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A Brief Introduction to Technical Analysis

Technical analysis is based upon studying the empirical trading action of stocks (and the market), which in turn reflects the behaviors, and thus the emotions, of the market players.  The primary tool used in technical analysis is the chart, which shows the following basic elements:

· Price, usually viewed as a bar showing the open, high, low, and close prices (called a OHLC bar)
· Volume, which represents the daily trading volume of the stock or index

To these basic elements, we can add one or more indicators to help understand the price and volume action.  However, a full understanding of price and volume is important prior to using indicators, since they can also dilute full the meaning of price and volume, as described below:

· Opening price – this is the price at which a stock (or index) opens.  When the market opens, this is the first price established by buyers and sellers, which includes any overnight orders.  

· High price – this is the highest price reached during the trading day, and reflects the maximum strength the buyers were able to exert on the price action.  

· Low price – this is the lowest price reached during the trading day, and reflects the maximum pressure exerted by sellers.

· Closing price – this is the last price at which the stock traded during the market day.  It reflects the final consensus between buyers and sellers.

· Trading volume – this is the total number of shares traded during the day.  

There are several ways in which we can look at a price and volume chart.  On a one-day basis, if the stock’s closing price is higher than the opening price, then we could reach a tentative viewpoint that, on that day, buyers were more enthusiastic than sellers, at least at the end of the day versus the beginning of the day.  Comparing the closing price to the high and low prices is also informative.  If the close is near the high, then we might conclude that, for the day in question, buyers “won the day”, pushing price up near the high.  Conversely, if the close is near the low, then we might conclude that sellers had the upper hand for the day, pushing price down toward the low.  In other words, if price closes in the upper half of the day’s range (low to high), then buyers could be seen as stronger for the day; a close in the lower half of the range favors sellers.  We can also compare the current day’s price to prior days’ prices, looking for a price trend.  A general increase in closing prices, especially when accompanied by higher high prices and higher low prices, is a positive sign for the future.  A decrease in closing prices, especially accompanied by lower highs and lower lows, is a negative sign.  When looking at a one-year chart of daily price bars, we can start to get an idea of the general trend of the stock (or index).  

Price alone does not tell the entire story, however.  While price tells us the value which buyers and sellers placed on a stock’s price, it does not give us the whole picture in terms of their enthusiasm.  For this, we need to look at trading volume.  The volume of shares traded can tell us, when compared to the past trading volume, how enthusiastic the buyers and sellers of a stock are on any given day or in a given timeframe.  An increase in volume is an indication that traders are more enthusiastic than they were in the past; a drop in volume tells us that traders are less enthusiastic.  Therefore, using price and volume together can be quite informative.  As a general rule, an increase in volume will substantiate a trend in prices, regardless of the price trend direction.  If prices are moving up, and volume is also moving up, this is evidence that the price uptrend has strength.  If prices are dropping on higher volume, we are seeing evidence that the price downtrend may continue.  However, a price trend which occurs on dropping volume is suspect.  While prices may be moving up, if volume is dropping, we are seeing evidence that buyers are not as enthusiastic as they were in the past, and we might conclude that the price uptrend does not have the strength to continue.  

Prices move in trends.  In a price uptrend, the price bars will show a succession of higher high prices and higher low prices.  However, prices don’t move up in a straight line, but rather in sequence of short up and down “swings”.  So, in an uptrend, we will see a succession of up-swings and down-swings, with the low points reached by each down-swing getting higher, and the high points reached in each up-swing also getting higher.  In a downtrend, it’s just the opposite.  The high points of each up-swing will be progressively lower, and the low points of each down-swing will also get lower.  If you’re having trouble locating price swings in a daily bar chart, you might try using a simple short-term moving average, such as the 10-day SMA.  This can help smooth out the daily bars into a series of price swings.

To help us discern trends in a price and volume chart, we might employ a moving average line.  This line will average the closing prices over several days.  For example, if we use a simple 50-day moving average, then the average price over the past 50 days, starting with today, will be plotted on the price and volume chart.  Tomorrow, this average will be updated, and that figure will also be plotted on the chart.  Using a moving average can help us visualize the general trend over the timeframe of the moving average by smoothing the individual daily prices.  There are different types of moving averages, such as simple (an arithmetic average of the prices), exponential (giving more weight to the most recent days), and others.  There are also a number of timeframes we could use in constructing a moving average.  The most common are 50-day and 200-day simple moving averages.  For our purposes, we might use the 50-day simple moving average to help us visualize the long-term price trend.  The important thing to remember is that a moving average does not actually exist in the price and volume action of the stock.  Rather, it is an artificial tool which we can use to help us visualize trends.  

Another tools which is quite useful is the trendline.  If prices are generally moving up, we may be able to connect the low points of each down-swing with a straight line.  If this is possible, and if we have at least two (more is better) points to connect, then we call the line an upward trendline.  This line shows us the slope of the uptrend, how long it has been in effect, and how many times it has been “tested”, or touched by the low point of a down-swing.  In general, the longer the line, and the more times it has been tested, the stronger the trend.  When prices are moving down, we may be able to draw a downward trendline, connecting the high points of each up-swing.  

When price moves up for a while (an up-swing), and then stops moving up and drops down (a down-swing), the point at which price stopped moving up and started moving back down shows us where buyers gave up and sellers become more powerful.  On a chart, we can call this point an area of “resistance”, meaning that price hit selling resistance and stopped moving up.  Conversely, where a down-swing ends and a new up-swing begins shows us the point at which buyers became more powerful than sellers.  This is called an area of “support”, caused by buyers starting to overpower sellers.  Therefore, in an established uptrend, the support and resistance areas are both getting higher; in a downtrend, they are both getting lower.  

Technical analysis books and web sites describe a wide variety of technical indicators, many of which can be grouped into what are commonly called “oscillators”.  These indicators are all based on price and/or volume.  Examples of these oscillators include RSI, MACD, %R, Stochastics, rate-of-change (ROC), and many others.  While using one or more oscillators can help decipher the price and volume action in a chart, it is very important to fully understand how an oscillator is constructed, how it works, and what its “signals” mean in a variety of situations before using it.  It is a common mistake to rely on too many oscillators; it is also a common mistake to rely on just one.  The important thing, if you are going to use oscillators at all, is to find two or three which you fully understand, and then incorporate them into your method in an educated fashion.  Oscillators can be used to provide the following types of insight into a price and volume chart:

· Extreme readings.  Oscillators by their very nature “oscillate”, or swing back and forth, between extremes.  When an extreme reading is given by an oscillator, this is a signal that whatever is happening in the underlying price structure which caused the extreme reading may be ready to reverse direction.  An extreme high reading will sometimes mean that the price has become “overbought”; an extreme low reading is sometimes taken as an “oversold” indication.  

· Reversals.  After reaching an extreme reading and reversing to the other direction, an oscillator is giving us a signal that the underlying price structure may be ready to reverse also.

· Trends.  Oscillators move in trends.  Sometimes these trends correlate well with the underlying price structure used to construct the oscillator.  A change in the oscillator’s trend can sometimes give advance warning of a change in the price trend.

· Divergences.  If an oscillator’s trend, and especially the high and low points reached during the trend, do not match the underlying price trend, then the oscillator is telling us that something may be ready to change in the price trend volume.  In a price uptrend, when price makes a new high on a price upswing, and if an oscillator makes a lower high in its own chart, then it is giving us a signal that the price structure may be weakening.  Likewise, in a price downtrend, when price makes a new low, and if an oscillator makes a higher low at the same time, it is giving us a signal that the price may be ready to reverse to the upside.

· Crosses of the zero (or middle) line.  Oscillators move around a middle line.  A cross above the middle line is sometimes a positive signal.  A cross below the middle line is sometimes a negative signal.

When we look at charts, we need to make a few basic decisions regarding the chart’s timeframe and appearance.  My suggestion is to start with one-year charts of daily OHLC price bars with daily volume bars.  Some charting systems will allow you to see the volume bars for up-days in black or green, and the volume bars for down-days in red.  This can be useful in seeing whether volume has been higher, in general, for up-days or down-days in the past.  To this basic chart you can add an intermediate-term moving average (such as the 50d SMA I mentioned earlier).  It’s also helpful to look at a longer-term timeframe to get a feel for the stock’s (or market’s) history.  For this, I’ll suggest using a two-year (or three-year) chart of weekly OHLC bars, along with the weekly volume bars.  Since this is a weekly chart, each bar contains 5 daily bars.  So if you’re using a moving average, you’ll want to make sure you change it to correspond to the weekly timeframe.  The 50d SMA would be changed to a 10-week SMA  

Understanding the trend of the market

Part one:  Definitions.  First, we need to define “the market”.  For this discussion, we’ll focus on the broad market indices, such as the Nasdaq Composite index, the Dow Jones Industrial Index, the S&P 500 Index, the NYSE Composite Index, etc.  Data is generally available for these indices.  For the Nasdaq, we’ll use the Nasdaq Composite Index as the “market”.  For the NYSE, we’ll use the S&P 500 Index.

Part two:  Market index chart analysis.  The next step is to look at the chart of the market index.  The objective is to discern as accurately as possible the current trend (and possibly the “stage” of the trend) of a market index.  We’ll focus on a daily chart showing the past year.  The chart should show the index price (using open-high-low-close, or OHLC, bars), the daily trading volume, and an intermediate-term moving average (the 50d SMA).  All of these will help us develop an informed conclusion as to the general trend of the market index in question.  At any time, an index could be in a variety of trend stages, such as:

1. A new uptrend 

2. An existing uptrend

3. A late uptrend, showing signs of ending

4. A top area, following the end of an uptrend

5. A new downtrend

6. An existing downtrend

7. A late downtrend, showing signs of ending

8. A bottom area, following the end of a downtrend

9. A consolidation area, either in the midst of an uptrend or a downtrend

10. An uncertain area, not showing signs of any of the above

When we examine the index chart, the following questions should be addressed:

1. Is the moving average (MA) generally sloping upward, downward, or flat over the latest third or half of the chart?  This gives a clue as to the general current trend of the index.

2. Is the index price action mostly taking place above an upward-sloping MA?  This is typical of a healthy uptrend.  Is the price action mostly taking place below a downward-sloping MA?  This is typical of a healthy downtrend.

3. Is the index making a series of progressively higher highs or lower highs?  Higher highs are an indication that buying pressure is stronger than selling pressure.  Lower highs are the opposite, indicating weaker buying pressure and stronger selling pressure.

4. Is the index making a series of progressively lower lows or higher lows?  Lower lows indicate that selling pressure is stronger than buying pressure.  Higher lows indicate that buying pressure is stronger than selling pressure.

5. Is volume higher during moves up or moves down in price?  Higher volume levels give us an indication of where the strength currently resides, with the buyers or sellers.  Higher volume during moves up in price shows strong buying pressure.  Higher volume during moves down in price shows strong selling pressure.

6. Can we draw a straight line connecting the low points in the chart?  If so, what is the direction of this line?  This line shows us the direction of the strength of the buyers in the market.  If it is moving up, the buyers are getting stronger.  If it is moving down, the buyers are getting weaker.

7. Can we draw a straight line connecting the high points in the chart?  If so, the direction tells us whether sellers are getting stronger or weaker (inversely to the direction of the line).  If the line is moving down, sellers are getting stronger.  If the line is moving up, sellers are getting weaker. 

8. Is the 50d MA flattening out after an extended move in one direction?  Is the difference between the price action and the MA decreasing, or perhaps is the price action starting to cross the MA from time to time?  This could mean that the current trend is weakening and that price may either be consolidating, preparing for another move in the same direction, or getting ready for a reversal to the opposite direction.  

Part three:  Market action (internals) analysis.  After looking in detail at the price and volume chart of a market index, the next step is to look “under the surface” to see what is actually happening with the stocks which compose the index.  The objective here is to see if the market internals tell the same story as the index price and volume chart.  If so, the trend can be considered to be intact.  If not, we may receive signals that the current trend may be ready to change.  The data elements to be examined are as follows:

1. Advances:  The number of stocks moving up in price.  In an uptrend, we expect the number of stocks moving up in price to be increasing (or flat at worst), resulting from increased buying pressure.  In a downtrend, this number should be falling from the increased selling pressure.  During an uptrend, as the index makes a new higher high price, we expect this number to do likewise.  Similarly, during a downtrend, as the index falls to lower lows, so should this number.  Any difference in chart characteristics between the price and the Advances chart should be examined closely.  When the Advances chart does not agree with the price chart, it is called a “divergence”.  Any divergence needs to be studied, as it may hold a hint of a future reversal in price.  We also need to remember that while there is no theoretical upper limit to the price level of an index, the upper limit of Advances is the total number of stocks in the index.  As this number reaches extreme levels during an extended uptrend in price, and then starts to move back down, this may be a signal that the uptrend cannot continue much further than its current levels, since the number of stocks which can move up in price has reached a level which cannot be passed.  This is typically a time of extreme optimism in the markets, and we should take this as a possible negative indication for the future direction of the index.  When the index is reaching a low point and Advances is at an extreme low and then starts moving back up, this is telling us that most selling has very likely already been completed, and we should take this as a possible positive signal for the future price of the index.

2. Declines:  The number of stocks moving down in price.  The interpretation of Declines is the opposite as for Advances.  During an uptrend, we expect this number to drop, showing lower levels of selling pressure.  During a downtrend, we expect this number to rise, or at least stay flat.  As price reaches a new low, Declines should reach a new high, and vice versa.  During an extended price downtrend, declines will typically reach an extreme high level, and then will start back downward.  This is an advance signal that the downtrend may be over, since fewer stocks are falling in price.  During an extended price uptrend, Declines will be very low, and after reaching a low extreme, will usually start moving back up, showing an increasing number of stocks moving down in price.  

3. Advancing Volume (AV):  The trading volume of the stocks moving up in price.  The interpretation of AV is the same as for Advances.

4. Declining Volume (DV):  The trading volume of the stocks moving down in price.  This is interpreted the same as Declines.

5. New Highs:  The number of stocks making a new yearly high price during the trading day.  During an uptrend, the number of stocks making new highs should continue to increase.  As the uptrend reaches a top, this number may move to extreme levels, and then start to move back down.  During a downtrend, the number of stocks making new highs will drop and stay low.  At the end of the downtrend, NH will then start moving back up.

6. New Lows:  The number of stocks making a new yearly low price during the trading day, interpreted just the opposite of NH.

7. A-D:  The difference between Advances and Declines.  This number combines the effects of buying and selling pressures on Advances and Declines into one number.  A value above zero shows that Advances are greater than Declines, usually a positive sign for the market.  A value less than zero shows Declines greater than Advances, usually a negative sign.  The slope (or trend) of A-D is also important, as it shows the momentum of the difference between Advances and Declines.  If the A-D line is moving up, this tells us than the difference between Advances and Declines is increasing, showing positive momentum in the price breadth of the index.  A downward slope tells us the difference is decreasing, showing negative price breadth momentum.  The peaks and valleys of the A-D line should match the peaks and valleys in the price chart.  If not, a divergence is being seen.  This line will reach extreme high levels at the end of price uptrends and extreme low levels at the end of price downtrends.  A high level followed by a move back down is a time for caution; a low level followed by a move back up is a positive indication.

8. AV-DV:  The difference between Advancing Volume and Declining Volume, interpreted the same as with A-D.

9. NH-NL:  The difference between New Highs and New Lows, also interpreted the same as with A-D.

10. A-D cumulative:  This is a cumulative total of each day’s A-D numbers plotted on a chart.  It is interpreted much the same as the daily A-D chart, with one difference.  The cumulative chart reacts later to changes in the A-D figures, and is often used to confirm a reading in the daily chart.

11. AV-DV cumulative:  This is a cumulative total of each day’s AV-DV numbers, interpreted the same as with A-D cumulative.

12. NH-NL cumulative:  This is a cumulative total of each day’s NH-NL numbers, interpreted the same as with A-D cumulative.  

13. Bullish Percent (BP):  The percentage of stocks in an index currently determined to be in “bullish” configurations by “point and figure” charting.  An increasing value (upward slope) or a value above 50 are both usually positive signs; a negative slope, or a value below 50, are both usually negative signs.  An extreme reading (below 30) during a market downtrend, followed by a strong move back above 30, is a positive signal.  A reading above 70 during a market uptrend, followed by a strong move back below 70, is a negative signal.  The same analysis for divergences as described with the A-D line is performed with the BP line as well.

14. Stocks over their 50-day (or 200-day) moving average.  This measures the number of stocks (or percentage of stocks) in an index above their 50d (or 200d) MA.  In an uptrend, this line should be moving upward; in a downtrend, it should be moving down.  The analysis is done in the same way as the BP analysis.

Part four:  Sector analysis.  After we have done a detailed analysis of the Nasdaq and NYSE indices, looking at price and volume charts as well as the internal market action data, we then need to look at the major sectors of the market.  The objective is to determine where the actual strength and weakness may be.  I suggest looking at price and volume charts of the following sectors:

· Consumer Services

· Consumer Cyclicals (Durable Goods)

· Consumer Non-Cyclicals (Non-Durable Goods)

· Energy

· Financial

· Healthcare

· Industrial & Materials

· Precious Metals

· Real Estate

· Retail

· Technology

· Telecommunications

· Transportation

· Utilities

Charts for these sectors are analyzed in identical fashion as described for market index charts in Part two.  Internal data for sectors is not widely available, so we won’t be doing that type of analysis for the sectors.  

Part five:  Sentiment analysis.  Since the market is composed of a vast number of individual players, each motivated by his/her own expectations and emotions, we need to look at the collective sentiment of the market players as exhibited in a variety of empirical data.  The objective here is to determine whether this sentiment is consistent with the current market price trend as well as to see if sentiment has reached extreme levels.  Remember that the “crowd” is usually correct during trends, but is usually wrong at major turning points in trend.  The following data will be examined:

1. Specialist Short-Selling.  Specialists are professionals who “make the market” for stocks.  They must buy stock which is offered for sale without other buyers.  At the end of a major decline in the market, when many investors are selling, specialists usually must buy lots of shares of stock, thus reducing their short sales significantly.  It makes sense for us to be on the same side of the market as specialists – they are professionals and know what they are doing.  This number gives us the percentage of specialist short sales as a percentage of total short sales.  As this number drops, it is a sign that they are reducing their short-selling, an indication that a downtrend may be ending.  

2. Member Short-Selling.  In addition to specialists, there are other professional members of the exchange.  Taken in the aggregate, this number shows the number of short sales by members as a percentage of total short sales.  Members (specialists and other members) are professionals and are often correct.  When this number drops, it’s telling us that non-member (public) buying is starting to ebb.  And when the public stops buying, that’s a sign that the time is right to watch for a bottom to form.

3. Public Short-Selling.  The public, unlike the professionals, is usually wrong, especially at turning points in the market.  This number shows the number of non-member short sales as a percentage of total trading volume.  When this number is moves up strongly, it is a sign of increased short-selling by the public, which is itself a sign of increased public pessimism.  We should see this as a positive signal.  

4. Put/Call ratio.  This number gives a ratio of Put options to Call options, giving another measure of investor sentiment.  A Put option gives the right to sell shares of stock, generally a pessimistic or bearish move.  A Call option gives the right to buy shares of stock, generally an optimistic or bullish move.  A higher value in the Put/Call ratio tells us that more investors are bearish than bullish; since investors are often wrong, especially at price extremes, we should take this as a positive signal.  A lower value shows that more investors are bullish than bullish; we should take this as a negative sign.  

5. Advisory Services Bullish and Bearish Percentages.  The writers of investment advisory newsletters are themselves part of the investment crowd, subject to its “herd-like” instincts and emotions.  As a group, these writers tend to be trend followers.  This data measures the percentage of the newsletters who are bullish or bearish.  During a market uptrend, when the percentage of these newsletters giving bullish advice reaches an extreme high reading, and/or when the percentage giving bearish advice during a market uptrend reaches an extreme low reading, we are receiving a negative signal and should watch for a possible end to the uptrend.  During a market downtrend, when the bullish percentage reaches a low extreme, and/or when the bearish percentage reaches a high extreme, we are receiving a positive signal and should watch for a bottom to form.  

6. Headlines, Cover Stories, News.  Generally, when the financial news is heavily covered by non-financial magazines, newspapers, and television, this is a sign that something very significant has occurred.  Sometimes, a single event has caused this coverage.  Other times, the news story will cover an extended trend in the market.  In this latter case, this is often a sign that the trend has become over-extended and is near an end.

7. Mutual Fund Cash Flows.  We can use this data to observe the flow of money into and out of stock mutual funds.  In other words, we can examine the investment habits of individual investors moving their money into and out of stock mutual funds.  These investors are often wrong, particularly at major market turning points.  This data is reported weekly and monthly.  For our purposes, the monthly data is satisfactory.  Each month, the data will show that stock (equity) funds either had inflows (money moved into the stock funds) or outflows (money moved out of the funds).  A positive number shows that more money was moved into stock funds than out during the month.  We need to look at this data over a period of several months, looking at the trend of the data as well as for extreme readings.  An upward trend from month to month shows that investors are generally and increasingly optimistic (bullish) about stocks; a downward trend shows they are pessimistic (bearish).  An extreme high reading during a price uptrend in the market shows a very high level of optimism and we should take it as a possible indication that the uptrend may be ready to end.  An extreme low reading during a price downtrend shows that these investors are “giving up”, a possible sign that the downtrend may be close to ending.

8. Short-Interest Ratio.  This measures the total number of short sales as a ratio of all trades.  Once again, at extremes, the crowd is usually wrong.  If this ratio is moving up during a market downtrend, and especially if it is at a high extreme, the level of short sales is rising sharply.  In other words, it is reflecting a high level of bearish sentiment in the “crowd”, and thus we are receiving a positive signal.  Conversely, during a market uptrend, if this ratio moves down and hits a low extreme, we are seeing much lower levels of crowd short-selling, reflecting a bullish attitude.  We should take this as a negative signal at market extremes.  

9. Volatility Index (VIX).  This indicator measures the comparative level of “panic” or “complacency” in the market (actually in the market participants).  When VIX hits high levels, it is indicating an increasing level of panic in the market.  Low VIX levels indicate the opposite - increasing complacency in the markets.  High levels of panic typically occur at market bottoms, while high levels of complacency often occur at market tops.  When we see prolonged high levels, this indicates high levels of panic and is therefore a positive signal, especially during an extended market downtrend.  When we see prolonged low levels, this is indicating high levels of complacency, and is therefore a negative signals, especially in an extended price uptrend.  In addition, when the market is in an uptrend, and if VIX is not moving down, this is a positive signal, telling us that complacency is not setting in with the uptrend in price .  When the market is moving down in price, and if VIX is not moving up, this is a negative signal, telling us that panic has not risen with the downtrend in price.

Part six:  Investment vehicles.  Individual investors have a variety of vehicles available to them.  We should consider the following:

· Stocks.  My suggestion is to limit ourselves to stocks which trade on a major exchange (Nasdaq, NYSE, AMEX), with a price of at least $10.00 and an average trading volume over the past month of at least 100,000 shares/day.  

· Index Mutual Funds which mirror one of the major indexes, such as the S&P 500, the Nasdaq 100, etc.

· Growth Mutual Funds which invest in growth-oriented stocks.

· Sector Mutual Funds which invest in a single industry sector.

· Bond Mutual Funds which invest in high-quality and/or government bonds.

· Specialty Mutual Funds, offering leverage and/or inverse positions.

· Index SPDRs, such as QQQ, DIA, SPY.  These are stocks which mirror (closely) the Nasdaq 100 (QQQ), the Dow Jones Industrial Average (DIA), and the S&P 500 (SPY).

· Sector-based iShares.  There are about 20 of these stocks which allow us to invest in a specific sector.  

Part seven:  Summary and possible action plan.  Market analysis tells us the current trend of a market index.  Market internals analysis tells us whether the internals agree with the index.  Sector analysis tells us the current trend of the major sectors.  Sentiment analysis tells us the current emotional climate of the investment crowd.  Taken together, these sets of analysis can help us get a much better picture of what is likely to happen in the future in the market, and where it is likely to happen.  Certainly, the only evidence we can truly rely upon is the market price and volume action, but the other supporting evidence can give us the confidence to do so.  As described in Part two, the market could be in a variety of trend stages.  The following provides some suggested actions which might be taken in each of those stages.  The specific action will of course depend upon the individual investor’s approach. 

· A new uptrend – start buying stocks & funds

· An existing uptrend – buy stocks & funds

· A late uptrend, showing signs of ending – stop buying, watch current positions closely

· A top area, following the end of an uptrend – sell stocks & funds, start getting ready to short stocks

· A new downtrend – start shorting stocks

· An existing downtrend – short stocks

· A late downtrend, showing signs of ending – stop shorting, watch current positions closely

· A bottom area, following the end of a downtrend – close short positions, start getting ready to buy stocks & funds

· A consolidation area, either in the midst of an uptrend or a downtrend – watch current positions closely, look for opportunities to buy (if the trend moves up) or to short (if the trend moves down)

· An uncertain area, not showing signs of any of the above – watch current positions closely, don’t open any new positions

Investment Strategies

Fundamental Analysis.  Fundamental analysis involves studying the “fundamentals”, or financial statements and operations, of a company to arrive at what an investor feels is a “fair” price for a company’s stock, either in today’s market or in the future.  Examples of fundamentals used in this analysis include sales (revenues), profits, earnings, cash flow, book value, dividend payment history, price ratios (P/E, P/S, P/CF, P/BV, etc.), operating ratios (ROA, ROE, etc.), and similar data.  In addition, analyst projections of future sales, earnings, profits, etc., can be used.  Also useful in this type of analysis are non-empirical data, such as the “story” about a company, its advertising, products, services, etc.

Technical Analysis.  Technical analysis involves studying the price and volume history of a stock to determine its past, current, and likely future action and direction.  This type of analysis makes heavy use of price and volume charts, trendlines, moving averages, and indicators.

Sentiment Analysis.  Sentiment analysis involves studying the collective psychology (emotions) of the market “crowd”.  History tells us that sentiment moves in trends, and when it reaches an extreme, the underlying price trend is about to change.

Value Investing.  Value investing seeks to find stocks which are currently “under-valued” by the market.  The objective is to find stocks whose current intrinsic value is greater than the current share price (market value) would indicate.  Practitioners of value investing use a variety of tools, with the price ratios holding primary significance.  

Growth Investing.  Growth investing seeks to find stocks with strong growth potential for the future.  

Momentum Investing.  Momentum investing seeks to find stocks with currently strong momentum.  The underlying principle is that the current trend will continue.

Relative Strength Investing.  Invest in the x best stocks (funds) based on relative strength over a given period of time.

Sector Rotation Investing.  100% invested at all times.  Rotate assets between sectors based upon some strategy, such as relative strength, over-/under-valued, etc.

Contrarian Investing.  Buy what others have been selling.

Mechanical Investing.  Ex:  Dogs of the Dow.  Re-balance regularly.

Asset Allocation.  Allocate a percentage of the entire portfolio to stocks, bonds, and cash.  Alter the percentages based upon some type of analysis, such as the “efficient frontier”, market timing, etc.

Money Management

Money management involves two separate issues: how many positions of what size to hold, and where to close them.  

Part one:  Number and size of positions (portfolio management).  The number of positions to hold in a portfolio mostly depends upon the size of the portfolio.  A general rule of thumb follows.  A portfolio of $5,000 or less should consist of between 2 and 3 equal-sized stock positions or between 1 and 2 equal-sized fund positions.  A portfolio of $5,000 to $10,000 should consist of between 2 and 5 equal-sized positions.  For portfolios between $10,000 and $50,000, between 5 and 7 equal-sized positions is the right mix.  Portfolios between $50,000 and $100,000 should consist of 7 to 10 equal-sized positions.  And portfolios of $100,000 and greater should consist of 10 to 15 equal-sized positions.  Note that in each case I have said “equal sized” positions.  By trading in equal dollar sizes, we will give equal weight to each stock, regardless of its share price (or our feelings about the company).  So the first guideline regarding portfolio allocation is to use a relatively small number of equal-sized positions.

Just as it would be foolish to invest all of my positions in a single stock, it would be equally unwise to invest in only stocks in a single sector.  The second guideline is to invest no more than half of our positions in a specific sector.  This provides sufficient sector diversification and still lets us focus my account on only the best sectors.  Also, we should have no more than three positions in any one stock.  Thus, if I am managing a $100,000 portfolio, we could be planning to hold, say, 10 positions of $10,000 each, spread across at two or more sectors, with no more than 5 positions in a single sector.  For an account of $3,000, we might plan to hold two $1,500 positions, each in a different sector.  Essentially, we’ll want to make sure to spread our positions across a few stocks in a few different sectors.

Part two:  When and where to close positions.  The central issue here is to keep losses small and to let profits grow.  Before we open a position, whether long or short, we must always know the point at which we will close it if we are wrong.  For me, the maximum risk threshold in any position is 10%.  In most cases, the actual risk of opening the position will be less than that.  Since I’m typically buying failed corrections in uptrends and shorting failed rallies in downtrends, knowing where to place the stop order is fairly simple.  In an uptrend, the stop-loss order will be placed just under the low point reached in the correction; in a downtrend, the stop will be placed just above the high point of the rally.  In either case, if the percentage distance from the stop to the actual entry price is greater than 10%, I will not make the trade.  In this way, by setting a stop loss order at the point at which the market has proved me wrong, I have kept my loss small.

 

The next issue is to decide where and when to take profits.  Once I’m in a position, the price movement of the stock will provide clues regarding when and where to move the stop.  I’ve found four factors which when used together will produce consistently accurate stops:

· The trendline

· Support and resistance as defined by the series of highs and lows in the trend

· Relationship of price to the 50d SMA

· The percentage of profit in the position

 

Since I’m entering a trade into an existing trend, the trendline is already in place.  When price breaks below an existing trendline (in an uptrend), or above it (in a downtrend), this is a signal that I should consider closing the position.  Therefore I can move my stop along an existing trendline protecting profits along the way.

 

Support and resistance can be a little tricky to determine.  I’ve found that using the clearly recognizable peaks and troughs in a 1-year daily chart makes them fairly obvious, at least in my timeframe.  These points can provide price levels for setting stops.  If I’m long in a stock and it makes a new high, followed by a pullback to a low point which is higher than the prior low, and then moves up from there, the low point of the pullback can be used as a place to set a stop (just below the low point), the idea being that a price move down below that point in the future is a break below resistance and a negative sign for future prices.  The inverse idea would apply to a short position, setting stops just above the highs of rallies in the downtrend.

Another way to protect profits is to use the 50d SMA (or some other moving average).  Stocks in an uptrend will tend to stay above the 50d SMA, but will occasionally fall below it during price corrections.  A simple and effective method of protecting profits is to move the initial stop-loss order up to the buy price once the profits in a position are equal to the initial risk percentage, and then to keep moving the stop up at a point where it is equal to the 50d SMA minus 3%.  This historically has let minor price downswings occur without causing the position to be sold and at the same time protected against reversals.  The process is inversed for short positions in a downtrend, using a point 3% above the MA for closing short positions.

 

Finally, the percentage of profit in a position can be used to set stops.  It’s difficult to let a profitable position run its course, and leaving money on the table can be tough.  But letting profits run is also a necessary part of investing.  Over the years I’ve done a good bit of research into this subject, and have settled on a set of percentage guidelines which seems to work, at least for me in my timeframe.  When the profit in a position is less than 10%, or twice the original risk percentage (whichever is lower), the stop stays at the original level set when I entered the trade.  As profits increase, I’ll move the stop up (for longs) or down (for shorts) in an incremental fashion, based on the magnitude of the profits.  When profits are up to 10% or twice the initial risk percentage (whichever is lower), the stop can be moved to the entry price.  Then, as profits increase, the stop can be moved to protect an increasingly high percentage of the profits.  The table below provides a set of guidelines.  This approach may appear a bit simplistic, and it may be.  The intent is to protect a higher percentage of larger profits, letting them run as much of their course as possible.  

 

	Profit Percentage
	Stop Placement

	Less than 10% or twice the initial risk %
	Leave at initial stop

	10% or twice the initial risk %, whichever is lower
	Move to entry price (break-even)

	20% 
	Preserve 20% of profit

	30%
	Preserve 30% of profit

	40%
	Preserve 40% of profit

	50%
	Preserve 50% of profit

	60%
	Preserve 60% of profit

	70%
	Preserve 70% of profit

	80%
	Preserve 80% of profit

	90% and above
	Preserve 90% of profit


 

Putting all this together, it is possible to craft an individualized approach to setting stops.  My particular approach is to use all four methods, see what price levels they provide, look for some sort of consensus, and then find a middle ground among them.  I like to close a position totally once my stop price is reached.  Others who like to close part of a position at one price level and the rest at another price level could use this approach to find two appropriate points for their first and second stops.  The important thing is that each of us needs to find what feels comfortable and what we can execute well.

 

In summary, what we buy, when we buy it, and what we pay for it will only determine our entry for a position.  When we sell it will tell us if whether we won or lost, and at what magnitude.  From my perspective the entry is just the first part of the battle; the exit determines who wins.  

 

Six attributes shared by all successful investors

1. They are genuinely interested in the market and how it works, not because of the opportunity to make money, but because of the challenges inherent in investing.  They focus on making good trades, not on making money.  They view the market as a puzzle which can never be solved, but which requires consistent learning, analysis, and personal growth.

2. They are individualists.  They have the ability (and the desire) to act and work alone, to think for themselves, and to trust their own judgment.  

3. They know who they are, and how they fit into the market.  They utilize a philosophy or methodology that is well-suited to each of them.  Their methodologies reflect a realistic view of the market and about themselves.  They know that being wrong (as well as being right) is an integral part of investing.  

4. They are patient, waiting for their trading opportunities to develop and satisfy the requirements of their methodology.  They are also disciplined, acting without hesitation when an opportunity develops.

5. They practice sound money management.  They keep their losses small when they are wrong, and they let their profits grow when they are right.

6. They have the ability to think ahead, to see beyond the current situation and trend.  They anticipate possible future scenarios, develop a plan of action for each, and then wait for their methodology to tell them when to act.

