed, try
an anagram of the latter and spell the former backwards.,

= In fundamental analysis s always, “this time i0s different™. But technical analvsis know
that it"s always the same. Nothing ever changes. People don’;, why should markets?

*  Technical analysis is huntin’, shootin” and hshin’. Hunt for a trend; don’t fish for a bottom
nor shoot Tor o top.

*  When people hear “buy™, they think they will never get a better opportunity to do so, when
they hear “sell™, which they seldom want to hear anyway, they think that means the share
or market will never, ever, go any higher than it is at that precise moment,

*  Technical analysis without fundamental analysis does far less harm to your capital than
fundamental analysis without technical analysis,

*  The investment business 15 indoor work and no heavy Lifting (John Owen).

*  Investment gemius is a short memory and a rising market, whereas investment intelligence
5 acgquired only through a long memory of falling ones.

*  Pride comes before a fall, they sav. [ say pride comes after a fall, but only if vou forecast
it
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*  Most technical analysts were originally fundamental analysis. ™ve never heard of anvone
who made the journey in the opposite direction,

= [feveryone in the world who needed a currency that vear was obliged o buy before any
speculation was allowed, when do vou think the doors of the casine would open? 3red
January.

*  Thinking is what causes the really big losses, Why not let the market do the thinking for
! SHck to mterpreting,
you! Stek to mterpreting

= In technical analvsis, being clever starts with not orying o be clever

= When the chart is saving something strongly enough, the fundamentals needed to make
price behave the way the chart savs it will appear.

; x
Faln In o
Purely by reference to the three month rate-of-change, an extremely important indicator
explained in Chapler Six, in the 19808 [ called the end ol & drought in the Amercan
corm-hbelt.
[t was simple, really. Because of this drought, wheat, com, you name it, went through
the roof. So did copper and hog bellies, You think 'm joking? The copper and hog
biellies pits are next to soft commodities, Enthusiasm for corn and wheat spilled over into
other pits. Crazy? Of course it is, but that's the way markets behave,
AT had to do was look at the overbought condition revealed by the rate-of-change.
When if became extreme, and 1= rend had reversed (the trend of evervthing, indicators
as well as price, is always your friend}, | announced on Beuter™s public screen, “Within
five days, it will rain in Towa™. It ook twao.
How cowld thar be?
The overbought indicator couldn™ koow it was zoing to rain, could w7 It couldn™, and
didn™. But in the end, price takes care of evervihing, and price was too high: the
indicator was saying L Bul the only fundamental that could trigger the selling required
o unwind the overbought conditon was the reverse of that responsible for the buving:
rain in place of no rain!

. i

R0
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Bull markets end when the news is good. The only markets that end when the news is bad
are bear markers,

There are two good davs in partnerships, the days you say hello and goodbye.

I am frequently asked what my best calls have been. The ones no one remembers. They
don’t remember because they don’t want to, having almost invarably been on the wrong
foot at the time, preferring to extrapolate the existing trend than change their minds,

The potential for loss when gambling on certainties 1= infinite, {Winston Churchill)

People who use technical analysis just o confirm what they are already thinking, yvet reject
it when it does the opposite, are barking up the wrong ree.

¥ou can buy all of the shares some of the time, some of the shares all of the time, but you
can 't buy all the shares all the time.

Correlations are a fundamental concept, therefore suspect: if comelations really worked,
economists would have a better track record.

When downsizing, I.P.Morgan chase, Goldman sacks, Mermll lynch.
When all clse fails, put on & costume and sing a silly song. {Sam Walton of Wal-mart)

Although there are people who make money on the big tables at Monte Carlo, if vou haven't
ol the stomach for if, vou're betier off on the beach, (David Blackwell)

You can always tell an out-of-the money oplions trader by the way his hands shake when

il

he asks “what's the market doing today?™, (Joe Granville)
It you hitch yvour wagon to a star, beware the nuclear fall-out,

I the middle of the Z0th century, the 1M} vear average was 19530, How did that help
in... 1999, or 19017 And if you take the long-term average inte account, although the
average dead man has been dead for years, his average age hasn™ changed at all.

I markets the only thing likely o fall in vour lap is your Soup.
Board members should always be an add number, and three is too many, (Gianni Agnelli)

There is no substitute for intelligence, but vou can get the same reputation merely by
keeping your moeuth shut,

There 15 no such thing as “making a top area”. A top area 150"t a top arca untl it has been
confirmed; until then, it is a rading range, which might just as casily be resolved by an
upside as by a downside break, “Making a top area” 15 an opinion, not a fact, There is no
such thing as making a base area either: by the way,

The straw in the wind may be the one that breaks the camel’s back, and the light at the end
of the tunnel 15 sometimes just that.
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o)

Mothing is more suicidal than a rational investment policy in an irrational environment,
(J. M. Keynes)

Astudy of economics reveals that the best time to buy anvihing is last vear. (Marty Allen)

[t is often sard that vou're only as good as vour [ast call. If only it were true; you're only
as good as vour next one,

Price responds not 1o valug but o pecple’s opinton of future value, I price did respond
immediately to value, there would be no market

OHd forecasters never die, they just make fewer calls; old brokers never die, they just get
fewer calls; old chartisis never die, they just Iose relative strength; old traders never die, they
Just lose their nerve: old speculaters never die, they just [ese their money.

[f fundamental analysis is really that effective, how did technical analysis come into being?

[F 15 neither necessary nor possible to understand the market; the one essential 15 (0 come
to terms with it

There i5 a tide in the affairs of men which, taken at the flood, leads on o drowning.
(ShakespeareMarber)

When they were called personnel officers, they looked after vou. Now they're called human
resources, all they do is waste you,

The City is a lousy plage...(in which) to make a lot of money.

Crood shares are like good parties: i17s hard to say good bye (o them. But shares don’t know
woril oot they thesy " re for buying and selling. If vou want @0 buy and hold, anfiques are your

game,

Wall Street 15 the only place to which people ride in 2 Rolls Rovee to get advice from people
whao ride the subway. (Warren Buftett)

For an honest man there are no conflicts of intergst; or for a dishonest one
[t°s bewer o stand up and be counted than lie down and be counted oul
Charting s tough and then you're wrong.,

Collegiate investing decizions may make these present feel good, but don't do much good
[or Investors.

Things go on in club commillees that vou wouldn 't tolerate for [ve minutes in business.
[ vou're committed, don’t sit on committees.

[vestors are never more emetional than when trying o jusify & position which, rationally,
they have already started o question.
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The meek shall inherit the earth, but not the mineral righis (Jean-Paul Getty), A mine is &
hole in the ground with a liar at the top (Mark Twain), Many a good mine has been ruined
by sinking a shaft (stock market lore), More oil has been discovered on the floor of the
stock cxchange than ever came out of the North Sea {ditto).

Food Finds if easier to land on light-coloured Ges than on dark.

Life 15 o bear market with ever more feehle milies; getting older 15 better than the alternative;
death 15 nature’s way of telling vou to slow down.

Long-term forgcasting 18 for these who have no idea what’s going 1o happen in the short-
term, and as J.M. Kevnes so brilliantly observed, in the long run we're all dead.

Life is short and then you die. (Woody Allen)

Mo man is a prophet in his own country {Arab philosophy). IT you want people to pay
attention, go abroad to forecast.

Virtue is its own reward; also 1t°s only reward,
Winning 15n’t everything, but losing isn’t anything.

Wou may make money and will undoubredly feel clever by dealing against the trend, but
does it make sense? Not o techmemans; we know that the trend 15 vour friend. Why lose a
friend?

You can’s win emn all, but vou don't have o

When vou make money, vou pol lucky. When vou lose it, iUs vour own Fault.

For vour bumper sticker: Technical analvsis do id by the way, when the marker oloses,
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ASocumulation/Dhistribution

Alesander's Filber
Alpha/Beta
fBar Chart
Bollinger Bands
Buttertly Spread
Candle-stick
Chaikin Cecillatos
Cammodity Channel
Counter Clockwise
Directional Movemeni
Ease of Movement
lchima Kinko Hyvo
Kairi

Line

MACTY
MM Farest
hajoerity Rule

tarket Profile (CBOT)
Mormentum
Soney Flowy Ineles
flcrving Awerage
On Balance Volume
OBY - Weizhted
Crpen Interest
Cascillator
Farabolic Timerice
Per Cent B
Point & Figure
Foint & Figure HiLo

Price Changnel
Rate of Chanpe
Ratio
51
Loatter {hart
Spread

Spread WA

Stachastics Fasl

Steachasties Show
LItimate Cscillator
Vilatility
Wolatiliny Inclex
Win :
Valume Frice Trend

Wizighted Close

1 H Fhen 1 compiled the above list from the Reuters” menu, | was going to point out that
since they are given away free when you take the service, they were unlikely to be of

any use because free advice 1s worth precisely what vou pay for it. Then I realised that in this

book | have already given away the seeret of one of my indicators, and will shortly do the

same with a second,

There are two explanations: either inventors of indices know their indicators don't really work

or we are all fightfully nice chaps.
The indicators underlined above will either be rubbished or explained somewhere in this book.

by list 15 a third the size of the full ome, but is really even shomer: | don’'t use the term indicator
to describe bar, candle-stick, line, point & figure or price channel, considering the terms

momentum and rate-of-change to be inter-changeable, and volume as having no wuse at all.
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Coppock Indicator

Many vears ago, in a paper tifled “"Emotions Make Prices”, the epenyvmous Edwin Coppock
devised an indicator that tells investors when to buy shares for the long=term. As he wrole at
thie time,

“Da mafor fong-term buving of srong stocks when the corve.fuens upwards from
helow,,, zeva line ™

Dom 't worry; what Coppock meant by that will soon be explained, As for the zero line, inmy
experience {1 have worked with this indicator for maore than forty years), signals given at and
just above the zero line are equally valid.

I first read aboul Coppock ima 1963 issue of the invesiors Chromicle, in an arcticle by Harold
Wincott. It was ong of the major factors influencing my conversion from fundamental to
technical analysiz, although, strictly speaking, it isn’t a technical signal at all. Edwin Coppock
WS AN ECOnomEeLrician,

Like everything else these dayvs, Coppock’s Indicator has been dumbed down, Who by? Traders
of course who do Little research from either a fundamental or technical point-of-view, just buy
and sell and, if they re hedae funds, sell and buy ag well,

Mot being able to look beyvond the bndge of their noses, traders cross bridges before they come
to them, or jump off before they're even hallway across, which is why they often go under
waler.

“Emaotions Make Prices” reminded readers that,

“The technigue v of no value whalsoever to an in-and-oud frader
ftix a technigee for long-term invesiors; theiv fong-term bryving guide ™.

The Coppock Signal 15 not the sipn of a trend reversal, but shows when the risk factor in the
market is low, and vsually heralds a sustained advance,

Although Coppock applied his signal only (o the Dow Jones Industrial Average, its rationale
miakes it applicable, at least in theory, o all markets, and [ have used it successfully in many,
The only non-performer being the foreign exchange market, | never use it there,

NOTE Sincel 109, in the S&R 500 Index Coppock’s technigque: has given anly
At “had™ signal. in 20020
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Chart 6-1: Coppock Indicator, S&P500

EH': % - Steradard B Pasr 500, Manihly [Telvged by 10 misa)
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WHWL O S0

The indicator's record since 1984

Wiall Street

But the indicator was not devised for traders buying the index but for long-term investors
buving “strong stocks™ researched on a fundamental bazis, and following the 2002 signal you
wold have stopped buying at the red line on the chart, placed where the curve started falling
from a position below zero (my innovation), and started buying again not long after the bear
market [ow,

I don'’t know what shares vou would have bought following either signal, but if vou average
the two purchase levels, vour long position, in well-rescarched stocks, was at 10339, How
bhud 15 thut?

160
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Al plalaly

I was naturally pleased to sec a Coppock Buy Signal at the end January 19735, cspecially since
| had called the end of the 1972-74 bear market on 8th {the low had been posted on 13th
December 20k,

When a bull market starts few believe that what they are seeing is anything more than a dead
cal bounce, 50 most institutional clients, especially my former colleagues in the investment
department af N M. Rothschild, greeted the Coppock signal with derision, just as they had
cregted my Bth January call, one of them going so far as o say cattly (his name was Katz)

“Brian Marber always was mad”,

Contact with Edwin Coppock

The Coppoeck critics” argument was that markets had changed, cveles were shorter, this time
175 different etc; in other words, all the wsual rubbish troited owt at market twns. To silence
themn, [ contacted Edwin Coppock, who sent me a taped reply. This is the gist of il

He was a devout Episcopahan. Having been asked by admimistrators of church funds to devise
a long-term low-risk signal to enahle them o know when to increase their eguity holdings, and
when to stand aside, Coppock asked a number of mimisters how long it ook for the human
mind to adjust to bereavement, divoree, illness, unemployment, losing money, moving house,

retirement etc, ie. the greatest stresses people have o cope with.

The answer was “11 1o 14 months™, In case vou've heard versions of this story from other
sourees, then you heard them from people whoe heard them from other people who heard them
frodn me, and went wrong along the way, As you can see, the indicator has nothing to do with
market cycles but evervthing o do with human mamure. Coppock set to work, Here is the result
of his labour as amended by me.

Creating the indicator

1. Compare the end-month close with the ¢loses 11 and 14 months previously.
2. Express the differentials as peccentages of the current rnonth.
3. Combine the two results and multiply by 10,

4. Repeat the exercise for each of the preceding nine months: the numbers of the oneg
immediately preceding the current month are multiplied by nine, of two months previously
by eight e, Adter ten, vou have a weighted average of the monthly data going back 24
months,
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Plot the indicator below the monthly chant of the index you're monitoring.

2
6. Buy when the curve, having fallen near to (Marber amendment) or below zero, turns up.
7. Stop buying if the curve tums down below zero (Marber amendment).

E

. Finish buying by the time the indicator has risen to zero: if it wmed up near zero, finish
buving in accordance with shorter-term technical signals.

9, Enjoy the ride; after zero has been exceeded the big amplitude move of the bull market
starts.

Sell Signals

The indicator doesn’t give sell signals because human beings don't need 11 to 14 months to
turn from elation to depression.

Chart 6-2: Coppock Signals in FTSE100 since its inception

E-TH Indce . Wenikly .. Werkisg.,

| [Tfoet 19RA [reaz I | ] Enod
e GG, e, O 2006 AT ngfits reserved’ porioits,
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Since 19435, there have been two “bad”™ signals, the first in 1948, Mot in FTSE: it hadn’t been
thought of at the time, but in the Industrial Ordinary Index, which was superseded by the All-
Share. The second one was in 2002, and matches that in the S&P, already described. The
arguments used to explain why the S&T signal wasn’t so bad after all apply equally to FTSE.

NOTE When Coppock signals appear, the fundamental outlook is invariably
poar. But history tells ws to be puided by the signal rather than the
outlook, even if not immediately. For example, four months after the 1958
signal, FT5E was off 4.8%. 5ix weeks after 1991% & 19925, it was off
5.1% and 4.3%.

In 20002, in an article in the Fingrcial Times, Philip Coggan poured scom on the indicator
when the market fell substantially following the 2002 signal: two errors in more than 6 years,

| can only conclude that this distinguished journalist, who learned about Coppock from me,
didn’t distinguish between trading futures and long-term investment.

72
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The Rate-of-Change (ROC), also known as
momentum

I vou're an opera-lover and learn that the price of tickets has just been doubled, vou will
probably cut down on visits, Bul supposing prices are going (o be gradually increased over the
nexi two vears until they have doubled, will you still cut down on visits? Mavbe not.

Markets work the same way., Buy something that falls 5% immediately and 1] het your

emotional reaction is totally different from what it would be if the fall took place over a vear.

E<=MC

It you think vou ve seen something like this equation before, yes vou have. But E = MUC? is
very old hat; E* = MC is Marber™s Law of Relativity: the market obeys all the laws of physics:
nong 15 up for change when E=emotion, M=movement and C=course of time, then the bigger
the movement and the shorter the time period, the greater the effect on the emotions..

Roll a ball down o hill, Until vou let ga, vour arm has all the momentum: the ball, none. But
as so0n as vou release it, the ball starts gaining downside momentum, and the further it falls,

the greater that momentum or rate-of-change becomes, reaching its peak at the bottom.

What happens when vou throw a ball in the aie? Although its momentuim {rate-of-change)
starts decreasing ag soon as vou release i, the ball still Keeps nzing uniil upside momentuim
reverses, Only then does the ball start to fall. By all means keep your eve on the ball, but pay
more altenton to 0s moementuny i§ vou want 1o know when the change from up to down is
about o take place.

The marker iv the ball

Concentrate on the former. Momentun 5 what creates emobion, and it 15 emotion that moves
the market: the faster the market moves, the greater the effect on the emaotions.

Looking at the guestion in another way, if your sales were up 107 last month, that’s good
news. But if the increase over the three preceding months was 14%,, 16% and 1 8% respectively,
then the latest news is relatively less good than at first appeared: sales are increasing but at o
diminishing rate, therefore it may be only 2 matter of time before they not only fail to increase

but also siart to fall,

Creating a momentum of rate-of-change indicator

Express the latest price as a percentage deviation from price st vour chosen date in the past.
My chosen date 15 three months (63 trading davs). This isn't, nor ever has been, a whim: "ve
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been there, done the work, bought the T-shirt, thrown it away and moved on. But my chosen
time period hasn'n

I doubt vou will have 1o draw your own indicator, as [ had o for the fcst twenty vears [ used
it. But to create one, you look back 64 trading days, not 63, for mathematical reasons that
should be obvious: calealate the difference between price now and then, and express the later
as @ pereentape of the former,

Wiy three months?

Empirical observation; if, having fallen for some lme, price reverses and then advances, let's
suppose that eleven days alter the low it has advanced 5%, empirical observaton tells vou if
it hasn't liked such extremes in the past, i.c. if it has tended o react when the rate-of~change

has reached 5%, IT 50, 5% i5 an overbought condition.

Reading the Rate-of-Change’s chart

The chart of the rate-of-change{ROCY 15 read exactly like any other; at extreme levels the
indicator not only shows overbought/oversold conditions (the extremes vary according o
which share, rate, index ere. you're reading, and also the stage of the bull/bear marker you're
in} but alse makes patterns and trends, potential support and resistance levels.

Finally. the principles of averages deseribed i the previous chapter also apply.

I have already told vou that [ vse a 63 -day rate-of-change; [ also use a 10-day average of that
period.

MNOTE Momentum| reversals ocour when the indicator’s average reverses
direction, andthe relevantiopon down trend |line has Been broken By 5.

it ix the relevant up or down rend line?
Tusea 63=day period in London {64 or 653 days when the market being monitored demands i),

The rate-of-change 15 a leoding indicator (where 1t leads the market tends to follow).
Accordingly, the reversals | look for are those that tend to occur after price has been moving
im a trend that has lasted approximately three months, That having been sauwl, it is vital to bear
in mind that all trends can end at any time, often without waming. But the great merit of the

ROC 35 that it tends to make a reversal just before the trend s direction changes.
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Supposing price has been falling, Then the rate-of-change’s down trend line 1s broken by 1%,
and its 10-day average starts nising (the two evenis don’t have o be in that order), then — see
above — a momentum reversal has occurned.

Following a momentum reversal, the odds have moved agaimst continuation of the previous
trend, and if it hasn't already done so, price s likely o start reversing at any time, although

there is mo obligation for it to do so immediately, or indeed, at all,

When driving and you put out vour indicater (actually, 1 don’t think it's called that any more
—1&n’t it now the biinking light or blinking blinkersT), vou are telling others that vou arg about
to change direction. You don't generally flick the switch three roads before vou turm. But
sometimes vou might do so, at others you might change vour mind after it has stanted flashing:
going straight on or even turning in the opposite direction to that eriginally indicared.

MNOTE The indicatoris justthat; an/indicator, not aldicktor.

There are imes when price posts a new rally high or reaction low, but not the indicator. (50,
the peak or trough in price 15 accompanicd by a momentom divergence, A momentum or rate-
of-change divergence is never good news, usually pointing to trouble in the not-too-distant
fisture,

What oioes “mob-tee-disiant ™ mean?

That's the problem: it varies, But if vou trade against the trend of the indicator, vou might
miake money (i vou trade ageinst the trend of anything, you might make money), but you are
taking a risk that [ wouldn't fake, and acting against my advice; therefore wasting my time in

writing this book, and vours in reading it.

[ have never read anvihing in any other book about trends and averages being applied o the
rate-of-change indicator, nor pattems: what vou are reading is pure Marber. The technigques
described so far i this chaptee, and in the following paragraphs, like my technigue for dealing
with potential support and resistance, are my own invention. They dave never been revealed

hefare, nol by me, ainrway.

[ use those technigues because they work, Mot all the time however: technical analvsis 1s not
an automatic process; and although 1 have said it 15 a religion, it is also dependent on the skill
and experience of the person reading the chart: knowing what to vse, and when, In technical
analysis, the only thing that works all the time is the technical analvst,
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Where the ROC points, price tends to follow

Exceplion

There is one occasion when the cate-of-change frequently goes in the opposite direction to
price: during price’s second advance in an up-market, its second decling in a down-market.

Up market: The first significant overbought condition having been unwound (“significant™
meaning an overbought greater than any in the preceding down-market), the second advance
takes place with price going up at a slower rate than it had done when that first overbought
excess was being created, causing a divergence between price and momentum (the ROC),

Down=market: The first significant condition having been unwound {see above for the
definition of significant), the second decline takes place with price falling at a slower rate than
it was when the first oversold excess was being created., causing a divergence befween price
and momentum {the ROC).

Momentum divergence: price rises but the ROC falls or price falls but the ROC rises.

Chart 6-3: RODC
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Chapter & — Indicaiors

The daily chart on the previous page is the dellar mdex from the end of the 1992 decline o July
200675 peak and shows that the advance between April and late June took place despite a decline
by the RO,

Would the green ling, the index month average, have kept you m the market as it frequently
does during an extended rise in prce? Mot for the whole period: in May the average started
falling, switching roles from the potential support it had been when nising to the potential

resistance it then became as it fell.
Woarld anyvithing af @ rechrical narfure have kept vay long?

Lit's see: the last low on the way up o end-April’s high, potential support, was also broken,
the three month average wasn 't tested (T like o see a renewed close abowve an average following
one of more beneath it before allowing that a true test has been made); at 575 May low the
ROC certainly wasn't showing any oversold, nor were stochastics, the RS1 and MACD, Mone

of these indicators are shown here beocause | haven't yet explained them.
Doves the foregodng mean Sl on this oceasion fechnical analvsls failed?

[l vou like 1o say so, ves. But as ve said before, and will say again, i0s an art not a science,

and won't show everything all the time.
Price/ROC divergences

Do price momentum diverzences only tend to appear in the early stage of a major market
reversalT No,

What about trying a different peried

-
-

Would a much shorter or miwch longer peciod than 63 davs be better? Mo, ['ve done the work

and got the answer; 63 days works hest,

Of cowrse, regression analysis could find an indicator that would have kept vou in 5 dunng
May’s decline, after the event, of course. Youw can alwavs find an indicator that, post hoe, would
have got vou out or kept you in any position, but that doesn’t mean it would work the next time.

*  The first major overbought condition of a new bull market is almost invariahly greater
than any seen in the previous Bbear market, and usually the largest overbought of the whale
bull market. If an overbought condition greater than the first appears later on, that new
overbought peak tends to coincide with the bull market’s end.

*  The first major oversold condition of a new bear market is almost invaniably greater than
any seen in the previous bull market, and vsually the largest oversold of the whole bear
market. I an oversold condition greater than the frst appears later on, that new oversold
excess almost invariably comcides with the bear market low.
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Cmee the first overbought condition of a new bull market (the first oversold of a new bear
miarket) has made a top/bottom, i.e. once the ROC has made a top' bottom reversal (explained
at the beginning of the section on reading the rate-of-change’s chart), a fall (advance) almost
invariably follows,

Chart 6-4: first major overbought condition of a new bull market
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The chart 15 FTSE, but that’s not whats important, What matters 15 that it's the chart of the
concluding stages of a bear market, followed by the first major overbought condition (revealed
by the ROC) of the succeeding bull market. In this case, the overbought excess recorded by
the RO in June 2043,

Wity wase | the end-Aprif 2003 overbought condition the first of the bull marker?

Because 1t was lower than Decembser 2001 5.

17
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How dooyou know the reaction following the first major overbought condition has

Judgment and experience, but not very hard in this instance: the successful test of the three
month average {red Line on the char of FTSE iself), which was confirmed when the index,
having closed several times beneath it, subsequently ¢losed above that average again.

But frequently price does better than that, finding support at the one month average in the
same manner as described above. Al others, neither average provides support. 1T that is the

case, you have to wait for some other signal.

Note Do ot compare the first overbought condition of what might be a new bull market or
the first oversald condition of what might be a new bear market with the first overbought
condition of the previous bull market or the first oversold condition of the previous bear

miarket: every bl and every bear marker §els I8 owil paramelers,

When anyone other than a wechnician says “the market’s toe high™, he is acally saying “1
didn’t think it would go up s0 much™; Le. he's wrong, but not admitting it preferming to blame
the matket for being wrong instead of blaming hunsell and bis wrong-headed thinking. But as
| have already written earlier in this book, the market is never wrong; never right, The market

merely 1.

“The market’s too high™ a syvnonym for “it"s come up too much, 00 seon”, 15 ancther way of
saving that it"s worked up o much steam, or that it's curment momentum is too high w be
sustained.

ROC/momentum studies work because the indicator measures emotion in the market place. [t
15 o mathematical caleulation of what constitutes too much, too soon; an unemaotional way of

measuring the market’s emotions.

NOTE Don't ever forget that it is emotion and | psychology iand an imbalance
Between supply and demand; of coursel that rule price; not logic.

Ovher indicators can sometimes tell you the direction of the next move in price, but neither s
extent nor the likely commencement date of that move before price has given any indications,
It 15 also the only indicator that can tell the expert how long that move might last, even belore

it gets underway,
The longe-term doesn § et b have s sav until the intermediate tend has had ity day. The latter
i the province of the ROC indicator, If an intermediate-term move vielates the relevant support
or resistance, the long-term trend can be reversed,
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As with evervthing in technical analysis, the trend is your friend. It doesn’t matter how high
momentum has become, untl the indicator fany indicatory makes a reversal, I is always
possible for that mend to continee. But momentum can and does move in trends, and once the
up or down trend changes s direction, believers in price and price alone are Likely to receive
unpleasant surprises,

Unfortunately for me in my advisor's hat, but fortunately not for you as an investor, the calls
I can and do make based on the ROC are seldom believed because Few clients bother to read
anything apart from the conclusions without trying to understand the indicator’s rationale,
Seeing nothing suspicious in price, they confine their suspicions to the indicator.

The most imporiant considerations are

Is the markel overbought'oversold?

In which direction 1s the ROC™s rend?

Chnee the indicator has reversed, the odds favour o market reversal, but do not make it a

certainty. [n this business there aren’t any cerainties, merely probabilities and possibilities.

System assassad
[nn the early 19805, the techmigues explained in this section, as applied i my analysis of
Ef%, were assessed by a chient company running a “what 1" programme.

Chver the test period (two pears), in a test not confined to ROC/momentum studies but
including anything and evervthing in technical analysis that those involved could think
of, only one system of any kind out-performed the technigues [ use (the indicator
breaking o trend line and its 10-day average reversing direction).

Hftart wears this wonder-svsiem?

Replace my 10-day average with a 9-day one.

In 1950 [ was in Princeton visiting Commaodities Corporation, a stable of traders plaving any
miarket that moved. At that time, the foreign exchange market was one of the big movers and
shakers, shaking evervone except a few technical analvsrs,

[ told the traders how | used the ROC, emphasising that the market becomes high risk if you

continue tradimg any mate in a trend’s existing direction when the currency 15 alresdy extremely
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overbought or extremely oversold. One voice kept interrupting. “that™s when vou make the
big money™.

I kept on talking about the high risk: the voice kept on repeating the mantra, “that’s when you
make the big money™. It taught me a lasting lesson: don't anbicipate the end of the trend,
price, in indicators, in anything. Taking some money off the table is a good idea, of course, but
don’t reverse positions until the ROC tells you to do so.

Technical analysis is about interpreting what the chart/is saying; not about

thinking,

The latter is how you lose the big money.

The voice was Mike Marcuss, destined o make enormous sums of money in FX trading, and
immaortaliscd in Jack Schwager's Market Wizards, a book | couldn’t recommend more highly
if wou want to learn about how the really successful traders trade and think, Whether, having
met me, Mike Marcus then eschewed high risk, [ am not able to say, but 1 doubt it

Cme thing T can say: 108 no good trving 1o ke the risks other people are able to ke unless
you are capable of doing so. As George Goodman, aka. Adam Smith, remarked in his book The
Maney Ganee (0 must-read for anyvone interested in this business, even though the author is not
in love with technical analysis). “if vou don’t know yourself, this is an expensive place to find
out™.

Mow for some other indicators, but none | rate as highly as the ROC,

Copyrighted®material
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Stochastics

The indicator, according to what 'was told a lomg time ago, was born in the commodity market,
I never checked this out. [ never read about i either, because (1) I couldn™t understand the
myathematics; (2} I didn™ care, {33 1 gave it a try and if appeared 1o be of some assistanee,
sometimes; (4} technical analysis, in my submission, anyvway, is all about “if vou can™ beat
“em, Join "em’

Brictly the theory behind the indicator is that in a rising market price tends to close near the

top of the daly rmnge: in a falling one, near the bottom. Enough said.

The indicator is an oscillator, scaled Trom 1 to 100, When levels in excess of 80 are posted, the
oseillater is showing an overbought condition, whergas at levels below 20, it is showing that
the market is overseld.

The “signal” to deal

Some would say that you sell ahove 80, including selling short; buving to cover shorts and go

long below 20,
I say “rubbish™ w both.

Az you can see, the indicator has an average, and if you want a *sell™ signal, and a “buy™ signal
fior that matter, wait for levels above 80 or below 20 w0 be posted, dealing only after the average
has changed direction as well; sell when the indicator has risen over 80 and the average starts

falling: buy when the indicator has fallen below 20 and after the avemge has started nsing,

Why the inverted commas 7

Because 1 don’™ believe that dealing purely sccording to the movement of stochastics will do

anyore miuch good, 17 any, i the long ron.

J-day stochastics:

Coming from the commodity market where five davs is the long-term and positions are
frequently sold out by the weekend, the indicator is unlikely to start rising until afier the market
has already done so.

o)
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Charl 6-5: S-day stochastics
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The indicator’s average starts rising later still. Then, if the movement only lasts around five
days, and you use a downturn by the average as vour reason 1o cover the position, by the time
you do so vou've probably made a round teip - a euphemism for losing money,

NOTE You cannot found an investment policy or a trading one (in my
submission) on a 5-day period.

Where 3-day stochastics can help is when you have made up vour mind o buy {or sell} and
want o introduce an element af shori-term timing in order o find an entry or exit-point.

24-day stochastics

I know no one who uses this time period unless he leamed it from me. [ use it because it works.
[t does 50 as follows: once levels above 80(75 if you prefer) have been posted, the indicator,
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though overbought, frequently stays above 80075 for long periods; it isn’t primed to unwind
that condition until both indicator and average have fallen below vour chosen horizontal, When
indicator and average tall below 25/ 20, registering an oversold condition, the latter frequently
lasis for long periods.

Chart 6-6: 34-day stochastics
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Even though the criteria for the overbought condition to start unwinding were met in January
and February 2006, FTSE’s one month average never stopped rising, never ceased to act as
support for price. Using a second filter to dissuade you from acting without sufficient reason
has to be a good thing.

A problem arises when indicators give conflicting signals, That's when you need judgment
and experience; when those who think they re “a bit of a chartist™ fall by the wayside, deciding
that technical analysis is no good. That's good; the less technical analysts there are, the more
effective does technical analysis become.
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MOTE With 34-day stochastics you are kept in the market, or out, when other
indicators covering shorter periods have done yvou no good at all,
enriching no one apart from stockbrokess.

Why did | choose 34 days?

[t"s & number in the Fibonacei series. logical? With a number of indicators the standard default
is 14, Why? A 14 day period equals half a lunar month. But a lunar month includes weekends,
whereas the standard 14-day default doesn’t. Mow that's what 1 call illogical.

34 day stochasties fills a niche. | try to cover a number of different time periods:

*  5days (short stochastics),

* O days (the relative strength indicator),

= 21 days (one month average),

+ 63 days (ROC and three month average), and

= 252 days {one year average in the LUK stock market — 261 days in the FX market).
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Relative Strength Indicator (RSI)

Deviged by Welles Wilder, the oscillator is one of many created by this American, and if this
raises the question that if this one’s any good. why did he feel the need 1o devise any others,
that’s a very good question {a synonym for: “1’m not sure of the answer™.

In FX markets in the 19805, it was all the rage. [ investigated it, and found it didn’t work very
well for me. But the oscillator does apparently work for some technicians, so here 15 a

description of how it works, .. for them.

Cracillators are scaled from 0 to 100, Like stochastics, the RS1 (relative strength indicator)
shiows an overbought condition when it rises above T3 or B0 {the choice is vours) or falls below
25 or 20 (same thing applies).

Eelative strength: what strength and what is it relative to?

The oscillator calculates the ground gained on days when price is rising compared with the
ground lost on days when it 1s falling,

Chart &-7: RSl
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[ have used the standard default, ¥ days (trading sessions) for the oseillaror/indicator, 21 days,
the standard default, for its average.

[ it was your strategy to buy only when the oscillator was oversold, and only w sell when it
wis overbought, yvou bought in Oetober 2005 and sold in Movember, buying agam in May

2006, making one prafit and running one paper loss.

Lising changes in the direction of the average (see the red and blue vertical lines on the chart),
you traded far more often. And if you had substtuted a shorter period than 21 days for the
average, you would have been even more active,

Proponents of the R&I also draw trend lines as described in chapter two (1 have drawn three
on the chart), combining them with upturns and dewnturms of the average, and including,
where relevant, overbought and oversold conditions 1o indicate when to buy and sell. But that's

not all: they also pay attention o the relevance, iF any, of crossing the mid-line at 50,

The possibilities are almost limitless, but ['m not finished yet, Divergences between indicator
and price are also faken inio account. As an example, between Movember 2005 and May 2006,
the 5&P was trending up while the BS1 was trending down. a bearish divergence.

[t can’t he denied that the index Tell out of bed i May, but was the divergence the reason? If
s0, why didn’t the former fall out of bed in any of the first five months of that divergence, it

having been equally apparent during all of them?
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Chart 6-8;: RSI
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In gold the indicator has worked much better, certainly since May 2005,

Wit does this rellf us?

Omnce again, that there are no cerainties, just probabilities and possibilitges. IF vou are thinking
about using the RS1, look at its record in whatever chart vou're analysing and see if it has been
good or bad.

In the early 19805 the senior dealer of BP, then a client, became hooked on the RS1, but in a
much more simplified way than the examples given above. He swore by covering long
positions in cable (£/%) whenever the oscillator advanced above B0, going short (selling £)
whenewver it fell below &0,

Iinvestigated: at the time, 1 didn’t come up with any favourable conclusions despite changing
the time period of both oscillator and average.

But, as frequently pointed out, if something works for vou, use it, and [ have recently decided
it does waork for me, and since | didn’t have any other indicator for two-week periods, 1 look
at it, having incorporated it into my work-sheet,
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Moving Average Convergence & Divergence
(MACD)

[ would be cheating i T didn™t quote my sources, & variation of one 1 first used many vears ago,
and heard about from David Upshaw, a friend in America.

MARS 15 what David called his study: an acronym of Moving Average Ratio Series. It plots

the percentage differential between a shorter and longer moving average,

As prices rse, the differential between shorter and longer widens until, ke a piece of elastic
streiched (oo far, the two ends {the level of the averazes) snap back, il nof together, at least
towards each other. When prices fall, cnce again this differenual appears until it gets (oo great
fwhat is too great vou must discover through observation), when, once again they snap back
towards each other.

The only way this can happen is if price falls or rises.

-

The mathermatics of technical analysis

5o far in this chapter, when introducing indicators apart from the ROC, 1 have been
apolozising for nod explaning the mathemacics. 've just realized that there 15 no reason
fo apelogise becavse it isn™ necessary 1o understand the maths; the only thing that

matters s, does an indicator work?

I you are already wsing technical analysis, or decide to after reading the book, vou are
very unlikely to have to do what 1 had to do for most of my working life, caleulate the
indicators yourselt, beeause it is all done for you by whatever service to which you
subscribe, Whatever that scrvice may be, it will also explain each indicator better than

| could, and by mathematicians,

It may not be an intellectual appeoach, but since techrical analvsis is about empirical

observation, nod theory, this particular non-intellectual techmical analvst believes that if

it works, use it. The investment business is not an intelleciual pastme: its about trving
1o make profits and limit losses.

Supposing vou embrace technical analysis but decide not to subscribe to o service; you
won't have the time to caloulate all the indicators even if you understand the
mathematics, and this book 15 about technical analysis, not maths. How many

accountants arne :.'_.[I.'ll'l-l.‘l investmen| I'L'II!]'II!11:'.1'_'1'!-;.'.;I cignl,
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Since services became available, T have tried a number of them. By far the best, and
one of the more reasonably priced, certainly far less expensive than Reuter’s or
Bloomberg, is the one [ have used for the charts in this book, COG Inc.

The system 15 user friendly; so 15 evervone on the help-desk. You always find someone
available and unfailingly helpful. And if a problem occurs out-of-hours, that doesn’™t
exist as far as COQG is concerned: your call gets patched through to America,

A

The technical world hags moved on since the word from MARS. For a stant, calculators and
compuiers have enabled exponential averages to be calculated, and although 1 don’t use them
when looking at the charts of price for reasons explained elsewhere, they are used in the
MACD, the moving average convergence and divergence indicator.

Here 15 the indicator plotted beneath the chart of the FTSE1M index between November 2005
and June 2006, The averages are exponential, the red one covering a shorter time period than

the longer, It is nov an average of the black average.

Chart &-8; MACD
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The green line on the chart of the FTSE DD index is its one month aritfmellc average,

The indicator gives signals when—

|. the aversges cross each other;

2. the averages cross the zero line,

Signals—

¢ Buy: black crosses above red average

*  Sell: red crosses above black average

The vertical lines show where FTSE was when the fifteen signals deseribed above were given.

When the averages are below zero, since the crossing of the red by the black genecated a buy
signal, vou are aleeady in the market by the time they both cross above zero.

The reverse applies when the red average crosses above the black: vou have received a sell

signal and are already out of the market when the averages cross below zero.
That befire so, what s the point of the zevo Hine?

[t can only be of interest when the averages have not generated o recent signal and are trading

near to that [ine,

In the example shown on the chart, vou were given less hassle and far fewer signals purely by
watching the index” one month average {green), whose mule, like all averages is that you stay
in the market as long as the average 18 rising, 4 rising average of whatever length or fime period
being potential support.

You bought in November, sold in May and bought again in late June.
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Which indicator do you use?

The choice is vours: what you choose depends on many factors—

[, wour time-frame;

2. how many times do you want to be put in and out of the market;
3. your appetite for risk®;

4. your antipathy w paying the expenses of dealing;

5. vour machismo;

Ao your appetite for taking decisions.
You might decide to wse only one or two indicators, the second being a filter for the first; or

all of them relying on judgment and experience to tell which one to use in any given situation,

Whichever indicaton(s) vou use, if you iry using the same time periods but other indicators, all
will give broadly similar signals. For example, a 9-day BSI won't tell vou anything different

froan 9-day stochastics.

In Chapter One [ wrote that price was the most important indicator of all. It still is. But my

worksheet, Chart 6-10, comprises the following:

t's no good trying o fake other people’s risks; no good saving to yoursell, if he can do o, 1 can or
cught to b able to de il vou try doing that, you'ne bound to lose money; only take the nsks you'ne
capable of teking. Though money 15 masde at the g twbles in Monte Carlo, i you haven't got the stomach
for it you're bewer off an the beach,

8
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Chart 610 my worksheet
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The chart (BSkwB 2002-03) shows price at the top. then the 63-day ROC followed by 34-day
stochastics, 26 & 13 day MACT, 9-day R51, and 5-dav siochastics.

The mdicators below price have been placed according to the time pernods they cover, starting
wilh the longest und ending with the shortest.

The vertical ines show where some of the signals to buy and sell were given; when signals
were given simultancously or almost so. by more than one indicator, for the sake of clarity
have anly shown the signal given by the ROC,

Colodr codo

« ROW:red

*  3d-day stochastics: light bluc
= MACL: dark blue

«  R3D black

*  S.day stochastics: green
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S-day stochastics:

When explaining this indicator carlier, I wrote that for the reasons given then you can’t found
an investment policy, or a trading one, on this indicator alone, As ever, the chart shows why,

When the move signalled by the indicator is an extended one, Ociober’s advance, [or example,

the first “buy™ signal on the chart proved profitable.

But what about the first sell signal, also in Cctober? 1t too appeared when the move was
extended, but didn’t make yvou any money if vou were a short trader, while if vou weren’t, it
put you inte B5kyB again at a higher level than that at which vou sold,

The signals are shown by the green verticals — six were profitable; five weren't. That is
provided yvou assume that you paid no commizsion (which is a stupid assumption).

S-day B3I

Four signals, but only two are shown, The other two coincided with the ROC™s first and Last

gigmnals,

You made money on the first long trade, but were taken out of the market and/or put shoet on
[4th November, far oo soon i view of the subsequent advanee which lasted until January. The

re-entry then proved unprofitable: you were “obliged” 1o sell on the day the final red line

appeared (the ROC and R8T giving simultaneows signals).

S-day MACD

The first and second signals coincided with S-day stochastics’ [irst and third. Both were
profitable, the second being closed at the black vertical, when vouw were put long again, 1.2, you
bought,

You sold at the next red ling (MACD and ROC gave simultaneous signals), and covered the
position, 1.c. you bought it back, at the next red line, when once again, the ROC's signal
coincided with the RSs. Your profit was taken at the final green line (MACD and 5-day

stochastics giving simultancous signals).

34-day stochastics

Your First trade was rigeered simultaneously with the BOC™s [rst; taking the profit in early-
Movember when the two indicators” signals coincided. You bought again on 13th Movember
(Hght blue vertical ), wking profits when the indicator s signal ocourred on the same day as the

next one from the ROC.

%)
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Chapter & — Indicaiors

Cm 13th December 34-dav stochastics said buy (not marked on the chart), taking protits in
mid-=January.

RO

The first trade was profitable, but you were taken out too early, on 8th November, when, if you
were 8 short trader anticipating a fall, vou also sold short, making a loss when put long again

at the end of December. That position was closed at a small loss in mid-January 2003,

Conclusion

The period reviewed is obviously too short to arrive at any firm conclusions as to which
indicator is likely to produce the best results, But a longer period would have been too
confusing: the charts could illustrate one, of course, but explaining a multiplicity of lines far
greater than those shown above would have been confusing, not only for you but also for me.
[n any case, my objective wasn’t to try and show you which indicator 15 best but how and
when thetr signals are given, special attention being paid 1o those signals” relative tming,.
Mevertheless, although | had already come to the conclusion, long ago, that 3-day stochastics
wis only useful to time buying or selling following purchase or sale decisions @ken for other
reasons, | find that 1 like the RS] rather more than [ did when 1 started writing about it earlier
on in this chapter.,

As Tor the MACD, does it tell us anything that we don’t know from observation of one or more
of the other indicators?

We are left therefore with 34-day stochastics and the ROC. [ like both. And don’t forget that
in order to make the review casier o understand, [ chose not to show how averages and trend

lines might have affected any decision to act.

MNOTE Inthetend, price fakes care of evervthing,

But discipline, judgzment, experience and [uck are of almost equal importance, Never forget that
when vou make money, vou get lucky: when you lose it, i0s not the market’s fault or the chart’s
but your own,

185
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Chapter 7 — Candiesticks

Cﬂ ndlestick chart analysis pre-dates Western technical analvsis by two hundred years, but
it wasn't until 1984 that it started to become known, and used, anyvwhere outside Japan,

At [irst sight, many people find candlesticks too difTicult to understand. 1 never did, and
learning about them proved most enjovable while the results were highly rewarding,.

The techniques of candlestick analysis deserve a complete book, but when | was commissioned
to write this one, my brief was not to write vet another comprehensive tome — there are already
too many — it was to tell readers what 1 use, how | use what 1 use, and how [ came to do so.

Accordingly, [ am not going (o tell vou about every candlestick, whether it be a single one or
part ol a group: vou can find them all in Sopanese Candlestiok Charting Technigues by Steve
Mison, published by The New York Institute of Finance.

What appears below is wof a candlestick chart; it’s the bar chart of BP between end-June and
garly Movember 2005, The vertical ling shows the daily trading range, the horizontal lines,
one on either side of the vertical, the opening and closing levels, the former pointing to the lef,
the latter to the right.

Chart T-1: BP, bar chart
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Marker on Markobs

1 don’t know about yvou, but | have always found bar charts virtually impossible to understand,
of read, so 1 den’ use them.

Although bar charts appear throughout Edwards & Magee's Technical Analysiv of Stock Tremds,
the authors state that it 15 the closing price that counts,

I have alwavs regarded Edwards & Magee's great work as the technician’s bible, and what
they say goes, or did so until 1 started learning about candlesticks in the early 1990s, after | had
already been a technician for about 29 years.

The next chart, like the bar chart, shows BF between 9th May and 30th June 2006.

Chart T-2: BP, candlestick chart
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*  [Fach vertical line 15 a candle, including both the thick and the thin parts.
The thick white {or black) section is called the real body.
The thin line is called the whisker or shadow:

* Candles arc white when the opening is lower than the closing price.
Black when the opeming is higher than the closing price.
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Chapter 7 — Candiesticks

*  When the open and close are the same, or nearly so, the real body is a horizontal and called
a i

[ don't know about you, butl 1 find candlesticks are easy to understand, and believe yvou will
do sa, once you know what they represent.

Why the thin ling tsn’t called the wick, | haven't the faimtest idea. Maybe it's to illustrate that
you shouldn’t burn the candle at both ends, or because few wax ones have two wicks.

Some candles only have shadows at ene end, many have them at the fop and the bottom of the
rizal body.

When there are no shadows and the candle is black, the opening price 15 the day™s highest
rade, the closing one is its lowest trade, ¢.g. 23rd August’s: black with no shadows.

When there are no shadows and the candle is white, the opening price is the dayv’s lowest trade;
the closing one, 115 highest, eg. 9th September’s: white with no shadows,

l. The length of the shadow’s relative to the size of its real body tells you the candle’s
character: a candle tells vou far more than a bar or closing price can.

[

Acsingle candle, dependent on its shape and size, can be a reversal pattern.

The relative size and relationship of one candle o its successor’s 15 highly relevant.

=

While reversals do oceur following a single candle, showing that the low 15 in place at the
close of business on the high or low day (what other tvpe of chart does that so clearly?),
some candles, while not being reversal patterns an their own, can be bullish when price
has been Talling, bearish when it has been rising, provided the next day’s candle givies the
required confirmation.

L

Mot all reversal patterns are created by a single candle: two, three, four & even five candle
TE‘-'ETHHI ]'IEI1|I:ITIH are i I,II'II'Z'I'II:_'IWI'I.

b, An expression ascribed o the Chinese is

Cne picture is worth a thowsand words,

But when I said this at a seminar in Hong Kong, [ was genily corrected. Apparently, the correct
EXPIressien is,

A swlawnce fells all

[ do hope so. Having written 377 words about the nature of candlesticks, showing only one
chart to illustrate them and, even then, only to make favourable comparisons with a bar chart,
here 18 that chart again, annotated to help vou leam that in a candlestick chart a glance really

cloes tell all,

)|
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Chart T-3; annotated candlestick ehart
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When reading the following pages, you will find it much easier to do so, if you make a copy
of Chart 7-3 above; you will be able to refer to it constantly, rather than keep turning back.,
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Description of candles

Unlike the reversal panerns described in Chapier Four, the size of the advance/deching that
follows a candlestick reversal cannot be foretold. When a pattern works (they don’t do so all
the time, otherwise technicians would all be nstant billionaires) i only reverses the
immediately preceding trend. and holds good only until the next reversal pattern, Le. one that
reverses the new trend.

But that's not all; a reversal is just a reversal, not #he reversal, While it is true that any day that
any price closes below/above the highflow day might he the start of the mother of all bear/bull

markets, you never know that al the time.

Advances don’™ oblige by ending only when & reversal pattern appears: the same applies to
declines: the same as the reversal pattern-induced advances and declines already described in
Chapter Four, Technical analysis is a guide, not an infallible gift from heaven.

Please remember, as | have pointed out before, that what vou nead in this book is not necessarily
what you might read m other books, This 15 not an apology or a boast, but an explanation: |
lost a lot of money doing exactly what [ was told to do i varions books: what vou read here
15 what T read but amended through expericnce.

1. White Engulfing Paitern

A otwo candlestick reversal, The regson 15 obvious: The first is black and small relative o s
successor; the second, white, preferably relatively long, opens lower than the black one's

opening and closes above its close; Le. the second candle engulfs the first
The pattern, aedy seen affer o fall, reverses the immediately preceding down trend.

{In case vou're wondering if the pattern only appears after a fall, look at 6.)

2. Shooting Star

Following an advance, price apens above the previous close: the real body can be black or
white. Either way, however, if a shadow appears beneath the real body, it must be very small,
and frequently there 15 no lower shadow at all, As for the shadow above the real body
{mandatory), it must be a long ong; much longer than that real body,

The candle implies a fall, but not necessarily the next day. T hike that next day's candle o be a
black one, preferably opening lower than the shooting star’s close. Otherwise, how do you
know that a fall wall follow? You don’t You'll only know that if one or more of the next few

candles (unlike the shooting star), lams out 10 be a top reversal pattern.

k]
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As tar as 1 am concemned, a shooting star without immediate confirmation is nothing at all
Ehooting Star as a balfom?

There is no such animal. But sec 7 for a candle that looks like a shooting star furmned upside-
down

3, Haram

The pattern consists of two candles. They can both be black; they can both be white, Or black
(1) white (2} or vice versa.

The real body of the second candle must be contained within the first’s real body. Harami 15
Japunese for pregnant and the first candle 1% known as the mother candle, the secomd as the

by,

The pattern resembles an engulfing pattern, read from right 1o left. But vnlike an engulfing
pattern, the harami 13 not a definitive reversal pattern. What it tells vou is that the trend in
being has ended.

After an advance, the harami shows that supply has increased to the point where it matches
demand. After a fall (the pattern can appear following either), the reverse: demand has
increased to the point where it matches supply.

What do you do when you see a havami?

Failing any supporting technical data, you do nothing except watch and wait, But if you have
been long during the preceding advance, (or short during the preceding fall), and a harami

appears, there is every reason o take profits an half vour open position, dependent, of course,

on your time frame.

4, Harami Sros

(]

This onc's first candle appeared following the second day of a one-day fall triggered by the
harami that preceded 1t, After the second candle — a dop (explained in 5) — had compleied the
pattern, the following day's white candle wasn't needed to confirm it as a bottom reversal
because the harami cross was a complete reversal by itself, Although there was no upside
follow-through immediately thereafter, 14th’s candle (sce 5 below) was a low, which, on a
closing basis, wasn't broken until six weeks later.

The apeming and closing prices are at the same level, or as near as makes no difference. The
books say that the doji is one of the most important of all candlesticks, but what that means |

i
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have never been able to understand. It certainly isn™t always & single candle reversal pattern,
not in my experience anyway, even though it sometimes acis as one,

The diji at 4 on the chart of BP, coming, as it did, afier a fall, and followed as it was by a

white candle was a reversal pattern however, and this one worked,

Although the shadows above and below this one’s real body are long, making it a long-legped
daji (if they had been both long and of equal length, it would have been a rickshaw-man). the
real body™s position relative o its shadows is, for the most part, irrelevant, except when that
shadow 15 very short, indicating a narrew trading range on the day, week, month under
consideration.

Provided the day’s range 15 narrow, and the doji appears above the previous candle’s real body
in a rising market. beneath it in a falling one, the candle 1= a Daoji Star.

Provided the doji star is succeeded by a confirming candle on the following day, week etc,
(see below), it becomes a reversal patier.

Confirming candle?

As far s | am concemed, following a decline, a doji star is confirmed as a bottom reversal onlby
if the succeeding white candle closes relatively near the day’s high; following an advance, a
deji star 15 confirmed as a wop reversal only by a black candle that closes relatively near the
day™s low, [For the rationale, please refer to the theory behind stochastics — Chapter Six,
Indicators. |

~ e Y - m P
. Black Engulfing Patter

Adter a nise, a small white candle 15 engulfed by a black one (see 3, and 1) The latter describes

it in detail. The black engulling patiern is a reversal, a top one.

—_ I

nyariac SIS

MNomenclature, no-brainer; it looks like one. The real body can be black or white, but must be
sinall; the upper shadow, long, The latter must be ovodtheee times longer than the real body, I

there s a lower shadow, it must be very small. Frequently, there 15 no lower shadow at all.
An inverted hammer only appears after a fall,

[ follewed by a white candle that closes near the upper shadow™s high, 101 a bodiam reversal,
Adl those criteria were present af 7 a bottom was confirmed and a further advance duly
followed.

5
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d. Haram

This one had two white candles, but that’s allowed, When the candle that followed was black,
and the ¢lose not only lower than the pattern’s second candle but also at the day’s low, if
confirmed that the harami was a top reversal, even though it didn’t work, It isn’t hard 10 see
why, in view of what that candle was (see Th

. Invertad Hammear

Following the harami at &, and the black candle that followed, on the face of it that harami
became a top reversal. But lock at the shape of the black candle: an inverted bammer, which,
as pobtted out in 7, 05 an attemmpl toomake a bottom reversal, provided i s confirmed as such
by the succeeding candle being white, which it was.

The advance that followed this confirmation only lasted one more day however, But as [Mve
already told you in the introduction to this case history, o reversal is just that; a reversal, not

the reversal, and can be subjected to another reversal the next day,

Live by the candla’?

Dok this mean that if vou live by the candle, you must die by 18?7 You can if you like,
or your decision on how to act mighs be made subject (in no particular order) to your
time-frame, the dircetion of the long-term trend, your appetite for risk or security, the
cost of dealing: i.e. vour judgment and experience

And even though that means vou have 0 do some thinking, that thinking is technical,
nol fundamental, therelore not necessarly incompatible with the maxim that thinking

is what causes the big losses in this business.

Since an inverted hammer 15 a bottom reversal provided it is confinrmed as such, as already
described, what about & reversal called a Hammer? Is there such a pattern”? Indeed there is.

The nearest approximation on this chart 15 the candle that follows the shoeling star at 2,
although it could be argued that its upper shadow 15 lomger than a purist would care for. I am

not that pure. Inany case, look at the length of the lower shadow: much longer than the
pwoltheee imes the size of the real body reguired [or this candle.

There can be no doubt however that the hammer was a bottom reversal, even though the

advance that followed lasted only one day.

bl
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Fanging Man and Toverted Hawmmer

Since both pattems require the real body to be small and the close near atithe day's high in the
former, neariat the day’s low in the latter, why, subject to the nature of the candle that follows,

does the pattern become a top'bottom reversal?

I pose the question because in the hanging man, the market opens high, has a large intraday
fall and then rallies strongly by the close, On the face of it, that"s potentially bullish because
the sellers are accommaoedated, and then overceme. As for the inverted hammer, it is the buyers
who are overcome, so the pattem cught te be potentially bearish,

The answer is simple: empirical observation.

1 & 11, Hamam

Confirmed, as always, at the close on the second day, when the advance ended, supply having

increased to the point where it equalled demand,

When did the pattern become a top reversal? According to the principles already explained, not
on the day alter the appearance of the harami, but on the fellowing one,

The reasan?

Although the first candle afier the two-day harami was black, 115 ¢close was above the patiern’s
second candle; not, in my submission, a top reversal. Accordingly, it was the black candle at
L1, closing below all three of its predecessors, that provided the confirmation.

Opened when no part of the shadow or of the real body (i there is no shadow) is al the same
level as any part of its predecessor. A window 15 the same as a gap in Western technical analysis.

See also 12a, 12h & 12c.

The theory is that the window will be closed: in a down-market price should retum to the level
of the preceding shadow or, if there is no shadow, to the level of the real body. 1fwhen price
obliges, the window is elosed, and the market’s previous trend is resumed. In other words, the

window 15 not & reversal but a contineation pattern.

Mote the words “theory™ and “ifwhen™ A theory 15 a theory because if hasn™t been or cannot
be proved, and windows aren’t always closed. Although the window was closed by the candle
between 12 (the day after window opened) and 13, a perfect example of the theory working
out, 45 vou will see when we get to October on this chart, there are many occasions when it
doesn’t.

2T
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Long before | became involved with candlesticks, | had always had problems with gaps.. For
oy daily work, using, as I did then, only closing prices, | never saw any gaps. Mo problem: it
did me no harm ar all; exactly the same as my non-use of volume.

| P prehlem of gaps

From time to time, in order to understand the intermediate or long-term picture | did
examing weekly or monthly bar charts. Secing the gaps, 1 had to learn something about
them. Techmical lore had i thus;

[.  gaps are closed within three davs;
2. if not closed then, they Il be closed in three weeks;
3. i not elesed then, they’ Il be closed in three years.

Maturally, that taught me nothing; at least, nothing of any practical use, so 1 asked my
friend and former colleague, David, a highly experienced Amerncan technical analyst,

for his view on gaps.

Giiven the similarity between his origins and family name, Yohannon, and Yossarian,
the hero of Carchi-22, David's reply was hardly surprising (it"s a catch 22 situation},
“Evervthing depends on what fype of gap vou e looking at: is it a breakaway, runmning
or exhaustion one’™

Whether yvou are a day-trader; someone taking a longer view and looking at a weekly
chart, or a long-term investor examining a monthly one; when the relevant candle/s
appear, confirmimg what type of gap it 15, the opportunity to trade has gone; an example
of received wisdom: by the tme 05 received, i's oo late.

My problems with gaps and windows continue,

13 Wincow
I 5% TRy

This one was opened at 23rd’s 627, 22nd’s close having been 628, and was closed two days
later when the high trade of 25th Auguost was also 628,
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14, Engulfing Paftem?

Ma; although the black real body did engulf the preceding small white one, to make a reversal,
which is what an engulfing pattern is (it is never a continuation pattern), appearing after a fall
as it did, 14°s candle would have to have been white,

Wz ihe fall Black candle that followed 14 o bottom reversal?
M,
That befire so, why did the markel start o vally the next doy?

Because not every top or bottom is signalled by a candle.

[= [ =T B
15, Twenzers

A two-candle reversal pattern: a top following an advance, a botiom following a fall. But
tweerers are less significant than these already described, Sometimes hoewever the second
candle combines with the first to form a second or dual reversal, making the whole pattemn
more significant.

Tweezers are formed whenever a high or low {close or intraday} matches that posted the day
{week, month, dependent on the chart's time period) before, a5 the high rmade on 2nd Seplember
matched 1505 642, The pattern is equally valid if the previows high or low was posted several

days, weeks ete before the second one. “Several™? That's a matter of judgment.

16, Whils Engulling Hatiern

[t is white because that 15 the colour of the second candle. Two days later, 13th's low trade
having been at the same level as the engulfing pattern’s first candle, tweerers: an example of

a dual reversal such as that deserhed in 15,

17. Shooting Star

Actop reversal; see 2. But the next candle’s low trade was only 0.08% lower than the opening
of the long white candle of two davys earlier — as near a2 makes no difference, a match, Tweezers
again, and the fall rriggered by the shooting star was reversed.

After three bodtom reversals in seven days, and even though there had been o top reversal
hetween fwo and three, It is e wonder that BP then took off.

ol i
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0 T ]
|5, % -\.I-"r'.

It was closcd, but not until fourteen days had passed, while in the interval BP had first risen
. 11%% and then fallen 7.51%. Anvone waiting for the window to close was intellectually
rewarded, but finaneiallv? 1 think not,

18a. Window

Same argument as above; closed five days later.

sof mumpered

Wasn"t 22nd’s white candle a hamimes? Aflter all. while having hardly any upper shadow, s
lower one was very long indeed, and if certainly looks like a hammer? Mog it may look like one,

but hammiers oy appear after o 601 and this one had, at the time, the highest close of the rally.

Accordingly, despite not appearing at the absolute high (20th & 21s51%s intraday highs were
above it), 22nd's was a Hanging Man, a potentially negative pattern, although on the following
day a black candle was needed (with a close near the bottom of the daily range) to turn that
potentially negative candle into a top reversal.

Although a black candle did appear the next day (23rd), it did not confinm that hanging man
a5 a top reversal because the close was near the day's high, forming a potentially bullish

hammer, which was confirmed as a bottom reversal by 26th’s long while candle.

18, Long-egged Do)l & Black Engulhng Faltermn

The long-legged doji (see 5) was succeeded by a long black candle that opened above the real

[

body of the former. By the close, that black candle had not only confirmed the doji as a top
reversal but also completed a second reversal, an engulfing pattern: two reversal patterns for
the price of one. Two are more bearish than one, and this pair was cven more so because it was

an Evening Doji Star (to be explained later in the chapter),
20. Doy

3rd Dctober’s candle was one,

A pevtewtiad beifom?

Potential is a5 potential does, and this one was never confirmed, On the contrary, that doji was
followed by an open window which wasn't closed until 21st January of the following year.

ylx]
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-

Provided vou were an investor, and as long as vou knew for certain that it would be
closed.. eventually, vou could relax while price fell from 633530 1o 399,00 during the 13
following days.

But that begs the gquestion; would you be relaxed? Mothing is certain in this or in any other
business, and as already explained im Chapter 5ix {Indicators ), the larger the fall and the shorter

the time taken to make it, the greater the effect on the emotions,

21, Window

Mot closed until the following January.

22 Bet-Hald Limnes

A candle that looks as this ong dogs (white, opening at or very near the day’s low, closing
higher, after having been higher still} and that appears atter a fall iz bullizh,

Would it have been an mverted hammer if the shadow had been two'three times the length of

the real body instead of less than two? Give me two ifs and 'l beat Tiger Woods!

The real body here is a bit big for a hammer, but even so, it would have qualified as one. But
who cares? An inverted hammer is only a potential bottom reversal, whereas a beli-hold line
in low ground 15 bullish, all by itsel, even it it doesn™t trigger an immediate advance as this
one did

23, Dark Clowe Conear

Adter just two more white candles and a strong opening on the third day that gapped up not only
above the preceding candle’s real body but alse above its upper shadow, the sun set on the
advance. Price fell back, and the close was not only below the opening but also more than
half~way below the white candle’s mid-point. That's a one-day op reversal called dark cloud
cover: the reasons are obvious

*  Thereis also a black belt-hold ling, bearish, naturally, But | won't describe it until [ find one:
a glance tells all, if you hike,

«  There is also a bottom reversal that looks like the candle that makes dark cloud cove; but
upside down, and white, Once again, Il deseribe it when 1 find one,

24, Black Enqulfing Pattern

Hee i,

"1
—_
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25 Dinj

Coming, as it did, after a fall, this one (a gravestone for viswally obvious reasons) should have
been a bottom reversal, But if it had been, the market would have rallied the next dav; it didn’.
Fven so, after a fall, a doji, gravestone, long-legeed or rickshaw-man, 15 frequently the sign that
a low nvay not be long-delayed, as in this case, a low being posted only two davs [ater,

But was that low, unaccompanisd by any bottom reversal either on the decline’s penultimate
day, on the low day or on the Arst day of the subsequent advance, the direct result of the daji
al 257 Mavbe it was, but 1 would be unhappy o buy on such a candle without other supporiing

technical data.

Gravestone doji after an advance: a long white candle followed by a doji often signals @ top,

A low without cne: just one of those things., Technical analysis s an art, 0ot & SCIEnce.

27, Tempiation

Is not the name of a candle, but the two white candles do look like a harami, and would have
been one if only the pattern’s first candle had appeared on the low day. But the “pattern™ did

appear only one day after that low,

Mevertheless, despite the evidence provided by 25, 26 & 27, 1 don’t think thae 1 wounld have
been a buver. [ would have been wrong,

Not anly far short—term traders

By now, you might be thinking that candle reversals, when they work, are all very well, but
since they only indicate the dircetion of the market until the appearance of a candle reversal
pomting in the opposite direction, they are only of interest o a short-term trader. You would

be wrong.

Candles apply equally well, or better, in weekly and monthly charts, working just as well as
they do in daily ones, and an investor does himself no harm at all by getting out of & pesition
one month or, better still, one week afier a high. even if he doesn’t know at the time that it 1s
the high.

But before I show vou any weekly or monthly charts, vou need 1o see o few more candle

reversils on daily ones.

-3
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Chapter 7 - Candiesticks

Chart 7-4: BP once again, but this time in late 2005 and early 2006
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|2 numbered candle formations appear on this chart. Some you’ve seen: others, you haven't.

B

Look at the chart and note the candle formations you recognise, as well as those you don't.
{Please refer o the first BP chart and explanations il necessary.)

Mame the ones vou recognise,

3. Are they bullish or bearish?
4.
5
&

Are they one or two candlestick patterns?

. Which are the ones you haven't seen before?

. Are they bullish or bearish?

The new candles are 3 & E. But first, here are the answers to the remaining questions.

1.
2
3.

Black engulfing pattem: top reversal,
Tweezers (the lower shadows: a bottom reversal that failed to work as one).

[Wait for explanation. ]

#13
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Martsr on Barkals

4, Shooting Star; potential top reversal, but one that was not confirmed by the succeeding
candle,

Black Engulfing pattern: top reversal.

& A

Hammer: potential low, but not confirmed by succeeding candle.

Black Engulfing Pattern.
2. Curb vour curiosily.

%, Harami: buying pressure matched by selling pressure, The candle that followed was black.
Accordingly, the two candlestick formation became a continuation, not a reversal pattemn,

10, Harami: stasts, The candle at 11 was black, not confirming 10°s harami as a bottom reversal,

1. Harami: 12 confirmed it as a top reversal and confirmed a black engulling pattem.

Clher paints to note

The window opened on 3rd January had still not been closed by mid-March.

[6th & 17th January™s harami was confiemed as a top on 18, but Taled o work.

A& E Both are Balt-hold lines

When price has been falling, without necessarily having posted a new reaction low (although
i did at 3), the session (day, month, vear) opens al the low, the real body is white with a close
below the intraday high, but that doesn’t gqualify a8 an inverted hammer, it 15 2 positive ot
bullish beli-hold line.

When price has been rising. but is not necessarily at a high, merely in comparatively high
ground {sce 8], @ real body opens at the dayv’s high, is black but too long for a hanging man,
with a lower shadow that is also too short for that pattern, it is a bearish belt-hold line.

Mow we da our ABC

stars, plain and o)
A, B & O were all forg-legmed dofi, Sl can Yoo spoi the odd man oni?

The answer is B, Although in all three cases the dojis” real bodies papped from the candle that
preceded them {the first requirement for a doji star), w confirm the pattern as a reversal, the

succeeding candle has o penetcate well into the real body of the candle preceding the doji.

-3
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Chapter 7 — Candiesticks

The only doji to satisfy all criteria was B, That was when 12th’s white candle was posted,
confirming that it was a Morning Daji Star, a bottom reversal,

[I the candle succeeding A had been black, penetrating deeply into 2nd January’s white candle,
and/or that succeeding C's had done the same with 16th February's, either'both would have
been confirmed as an Evening Doji Star, a top reversal.

Here 15 an Evening Do Star

You've seen it before, at 19, on the first numbered BP chart in this chapter.

The confirming candle following the doji star also confirmed a black engulfing pattern.

Chart 7-5; candlesticks, stars
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Stars with no dojiz In a rising market a long white candle is succeeded by a small candle of
gither colour whose real body gaps up from the white one’s real body. The third candle of the
pattern must be black, and penctrate deep into the first’s real body, The result: an Evening Star,
a top reversal.

In a falling market, following a long black candle is succeeded by a small candle of either
colour whose real body gaps down from the black one’s real body. The third candle must be

white, penetrating deep into the first’s real body o form a Moming Star, a bottem reversal.
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Marker on Markots

MOTE While neither of the stars in the chart above had very much to reverse
ithe greater the preceding move, the more significant the reversaly, what
cannot be denied is that they did the job they were intended to do,
reversing the preceding trend’s direction.

The candlesticks explained so far do not constitute a comprehensive list. To compale ong would
take a book, but those shown do include most of those you are likely to sce, | hope they whet
vour appetite. 1f they do, you'll need to read a book devoted to the subject. But we're not
finished wet. What follows is a report written an Gth July 2006, just before | wrote this page.

. y
The Tokyo Market News

ath July, 2006

TRI-5TAR ISM'T |UST A PLANE

Its also the rarest reversal pattersn of all,

The pattern is so rare that in the standard work in English on candlestick charts, there are
no actual examples: the author couldn’t find one, w0 he drew il

But 3rel, th and Sth july 2006 the Nikkei iormed a tri-stas: theee doji stars with the second
higher than the first and third.
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Chapter 7 — Candieslicks

b

—.nk

Although | admit that the middle star’s real body might look a bit too big to qualify as a
doji, this is partly due to the scale an which it has been drawn, while it you take into
consideration that the difierence between the opening and close of that real body is
(1.246%:, and that there is no precise definition of a doji except that the difference must be

small, how small is small?

If that star is a doji, the tri-star is a tri-star plus. Plus what! Plus an Abandoned Baby, an or
even rarer top (bottom} than a tri-star. [t is formed when the gap up or down between the
middle candle and the first and third ones is not only real body to real body but also
shadow to shadow. Once again, the authar already referred to, justly noted for the extent

of his research, couldn’t find one

But his hook was published long before Gth July 2006, whereas this report wasn 't

In Topix, there was no abandoned baby because the middle candles lower shadow
overlapped the first candle’s upper one. Nevertheless, you are looking at extreme rarity in
bath charts.
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Steve Mison, whio was the author of the book referred to befare, the standard wark written
in English on candlesticks, uses the word “important” to describe some reversal patterns,

including the tri-star. cont,,
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.ot
Linfortunately, | have not been able o work out what he means by that

Whit | do know frem my onen experience 15 that vou can wse seme of the reversals all of
thes time; all of the reversals some of the ime, but you cant expect all of the reversals to

work all af the time,

The tri-star being a reversal, the market shouled fall: & has already done so today, reaching
the first potential support in the form of Juneduive up trend line, My address isnf
Cettysburg, but holds goed here as well: you can't expect all of the supports o work all
of the time, otherwise prices could never break one, and there would never be any hear

rarkets,

Support and resistance do break sometimes, which is why the words don't appear inomy
analyses unless preceded by “potential®. | never expect suppart to break ar o hold: | wail

and see what happens.

Unless a bottom reversal pattemn appears beforehand, if the trend line breaks, the one
month and one year averages {green and blee lines on candle chans) will be gested:
important doesn’t appear o mean fcertain® nor does iF necessarily imply a large post-

confirmation movement, either up or down,

When the latter average provided support last month, T wrote that the rally should
continue and that the possibility of the highs being tested should not be discounted unless

three successive closes heneath June’s low were to intervene. | haven't changed my mind.

! Tlapanese Cancllestick Charting Technigues”
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-
Tokyo Market News
1 1th ||||:,' 200085
Ire-star i|11purlunl?
Mo maore than any other reversal.
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Marker on Markobs

LLonl
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Alter the tri-star, Monday's tall white candle was a white enpulfing pattern, a bottom
reversal, Today's black doji converted the white one into a harami cross, anathers bottom
rewersal,

The window opened by the Abandoned Baby (Nikkeil, Evening Star (Topix) is still open. If
it is closed soon (candlestick lore has it that windows are closed), AND new highs are
posted thereafter, my belief that the word "important” is just a word, and has no influence

on the size of the subsequent move triggered by any reversal, will be given quite a boost,

. A

The white engulfing pattern failed, but five davs later tweezers (only a minor reversal compared
with the important(?) and rare abandoned baby and tri-star) appeared, and worked, By early
August the gap had been closed. Every reversal is as important (unimportant?) as every other.

If you are an investor as opposed to a short-term trader, vou may be feeling that candles aren’t
anything that you need o add to vour technical armoury. But what about weekly (even monthly
charts)?
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Weekly candlestick charts

Chart T-6: Nikkei Index, weekly candlestick ehart
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1. White Engulfing Pattern

A nine week advance followed itz appearance on the preceding weekly chart.

2. Shooting Star

Confirmed the following week. The market fell for another four. The tall white candle
follewing that fall, although not marked, was a bullish beli-hold line; it triggered another
advance lasting five weeks.

3. Balt-hold Line

The long black candle 1o the left of 3 was bearish, but the pattern doesn 't demand an immediate
fall; and none was fortheoming, On e contrary, the week that followed produced a long white
candle. But look what came next; a long-legeed doji, a sign that a top might be near, which it

#21
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Martsr on Barkals

wis, The white candle that gapped up from that doji was a star, which the next week’s long
black candle then confirmed as a wop reversal.

Although the index then went up for two weeks, and the first of those was a bullish belt-hold
Ime, 1t wasn't the only bullish event that week, The low week’s candle closed below the nising
three month average (13 weeks, (o be precise), while the belt-hold that followed closed above
the average again — rising averages are potential supports — and the support became actual,

indicating a refumn to recent highs, wrless reversed beforehand by a fop reversal candle.

The doji in the following week proved to be a top reversal, although that only became ;
certainty at Fridav’s close, when the weekly candle was below the average, which had stared
falling by then, becoming potential resistance: it stopped the mid-Movember rally three times
in the next five weeks.

Explanation of Nos, 1-5 {Chart 7-6a on page 223)

1. White Hammer

Adtempt to ground, alse the second candle of & harami, a bottom reversal pattern. Both were
confirmed i the following week by a white candle which had a higher close than was seen in
thie week of the hammer. The advance that followed lasied ten weeks.

2. Black Enguliing Patterr

I hope vou Enow all about these by now.
3 sravesions La)

Deseribed previously.

4. Inverted Hammer & White Engulfing Pattern

Thie second candle confirmmed the hommer o5 a bottom reversal and was also g bottom reversal

in its own right.

5. Rickshaw-Man

Confirmed as bottom reversal by the white candle that followed.
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Chapter 7 - Candiesticks

Indicators and candlesticks

You will certainly have noticed the averages, trend lines and ratc-of-change indicator, cven
though this is the first time in this booek that | have placed any on a candlestick chart.

Im answer to the question which, 1 hope, vou've been dying to ask, ves; averages and rend lines
{and potential supports and resistances) are just as valid on candlestick charts as they are on
line charts. S0 are Bollinger Bands, which will now be explaned, the combination of all
indicators in a later one.

[ don’t know if these indicators are used in Japan, and | don’t care; | use them, and this book
i5 about what 1 use, The reason | use what | use is because | have found that everything | vse
helps me. That's why [ use Bollinger Bands,

Chart T-Ga: Nikkei Index, weekly candlestick chart
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Marker on Markots

Bollinger Bands

Chart 7-7: Ballinger Bands
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You saw this chant (without the green and black lines) accompanying the explanation of candle
formations earlier im this chapter, The green ling is a 20-day average because that is the standard
default in the CQG data system, and presumably what John Bollinger, who devised the
eponymous bands, used, and also advised others 1o employ.

I have never read very much about the indicator; 1 just heard about it from another technician,

who added something about two standard deviations from the average being emploved to
create the bands, one on either side of the average.

Presumably, the reason the lines don’t mimic the behaviour of the average is because they
illustrate price’s direction and volatility relative to the average berween them. That is also the
reason, as [ understand it, why they don™t mimic each other,

I make no apology for my ignorance; this is not a handbook, it's my book, and I'm not a

mathematician, but a technician; if something works, [ use it
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How Bollinger Bands work

The bands are flexible trend lines, The upper band is potential resistance, the lower, potential
support. Because the bands are fexible, their angle of advance or decline varies according to
price’s direction and volatiliny,

The application of Bollinger Bands to candlestick analysis

[ once saw an article in the journal of the Society of Technical Analysts, written by JTohn
Bollinger. [ didn’t have time to read it fully, but did have tme o notice that 1t was illustrated
by a condlestick chart that had Bollinger Bands on it. That s all [ needed to know: if it was good

enough for Bollinger, it would do nicely for Marber,

I do remember that the theme of the adicle was that when price gof ngar the upper or lower
band, the tendency was for it to reverse, and in due course to test the opposite one. That wasn't
good enough for me, ['m a pedant, and [ want ceriainty, or, failing that, as near 1o certainty as
I can get, Accordingly, I ereated my own rule for the meaning of “near™.

Marber's Rule for Bollinger Band Raversals

Umnee price has contacted the lower band, and (1, refernng to the previows chart) a white candle
appears above the band and closes above its predecessor; (2) no part of the real body or shadow
makes any contact with the band, a Bollinger Band separation has taken place. This doesn't
mean that the trend has definitely reversed from down to up; it merely alerts vou to the
pussibility that it might have done or be on the pomt of doing so; in other words, o time to fake

some of your profits if vou are short.

Look at 2 & 3 on the chart: the candle to the leit of 2 was black and touched the lower band.
The one at 2 didn™t touch the band, but it was black, The one at 3, however, didn't touch the
band: it was a Bollinger Band separation, signalling i possible trend reversal, and confirmed
as an actual ene, chez Marber, by coincidentally being a beli-hold line {Beli-hold lines are
bullish but not trend reversals by themselves).

Marber s rule also applies once price has contacted the upper band, and a black candle then
appears below the band, closing lower than its predecessor, no part of the real body or shadow
having touched the band: a Bollinger Band separation. The candle at 6 provides an example,
I case vou're saying that & was a Hanging hMan, therefore a possible reversal by iself, [ know.,
But do bear in mind that the numbers on the chart were placed for reasons that had nothing at
all 1o do with Bollinger Bands: they are there because they illustrate candle formation. ches
Marber, vou didn™t need o wait for a confirming candle, even though there was one the next
day: the Bollinger Band separation + Hanging Man was a confirmed top reversal.

T
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Candle cutside the Bollinger Band

A candle totally beneath the lower Bollinger Band or totally above the upper one {no part of
the real body or shadow making any contact with it), signals a short-term oversold/overbought
condition,

Chart T-8: candle outside the Bollinger Band
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To unwind thai condition howesver, all that 15 needed 15 a candle to make contact with the band:
this usually takes place within two days on a daily chart.

18th June's low and 3rd July’s high are examples of candles outside the bands, the next day’s
candles marking the unwinding of the oversold and overbought conditions respectively.

In the former case, the trend reversed as well, but this reversal was not the consequence of the
oversold condition but of the candle itself, a moming doji star.

In addition to the Bollinger trend lines, the two straight trend lines on the chart above show you
that the use of the former doesn’t preclude calling on the latter to help vou, Anything vou feel
iz likely to help vouw is fine by me, even fundamental analysis if you must, though | eschew it

torally.
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Narrowing of Bollinger Band channel

Chart 7-9: narrowing of Bollinger Band channel
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When the channel between the bands narmows considerably, and moves due-East, signalling a
sideways trend, frequently, but not invariably, a crossing of the upper/lower band by a real
body signals the direction of the following one.

{13 is an example of this, but the advance signalled by the white candle never took place
because the small black candle that followed was not only a bearish belt-hold line but also, with
a tall white candle preceeding it, formed a hacami, confirmed as a top reversal pattern by the
gravestone doji the next day.

The white candle at {2) provides another example of direction-finding by the first real body to
penetrate a narrow channel. Although the black candle separation from the upper band four
days later was potentially bearish, the nsing average (20 days chez Bollinger, but 21 days chez
Marber) provided support, allowing the up trend signalled by the candle at (2] to continue.
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Conclusion

This has been one of the longer chapters so Tar but, as [ old vou earlier, whole books have been
written on candles. My aim has besn not o condense but fo show vou most but not by ey
means all of the things vou are likely to see if vou use candlestick analysis; also w L the veil

on an aspect of technical analvsis that I lind wseful.

Cme thing has emerged however, at least in my mind. [ started out at the beginning of this
chapter thinking, as Japancse technicians must do, that candlestick analysis is stand-alone, As
| end the chapter however, | realise that it is enhanced by the vse of the technigues of Western
technical analysis, just as the former al=o enhances the latter,

3
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hen | was a broker {I beligve it's now called *on the sell side™), specitically, in the 1970s
W[] went mio the beastly business in 1935, but didn™ put pen to paper professionally
until 19733, and writing vechnical reports for institutional clients in the hope that they might
be read rather than put straight into the wastepaper basket, which is what I used to do with
research when [ had been on what 15 now called the buy side, | decided 1o concenirate on what
[ would have found vsetul during my timee as an inyvestment manager at Rothschild between
1969 and 1973, ifonly someong bad been producing I

Apart from the usual stuff, indices, gilts (that’s what bonds were called then), interest rates
and gold (o1l hadn’t been “invented” then, at least in investment terms), [also meluded analysis
of exchange rates as well as market sectors, the latter in both absolute and relative terms, the
hank sector relative to the All-Share index for example, the FTSETOD index not having been

deviscd then.

[ don™t think my work had muoch influence on the areet avdience becavse, although London
investinent institutions voted me best technician in the City Tor six successive years, the market

share of the Nirm where [ was a consultant didn™t get any bigger. Pearls before swine?

Relative strength works

Drespite investment managers’ indifference 1o sectors” strength relative o an index or one
currency s streneth relative to another, relative strength charts help, enormously, otherwise |
wouldn "t be using them, or writing about the concept.

Felative strength has certainly worked for me. In the stock market, it helps find sectors likely
to put-perform the relevant index; and which index is likely to be the best performer, It still

helps me today.
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Chart B-1: relative sirength
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Supposing you have decided that oil shares are likely to nise, and are looking for the one most
likely 1o rise. The preceding chart could help. It is the BP/Shell ratio. But take care: BP under-
performed Shell between late March and July, that's easy to see. But this chan doesn’t tell you
that BP el during that period. I did, but vou need (o look at the chart of BP's price (o discover
that.
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Chart B-2: FTSE100 relative to 250
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From the chart above it is easy to see that between November and May it was all downhill Tor
the FTSELOO index relative to the FTSE2Z50 index. But was it downhill for the FTSEID) in
absolute terms? Not at all: the 100 index went up, but not as much as the 250.
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Chart B-3; FTSE100
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Between early May and June the 100 out-performed the 250, But did the 100 go up? Nao, it went
down.
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Chart B-4: FTSE250
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So did the 250, but as the chart at the top shows, the 1040 fell less than the 250,
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Chart B-5; TOPIX/FTSE100

T ITeE § OECS eanedby (Delvped by 20 mili) = ™

o 5 o n C 1 o o C 5 o o o 5 e
o 150000
- 1R

REEE

|
[RETEN RESTIR R =R R = (T AT EECT O RS TR FTOT T AT T R R EE S FIETl FTTTT RN ST S E

Sowee: GQE, e © 2006 A0 nghfs resorded wosiomiote.

W CTTEL CEvE

The chart of Topix divided by the FTSE1D]) index since 1988 illustrates that from 198R, its all-
time relative high, to 199875 relative low, Topix (the one on top) under-performed FTSE. Since
1998 howevert, the game has changed completely, with Topix out-performing FTSE.

The average is the one year (twelve months, to be precise, this being a monthly chart), and since
it is rising, and the long-term down trend line has been broken, the 2000 high exceeded, and
a sequence of higher highs and lows has come into being since 19985 low, if you're looking
for a long-term view, it is that Topiv showld continwe to out-perform FTSE. However, the chart
docsn’t show how that out-performance will actually take place,

The following chart of the FTSE/S&P 500 ratio shows that the former under-performed the
latter from 1994 0 the beginning of 2004, since when it has out-performed. a trend that will
continue until it ends,
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Chart 8-6: FTSE/S&P 500
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FTSE up, 5&F down?

Mot necessarily: they might both go down, the latter more than the former.

Relative and absolute perfformance

At Rothschild, fed up with writing reports for the unit trusts [ was managing, when trying to
justify indifferent actual performance in a bear market, one Chnstmas [ wrote:

Crovd rest ve merey, genilemen,

Let nothing vou despair

Although last vear was difficais,
The firre antloak & fair:

Your fund is down [9%,

One less than the All-Share;

M glad sidings of comfart and joy,

£37
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| didn’t like losing money, even if | was losing it at a slower rate than that at which the indices
were falling, There weren't any iracker funds then, but if there had been, Twouldn’t have liked
them either. [ still don’t

Tracker funds are all very well, but since bear markets are no more abnormal than bull markets,
and mvestment managers eschew large holdings of cash, what do you do when the former
hits? Unless you are fortunate enough to be holding Anthony Bolton®s fund, and that didn’™t
exist in 1970, vou have to grin and bear it: “hear™ meaning pat up with, not sell short; hedge

funds did exist in 1970, but they weren't allowed in the UK at the time.

Mever forzet that investment genius is a short memory and a riging market, whereas investment
intelligence is acquired only theough long experience of falling cnes; particularly at present
(July 2006 ) when the current bull market, at three vears four months, is the third longest of the
past 24 vears, Since the end of the [ast bear market young investment geniuses have become
ten a penny. How many of them will stll be investment geniuses at the end of the next one. |
wonder,

3
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Relative strength and the foreign exchange
market

I the FX market, a currency 18 not an absolute: it°s & relanve. One rate is alwavs relative to

another. When the man in the travel agent’s asks what £ is doing, he usually means £/,

The way the rate was expressed confused me greatly when 1 fimst became invalved in FX
markets. £/% ought o tell vou how many pounds you get for a dollar, 1t doesn’t; it tells how
many dollars you get for a pound. As for ©F, it should tell you how many euro you get for a
dollar, but actually tells how many dollars vou get for a curo, $IPY tells vou how many ven

a dollar will buy.

Since £/5% expresses how many dollacs vou can buy with a pound, it ought 1o be expressed 5/£:
it isnt The way rates are expressed (but not calculated) is the opposiie of other relative strength
charts, where the lirst-named of the pair yvou’ve chosen is divided by the second: the more the
chart rises, the greater the out-performance of the former relative to the laner.

My Involvemeant with FX

[ the 19705, although sill working as a stockbroker, 1 wrote a great deal abowt whether £ was
likely to out-pertorm 5, Yen, DM and CHE, believing that FX was another aven which ought
to be of vilal inferest o investment managers,

[ was wrong, of course, shout investment managers being vitally interested in FX movements,
For the most part they were completely indifferent to (unaware of ) the risks of therr exposure

to foreign exchange markets whenever they bought shares overseas,

Most managers tended to let their clients, institutional and private, and the holders of their unit
trusts, fake the strain, and the pain, of the foreign exchange market without letiing them know
they were doing so. Many managzers baven’t altered their attiude, maintaining that when unit
trust holders efc make the decision to invest abroad, they know the risks they are incurring, and
that therefore i isn’t the managers™ job to try and protect them.

i H. Shaw, had summed up their attitude many years carlier:
“Forelpn Evehange movemenis are like Sarday afiernoons,

wihiech althongh occwrring af regwlar ntervals always caick
Baker Streel! station by swprise.”

In the 19708 investment managers” ignorance of the foreign exchange market was matched by

treasurers of major corporations and the major banks who advised them: there was hardly a

hank that had heard of a chart, let alone used one.

s 1!
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Although at the time | had no idea that | was going to become a full-time FX consultant at the
end of the decade, the work 1 did on exchange rates during the 1970s was what got me into the
business,

In March 1979 1 started writing a monthly FX commentary for Euromoney, being paid the not
exactly princely sum of £100 per article (the standard rate), which, net of the swingeing tax
rates in those pre-Thatcher days, netted me just £12.50 a month.

Chart B-7: 210M
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My third article, dated 1st June 1979 stated that %, which had risen from DMI1.2200 to
DM 1.9200 in the previous five months, was extremely valnerable (broker-talk for “poing to
fall substantially™). The chart accompanying that article is reproduced above.

5 did fali, almost from the momens the arsicle appeared: if only markets werve always so

offiging.
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Chart B-8: 5/0M
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The fall that took place in June and July that year elicited a phone call from Ed Miller, treasurer
of Amax, then the largest natural resources company in the US.A.

“If we had done what vou said in that article, we could have saved the company hundreds of
millions of dollars™, was what he said to me. Ed came to sec me in my Dickensian office; he'd
never heard of charts until then. My secretary xeroxed everyvthing 1'd ever written on exchange
rates, and a week later I was in the FX business, for rather more than £ 104 per month,

My article on /DM, and the meeting with Ed Miller that followed, completely changed my
life. Thinking the magazine was lucky for me, [ wrote for Euromoney for another fourteen

years. Duning that ime, no other reader ever phoned again to tell me how impressed he was.

Ignorance and the FX market

In the 19705, treasurers of major companies, usually accountants with no FX market experience
whatsoever, were let loose in what is the largest casino in the world. They hadn’t the faintest
idea how o play. The FX market 15 the only game where, even before the first half s over, they
move the poal-posts, a differently shaped ball is introduced, and the rules are altered without
anyone being told.

41
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Concern about FX movements involves making decisions not about goods but about money,
Doing nothing was considered good management, deciding to cover exposures, speculative,
The resuli: closing your eves to FX volatility was respectable; covering exposure, suspect.

Hhat happened?

The inevitable: rates would move to the treasurers” and their emplovers” disadvantage,
Inactiviry then became hyper-activity. The gadarene rush to boli the door on the empty stable
didn’t end there but on the rocks below the nearest clifts as uncountable numbers of lemmings
happily leapt over.

Mo one apart from technical analvsts knew anvihing about FX. And ignorance was more than
matched by arrogance. The geneeal attitude had been neatly summed up by Winston Churchill

as early as 1949 in a speech in the House of Commons:

There i o spitere of Bienan thowghi fnowhich i i easier to show superficial cleverness
aitd the appearvance of superior wisdom than discassing guestion of curvency and
erclange.

In the 19705 and 19805, everyone had an opinion on the foreign exchange market, especially
if he was a chairman of a major company. 11 the treasurers acted on their bosses” views, the

money the chairmen lost for theirr companies would defy belief,

The rise of technical analysis in FX markets

Fortunately for treasurers, technical analysts in general and this one in particular, in December
1978 Euromoney published the resulls of a survey underaken by Stephen Goodman, the Singer
Company’s director of treasury planning. Is conclusion was, “all the echnically-ariented
forecasters did remarkably well, the average performance of the poorest (being) far better than
the average performance of the best ceconometric-oriented forecaster”, Technicizns came in

frenm the cold, and not belore time.

Eeonometviclans get panned

Far the one thing they can T wndersiand:
IFa rale trends or ranges

O foreten exchanges,

The taw is Suppdy and Demand,
Why were the technicians so good, the cconometricians and other fundamental analysts so

bad? Because the former operate, albeit sub-consciously, with the knowledge that markets,

especially the FX market, where the decisions taken are short-term compared with those made
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by stock market investors, are governed not by logical but by psychological and emotional
forces, whereas the later don™.

NOTE There is only one fundamental in FX markets: speculative transactions
outweigh those where currency is actually needed by far more than fifty
BC e,

The decline of fundamental analysts’ relative strength in the FX
market

The buzz phrases in forcign exchange analysis in the 1970s and 1980s were inferess rate
differentials and purchasing power parite, Occasionally, technical analysis would be invited
to debate the merits of our work with the intellectual approach of these fundamental analysts.
[f was no contest,

In May 1985, using the results of surveys of one year forecasts carried out by Euromoney at
six month intervals since December 1980, [was able to demonstrate that fundamental analyvsts
working with purchasing power parities and interest rate differentials had demonstrated no

ahility whatsoever.

At the start of the period in December 1980, 12 forecasters took part, By May 1984, there were
33. By May 1985 there had been seven forecasting periods. In four of them none of the
forecasters was correct on trend; in the remaining three, on two occasions one was correct, in
ihe other one, two were,

[t wasn't until December 1985 that the majority of forecasters who had chanced their

fundamental skills one year previously finally got the trend right.

Technical analysts took no part in these surveys; we know better: a trend 15 a trend is a trend,
and while some last several years, they don’™t necessanly last for one, Our job is to ¢all a change
in trend after it has taken place, riding it until a change of direction, Despite this, in November
[483, | forecast that by June 1986 /DM would be significantly below the then 2,5100, In June
986, it was 2. 2004,

Wirs 1 breakinge the rufes?

Mo, following a five year advance, $ had peaked in Q1 1985, Once the up trend had changed
direction, calling it down for two years or more was a no-brainer. That particular down trend
lasted until end-149587,

o ]
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Treasurers walk where angels fear o tread

Corporate treasurers had been so ill-served by the banks that, following Stephen Goodman’'s
survey, and unlike investment managers, they were only too willing to listen 1o fechnicians.
Accordingly, it wasn't difficult to get major LS. corporations to subscrbe to services that had
more than a 50% chance of keeping them on the right side of the rend. UK companies were

a harder nut (o crack however.

Trying to get business from Tesco in the 19805 — [ knew the chaimman — I was told that they
could always call Lord Chatto {who he?), and since the company had two actuaries they had
no need for more advice.

Twe actuaries?
That’s like having been to two good public schools; one is considered enough.,

WPPs treasurer told me that when he wanted an opinion, he called a friend who worked inoa
bank. Evidently he didn™ know that on the sell desk they are there to get customers to deal,

not b oive advice.

The chairman of Binatone told me that he didn't like my £/% forecast. 1 told him that if he
wanted an opinion he would like, he should call Lloyd's Bank: they were thinking the opposite

o mie on E5%,

Satnsbury took my service mainly because the wholesalers of tnned salmon were really FX
traders, just as Jaguar were, 1T Sainsbury got £/5% wrong (£5%Can, to be precise), puliing tinned
salmon on the shelves at the wrong price, it didn™t walk owt of the shop, the shoppers did.

With £5 at 13000, the grocery division wanted to know 1f they should buy 5. The mte was in
a frading range hetween 13000 and 1.2900, and 1 told the treasurer that if £ closed above

| 3004 they should do nothing; below 1,290, they should buy 5 immediately.

Acclose below 12900 was posted several davs later. £ held there for three more dayvs, and then
fell rapidly o 12000, What should they do now, was the question. I said that, provided they
fad done what 1°d advised in the previous call, they should smile, and be able to s2ll lots of
bnned salmon.

They hadn’t bought S at just below 1 2900 however, Why? Because “the directors had been
hoping that £ would go gbove 1.32007,
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Realth warning

Writing about the Topix/FTSE ratio earlier in this chapter [ told you that the chart’s messape
wis, buy Topix, sell FTSE. The message from the sacond chart was, sell the S&P and buy
FTSE. In ather words, my view of the likely relative performance of these three indices was,
(1Y Topix (2) FTSE (3) S&P. That was then: now {September 2008) the S&P has changed
places with FTSE.

When the charts change, | change my mind, What do you do, sir?

Then, and now, 1 was nol giving you an invitation to buy any Japanese shares or to sell any UK
ores, amy more than it was an anvitaton to sell ULS. shares and buy UK ones: the ratios tell you

about the indices relative o each other, not aboul any of their constituents” actual performance.

The message now is that Topix is likely to out-perform bath the S&P. and FTSE, while the

second-named is likely o ou-perform the third,
Floe denge &5 thart redaiive performance likely io fasi?

Lintil the relative charts reverse their current long-term trends, as FTSES&P appears to have

done recently, recorded elsewhere in these pages,
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Ratio charts

Chart B-9: ratio char
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NOTE Ratio charts tell you what the ratio is likely to do - that is the only thing

the charts of ratios do.

1f the Topix/FTSE ratio {see preceding chart) does continue rising, it can do so for any one of
the following reasons:

. Topix and FTSE both rise, but the former rises more than the latter.

Topix rises, FTSE moves sideways.

Topix rises, FTSE falls.

Topix moves sideways, FTSE falls.

. Topix and FTSE boih fall, but the latter falls more than the former.

e

i
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NOTE Mever infer what the absolute price of one of the ratio’s components will do

Mo matter how stromg the message being given by the matio may be, apart from anvthing else

your reading of the ratio might turn out to be wrong.

The nonsense talked about ratios by some experts and brokers

DJIA/gold

The Financial Times reported recently that according to a French broker the Dow Jones
Industrial Index/gold ratio averaged 12.5 since 1971°% collapse of the Bretton Woods

Agreement.

Chart 8-10: DJIAgold
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The charis disagree with the unnamed agent de change, Monsieur was wrong: since the
collapse of Bretton Woods, the eatio has never averaged 12.5, or anything near it, except very
briefly. As the char above shows, the ratio did average 1.8 for one week in 1980,

But brokers being wrong should never surprise you: | was a broker for 27 years, and [ was

wrong all the time until 1 became a technician eight years into my sentence.

Broking Is ke plaving golf fowrsomes! always having fo say you 're sorey.

Chart B11: DJIAIgold
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According to the same broker, at its 2000 peak the Dow was 40 times the gold price. As you
can sce from the chart above, M. dgent de Change boobs again! It was 43 84, He continues,
“when gold was 5850, the ratio was 12,5 agam®, No, it wasn’t. As the first of the two charts
shows, when gold was 3850 in January 1980 the Dow/gold ratio was 1; the one year average
at the peak, approximately 1.9,

Now here comes the Kicker: supposing the broker had been right about 12,3, with the Dow now
trading at around 17.5 times the price of gold, if it were to fall to the post=-1971 average. gold
would rise to nearly 5900 an cunce. But he wasn’t right.

4G
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As far as | can work out, and my maths might be suspect, using the ratio’s 10-vear average,
and calculating its level at all vears ending in 6 {four of them), since Bretton Woods™ collapse
the average of the ratio has been 35, Accordingly, for it to go to its average level of the past
35 vears, gold would have to fall to 5317, Given my negative reading of gold, nothing would
please me more or surprise me less,

Bus why showld this ratio equal ity average level of the paxt 35 vears?

There are no “shoulds™ in this business, except what the chart savs, and what the chart of the
ratio says at present is that although the trend is down, the 19-year average, encountered
recently, i1s potential support.

Mot only was the Inspector Clouseau of French broking wrong about the ratio’s average level
since 1971, that’s nothing compared with the double whammy that followed his comment
concerning gold at nearly $900 an ounce: 1t would have to go there, assuming (don’t you just

love that word, “assuming™7) that “the Dow stays where it is now™ (26th July, 2006),

Chart 8-12: Dow Jones Industrial Average
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The Dow always stays where it is of course, which is why it never goes up or down, or does
it? Of course it does, If markets didn™t go up and down, how would brokers make a living?

Qiligold ratio

M. Clouseau has also been looking at the gold/oil ratio. Apparently, its long-term average is
around 16, Currently, it's 8.4, Ah! A retumn to the long-term average would take gold past
21,004, But shouldn™t that statement include an “assuming™ Something like “assuming oil
stays the same a5 1t is now”. Like the Dow Jones Index staying the same as it i now, that is

quite an assumption,

Chart B-13: oillgold
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What is the rafio s chart saving mow?
|. The double top between the two red lines implied 7.17, an objective already achieved.

2, The onc year average is rising, implying that the ratio might find support at current levels:
rising averages are potential supporns,

3. There is potential resistance at 10, not only because it was the recent high but also because
the three yvear average is at that level, and falling (a falling average is potential registance).

Gold/silver

Chart 8-14: goldisilvar
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At the start of the 1970s, gold was $35.00 and experts said that the historical gold/silver ratio
average was 135 and couldn’™ go any higher because, iFit did, the arbitragewrs would sell gold
and buy silver, in which case the ratio wouldn 't alter. But vou already know what [ think about
experts and their opinions,

Wiy the experts were saying the historic average ratio was |5 m view of the evidence provided
by the chart, 1 don't know, but my database only goes back to 1971, and maybe it was 15 in
the 19605, although | doubt if. In any case, at the beginning of 1971 the ratio had already nisen
to 25 (mee the LHS of the chart), s0 what had happened to the arbitrageurs and long-term

averagenrs, [ wonder?

I suppese no one had told the ratio it couldn™ or “shouldn™t™ be able to go above 15, o, if he
did, it didn’t listen. Since the davs it couldn’t stray too far from the long-term average of 15
(it did go down to that level once between 1971 and 1986, at gold™s 1980 high), the ratio has
been as high as 1022 (1991, as low as 4548 (1998, compared with the current 56,146, [is
current long-term tend s down.

Brokers” outpourings and economic forecasts too, are always full of “assumings™ give me
two assumings and | can beat Tiger Woods any time 1 like,
To be a broker it helps o be articulate (also il you're a lorrv), Robert Bernsiein, former CEO

of Bandom Heuse put it this way,

Cinly intwition can protect vou against e most dangevous individeal of all, the ariculare
IRCe el

The vield gap

Did wou ever hear of the yvield gap, the rano between the yields on eguities and on gilts?
Equities always had to vield more than gilts; they always would yield more than zilts in order
to reflect the greater nisk m holding them. Then something called inflation appeared, closely
followed, in 1963, by the Trustee Investment Act. The yvield gap ratio became the reverse yield

gap ratio. Which leads us on to.,.

What lessons should be learned about ratios?
. Mever pay attention (o experts; be vour own.

2. Ratios do what they have to do,

Lid

The chart will tell wou whar ratios have to, or might be about 1o do.

4, Historic levels are interesting, but imelevant.
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The expression “they 're as different as chalk and cheese™ applies: if you're trading chalk, don't
look at the chart of cheese.

Case History 1 = Anglo American relative to FTSE100 index

Chart 8-15; Angle American/FTSE100; weekly chart
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Between 2003 and 2005 | was munning a ghost portfolio for 2 European hedge fund. The chief
trader was addicted to relative strength, and at the beginning of March 2004 was naturally
very pleased with the relative performance of Anglo American, Why not? Since 2000 relative
lovwr at 100, Anglo Amencan had out-performed the market by 2005,

As for the relative chart (the averages are one and three months), if you can see anything wrong
with it, [ can’t nor could I then.

If you look at the upper red lines (potential resistances), vou can see that the weekly price was
in contact with neither of them. True, at [st March’ high it had got close to both, but close wins
no CIgAr.
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Marker on Markobs

The longer red ling was the return line drawn parallel to the major up trend ling {lower blue
line), the shorter was the internal upper return ling. Both were potential resistances, of course,

I sold short af Mareh $ihk 1370 olose

The following charts explain why | made that short sale, at least | hope they do...

Chart B-16: Angle American, daily
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Chapier & - Relalive Strength or Ratio

My main reason was that on March 2nd price had made two terminal blow-offs, the first was
above the internal return line, while the second, far more important, was above the diverging
upper trend line of the whole bull market. If that isn’t a reason to look for a fall, what is?

Chart 8-17: Anglo American, daily
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That being so, why didn't [ scll on 2nd? Because there was no way of telling if the blow-off

would continue or reverse, 3rd saw Anglo choose the latter. Why didn’t I sell then? There were

WD reasomns:

1. 3rd’s black candle was still in contact with the upper Bollinger Band, i.e. no trend reversal
yet,

2. That candle confirmed the rally had stopped (Harami), but not necessarily reversed. A white
candle on 4th would imply that the rally had decided to comtinue, a black one that it had
reversed.

Fourth®s candle was not only black but also separated from the wpper Bollinger Band.,
confirming that the Harami had been a top reversal, the separation being a second. Given the
now confirmed blow-oft, and the further evidence provided by my reading of the candle chart,
a sale was mandarory,
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Marker on Markobs

1 made the sale at dth's close. On Sth, | reeeived a phone call from the hedge fund’s chief
trader. “Why did vou sell Anglo when price relative is ata peak™ “Have a look at the absolute
price”, I replied.

Take a look at what followed. ..

Chart B-18: Angle American, daily
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The chart below is the daily price relative chant, which came along on the same ride as the
absolute.
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Chapier & - Relalive Strength or Ratio

Chart B-19: Angle American/FTSE100, daily
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This case history was no fantasy: every word is troe.
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Martsr on Barkals

Case History 2 = 1972-T4 bear market

Thiz one relates to the great bear market, 1st May1972-13th December 1974, when the All-
Share Index (there was no FTSEIO Index in those days) fell 74%, the largest bear market
singe the 19291932 disaster on Wall Street,

I'was there; during the Tormer, not the latter, but having started in the City in 1952, 1 had read
all about it specifically in LK. Galbraith's The Great Crash,

The value of hislory

Young men out to make therr fortune no longer seem o read anvthing, In the [960s, for
example, Bernie Cornfeld revolutionised the whole investment indostry, vet ask most
people in their fifties (if you can find anyone that old in the mvestment industry) who

Bemie was, and what it was he did, and very few, if any, will have heard of him.

Young mven in the busingss now {oldies call 1t the Ciiy) don’ seem to have any feeling
for or understanding of market history. How many chart services ([atastream apart)
have chart data going back to 1945 for example?

The longer vou can look back, the fariher vou can look forward

Winston Chorchill

Just afier the Baring disaster, Evelyn de Rothschild told me that when young people
with amy experience were applying fora job, they didn’t even bother to tell the bank their
CWs, only how much they were earming. | doubt that things have improved since then.

[ the aftermath of 1929-32_ 0 whole generation didn’t go mto Wall Street, partly becanse
it was finished™, partly because of World War 1. They were saving the same about the
London market when [ went into it m 1952, and they didn’t appear to be wrong: hargains
averaged 7.000/day, a very small number. Nowadays the number of bargaing has been

superseded by actual volume.

Accordingly, The Great Crash haunted us, and was o retum, in stock market terms,
even ifnot im economic consequences, although we had fo wait until 1973 for it 1o starnt,

Back to Case History 2, although 've never lelt it despite the above.

During the carly stages of the 19705 crash, | took the view that the market would be like the

trade unions {rememboer them?), What do | mean by that?

»3
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e o, Hhrey e all owr!

[n stock market terms this meant, [ thought, said and wrote, like the baby washed out with the
bath water, evervihing would go down, On hearing this, [ was told scathingly by one
investment manager (he's still around, so [ won’t name him}:

<ot ke con ¥ po down becatse ity ona FAE of 19 and prospectively § 7, and banks,
expecially, can t fall because theiv PAE s 16, and prospectively 14, therefore they re
cheap, absaltely and velatively, As Jor DNscouny Houses, wooone will sell Hiem.

Dhscownt Houses were the market favourite at the tieme, but another bad absolute chart, although
their chart, relative to the market, was still good. 1f vou’ re wondering where the charts are, the

answer is that they no longer exist, You're just going (o have to believe me.

Banks did fall apart, So did Discount Houses. In a big bear market there comes a time when
the only things that it doesn 't burt too badly 1o sell are the sectors and shares that have held up
thie hest,

Wit aboud the markel s FFE ralio?

That fell apart as well, going to 3 before the bear market ended. Yes, Tdid wote 3; it was not
a typo. Why not 37 After all, it was “the end of capitalism as we know it” according o one
gapert,

Burmah Oil, a market icon. bad gone bust, and Matwest was rumoured as being likely 1o follow.
As Tor the property sector, it was totally bankropt, we were told. The shares of British Land,
ledl at the time, as it still was until recently, by John Ritblat, had fallen from 390 pence (if my
memory is correct) o 6.

But even while the most terrible steries were circulating, in the final weeks of the bear market
several leading property shares, British Land being one of them, made double botioms on their
absolute charts, while Land Securities made an up trend. Since the All-Share Index didn’t

complete itg double bottom until January 1973, the price relative charts of British Land and
Land Securities were superhb.

. Price isn't always led by price relative.
2. Unless you are managing a tracker fund, you are dealing in price, not in price relative,

3. It you are not managing a tracker find, what is the point of losing money, even if you are
doing 50 at a slower rate than the market?
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Case History 3

In the most recent bear market, someone described as a City expert advised investors to buy
shares in water companies, 2iving as his reason “people aren’t going to give up drinking water”,
OF course they weren™, but that didn™t mean that people were poing to buy water shares in
sutticient quantities to keep their share prices gomg up.

A bear market 15 a bear market because in a bear markel investors decide not e value shares
as highly as they had in the precedimg bull market. Accordingly, price/earnings ratios go down.

Before earmings. Then earmnings go down, then price.

#
[

A cautionary als

A consultant came into the terminal ward on the tenth floor of a hospital, He opened a window
and jumped out. On the way down, the consultant felt well, relatively speaking, compared

with how he would feel when he hit the ground.

Che ol the patients, already confirmed as a terminal case, watching his fall, felt relatively
betier than the surgeon. A few dayvs later, the patient digd.

Moral: relative strength is all very well, but vou ean die of it.

R0
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Simee charrists aren ¥ ishing for botfoms

And musin 't go shooting for iops.

T aveid self-delusion
And end all confusion
Their andy solution is stops.

yrighted material
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Chapter 2 — Slops

veryone who's ever looked at a chart on a screen thinks he's a bit of a chartist — vou might
Ens well be a bit of a surgeen. Technical analysis 13n't for amateurs: the bamle of Waterloo
may have been won on the plaving-fields of Eton, but the battle of beating the market can’t be
fowght by part-timers.

Mot 15 1t a part-time occupation plaved by fundamental analysis. [ have never seen the point
of second-guessing the chart by looking at the fundamentals, having nothing but contempt for
technicians who thonk they need to up-grade what they do, at least in the opinion of doubiters,

by mixing technical and fundamental analysis,

When | first became a technician 1 asked myself what | should do if my technical and
fundamental views contradicted each other. The answer was simple: if | thought 1T was a
chartist, 1 had o believe the chart., Accordingly, why pay any attention o the apparent
fudamientals, since it s undeniable that shares frequently lead a lite totally at variance with
the fortunes of the companies they supposedly represent?

Why put pig on pork? And if vou mix champagne with Guinness, it diminishes both,

In amy case, technical analy=is withow! fTundamental analysis does far less harm than
fundamental analysis does without technical analysis; technical analvsis being by stselt o valud
dizcipling, and discipling is the name of the game.

Techmiciang should imtiate posibons only for techmcal reasons, and the same diseipline applies
equally to closing them. [T vou buy because of the confirmation of an inverled head & shoolders
that subsequently aborts, you should sell, there bemng no pont in thinking of another reason for
holding. The same applics in respect of positions initiated by the confirmation of any other

pattern.

Supposing vou buy (or sell} because of a pattern, and there is subsequently a trend reversal or
reversal atan average, an adverse crossing of averages, the non-appearance of expected support
or resistance etc, but the pattern is still walid; what do you do then? You exercise judgment, ['m
afraid; vnder these circumstances vou are nod making a technically-driven decision but
mianaging vour P&L account,

What about placing a stop to minimise losses, even if any of the events mentioned above
haven't laken place? That's a perfectly reasonable thing o do, bat it isn't a technical stop, it's
a trading one. Oceasionally 1 do impose a trading-stop in the foreign exchange market, but
only 1f there 15 a large profit that | want to protect and there 15 no valid techmically jusnfiable
one nearby.,

But do remember that 1 am an adviser and ¢lienis pay me to give technical opiniens and only
technical opinions. It isn™t my business oiry o get out at the top or in at the boltom but o

A
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Martsr on Barkals

maximise profits and minimise losses for purely technical reasons, As an investor, you can do
what vou like.

I never stop any posilion except al a close, whether it is daily, weekly or monthly, 1T vou are
using either of the two last-named however, when you read the daily chart it might lead you
to seek o better dealing opportunity, and you might get one as a consequence of dealers”

FEMONS v,

As vou will see in many of the reports appearing in the next chapter, | often advise a position
without including a stop in the recommendation. Chartist speaking with forked tongue, sinee
| believe that a forecast without 2 stop isn't worth the paper 1ts written on? Not at all; | manage
the stops daily. At the close of every day T review all open positions and advise clients what to
do as a result of my reading of the latest technical situation,

IF wour are reading this as personal investors, when openmg positions vou should alwavs know
at what level you ought to close them. 1If you don't know, don’t deal at all; there are countless
numbers of shares and technical conditions, and you'll spon find other opportunities.

Astop 15 a stop is a stop.. . stopping profie, losses and pain.

He whao stops and steps aside
Can abwavy book anether ride.

| promised this would be the shortest chapter and 1t s
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The Nitty-Gritty

OED definition:

The realivies or basic facts of a situation, subject, ete; the
frecrd ef Whe maeler,

Copyrighted material
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Chaptar 10 — Thar Mite-Grilhy

his chapter was going to be "Putting It All Together™, but then [ discovered that at this stage
Tut’nwu books on technical analysis there 15 a chapter called that, and this book™s aum is
not to be like other books. Voila! (The computer refuses 1o give me @ grave accent; a grave
error, but it 15 an Amencan computer, and since they are now calling powmes frifes freedom
fries, | suppose 105 001 surprising .

There's only one way of dealing with the nitty-gritty: showing vou what [ wrote about various
markets at various times; not one report showing vou a particular call, but a sequence of them.

[ have chosen three markets that particularly interest me, FTSE, gold and the § index.

If I've done what 1 set out to de in this book, you will find it very easy o follow the technical
arguments in the reports, because although most of those for whom [ write are only interested
in conclusions rather than reasons, some are interesied in both, while I have always been
concerned to explain the reasons why I aroive at my conclusions: 1 am not a black box

merchant.

Although I frequently refer to the previous report when writing a new one, and often repeat
sections of it where necessary, | actually approach each issue as though 1 had never writien
before, When writing for newspapers or journals [ am often criticised for not doing what
Journalists want me to do, which is to start with the conclusion and then show why | came to

it. 1 don’t know what conclusion | will reach until my arguments have convinced me,

Report #1
e -
5th Movember, 2005

FTSE 542356 (527134 last time)

Aoweek ago, with FTSE at 52134, | concluded that in view of the [rate-of-changa’si down
rend and an unfavourable momentum hackground, Teould be surprised if the reaction

lowe wiere posted before the week ending 17th. | was wrong.

When FTSE crossed above the Three Month Average o 18, the latber was about o start
rising, amd when it did, became potential support, prompting 2od’s update that a test of
the highs was possible unless a 531 5.5 close was posted, 53445 at the time, FTSE could

still make further progress.

The Coppock Indicator started rising again five weeks a2go, and markets don't peak until
after it has started falling. But even when Coppock’s indicator does furn down, that isn't a
sell signal because the delay between that downturn and a market peak is of variable

cluration. k..
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-
..ol
Accordingly, the indicator's current message is that the bull market high hasn’t vet been
posted, Crotobers peak is likely 1o be bettered, but (a5 ever) FTSE must first exceed that
peak by 2% in order to create the possibility of making significant progress above it,
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The conundrum is this: has the recent advance pre-empted a Christmas rally. There is a
greater incidence of year-end rallies when November has seen a largely weak market.
With the indicators, including the highlow ratio, positive, there is no reason to call off the
rallby.
LY

The reporis fuswally sens weekly) continued calfing vhe market up.
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Chaptar 10 — Thar Mite-Grilhy

Report #2

I Y
ith January, 2006
FTSE 37318 (553 1.6 lasttime)
Having starbed in March 2003, by historical standards the bull market s mature.
Wall Street’s, dating from Qctober 20032, is maore so.

But until there has been a deterioration in the long-demm indicators, calling that the emsd is

migh would be prematore,

The technician’s job is not w call the peak in advance but o say when the rend has
reversed.

Although, with more than 0% of shares above their long-term average, FTSE is
owerhaught, until this long.term indicator falls below 700, the market iz onlikely 1o prove

significantly vulneratle,

As for the short-term, while the dsing One Manth Averape continues o provide support,
as it has been doing since late October, downside nsk s limited to around 5560,
Meanwhile, as a consequence of [ast weelk's upside break by ROCA, the outlook remains

g until end-lanuary.

There were reporis betweert SO Sameary & and 2900 Apeil, Bed thev all said the samie thing: the

FTETRE] WS EORTE {0 riEe
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Martsr on Barkals

Report #3

29th April, 2006

FTSE 6023.1 (60294 last time)

Bull/bear? The technicran's pob s nof to call the market names but it direction; not o call

the peak in advance but o say when the trend has reversed,

FTSE is overbought with 90% of shares above their long-term average, Although there is
no sell signal until the total is below 70%, with the percentage abowve their three month
average down 10 74, from over 90 since the beginning of January, buyers need to be even

minre selective than usual,
COPPOCE 1M DICATOR:

Although the indicator doesn't give sell signals, since 1985 there have boen sight Coppack
doventurns, On two occasions FTSE turmed cdown simultaneosusly with the indicator,
signalling a bear market. On three, FTSE turned down one manth before. On the remaining
thres oecasions, the delay between the Coppock Indicators downturn and FTSES has been

three, 23 and the current 21 months, Ar end-April, the indicator is still rising,

The momsentum background is urfrendly for many seeeks; this s significant only when (he

Fateof-change indicakor is in a down frend, Last week, it stasted one,

Mo excuse for repeating what |have written nearly every wesk since last October: as long
as it kegps rising, the aone month, like any other average, is potential support. It is now
6043, 7 and FT5E closed beneath it yesterday, the eighth fime it has done so during the past

seven months. A close avheneath 6024 next Friday would make the average start falling,

ol |
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Chapter 10 — The Mity-Gritty
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FTSE would have to close atheneath 5947.4 to break the up trend line from October's
I,
Sell in May?
Given the significant advance since late October’s low (Halloweenfend-April 1s habitually
a better period for shares than Mav/October), a reaction, though ot vet on the charts,
may not be oo long in coming, Mevertheless, 3151 May won't arrive until another 24
rrading days have passed, In markets, a great deal can happen in 24 days,
But that's not all: if sell in May is interpreted as the start of the last week in April and/ior
the first in May (dependent on what day of the week 30th April occurs), since December
14983 there have been 22 Aprils.
On 11 occazions, selling at end-April has been right, but on ane of them, only for three
weeks, On three more occasions yvou needed 1o buy again in mid o late June, on the seven
remaining ones vou could have afforded o wait until late July, ©n 11 occasions selling at
end-April has been wrong, cont...
-,
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Marker on Markobs
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On the upside, there is potential resistance from the upper trend line illustrated, crossed
last week. This resistanoe extends to 5778, but if that level were to be posted, the inference
wiould become a no time limit advance to the bull market’s upper trend line, now 5855,
',
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Chapter 10 — The bity-Gritty

Report #4

23rd May, 2006
FTSE 560005 intracay
COPPOCK INDICATOR

I the All-Share Index (it has a longer history than the FTSE100) the indicator has made
eight downturns since 1985, Twice, the market turned down simultaneously; three times,
the All-5hare’s downturn preceded the indicators downturn by one month.

On the three remaining the delay between the Indicators downturn and the start of an
All-Share Index” bear market has heen three, 23 and the current 22 months, An end-May
close below 302486 would cause a downturn, implving that a bear market had started.

The previous repor said:

Mearly every week since October | have written that as long as it kept rising, the one
manth, like any other average was patential support. [t is now 6057 and falling:
potential resistance. Unless the three month average, now 5965, provides suppaort, the
bull market up trend line at 5060 will be tested.

It was tested; it was broken; it is now potential resistance.
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Martsr on Barkals

MNore: Although there were three ROC top reversals between October™s low and May, the one

el

The one year average was 333008 at vesterday’s 55327 FT5E close, | prefer one or maone
lases below the average, followed by a renewesd close above it, when considering that a
successful fest has been made, so 0 am apen-rminded on whether there has been a test or

mot.

Civen the oversold condition of Stochastics and the ROC, the latter more aversold now
tham at amy time since July 20045 lene, FTSE may rally, especially since thie one month has
just crossed below the three month: a rally toftowards the crossing-point frequently follows

such events

sone of my three onteria for calling the major trend doswen has vet been met, One of them
i5 the crossing by the three month below the one year average, not likely for some time,
while the latter is unlikely to start falling for several months. The market needs @ rally o
create a sustainable down trend line for the next bear market, bot although it might be

tested, it is now looking likely that the bull market has peakecl.

mcnth average kept on rising: using this as a second filter kept me long during this period.

-3
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Chapter 10 — The bity-Gritty

Report #5

Sth June, 2006

FTSE 57646 intraday (5000.5 last time)

Last time's farecast at 3600.5 {2 3rd May)

Given the oversold condition of Stochastics and the ROC, the latter more oversold now
than at any time since July 2004% low, FTSE may rally, especially since the one month has
just crossed below the three month: a rally toftowards the crossing-point irequently iollows
such events.

S0 far, the market has obliged, But the one and three month averages and their crossing-
point are potential resistances at 5805, 5938 and 5955, S0 are all red trend lines, To
overcome the broken major up trend line, a close at 3802 is needed.
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Given the indicators’ positive condition however, it would be premature to call off the
rally unless it is reversed by either of the averages (a renewed close beneath one following

cres or meore above it
b A
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Coppock Indicator

The Coppock Indicator which appeared likely to start falling at end-May, did so, What docs
end-May’s downtum imply? According to Edwin Coppock, who devised it, nothing. Predicated
on the 11-14 months required by the human psyehe to recover from bereavement, divorce,
illness, losing a job or money, it can’t ever be a sell signal.

LIS - B ISL-TIH) acdix, Bloabkly
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Sowee COE, e, © 2008 A0 nphits ressrded woridie,
W, CTTGL oy

But technical analysis is about empirical observation, and except for 1996 and 2004, both
marked with an X, in the period covered by the chart whenever the indicator has started falling
it has been in the region of highs. In 1998-99 there were three downtums, the first far 100 so0n,
but the second and third (separated by many months from the frst) found the top.

2004 saw one of the two occasions when the signal was completely wrong, [t could also be
argued that 19985 was a wrong signal. But look what happened 15 & 19 months later: two very
good signals bracketed the bull market high,

May 2006°s downtum was 23 months after June 2004°s wrong one, raising the possibility that
that period was a re-run of 1998-99, If it was, May 200675 downturn could indicate that the
indicator has found the top, or thereabouts, again.
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Report #6
™
Bth June, 200
FTSE 5594.7 intracday intraclay {57646 last time}
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Given the indicators” positive condition last Friday, | concluded that it would be premature
to call off the rally unless it was reversed by either of the averages, Since then there may
have been a reversal withouot either being reached: if the recent 5532.7 low is broken at
any Close within the next iew days, a flag would be confirmeedd.
The inference would be a further decline to 5330. The abart: three successive up-days ar
a close 2%, above the lowest.
| hanve seen feaw flags work in recent years, but my job is not o guess whether any particular
technical development will work or fail bl o let vou know when there is one, and set the
appropriate stop.
Flaps are limited by time, and those mentioned throughout this report will be stopped if
the ohjectives have not been reached by 23rd June.
Previously stated view: “The market still needs o rally to create a sustainable down trend
line ior the rext bear market, but although it might be tested, it is now looking likely that
the bull market has peaked”. | haven't changed that view.
', y,
T
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Report #7

Sth July, 2006

FTSE 5826.7

INDEX TO TAKE A BREATHER

Resistance works; Hanging Man and Belt-hold line bath bearish,

A falling average is potential resistance if a renewed close below it follows one or mone
ahove. The average here is the three month. FTSE closed above it on Monday and Tuesday,
beneath it today.

The hanging man is a top reversal: Tuesday's was one. It also formed tweezers, a minor top
reversal with Monday’s candle. Todav's candle was a beli-hold line, a bearish candle,

S - FUSEA D00 breden, [Laily

d & &

wic B &

J.iw...ﬁ - m;:ﬂﬁ -|-T:
Source: DOG, e, 8 2006 A0 ngits reserved wordhwioe.
VPR S SO

Following a narrowing of the Bollinger trend channel such as 13th/ 28th Junes, the
ohbligato is that that channel becomes tram-lines going east. The first white candle that
closes above the upper Bollinger Band or beneath the lower one determines the new trend,

12th June's providing an example of the latter, 30th June's, of the former. k...
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But that frend can end following the fiest “wrong” candle, wrong being a white candle
separation from the lower Bollinger band ina down trend (25th Juned, a black candle

separation in an up rend, We saw the laiter oday,
COMCLUSION: FTSE appears likely o take a breather.

MB: Candles signal a reversal, not dhe reversal, Provided the potential supports indicated
become actual oives, a fest of the highs s still on the chat once the forecast breather has

e halisd,

The inference of the failure to overcome the three month average is a return to the lows
unless the ane month or one year average provide support, just as the inference when the
ane year average did provide support at June's low was a test of the highs unless the one

ar three month AVEragEes acted as resistance.

The latber has acted as resistance, and the only thing that could absprt the fall and reinstate

the recent advance is a new rally high within daye,
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Marker on Markobs

Report #8

25th July, 2006
BREATHER OVER.....FTSE BREATHES ACAIN

Yesterday's rise provided the proof,

ALSBT0 on 11th, | concluded that FTSE, then 5876, was going 1o take a breather, the one

month and one year averages being nominated as the potential supports. At its low on

17th, FTSE hit 5654.6.

Yesterday's advance put the index maore than 2% above the recent low (proof that support
had been found) and also ahove the rising one month average (proof that it too had

provided support],

The grey line is the neckline of a potential inverted head & shoulders; confimation, a

GO0 close,

T - FTSE-200 Inis, Deily
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Ar present FTSE is range-bound berween the neckline and recent lows, yesterday's close

increasing the likelihood of the upper end being tested,

Cince the one vear average bad provided support in June, the inference became a best of
the highs unless the one or three month averapes acted as resistance. The latter is patential
resistance despite vesterday's acvance above it and will remain sooontil it starts nising,

unlikely before 10th August.

If the iswerted head & shoulders is confirmed, the inference would be a return to the highs,
and mayhe above them, All indicators ane positive excepl the ROC, which is likely 1o make
a bottom reversal aroend 10th Augost unless the head & shoulders is confirmed

betorehand,

|
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Martsr on Barkals

Report #9

Sth Auwgust, 2006

FTSE 58894 (5651.2 last time}

FAILLIRE AT RESISTAMNCE

Last times forecast — test of the range’s hiph - came good,

Inclex range bound, Direction of breakout depends on 5&F

i
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Report #10

13th May, 2006
COLD 2725.75 PR fix (625,00 20th .-".prilil

The advance since 1999 is nearly seven years old, the longest since Bratton Woods” failure,
Having gained 187% at Friday’s new high, it is the third largest bull market since then.

Huntin’, shootin® & fishin’: Technicians shouldn’t fish for a bottom or shoot for a top, just
hunt for a trend. Since | havent vel called a top, my mistake has been o look for one
instead of waiting for the one month average to start falling, as | have been doing in stock
market indices, The reason, unjustified so far, is the blow-off currently underway, which has
separated price from average by a substantial amount. The average is now 5650, higher

than price was on 20th April when [ last wrote,

WEEKLY CHART

ILisF - Londen Geld Fis, Weehly

Sowrca: COG, e 22005 A nghts rasangand workdwioe.
W O L COvm cont,,
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-
DAILY CHART
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This chart and that on the previouse page both show terminal blow-offs, X is parallel 1o and
equidistant from A & B. It was owvercome last week.
The ROC is al its highest level, so far, of this bull market, extremnely rare, but not
unprecedented: the ROC's high is usually reached in the opening stages of a bull market,
the only other exception having been 1980, The ROC was above 100 on 27t January
1980, and if that record were matched this time, and the high s between now ane the end
af june, gold will be §1085 or higher,
When 1 last wrote on 20th April, gold was $625.00. What was the ROC state then! My
ATNSAWET Was:
Good, At 19ths PM fix, without showing any overbought condition, this indicator
reached its highest level since mid-February, while its average (blue line) stared
rising. Where the ROC points, price tends to follow: gold could rise further.
conk...
.
284

T, TR A DI -SOr T AR E-COLLECTION. BT




Chaptar 10 — Thar Mite-Grilhy

Lt

| was concerned however about two potential resistances. But both have since been
overcome. | have been in this business since 1955 and seen the following bull markets that
wiere going to last forever, Canadian Matural Gas (1953719560 Gold (19700197 4); Gold
cTa7a aany Mickel (wo, the Western Mining one and Poseidaon'sl dot.com; Ol CTST s
Cormmodities (19808, Tokowo (19827 990,

Grevhounds (post-WWILE Bakelite Gramophone Becords (pre-SWWIHE were bath before |

went it the City, as was Wall Street (1929 Soowas the Dotch Tulip Mama (80175
rost of those listed, 've experienced, The ones before my time, ve read alwowat,

v the end, price takes care of everything: it also lakes away the Emperors clothes, And we
have been here before. In the 1976-80 boll market, another one that was going to last
iorever, substibule Kuwail, Saudi-Arabia, Japon and several others at that time for China

foday and it's an old story,

Im any case, whats soamazing about Central Banks buying {and selling) gold. The bottom
of the last bear market in the yellow one was in 1999, Have we all forgotten that the UK
wasn't the only country where the central bank {our Chancellor, Mr Brown, to be precize)

was selling?

Central Bank selling didn't estend the bear market then, Why should Central Bank Buving

eectene] Bl Bl market nowe?

Am | calling the end now? Mo, Bur this one will not last forever, They never do. Bull

markets end when the news is good., Only bear markets end when irs bad.
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Report #11

29th May, 2006
COLD 2642055 PM i

Contrary to popular misconception | havent called the top in gold, But peaple heliewe
what they want to believe, and having never joined the “going to $900-51,0007 bripade,
only calling gold up on one cocasion this vear, evidently a myth has arizen that 1 have
heen calling it down throughout 20046,

Between Toth lanuary and 27th February, with gold never above 356975 or below

530,70 at the tirme of writing, every report concluded;

While not having the slightest idea where Gold will be tomaomow (charts don't gell
wond thatl, Tam not bullish, even though it might rise further in the short-term, 1 my
general posture is right however, and Gold does fall significantly from around
current levels or even from somewhat higher ones, in the long-term it could easily

AIH mich lovesar,

Evern o | arm wrorg aboul the long-term, since the last o Dmes it was as overbouoght
as it is mowe Gold fell T3%: & 5%, shouldnt we expect a similar fall in the nesxt three
rmaniths?

| i ovver-estimate the fall: atits worst, gold was only 3.44% down from the O high,
Fth March® report (556525 concluded:

lwould have to change my mind if Februar's $572.15 P fix were to be exceecled
by one at least 3% hipher, Leo ar 358903 Given that all bear markets since the
failure of the Bretton Woods agreement started between December and February,
would it mean that the bull market had to go on for another 10-13 maonthe? Sot

necessarily,

Sthoapnl, “if a 558938 PMxis made, the bull market continues®, The first Fi fix atfabove
LHE0.30 was Gth April's 5592 50, 12ih% concluded, “The bull market continues”, 20h's
(poded, 5625000 “gold could rise further™, adcing that that day’s 206% fall between the
fwor fixes had been the foorth largest simce 1970 and that Targe differentials beteeen AM
& P dimes had alwave been associabed with major peaks, even though on one socasion

thie peak bad been delaved 39 days, ceit...
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On 12th May gold fixed at 5725.75. On 135th | concluded:
Am | calling the end? No. But this (bull marketl won't last forever. They never do.
PS: bull markets end when the news is good®, Only bear markets end when the
news is bad.
That may have been my biggest mistake in gold this year, The peak in all gold bull markets
iz the highest PM fix, and that is looking increasingly likely to have been 12th Mav's
$725.75.
The weekly charts have been drawn fo the same semi-log scale. Between August 1975
itloweer chart) and January 1980 (upper), gold rose 415%:; in the same 4% vear period
between December 2001 and May 2006, gold rose 165%: the former was 1.515 times
greater than the latter,
The bull market peaked in January 1980 and gold fell 20% in the first two weeks, In the
twior weeks between 12th May's 572575 and 26ih's $642.25, pold fell 13%. But if the
second fall is adjusted for the difference in size of the preceding 4% year advances, the
imitial falls have been identical, ool
. A
"The *good news™ was the Chinese were rumoured 10 be buving.
FET
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cefainly did in 1980,

But the similarity doesn’t end there: in the weeks immediately preceding the 1980 and
2006 peaks on both charts there were hreakouts above the bull market's upper return line,
When the advance becomes almost vertical, it usually signals the end of a bull market, and
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L ]
Im 1960 the one month average didn’t start falling until 18 trading days after the January
pealk.

| am not suggesting that it is has to be 18 days before the average starts falling this fime,
but having resistec the temptation of calling the FTSE100, FTSE250, 5&F and Eurotop 300
indices down throughout 2006 until their one month average started falling, and having
missed very little compared with the falls that followed, 1 am not about to innovate with
aold,

bt ]
4 MD0&
4 EFEND
4 BEboa

4 EZmo

Era0n

Sourne: COG, lno, £ 2005 AN rghls resenod’ wancwida
WWHL OO Cam

But the one month averape will start falling if the PM fix is below $661.00 on Tuesday,
S673.60 on Wednesday, $673.50 on Thursday or $678.00 on Friday. But look at the three
moanth rate-of-change.

It made a top reversal on 22nd May, four frading days ago. In 1980 the top reversal in the
ROWC was on 28th January, 13 trading days before the one month average started falling.
When calling a wop, | consider the ROC to be an even more important indicator than the

ang month average. L.,
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A combination of the two is what | need to call the end of the bull market, not just for those
twor reasons but also because of the bull market’s length (bwo months short of seven vears,
the longest ever), its shape — similar to the 19761980 bull market — the spike top/hloe-
aff, the recent overbought condition (greater than any other apart from T980°%), the Lalk that
this time it's different, indeed, all the things ['ve been writing about since lanuary except
o,

The chart shows seven up trends, the same as in 1980, | have never seen more, 1, 3 & 7
have heen numbered (the grey line is the parallel to line 3, the effective rend channel of
the bull market: look at the blow-off since end-March). cant.,,

290

T, TR A DI GBSO T AR E-COLLECTION, e



Chapter 10 — The Mity-Gritty

-
oot

WGT - Lomkan Geld Fia, adly

e . e

l=-r-1r-.- 5D
- oL 1 i
[2ELD

0 | LT TSP LA L A W P4 LWk T
1y I TR I.-”I'. 1—Hul'l-1'-.l-'lﬂlﬂ'ru-llll.-l-|.4 T T S—

g.- :-J | e L"'..":I'J-'l.ﬂ -Z'-'.l."-'. '. el WA '-'. '-"l."-'u"-:h'.'- 'I'..l.-".i“._‘- ] E
- T . e - — - ST S o _— - Er

Flul Bul |.I F‘l" Jaan I |dFan Wipr

Sowrea, COGE, e, 8 3008 40 sghts rasansd wodidmis

W, I O

IR
Fipr Lul |3t |dun Fur

According to my definition of a bull market, and it hasn't changed for over 40 vears, gold
is &till in one of course, hecause the one vear average is rising. The trouble with this average

however is that it doesnt start falling until a bear market has been going on for several
months.,

In 1980 for example (see previous charth the one year average didn't start falling until a year

later, by which time gold was 3550.00, having been as low as $481.50 (a 43.35% decline)
less than two months after fanuary 1980% peak.

Do you want to wait for $518.11 before | make the call ($518.11 being the possible fall
this fime, making the same adjustment as that already made earlier in this reporti?

li the one month average starts falling, 1'm calling a bear market.
Supposing the facts change, As |M Keynes said,
¥ the facts change, change my mind. What do vou do, sirf

For “facts” read charts. If the charts change, I'll change my mind. ['ve done it before.

| called the bear market on 15t June when the PM fix was below $661.00,
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Report #12

Tst May, 2006

SANDEX Bo.11 intraday (87,23 last time).

£% major trend iz up and likely to stay up until 200708,
dlaor up trernd,

The interval between two major down trends, starting at the preceding one’s lowe It ends

at the high on the eve of the next one's hirth.

For maost of the up trend's duration, the Gne vear average goes up, only reversing after (he
high,

The major down trencd from July 200175 high ended in December 2004 after 42 months;

the: langest since 1965-87% 34 months (decline: 48.15%). 2001 -04'% decline: 33 40%..

The longer and larger the down rend, the longer and larger the secceeding up trend tends
i be

After 1985-87% major down trend, the secceeding major up-trend lasted 17 months, §
rising 23.40%. The highest point, so far, of this major up-trend (13_84% above the low) was

posted after 11 months.

It the present advance did end last November, it was the smallest and second shortest of
all, having followed the second longest and second largest decline in over thirly years,

Cob,

L)

T, TR A DI GBSO T AR E-COLLECTION, e



Chapter 10 — The Nity-Gr

ity

w00

NECY - Mol ba e e, Weekip Tvlaped Gp 00 mlad]

BRilie | liwea: froteiiflal safipoi
+ Reddines: podenfinl redisisinge

IJ I EEEER I NN E D R R R =

Sauree TG, Mg, 8 Z006 AN righls nesevingd’ sanowida
R S CAT

Is it likely that the seventh up trend since 197% ended after the smallest advance since
1975¢

Between 1978 and 1981 % was in a base area, It enlered the cumrent one more han 28
months ago, After 1978% low § spent 27 months before emerging from the base area
entered 33 months earlier; it then gained 64% in the next four years,

If § behaves as it did in the base area ending June 1977, current § bulls must remain patient

for a further 4-5 months at somewhere between 2004% low and last November's peak.

Linlike the following daily chart, the major up trend line on the weekly chart above, now
84,90, remains unbroken; indeed, it hasn't even been tested,

The inference of the downside break from the red trianple is a further decline to the down

trend line drawn from September’s low, curmently 83.30.

The main problems facing § during the next four weeks are (1} the ROC's trend is down;
2} the momentum background unfriendly until 25th May. To cause an uptum in this
indicator, and maintain any subsequent up trend, $ would have to rise faster behween now
and 2 5th than it did between end-January and [ate February; difficult, but not impossible,
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b
In considering the possihility of a rally, it is important to note the proximity of potential

support (the blue horizontal, hit on Friday, is the nearest, the grey line at 85.62, the second)
and the condition of the three ascillators beneath the ROC. All are showing an extremely
oversald condition. But their trend remains down, and until a reversal has taken place, it
wiould be naive, technically speaking, to call a rally: oversold conditions in oscillators can

continue for a long time,
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Whereas the ROC {and Stochastics) are calculated on 83 & 34 day movements, the RS1 and
Stochastics 2 are calculated on movements of only 5 & 9 days. Accordingly, they are highly
sensilive; even a onedwo day advance can cause a hotlom reversal in both of them,

Unlike the weekly chart’s major up trend line, the major up trend line from 2004% low was
broken at Friday’s close. Can a major up trend continue once that trend line has failed?
There are many examples of it doing so, especially when a rate is making the right shoulder
of an inverted head & shoulders. While there is never a head & shoulders until it has been
confirmed (a 0.50% break of the relevant neckline in the present case), look at the grey

parallel lines on the following chart. cont...

204
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The upper line, at 92,35, is the hypothesised neckline, the loseer, at 85,62, the approximate
level of the point where the hypothesised right shoulder would be likely to start from,
provided the market decides that it is going to make an atternpt to form the pattern.

If the hypothesis sounds fanciful, 1don’t make comments unless | have made the necessary
empirical ohservations, and | have frequently seen the appearance of inverted head &
shoulcler patterns similar to this potential one; and when the major up trend line has been
broken,

What about $% fundamental outlook in view of recent comments that the present cvele of
rising interest rates will stop sooner rather than later? The market factors in all new
developments very efficiently and extremely quickly, hence the recent heavy fall in $: the
recent news s already “in the market™. What isn't in 15 the un-stated possibility that the

oycle isn’'t going to stop sooner, but [ater.

DECS « Dallar Indew, Dsily Melayed by 3 mins)

200 2006
I Fran Bpr limi o1 Fran Bpr |l loe1 hian Bor
Souroe: GO, Ino, £ FO05 AN rghls resenaod wonduids.
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But I'm net a fundamentalist, From many years of experience as a technician however, |
know that at this stage of a major up trend the apparent fundamentals appear to make
nonsense of what the chart might be saving: when | was much younger, and less
experienced, far too many times 1 was faked out of young bull markets, even if only
tempararily, when, as it is today, the chart was suspect.

When the chart has gone wrong, | will tell vou: it hasn't gone wrong yet.

£
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Report #13

-

10th May, 2006
$ INDEX B4.63 intraday (86,11 last time).

The previously broken blue down trend line, still potential support, has been cut, But this
is a weekly chart, and a Friday close at B4.%8 is needed to confirm that that suppaort has
failed.

The major up trend line would be broken by a Friday close at 84.53.

The main problems facing § during the next two weeks are (1) the ROCS trend is down;
i2) the momentum background unfriendly until at least 25th May. To cause an uptarn in
this indicator, and maintain any subsequent up trend, $ would have to rise faster bebween
now and 25th than it did between early January and late Febroary; difficult, but not
impossible.

As | wrote on 1st, the oscillators show an extremely oversold condition, But their trend
remains down, and until a reversal has taken place, from a technical point of view it would
be naive o call a rally: oversold conditions in oscillators can continue for a long time,
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A
The ROC and Stochastics are caleolated on 63 & 34 day movements in price, the R51 and
Stochastics 2 on movements of only 9 & 5. Accordingzly, the teo last-named are highly

sensitive; evien a anefwa day advance can cause a bottom reversal in either or boath,

On the daily chart on the next page, the major up trend line from 20045 low was broken
on 26th April, While there are many examples of 2 major up trend continuing after its up
wend line has been broken, especially when there is the possibility of an inverted head &
shoulders being tormed, the possibility of one forming here will disappear in the present
case if any close is helosy Bd.59,

The index broke the grey line at yesterday’s close (see 15t May report for the significance),
and one at 84.5% would break February 2004% 85 02,00 so, there weould no longer be any
justification for expecting the paint of the right shoulder of any inverted head & shoulders

fo1 apper at current levels,

The inference of the red wiangle on the chart on page 293 remains a decline to

.13'||'rrnxim.'|1£=|§,- 300,

The most damning point of all howeser is the likely appeasrance today of a Dead Cross,
Having already been crossed rom above by (he three month average, the one yvear average
on the daily chart will start falling today if the index closes below 84,94 I the close is
higher than that, the average will soll turm dosen fomormoe unless the close s 8601 or
higher.

As for the weekly chart, it is Friclay's close that counts, and unless Friday's is 86,64 or

higher, the one year average will start falling then,

Twa of the three critena neaded to condfirm that the major trend bas twrmed down Bave

already been met; a downturn by the one vear averape being the thord. COmiL...
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1 dan’t fight the major trend's direction, and while there have been examples of long-lasting
lows heing posted within davs of a Dead Cross” appearance, unless the news from the Fed
later on today provides reasons for one, if the one year average does tum down, long §
positions should be covered,

Of course, if % does continue falling, it might reverse at the 2004 low, Bul
October/December's decline was 8.48% in just under two months. A five day rally
followed, with $ rising 1.96%. That was the only rally on the way down. Then § fell a
further 2.45% before grounding.

The present rally started one month aga, and § has lost 5.86% so far. A similar decline 1o
that experienced at end-2004 would see it at 8211 in four weeks, 81,65 in eight,

205
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Report #14

16th August, 2006
5 IMDEX: The long-term.

1978% loow,

TDRCS - Dollar Index, Weekly [Delayed by 30 mins)
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Between June 1976 and October! 978, $ index fell nearly 23%. After the low it spent 27
months before 1981°s upside breakout from a 33 month wide base area (double battom),
§ index then went up for four years, gaining 69.64% from the breakout-point, 100% from

Sovvia CRG, ne O 2008 AN riahils e workivids
L e Tl e iy

broken,

Between 2002 and 2004 the § index fell 33%. During the 20 months since the 2004 low
the index has been tracing out what will become a base area provided that low isn’l

oot
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Since 2002-04's decline was nearly 50% greater than 1976-78's, and the base area
thereafter took 33 months to be completed, why shouldn’t the current base area, now 33
months wide, last rather longer? There is no reason ar all, especially if yvou consider the
period 1985-02.

Between 1985 and 1992 % index fell more than 50%. The base area (nverded head &
shoulders) teok 90 months o be formed, The advance from 1992 low |asted 56 months;
b gained 51%. ConL..

0
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The point | am making is that since the inception of the § index in 1971 there have been
only two completed base areas, 1978-81% and1989-97%, The advances that followed,
measured fraom the low, were 100% and 51%.

If, and I admit it may be a big if, % index does complete the current base area, and only

matches 19%92-02% advance, it will reach 12150, 43% aboee curment levels.

My thesis that the index might have made the right shoulder of a potential inverted head
& shoulders remains valid, It would cease to be however if the hypothesised right shoulder,
12th May's 83,96 close, were 1o be broken by 0,509, any close atbeneath, 83.54, Were
one to be posted, the inference would be a further decline todtowards the 200472005 lows,

[ |
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patterns is frequently morse than the minimum expectation,

is obviously more ta life than the shor-term, and hence for the market.

Provided there is no close at 83,54 however, and, line ML is eventually overcome (a close
at 93.50 heing needed), the pattern would be confirmed no matter how long it takes, the
inference being a no time limit advance 1o at least 102, though the advance from such

I realise, of course, that none of the faregoing is of any use o a short-term trader, but there

g
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Report #15

10th September, 2006
§ INDEX 85.95 (84.75 on 4thh,

An 50,04 close would break Marchduly's down trend line, while one at 56.07 would
canfirm the range hetween the parallel lines as a double bottom, inference, B6.72. The

indicators speak for themselves: short-term, positive; longer-term (ROC), negative.

BIOKCS - Dellar bvdes, Dally elaped by 0 avira

Soiroa: CLAG, Inc. € F005 AX dghls resenad wonkdwidn.
HAWHLOE. OO

The momentum background is S-uniriendly for two more weeks, As | wrote on 4th
September, *if § is going 1o break below 84.57, the most likely time for it to do so s
between now and 25th, Since then 3 has done very well, but 25th has neither come nor

Bone”,

At the close of any trading day it is impossible to know price’s direction on the next one;
charts can't tell yvou that, which is why day-to-day analysis is best left to fools. Nevertheless,
after four successive up-days, and a strong Friday, the following week frequently
disappoints shart-term bulls, Mot always however; runs of 8 to 10 being neither abnormal
nar rare, oot ..

3
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Report #16

10th September, 2006
il

If o goet the feeling vou've seen this page before, you're right: itwas 29th August's report,
and re-printed on 3151, Mo apologies, To loak into the future, you have to know the past;
the further out vou look, the further back you have to go, In any case, it what follows

weren't shown again, | would have no option but to paraphrase nveself,
DOT SAY YOU WERENT WARMED

The tower of Babel was forecast to reach the shy.

IE mever made it Mor has any bull market,

What price Oil 100 now?

Brent, Dec 06 57158 intraday

Last tirne’s conclusin (Brent, $75.45)

“The July lose god the three month average at 74,55 and 74,23 are potenfial suppors, B
they fail however, and a 72,31 close were posted, the inference would be 70,38, If

achievesd, that objective waould break the up trend lime from end-2004,

IE 15 important o note that Augosts high was posted with the BOC far below it own July

high: the stuff of which double tops are often made”

The double top was confirmed tocday. ot
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Now look at the grey triangle on the RHS of the chart. It has just been confirmed as a Flag,
The inference is a further decline to 68,00 by no later than 8th September. The abort is
three successive up-days or a close 3% above the lowest, whichever is first.

There is potential support at $70.00 and 567 .50.

fth's September's close was $67.64.

k...
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The flag’s $68,00 objective was achieved that day, On the way down, the up rend line
from 2004% low was broken and the 370,38 objective resulting from the double top was
reached and exceeded.
How important is the breaking of that trend line from 20042 All trend lines matter, and the
weekly chart over the page shows that 2004 trend line is one of many. The bull market
rend line is now $39.00, but what good does it do 1o know that when, according to the
standard definition, the bull market continwes until it has been broken?
k..,
-
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Do you want to lose another $29 to find out! The technician’s job is not to call the market
names but its direction, and if you've been following me, you haven't lost because at
£71.58 on 29th August | told you that the double top and flag that had just been confirmed
implied 570.38 and $67_50. Your paper profit is now 5% on sales made that day when the

trend incontrovertibly furned down.

Dealing against the trend sometimes makes money, and no doubt makes vou feel clever,
bt does it make sensed Mol to a technician, it doesn’t, The trend s vour riend; shy fall
out with a iriend?

What ahout this bull market? Mature; having gained 450% between that 20017% low and
2006 high, it is certainly no cali. When a double top sits on a big old bull, it can be the
final straw that breaks not only the camel but also that bull's back; and what about
sentiment, to say nothing about extrapolation? In 2001 who was talking Brent up to $100¢
Mo ane, but they have been doing recently, Whao is talking bearishly now apart from

chartists! And everyone knows they're mad, of course. comil...
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The technical condition is bad, and although the three shorter indicators (34-day
stochastic, P-day RS and 5-day stochastic) are oversold, which might spark a rally,
especially since two supports, the lower trend line and the one vear average (Brent closed
heneath it on Fridayl, were hit on Friday.

To confirm that a rally has begun, Brent must close above the averapge, Were it to do so,
the nearest potential resistance is the red trend line, now 57150, but falling.

But the red arrow shows where Brent was trading three months ago. One week from now,
June’s advance will start to exert downward pressure on the ROC, the three month rate-
af-change, for my money the indicator that matters most, That pressure will exist for four
weeks. IF it works, and the ROC, in no way oversald, continues to fall, the prospects for

an extended rally, apart from next week, are dim,

One week up followed by four weeks down is not my idea of good odds for going long. |
preder (o wait for any rally o take place, and then sell short. But if vou are short at $71.58
on my advice, mow is the time, i you're a short-derm trader, 1o take your profit, and stand
asiie,
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Report #17

-~

13th September, 2006

Commaodities

HEAD & SHOULDERS CONFIRMED
Objpective: 364

Prowided the objective is achieved, on the way down the up trend line illustrated, already
cut, will be decisively broken. That line is the eftective up trend of the bull market; there

is another one at 360, but who wanis to wait for that 1o be broken before taking action.

If the objective is hit the index would be at the same level as June's low and the one vear
average. Iifwhen the former breaks, a double top will be confirmed: inference, 330.

TCRCS - Cominusat Commadity lndex, Daily felaved by 30 minm)

Source: DOGE, o, O 006 A0 npis resenned worithice.

VWL SISOV

By definition, the index iz still in a bull market, but the technician's job is not to call the
market names but its direction. | would be surprised if we haven’t already seen the buoll

market's peak.

If yvou want to know where you're going, you need o know where you've been, so | am
repeating the report written on 14th August, cont...

0
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14th August's report
Mothing wrong with this bull market; or is there?

On 9th Aupust, more than 4% years after 22nd October 2001% bear market low, the CRB
Commaodity Index made a new bull market high at 398.67, having gained 117.34% during
that periad.

How does that compare with the length of other bull markets? 1t is already far longer than
any of its predecessors, The longest bull market before the present one was 1977-807%,
lasting a mere three years, four months, 1993-96% lasted three years, two months; 1971
T4%, a paltry two vears, four months,

Given that the last-named was a calf compared with the present bull market, why mention
it at all? Because it produced a gain of 134%, the largest since my reconds began in 1971, At
last week's high the current bull market’s 117.34%: gain had made it the second largest so far.
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| say “so far” hecause, apart from its age, there is little technical reason for thinking that
this bull market has peaked, apart from the undeniable truth that if any market falls even
one point from a high, that fall might be the birth of the mother of all bear markets,

ook,
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Mevertheless, the age of a bull market, and its size, are major determinants when
cansidering the possibility that it might have ended.

Having noted that there was little technical reason apart from that already stated for
considering that the bull market might have ended, “little” doesn’t mean “no”.

TCRLS - Continusus Commadity Index, Daily [Telayed by 30 sving)

May [dun i-l'-ll [eu3 ri'n rnt Fov bec ld:n [Feo War [pr Wy Pun TuT Jaug

Sowce: SO0, fne. © 2008 AD nghts reserqed workdnige.
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It everything in the bull market-garden were lovely. .

The grey triangle, confirmed in favour of the bulls when July's high was overcome, and
implying 435, would not have failed, as it did, not when price was reversed at May's high,

that's par for the course, but when the horizantal line from the triangle's apex was broken
during last week's fall,

Price would not have failed to overcome May's high: failure is a test of a high followed by
a fall of 2% or more from that high.

When the test occurred, the rate-of-change (red indicater below price chart) would not
have been at zero; should not have been at zero: the JunefAugust advance in price took

place o the accompaniment of a decline in the indicator, and such divergences are

indicative of a potentially weak market, cont..

Az
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While the recent fall might be shor-lived, and it has already reached potential support at
the one month average igreen linel, with the three month (red) not far beneath i, it is also
possible that those supports will failo If they dio, June’s low will be tested, and if it is broken

by 2%, the resulting double top would sutfice o end the bull market.

What do | think will happen? don't think, interpret the charf, and when a previows high
i bested and the rate-of-change s negative, a double top frequently follows, Given the

age of this bull market, the chances of one being lormed are correspondingly greater,
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remember, soon after joining MM, Rothschild & Sons, azking & financial journalist, *[Do you
know Jacob and Evelyn™. “Love him, hate her™, was his reply.

[ remember giving up economics and switching to law. But since I didn’t want to be a solicitor,
what was I going to do when | came down? T was infroduced to o stockbroker. Having no idea
what being a broker entailed, | asked this excessively smooth voung man what he did. “Buy
and sell stocks and shares for a commission on behalf of other peaple”. What a stupid way to

make a living, | thought. | became a broker, but never changed my mind.

I remember reading about Jesse Livermore, known as the Great Speculator; made and lost
fortunes, He commined suicide in a seedy hotel room, having lost all his money.... again! Call
that a4 great speculator? Grear speculaiors live in up-market hotels; they don’t die in down-
market ones

They may shoot their mouths off, hut not their heads, JTesse Livermore was nothing more than
a bad speculator, putting great piles of money at risk; winning sometimes, then losing all of it

again, frequently and, eventually, terminally.

[ rermember a manager welling me that his job was not to make money for clients but 1o keep
the trustees happy. When 1 was at WME I adopted his methods with one outside director whio
habitually made stupid recommendations. At one meeting he suggesied we buy shares in some
small and totally unsuitable garage company. “Certainly™, T said, “shall we put in 3% of the
fured {the maximum allowed at the timed?”” Ternfied., he said that 1% would be enough.

| bowght the holding { 1% wasn’t going to make any difference either way) and ever afterwards,
if it had performed well, 1 praised his perspicacity outrageously, it it hadn™t, | said nothing, So

did the director, about that share or anything else

[ remember going toa broking house; the senior pariner showed me an office. Like the City,
it was develd of humanity but full of green leather-topped desks with gold tocling. *What™s
this™ | asked; my worst question ever. "11°s where the attachés sit”. [ already had an attaché case.
given by my mether o encourage me to become 2 barmster. Kismet! An attache was what [ was
destimed 1o be. | had been caught by the attachés, 1 was o do life {27 vears without paralel.
An attaché was paid nothing; he was there 0 schlepp business, receiving a third of the
commission on what he introduced; the finn pocketing the rest.

I remember being in Aby Dhabi, teaching the young men of The Investment Authority the
esgential elements of technical analvsiz . Approached by a trader who told me it was his job to
make £3,000 a4 week, and Anding i hard 1o do, he asked if there was some casy way of doing
it, 1 told him not to try; it was easier to try and make £20,000 a month, far easier

I remember being shown one of the doors of the Stock Exchange, It had a white enamelled sign
on which, printed m bloe, was this, “SUBSCRIBERS ONLY ADMITTED”. What on carth
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did that mean? Having been admitted, did they have to stay forever? Weren™t they allowed to
do anvihing onee they had been adonitted? What was a subscriber?

I remember being made a manager at NM Rothschild & Sons. Mot WM Rothschild and Sons
Lid., just NM Rothschild & Sons: a partnership. When | was appointed, my mother went
around elling everyvbody her son was a bank manager, bul at NME a manager was rather

grander; just below the partners and associate partners,

Managers at NMR had “per pro™; the signatures of two holders binding the bank anywhere in
the world, This created a problem: per pro holders were terrified of the responsibility.

That™s how 1 cot to be a manager: 1 advised a Guemsev-based unit trust; orders came Trom
there. My advice went by telex, and because the per pro holders” signatures would be on the
authorisation, and therefore the ultimate responsibility was theirs, it was impossible o get any

holder to sign one,

| told Evelyn de Rothschild. *You better be made a manager™, he said. *1 don’t want 1o make
problems for you™, | said, His reply: "There won' be any; 175 my bank™,

My becoming a manager did however present problems for the senior parner, Edmund de
Rothschild: T was on one year’s probation, and as Mr. Edmund explained, “1 don’t normally

shake a probationer's hand”, He shook it

| remember in Economics, Pant 1, | had to do a paper on the stock market, 1t wag 1952 and |
wils 18 in those days bovs that age had no idea what the stock exchange was; not this one,
anyway,

There 1 was, without a clue what the stock market was, 50 | went o the college hbrary and
looked 1t up. What I discovered shaped if not my life, at least my bosiness life: the law of
supply and demand. It made sense, especially what happens when there are more buyers than

gellers.

| became a technical analyst on the spot, although 1 didn®t know what a technical analyst was,
of course. But [ didn’t stant working as a technical analyst until 1963, and 1"ve been working
at it ever sinee, wying to become one,

I remember that although Edmund de Rothschild was Senior Parner, he was only a capa; the
aodfather was Evelyn de Rothschild, copo off feir capd. Alwavs known as Mre Evelvn, he owned
the whole bang shooting-match. The associate partners were consigfiend; the managers, “made

men”.

[ remember a friend at another family-owned merchant bank whao, amongst many other clients,
wias also responsible for the bank's dealing account, and for a non-family board member’s,

He wasn't enamoured by this director, the task or the broker he was obliged to deal with,
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Cme morning this director told my friend to sell & holding in a share that he, the manager, had
bought for him, bt on no account to ell anvone, My friend gave his word, Within minutes he
was asked to go and see two other directors, one a family-member, who questioned the wisdom
of helding shares in this company.

Sinece they weren'| known for their investment expertise, my friend decided o ignore them but,

puzzled by the whole affair, went to see the CEQ, also a family-member.

My triend sand nothing about the sale he had made, merely relating what had happened at the
first meeting, The CEOQ stood up, “This meeting has not taken place”, he said, showing oy
friend out

Which mecting hadn’t taken place, the one with the two other directors or that with the CEOQ?
He never knew, but the next day, the company went into liquidation. Clearly, the director who
had told him to sell knew what was going to happen, had betraved his trust and defrauded his

colleagues,

Reflecting that if his word had not been his bond, my friend could (should?) have shopped
that director and emerge smelling of roses. As il was, having kepi quiet, to this day he thinks
that from then on, by those that mattered he was consider no more tham an honest fool,

[ remember being a regular speaker at the Australian Gold Conference, | had to tell the
delegates my qualifeations: My first was, Dwas o pundit: pundits are pundits because we give

gomnd quote,

My second qualification o speak to an audience which already knew everything there was to
know abour gold was this: | knew less than anyone else in the room about it, less than everyone
in New South Wiales, and probably less than the Princess of Wales oo,

[t was my ignorance that qualified me. 1 carried no baggage; | had no agenda, Freed from
unriliable intellectual and emotional pre-conceptions, relying solely on my expenence of what
price tended o de, [ was the most qualified person in the room o speak on the question of the

day, how the price of gold was hkely to behave in the future.

[ remember at a meeting with Union Carbide in 1979 the treasurer telling me how impressed
he was with my abality 1o make long-term calls, | asked what he meant. He rephied that he and
his colleagues had been struck by the accuracy of my calls for periods of up to three months.

Having been criticised frequently by UK treasurers for being too short-term in outlook,
naturally I was interested to know what he meant by the long-term. His answer, “in FX markets,

three weeks 15 the long-term™.

[ remember the lady-client who told Sir Sigmund Warburg, one of the founding uncles (not a
misprint for fathers; at 5G Warbure the founders were always known as uncles) how
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dispppointed she was with her purchase of one of the in-house funds, “How long have you
held i, asked Sir Sigmund. “Five years”, she said. “But vou bought it for the long-term”, he
replied.

| rernember my brother telephoning me: “lsn’t if lucky we didn’t inhent £4,000,000 cach?
“Why?" *We'd have done it in st Lloyds!™”

I rememiber being approached by a friend, who worked at Rothschild, They were looking for
a fund manager. | was lunched at the Savoy by James Joll and Jacob Rothschild. The waiter
suggested melon, Charentais or Ogen, explaining that the latter was Israel, which [ knew.

Morton's Fork: was I to appear anti-Zionist (which ['m not) or a creep? | opted Tor the later.
“Thank you™, said Jacob. Immediately I had visions of thousands of hectares in Israel with

Chpen melons coming out of the ground already stamped “Rothschild™.

| remember Gordon Brown won 't wear evening dress when evervone else does: isn’t the mark
of a gentleman that he doesn’t do anything that offends his poers?

I remember the senior partner in one of the firms [ worked for in the 19508 going to a dinner
al the Guildhall, The invitation said “Evening Dress, Decorations”. He wore a dinner jacket,
and his medals, a social solecism at the time. Until the end of his life and, as from now

apparently, in the thereafier, he was known as dinner-coat.

| remember the late 19705 as though it were vesterday; my problem is | can’t remember
vesterday. | was a broker at the time, and although by then 1 hiad already survived two broking
partnerships in other houses, or mavbe because | had survived, but only just, [ had no desire
ever e be a pariner again: I didn™ want o have (o accept personal unlimited Liability for the
actions of 26 partmers, none of whom | knew, How can you trust your Life to a load of strangersT

The only good thing that unlimited hability ever did for me was stop me becoming a name at

Lloyds. Had | done so, 1t would have done for me.

| remember, when WMRE was considering my bona fides before emploving me, | wrote to
Evelyn de Rothschild, telling him what [ eamed. It was so much that I never expected to hear
anything, | was wrong. A meeting followed, He tapped my lefter, “to get in the ball park |
suppose we have to mateh this™, | couldn 't believe 1t; 1 was home and dry, also sweaty, from
nErvics,

Evelyn leaned over his vast desk in bus vast office and asked of he intimidated me. My glasses
were steamed up, [ was 5o nervous, “OF course vou do™ I replied. “look at my glasses™. “You'll
do very well here, vou've got a good Jewish sense of humour and people will like you™. “MNot
when they learn what you're paving me, they won't”. “Why should that be? "“You're a

Rothschild, vou wouldn't understand; they'l] hate me”, Thev did: they got rid of me,

AT

T, TR A DI GBSO T AR E-COLLECTION, e



Chagter 11 — | Bemsmbar

| remember being a consultant to a broking firm when I decided to start a foreign exchange
service. Brokerages were and soll are renowned for their inability to have anything bui a short-
term view and the partners were no exception: they offered a 10%4 increase on what | was
garning. [ sugegested they write the service, which they couldn’™, 0 a deal grossly favourable
1o them was siruck, including their mmsistence on taking 100% of the fee on the one client
already signed.

The partners had been horrfied, in any case that | was going to charge any fee at all: brokers
give their advice tor nothing in the hope of receiving commission on any transaction {hence

the expression, advice given for nothing s worth what you pay for it).

Adter a year | suggested a revision of our agreement. The initial reply was, ¥ was expensive”™.
the fees trom the first client had been insufficient to pav the expenses involved in producing
the service, By then I had 37 clients.

[ remember Grant Manheim, whose father sold him into bondage at WM Rothschild & Sons,
More correctly, he was apprenticed to Evelyn & lacob Raothschild over lunch or dinner at a

smrart Mew York restagrant,

In 1981, ar the keight of the "names™ bubble, Grant did me the most enormous favour, [ had
asked him if T showld sign wp for Llovds, “Don de i, Bran, 8% nod for nice Jewish boys: it
an upper class Britsh rip-off? If yvou want tax losses Ul find you some oil-leases”. | asked
Crrant if be couldn™ find me investunenis that made profits. How unsophiusticated can you get?

| remember at NME you didn't have to be Jewish to get a kasher turkey, but once vou had
accepted a non-kosher bird you couldn™ switch at any succeeding Christmas unless vou could

prove vou'd converted to Judaism in the interim.

Why should you want 107 Because kosher turkeys have had their claws and lower legs removed
along with the innards: they re oven-ready. Matrally, non=Jewish colleagues saw the advantage
of being Jewish, at least at Christmas. But since that’s a contradiction in terms, they weren't
able to.

| remember, being asked sl NMR o price the shares of a meat producer for an 1PO managed
by WME 1t wasn't hard: there were already three similar guoted companies, At 16/~ [ was
prepared to underwrite the issue; at 1673, 50% of i at 16/6, 25%. At any level above that,

ST,
The offer for sale was priced at 200, closed 1% times oversubscribed; went 1o a 4/- discount
Months later when it had recovered 1o the issue price, T was gomg o buy the last 500,000

shares lefi in the bank, but changed my nund when they were offered. Mscretion 15 the befier
part.......eLe.
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But it didn’t do me any good. The executive who had priced the issue so badly switched jobs,
becoming my boss. In due course he sacked me.

I remember 1997, The Financial Times World Gold Conference in Istanbul. Everyone in the
industry was bullish: they have to be, I suppose — they're init, The consensus was that gold,
3350 at the ime, would be 3850 by the millennium. How bullish can vou ger?

I spoiled the party; forecasting a big fall. Gold had just broken down from a 12-vear wide
triangle. the inference being a further decline to $150.
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Gold never got below 5250, but | got to change my mind in time, One thing | never got
however was another invitation to speak at an FT gold conference, Virtue is not only its own
reward but also its only one. People don't want you to be right, just to tell them what they
want to hear,

Gold at 8507 It didn "t get there by the last millennium, or in the 1999-2006 bull market, which
most people apparently think is still going on; a very good reason why it ended last May.
Mavhbe they meant by the next millennium.

I remember the senior partner of one of my employers, He was the king of the front-runners.

I remember the senior partner of another firm. He couldn’t run because he always drank a
botile of brandy at breakfast. He once got 5o annoyed with his pariner, Bill Citron, who, was

ko
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making far more money short-term trading than he was, that he instructed his dealer 1o follow
Bill round the House, as the Stock Exchange trading floor was called, and buy and sell
everything that he did.

The plan failed. When reconciling the day’s bangains, the senior parner discovered he was
long ICT, Bill wasn't. He had gone long, but while the dealer was busy replicating the bargain,
a process lasting only a few seeonds, Bill changed his mind and covered the position, = You've
got to be flexble, old man,” was Bill's watchword. Later [ went into partnership with him, but

he was too flexible for my temperament. Mevertheless, he was a brave speculator,

[ remember becoming a consultant. A consultant is asked for his expert opinion, but when he
gives it, particularly if his expertise is in technical analysis, he might be listened to, but his
opinion won't be acted on unless it happens o coincide with that already held by the questioner.
Why become a consultant? Because it"s indoor work, no heavy liting, and vou can have lunch

with vour friends.

I remember the broking firm where 1 was first a consultant, The gold analyst, having chosen
the constituents himself, created his own gold share index, But no one, not even its creator, had

ewver seen it the index existed only in a large computer.

Purely as an exercise [ drew the chart of that gold share index: computers couldn™ deaw chans
in those days, and a chartist™s ot was not a happy ong, merely a very busy one. Even though
noy dealer in gold shares, nobody at all, i fact, had ever set eves on it, the chart showed all the
things technicians expect o see; patierns, support & resistance-peints eic, while if vou had a
pencil, vou could draw trend lines and channels o vour {elheart™s content.

What does that demonstrate? Although they may not know it, people think in parallel lines.
Why, who cares? Until | drew it, no one had seen that previously un-drawn chart, vet it still

behaved like the chart it had only just become,

[ remember the brokerage where 1 was a consultant jibbing at my expenses for a trip 1o the USA
to mrarket the foreign exchange service: [ had claimed £5.00 for "papers to read on the plane™
(1 flew on & Sunday o cut down on the tme 1 was geing o be away). During the working
waek | was there, [ saw 27 potential clients: several became actual ones, T resigned and founded
Brian Marber & Co.

[ remember as a partner in another broking firm, discovenng that one of the major merchant
banks we were taking orders from had a crooked dealing-room manager. [ wold my partmers we
must tell the directors, They wouldn®t. [ resigned my pantnership.

I remember the day my publishers, Harriman Houwse, confacted me about writing this book,
They didn’t want ancther book on the rules of technical analysis, which was good news: |
dido’'t wanit to write one. They didn™ want me o fight the battle of Agincourt over the old
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termitory of technical versus fundamental analys=is, 1t was won long ago; otherwise | wouldn't
be a technician,

What Harriman wanted was a plain man’s guide to the things 1"ve Tound nseful; the reasons |
find them useful; how [ use them, This would involve me wnting about my attitude to the
market; my feelings about the awesome, awful but endlessly fscinating beast that is the

market; reminiscing about 51 vears in the business with no time off for good behaviour,

| remember the best advice | ever gave, A younger colleague wasn™ finding favour with the
head of the department: he wasn™t grey enough for him 1 teld this extremely bright young
man that the City was a lousy place to make a lot of money and that he should give it up and
do something intelligent like become a barrister,

He became a barrister, a 0.C, a High Court judge, and is now a Lord of Appeal. He tells

everyone that it was all due to me. | like that; a lot.

| remember wanting to be a stage performer, [ like making people laugh more than I like
making them money: “"Mething's funnier than Boan Marber trying to make people meney™,
someong said unkindly; vet I must bave succeeded from time 10 time because [Mve survived.
I'wouldn™ have minded being a brilhant stock-picker. But you ve got to play the hand you're
dealt.

| remember wondering it 1 could write this book, Now that ['ve finished writing it, 'm still
wondering.
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