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PREFACE

echnical analysis is one of the oldest market disciplines, yet the

T majority of the investment and academic communities consid-
er it, at best, a minor supplement to their own work. At worst,

it is disparaged as tea-leaf reading or simply a self-fulfilling prophecy.
Look at these two phrases. They suggest that the technical analyst
divines the market from some mystical process. This could not be fur-

ther from the truth.

Consider the fundamental analyst. This person relies on company
reports, conversations with company insiders, and macro-economic
research in relevant business sectors. All this is indispensable when
determining if a company is viable and predicting how its business will
fare in the future.

Now consider the source of all the raw data. Much of it is projection
and conjecture. How can you rely solely on such raw data when earn-
ings reports and other industrywide data will be subject to revisions?

Technical analysis looks at actual trades in which bulls and bears have
put their money where their collective mouths are. There is no revision
of data. There is no ambiguity. There is no mystical divining of the
future. All market and stock selection is based on current, not past,
price performance, the predictable behavior of market participants,
and the dynamics between markets over time.

Trends exist. Information is slowly disseminated to the public in an
imperfect manner, and as the public acts on the information, the mar-
kets move. They continue to move until either the last group has acted
or an outside influence, such as news, ends the trend. Sounds a lot like
physics, does it not? A body in motion tends to remain in motion.

Look at another aspect of the analysis. Behavior is a key component of
the analysis. When similar market conditions occur, market partici-
pants react in similar ways. This is how the patterns and measurements
within technical analysis are created.
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For example, the market holds fairly steady as buyers and sellers adjust
their portfolios to meet their specific investment criteria. A stock might
trade from 50 to 52 for weeks in this way. Is the stock good? Is the com-
pany good? You do not know. All you know is that bulls and bears con-
sider the stock to be fairly valued within a small range. A body at rest
tends to stay at rest—physics again.

Now somebody comes into the market to buy a large block of stock.
Why? Technical analysis does not know but more important, it does not
care. All it needs to know is that money has flowed into the market and
increased demand for the stock. Demand? That is straight from basic
economics. If demand rises, the price must rise to induce sufficient sup-
ply (sellers) to come into the market and restore equilibrium. This does
not sound very mystical, does it?

So, now that demand has increased, market activity picks up to provide
supply. It also changes in character as people try to decipher what is
happening. Here are the familiar concepts of fear and greed, both key
determinants of human behavior. Some participants think that some-
thing has changed and the stock is now undervalued. It could be a new
product or simply a decrease in the company’s raw material inputs.
Perhaps it is foreign capital coming into the stock. Or a shortage of the
stock itself. Whatever the reason, some market participants know
something, or think they know something, about improved prospects
for the company and they buy. The market breaks out of the trading
range, and as it does, more market participants act. The size and scope
of their actions is often similar to the size and scope of their actions at
other occasions in which the market has broken out of similar ranges.
It can be measured and projected.

Technical analysis has an unfortunate name. Perhaps “price action
analysis” or “supply, demand, and reaction analysis” might be better. In
1998, great strides were made between market technicians and the aca-
demic community in the emerging field of behavioral finance. Now
there is a possible name to use.

One aspect of the technical discipline is explaining the difference
between valuations and actual market prices. If a stock is worth 75 on
paper based on discounted cash flows, projected growth, and overall
economic conditions, why is it trading at 90? The difference is in the

xxii
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market’s perceptions of the stock. People have pushed the stock up past
its theoretical value. Technical analysis is perfectly suited to handle this.
Because people’s perceptions can change quickly, it is also perfectly
suited to reacting equally as quickly. This type of reaction speed is
impossible using fundamental analysis alone.

Do you scrap your fundamentals and rely exclusively on technicals?
Absolutely not! Although there are scores of money managers and
traders that are 100 percent technical and making a lot of money, you,
the reader, are not interested in making technical analysis your sole
investment discipline just yet. You are reading this book because you
are seriously interested in enhancing your returns, not searching for a
completely new method. Perhaps one day you will make that switch,
but that is beyond the scope of this book.

At this stage, charts give you a clear picture of what your fundamental
research is saying. Remember that the fundamentals describe the com-
pany. Technicals describe how the stock performs. You are buying stock,
not companies.

But why does this book need a third edition? If technical analysis is not
subject to revision, then its concepts should have near-permanent shelf
life. Unfortunately, the markets are ever—evolving, and analysts are
always learning new things about how it operates. After all, wasn’t the
world considered to be flat at one point by the best minds of the time?
Or that leeches healed disease? You get the point. As the markets
change, so, too, must the analysis.

Between the first and second editions, most of us experienced our first
live bear market for stocks. Between the second and third editions, we
experienced a near breakdown of both the financial markets and the
usefulness of our analytical tools. This edition incorporates everything
new I have learned about the markets and how to analyze them. It is
likely not going to be the last edition because the markets will not stop
changing. Remember the old saw, “Whenever you find the key to the
market, they change the locks.”
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ABOUT THIS BOOK

magine that you speak only Mandarin and you want to read
Shakespeare. Somebody has to translate it into your language.
That is why this book was written. It will present technical
analysis to you in your language and in the order that makes sense to

you. You will go through the analytical process, calling on the tools as
you need them, not as they might be organized in a textbook.

My career has been entirely within the financial services industry, yet in
most of my positions, I have served in the role as translator. I translat-
ed the research department’s output into ideas for the sales force. I
organized the trader’s inventory into a solution for the brokerage cus-
tomer. I spoke with customers and translated their needs into specifica-
tions to give to programmers, and then translated the result back into
learning aids for the sales force. This book is a logical extension of that.
I hope to translate an often misunderstood, yet valuable, analytical dis-
cipline into simple tools any investor can put to immediate use. All of
this can and will happen without compromising the quality of the
analysis.

Core Themes

Making Money, Not Correct Market Forecasts

You need to be humble because the market is a lot bigger than you. You
cannot tell the market what to do, even if it is “wrong” by all measures.
It can hold a “losing” position a lot longer than you or even your coun-
try’s central bank can. What you want to do is listen to the market. It
will tell you where it is going, so you can jump on for the ride.

With technical analysis, the worst case is a bad trade from a false break-
out. Humility allows you to acknowledge your error immediately and
cut your losses.
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At its best, technical analysis will never let you miss a big move. That
does not include the unusual situations of legal changes, buyouts, or
natural disasters. However, if a market is going to have a sustained
move either down or up, technical analysis will get you out or keep you
in, respectively. It probably will not be at the very beginning or the very
end, but you will capture the bulk of the move and get out before giv-
ing back a significant portion of your profits.

What Makes a Stock Look Good?

To be trite, a stock that is going to go up is

““ the one that looks good. Why state it like

this? The answer is that you should not be

interested in only flashy glamour stocks or common household names.

You need to look for stocks where demand exceeds supply, where the

so-called smart money has been placed in the early stages of their indi-

vidual bull markets. Stocks that are already moving higher with increas-

ing public interest are ideal candidates. These are all evident on price
charts with supporting indicators.

rising|tide raises most
ats.

Notice that there is no mention of companies with solid fundamentals.
Strong balance sheets and good earnings growth make for good com-
panies. On paper, this suggests a certain price range over time.

In the real world, valuations are only one component of stock prices.
Investor perceptions of value, based on supply and demand, economics,
politics, pop culture, and fear and greed, make up the difference
between fundamental valuation and market price. Price can be higher
or lower than valuation. Technical analysis seeks to follow price trends,
not paper valuations.

What makes a stock look good? Find at least three of the following, and
chances are, you will pick a winner:

m A rising price trend as more and more investors jump aboard.

m Rising volume as investors become more aggressive in their
purchases.

m Strong, but not excessive, price momentum. Anything higher
indicates that supply and demand are out of synch.

XXVi

TECHNICAL ANALYSIS PLAIN AND SIMPLE



m A strong sector. If the sector is doing well, there is likely to be
enough business for all the stocks in it.

m Strong market. A rising tide raises most boats.

m Supportive environment. Low input prices, high output prices,
low cost of doing business, and favorable supply and demand
in the industry.

All of this information is available on the charts. Supportive environ-
ment sounds like fundamental analysis, and it is to a degree.
Technicians call this intermarket analysis. For example, an electric utili-
ty has high energy input costs and is often saddled with a good deal of
debt. A bear market in oil and gas combined with a rally in the bond
market (declining interest rates) suggests favorable conditions for the
stock.

Choosing the Right Tools

Technical analysis offers a vast array of tools for every type of analytical
task. There are charts that display prices in time frames ranging from
trade-by-trade to daily to monthly and longer. They can show market
cycles, phases of fear and greed, and projected targets.

Indicators are available to measure price momentum, volume distribu-
tion, and market breadth. There are even methods in popular use to
measure sentiment and how perceptions change. For the purposes of
this book, you will stick to the basics and use those tools available to the
individual investor.

Flexible Analysis for the Real World

Allow yourself to hear what the market is telling you and be able to lis-
ten to it, no matter what you may have thought beforehand. See pat-
terns develop. Feel the changing tides of investor sentiment. If you need
further sensory reinforcement, smell your profits and taste success.

Strict interpretation of technical rules is, of course, the best way to learn
the topic. But this book will focus more on the spirit of the law instead.

About This Book XXVi1



This will allow you to take the concepts as you need them, rather than
follow a textbook outline.

What This Book Is About

This book was designed to do three things: enhance your returns, help
you avoid bad trades, and get you to think in terms of probabilities.

Enhancing Your Returns

Even this early, it is important to repeat the point that at this stage in
your investment career, technical analysis will not and should not
replace other methods. You should focus on enhancing your other deci-
sion-making processes to increase the likelihood of success. You will
expand your set of investment decision-making tools and learn to select
the right tool for the job.

The following chapters also take the mystery out of technical analysis.
The entity called “the market” is really made of the collective actions of
human beings. It can therefore be analyzed with tools that measure
crowd behavior and the imperfect dissemination of information.
Sounds hard? It is not. A chart with supporting indicators can do this
with relative ease.

Finally, there is a visual (sensory) component to the numbers (earnings,
sales, etc.). In the investment world, a picture really is worth a thousand
words.

Avoiding Bad Trades

If enhancing your returns deals with buying the best stocks, then avoid-
ing bad trades is just another way to express that thought. Technical
analysis can quickly show you situations where the stock has drifted too
far away from its fundamental value and is therefore not presenting a
good opportunity. It can also tell you that a stock is not healthy when it
fails to react to what should have been good news (higher earnings, new
product, better business environment). If the stock does not rally on
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good news, it may mean that the bulls are exhausted. They may have
already bought their share and therefore do not demand any more.

Probabilities

Technical analysis is about probabilities and escapes. People probably
react in similar fashion to similar situations, but it is not guaranteed.
Proper analysis will give you the probability of a correct buy or sell
decision, as well as tell you right away when you have made a mistake.

Even if your analysis and decision were absolutely correct, the world
changes. When it does, the technical condition of the stock or market
changes. The charts will alert you that you need to reevaluate your
positions.

What This Book Is Not About

Do not worry that you might read about sophisticated analysis and
therefore think like a short-term trader at the stock exchange.
Treatment of each subject is kept deliberately light.

You will not have to wade through a discourse on how the market
works or how to manage your personal finances. It is assumed that you
already know this. This book is not concerned with why you are invest-
ing, other than to make money.

Finally, there will be no discussion of earnings, sales, revenues, debt,
weather, harvests, or other fundamental data other than to mention
that fundamentals do drive the stock price in the long term. Respect
them, but do not use them directly in the stock-picking decision.

About This Book  XXIX
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HOW TO GET
THE MOST FROM
THIS BOOK

his book is aimed at serious individual investors seeking to
augment their current stock-picking abilities. It is also of value
to the professional investor or trader in any market (stock,
bond, currency, or commodity) who has not yet used technical analysis
and is seeking additional tools for decision making. Whether you are
investing alone or as part of an investment club, this book will explain

the basics of chart reading, market timing, and even some money
management.

Read the first section to get an overall feel for what technical analysis is
all about. Then, take one chapter at a time and see how it applies to
what you are already doing. Examine some of your past trades that
worked out well to see if the technical condition present was favorable.
Next, look at some of your past trades that did not work out, to see if
technical analysis could have kept you away from them or at least told
you quickly, before too much money was lost, that they had gone bad.

Do not rely exclusively on what you learn here. Technical analysis is
both an art and a science in that it can be rigorously tested but it still
depends on the experience of the analyst to set parameters of precision
and risk tolerance. Use the concepts presented here to augment your
current analysis. There will be time later to study the topic in detail. For
now, your job is to increase your investment returns right away.

You Don’t Have to Abandon the Fundamentals

One thing you need to remember is that we will be focusing on supple-
menting your current stock selection discipline. You will not have to

XXX1



give up your broker’s advice, advisory services, or favorite hot tips.
Rather, you will learn how to evaluate these recommendations to see if
they are technically sound, and therefore be able to determine if the
time is right for the investment. You will also be able to track your cur-
rent portfolio to find advance warnings of impending reversal. In other
words, you will be able to keep more of your profits because you will be
able to sell quickly and with more confidence.

If your broker calls with a new recommendation, consider delaying a
purchase when the chart looks bad. The market is telling you some-
thing that has not yet appeared in the fundamentals. Remember that if
nobody is buying the stock, no matter what the fundamentals say, it will
not go up. Also, markets can trade far away from their underlying fun-
damental values, and technical analysis will tell you when that is hap-
pening. In the stock market, a company may be very profitable and a
leader in a growing industry, but its stock may have traded to unrealis-
tic levels. The company is great. The stock is not.

Technical Analysis Is Portable

We may talk a lot about stocks but almost everything here is relevant in
the bond, currency, and commodity markets. Chart patterns and trends
are valid in all markets. Some instructors actually take well-known
indices, multiply their values by a constant, and then turn the chart
upside down when they present it to their classes. The analysis is near-
ly identical to the unaltered chart.

Yes, it is true that markets act somewhat differently at tops than they do
at bottoms. It is also true that each market and individual stock has its
own “personality” However, for our purposes in basic analysis, the
nuances and subtleties can be ignored.

Daily charts are used where each unit summarizes the trading activity
of a single day. Almost everything you will learn is valid in all time
frames. Daily charts are great for 3-9 month analysis. Longer time hori-
zons require weekly or monthly charts where each chart unit summa-
rizes a week or month, respectively, of trading data. If you are a
short-term trader, charts in the hourly or minute times frames are
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needed. However, learning to day trade is not why you are reading
this book.

Finally, because technical tools work in most markets, you can cover
more ground than a fundamental analyst. That means you will be able
to analyze a technology company, food retailer, and a bank with equal
ease. You will even be able to chart interest rates and oil prices to help
with your stock selection.

You may be less detailed, but you are not using only one analytical
method. Your goal is profits, not analytical expertise. Let the business
media interview the expert. You are here to make money.
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A FEW THINGS
YOU’LL NEED TO KNOW
BEFORE YOU BEGIN

Chapter 1: Required Background
Chapter 2: What Is Technical Analysis?
Chapter 3: What Is a Chart?

Chapter 4: Jargon You Cannot Avoid
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