L, |

PROFI 'PABLE
CHAREING
TECHNIQUES

Second Edition




Profitable Charting Techniques

Second Edition




Other titles in the Millard on . . . Series

Channel Analysis (2nd edn)

Stocks and Shares Simplified (4th edn)
Traded Options (2nd edn)

Winning on the Stock Market (2nd edn)




Profitable Charting Techniques

Second Edition

Brian J. Millard

JOHN WILEY & SONS

Chichester » New York « Weinheim « Brishane » Singapore » Toronto




First edition published by Oudes Puhlications, 193]

This edition © 1997 by Joho Wiley & Sons Lid,
Baffins L.ane, Chichester.
West Sussex PO TR, England

National D143 77937
ITnternational  (+44) 1243 779777
e=tnal {For ovders and customer service onguirics - cs-booksifwiley co.uk
Wistl our Home Page on hirp:!iwww wiley coouk
or i pedweans waley com

All Bights Reserved, Mo part of this hook may be reproduced, siored. in a retrieval

system, of transmitied, inoamy [orm or by any mems, elecironic, mechameal, photocopying,
recording, scanning or otherwise, excepl under the lerms of the Copynght, Desiins and Palenis
Act 1988 ar under the terms of o licence ssued by the Copyright Licensing Agency, ™
Tonenham Court Road, London WIPSHE, UK, withoo! the permission in writing of John Wiley
and Sons Lid, Baffins Lane, Chichester, West Sussex, LTK- PO S 1L

Chiher Wiley Editorim Chifices

Jobn Wiley & Sons, Tic, 605 Third Avenue,
Mew York, NY 101580012, USA

VUH Verlagsgesellschatt mbH, Pappelaliee 3,
el Weinheim, Garmany

Jacaramds Wiley Lid, 33 Pork Koad, Milton,
Creenslond 4064, & ustralia

John Wiley & Sons (Agia) Ple Ld, 2 Clenenti Loop $02-01,
Jin Xing Distripack, Singapors 129804

John Wiley & sons (Canadal Led, 22 Worcester Road,
Hexdale. Cntario MYW 1L, Canadsa

Library of Congress Catalaging-in-Publication Peig

Millard, Brian § 2
Prafitable chirting lechmgues ¢ B 1. Millard, — 2nd&d
p.  om, — ( Thie Millard an — sarics)
Includes biblicaraphical references and index;
ISBMN (-4T71-06846-3
| Stocks—Linifed Stutes—Charts, diagrams, e, 2. Investment
palyss, L Tile, 1L Series: Millard, Brian ) Millard on—

SUTIEN,
Hiz4W16 M55 1997
J3263 202 —ce 21 Q4778

C1P

Hritivh Library Caralogulug in Pubifearion Daia
A catalogoe Tocord Tor this book is availoble from the Britsh Library

ISEM 047 6sdn-1

Fypeset in 10.5712pt Times by Dorwyn Ltd, Rowlands Castle, Hants

Printed and bound in Great Hrtain by Redwood Books, Trowbridge, Wiltshire

This book is printed on acid-free paper responstbly manufactured from sustsinable forestation,
for which a1 least two trees are planted for each one used for puper production.




Contents

Preface vii
1l Introduction |
2 Charts and Indicators 1
3 Trends Within Trends 28
4 Theoretical Chart Patterns Al
5 Confirmation of Patterns 61
6 Bottoming Patterns 71
7 Topping Patterns B
8 Trending Patterns 10K}
Y Hesitation Patterns 121

1) Moving Averages 143

11 Relative Strength and Momentum 161

[2 The Rise-Fall Indicator 173

13 Channel Analysis 181

14 Cyeles and Probability 193

15 Conclusion 204

Appendix 208

[ndex 209



Preface

The rapid growth in the use of personal computers and the ready avail-
ability of programs to manipulate stock market data has meant that inte-
rest in the charting of such data has never been higher. There is still,
however, a certain mystique artached to the process by which a chartist
arrives al a buying or selling recommendation for a particular share simply
by & study of how the price has behaved in the past. There is also, among
many nvestors, a disbelief that there is any connection between past and
future behaviour of a share price. This book aims to remove the mystique
from charting, and aims to show that there is a definite relationship be-
tween the past and future price movements of a share.

Although a computer will simplify the procedures discussed in this
book, there is stll room for the pencil and paper investor who marks
prices of a small number of shares each week on graph paper. Such an
investor is best served by the channel analysis method, which will provide
an excellent forecast of the target areas into which the share price will
climb or fall. and for which a calculator is not necessary.

Those investors fortunate enough to own both a computer and software
to carry out calculations and plot the results have the advantage of vir-
tually instant response (o any commands 1o calculate and plot share price
data. They can also select from a variety of ways of downloading share
price data so that the task of maintaining a data base of share prices is
simplified.

This book takes the investor logically through a consideration of the
cifferent types of chart and the various chart patterns which are encoun-
tered in these charts, An important aspect 15 the theoretical consideration of
how these patterns follow quite naturally from combinations of cyeles which
are present in-stock market data. Also covered is a discussion of the vanous
indicators which can be used, especially the ever popular moving averages.

The fairly new technique of channel analysis is discussed in depth, and a
taste is given of the even newer technique of cvele and probability analysis,
which has only become possible with the advent of the more powerful
personal computers of the last few years.
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A constant message through this book is the partially random nature of
share price movement. Because adverse trends can strike out of the blue,
an investor 18 never more than about 70% certain that an investment
decision 18 correct. Being 70% correct in buving and selling decisions
should of course lead an investor to substantial profit over a penod of
tume, but this only happens if great care i1s taken to avold substantial losses
on the 30% of occasions when the decision is meorrect, To this end, the
book explains in detail how to operate a stop loss, and the final chapter 1s
devoted 1o a set of rules by which the risk in stock market investment can
be Kepl 1o a minimum.

Brian J. Millard
Bramhall




1
Introduction

The subject of technical analysis, i.e. the attempt to determine future share
price movements by reference to historical data, is a vast one, covering
many aspects from the plotting of charts to the calculation of extremely
sophisticated indicators.

This book focuses mainly on charting techniques and the operation of a
few powerful indicators, but with a chapter on the latest powerful predict-
ive methods that can only be carned out with a computer. An investor can
apply the principles discussed here by using only the simplest of tools: a
pencil, ruler, eraser, pocket calculator and of course chart paper. A flexible
curve or French curve that enables the smoothest curve to be drawn to
pass through important high points or low points on the chart will be a
useful addition. All of these items can be obtained {from a High Street
stationer. The investor who has a computer and a technical analysis pack-
age and the ability to print out charts will still need these tools, since it 18
useful to annotate such charts. Most packages cannot carry out channel
analysis correctly; the flexable curve or French curve can be used instead.
Charts used 1n this book, including those with channels, have been pro-
duced using the Microvest 5.0 and Sigma-p packages.

For investors who are new to the idea of stock market investment, it
should be pointed out that this book does not discuss how to buy and sell
sharcs, but does discuss methods which enable the investor W armve atl
buying and sclling decisions. There are a number of inexpensive books on
the markel which discuss how to buy and sell shares, what level of dealing
casts are likely to be encountered, how dividends are p‘lil:l etc. Srocks and
Shares Simplified (sce Appendix) covers this ground in detatl, as well as
maoving on to ways in which shares can be selected and moving averages can
be emploved to reduce the risk of entering the market at the wrong time.

INVESTMENT PHILOSOPHY

Before moving to a discussion about charting techmques, 1t 18 necessary
to point out to the investor the importance of maintaining a logical
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investment philosophy, The most important rule of investment is to pre-
serve capital. It therefore follows that a losing position must not be held in
the hope that it will soon turn around, but must be liquidated as soon as it
becomes apparent that it has turned sour. On the other hand, a winning
position should be maintained for as long as it continues to gain. Many
investors adopt the idea of a target level for the share price, selling once
the price reaches the target, This idea of creating a target level for a share
price, while useful from the point of view of crystallising one’s expectation
for that share at the outset, must not force the investor into a premature
liguwidation, leaving the share price to continue upwards without him,

The reader should now begin to see that the most important plank in the
investment philosophy is objectivity. The investor who moves away from a
purely objective approach is the investor who will start to lose money. Tt is
not being objective to ‘jump the gun’ because a particular chart formation
appears to be about to commence, The objective investor will always wait
for confirmation, and thus aveid the many occasions when the chart for-
mation does not proceed to fraimon. Before making any investment, it is
vital that the investor considers the potential for gain and the potential for
loss, which are perhaps hetter described as the ‘upside potential’ and the
‘downside potential’. Where these are not loaded heavily in favour of the
investor, the opportunity should be left alone.

The mvestor should also avold being too heavily focused on just a few
shares. Such an approach will have the investor seeing chart formations
and opportunities which are frequently o figment of the imagination. Since
there are so many thousands of shares traded on the London market, then
when the investor is at all uncertain about the message that the chart is
giving, the motto should always be to look elsewhere for a more clear-cut
picture.

One chart which it is always essential to maintain is a chart of a broad-
based market index such as the FTSEL00 Index. The behaviour of the
market as a whole can act as a useful brake on a euphoric investor who
thinks he has found Eldorado all in one share. While individual shares can
and do buck the trend of the market in general, this tendency to opposite
behaviour is almost always short-lived. An investor needs to be extremely
cautious when the market 1s moving adversely, and should never be afraid
to admit that he or she has made a mistake and cut short an imvestment
under such circumstances.

MONEY MANAGEMENT

In line with the prime requirement to preserve hard-carned capital at all
costs, 1t 18 necessary 1o spread the risk amongst 4 number of shares. The
larger the number of shares, the smaller is the risk, while the smaller the
number of shares, the greater is the risk. With too large a number of
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shares, the portfolio performance will tend towards boring, since the few
sparkling shares will be unable to compensate for the many dull ones.
With too few shares, the performance will be sparkling if the selections
have been correctly selected. On the other hand the perfarmance will be
disastrous if the selections have not been correctly selected.

Thus as in most other things in life, a compromise is necessary between
nsk and reward. This author is of the firm opinion that about eight shares
15 an ideal number in which to maintain an investment. Of course, these
shares are constantly changing as the investment conditions for each share
changes, although it is unlikely, except when just opening a new portfolio,
that the investor will be buying or selling eight shares at any one time.
What will happen usually i that one or two shares will come to fruition,
and the investor will be looking for new shares with which to replace them.
Occasionally conditions will be such that new shares cannot be found. In
such a case the money Ireed by share sales should be invested in a reserve,
which shouold be a short term high interest-bearing account, until such time
as new opportunities occur.

From time to time the investor will make a mistake with a selection,
finding that it fails 1o make the anticipated advance. Naturally, the only
course of action is to recognise the mistake and sell the share. In a typical
situation, the cost of such a mistake will be of the order of 10-15% of the
purchase price of the shares, About 4.5% will be necessary to cover the
dealing costs of buving and selling, and the share will probably have fallen
by about 5% to 10% before the investor realises that the share is not going
to recover. Since only one-eighth of the capital is invested in such a losing
share, the loss to the portfolio is one-eighth of the 10-15% lost by the
individual share, i.e. less than 2% Such a loss 15 relanvely trivial, and will
easily be made up by one good winning share,

Never be tempted to decrease the number from eight shares, and never
be tempted to bias the investment heavily in favour of one particular
share. The investment should be reasonably close to one-eighth of the
available capital in ¢ach situation. Naturally, if one share does particularly
well, it could come to represent considerably more than one-eighth of the
value of the portfolio. When moving into the next share, try to muntain an
even stance, committing if necessary part of the released capital from the
previous share into the interest-bearing account. The position can be
evened up when an underperforming share is sold which requires the
capital for the next investment to be topped up in order for it to continue
to represent about one-eighth of the value of the portfolio,

REALISTIC PROFIT TARGETS

Many investors, about to enter the stock market for the hirst time, have
unrealistic expectations for the gains which can be achieved, year upon
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vear. In a bear market, it 15 extremely difficult to avond losses, let alone
make any gains. In a bull market, many shares double in value over the
course of a year, 50 that an investor with perfect timing of the buving and
selling times should see a gain of 100% provided he has selected these
particular shares. Most other shares will make more modest gains, perhaps
of the order of 30-3(1% over the same period,

Taking an average view, therefore, an overall gain of say 3% after
dealing costs during a year of a bull market would appear to be a more
reasonable level to expect: During a bear market the investor may well
be wninvested n shares since no opportunities may present themselves.
In the money market, therefore. a gain of 5% or 6% per year may be the
maximum obtainable, Life being what it 1s, most investors would be
making a few invesiments during such a bear market, and most investors
would lose possibly 10% due to the unavoidable effect of dealing costs
(say about 4-5% for the complete buying and selling transaction) plus a
loss of another 5% before anv stop loss is triggered. Thus a more realistic
view of the return during a bear market may be 0% . Since we have said
that the return during a bull marker 18 perhaps 30-40%. this means that
for all types of market an investor would appear to be able to look
forward to gains of 15-20%, vear on vear. from invesiment in shares.
I'his figure would seem to be reasonable when set against the avowed
aim of many institutional fund managers, which is to match the FTSE100
Index. It is easy to see how such a limited aim has arisen—it can be said
that a fund manager has never lost his job because he staved level with
the market. The pressure comes when a manager fails to achieve the
gains made by one of these indices. On the other hand, to be fair to fund
managers, they have a great deal of money 1o invest, money which 1if
applied to just a few shares would heavily distort the market. They also
have o operate at as low a risk as T:nn':..t.ihle. Of necessity, therefore, they
cannot behave as the small investor would do, limiting investment to just
eight shares, but have to spread their investment amongst a large nums-
ber. This has the unavoidable effect of depressing the gain or loss to-
wards Lthe market average,

We can throw mare hght on reasonable expectations for stock market
profits by looking more closely at the behaviour of the FTSELN Index
over the last 13 complete vears, Admittedly, many shares have putper-
formed thas Index over this period of time, but equally, many shares have
underperformed 1. After all, the Index reflects an average view of the
market, and so il 18 a reasonable approximation to whit the average inves-
tor might have achieved. This 13-year chart of weckly closing values of the
FTSELOO Index s shown in Figure 1.1, The values of the Index at the
beginning and end of each vear from 1983 to 1995, and the highest and
lowest values reached during each vear, are given in Table 1,1,

I'hese values can be used to calculate the gains made by investors wha
invested in a number of wiays -|:|1|1'i|1g [he purind_ We conld have an investor
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Figure 1.1 The charl of the FTSE1K Index from the beginning of 1983

Table 1.1 Values of the FTSELOD Indes from 1983 to 1995

Year Start value End value Year low Year high
1983 BB LA REY #a2.() OO0
1954 QT 5 | 2822 Q864 [232.2
1985 | 2200 14126 12046, 1 145335
1986 | 42005 16790 13701 16941
[987 1681.1 i % 1 565.2 24434
1988 1747.5 1753.1 164945 18793
| St 17828 24227 17828 24239
| 94 24341 214335 1990,2 24637
1991 Z1E8.3 2403, 2080.5 26T9.h
1942 24928 284485 2al.0 2847 .8
| 9U3 2861.5 J418.4 2137.6 a0
| Eriad 34018, 5 20655 28706 3520.3
19495 30657 36H9.3 2964.0 3693

buying at the beginning of the vear and selling al the end of that year, or
we could have an mvestor buying at the low point for that year and selling
at the end of the year, or finally we could have an unfortunate investor
who bought at the high point for the year and sold at the end of the year,
The gains or losses made by these actions are shown in Table 1.2
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Table 1.2 Gains or losses made by three types of buying and selling action during
cach of the years 1983 to 1995

Year Buy at beginning, Buy at low, Buy at high,
sell at end sell at end sell at end
1983 36 3.0 0.1
1984 235 249 {
1945 15.8 17.1 249
1986 18.2 225 .9
1987 1.8 9.4 =29.9
1988 2.6 58 -4.6
1989 35.9 359 .1
1990 -11.9 7 i -13.0
1991 3 He 19.8 —7.0
1942 14.2 2.8 21
1993 19:5 24.9 = S
19494 -111 0.5 120
1995 23 4.3 0
Averapes 11.6 17.9 -36

In only two of the 13 vears (1990 and 1994) did the market finish lower
at the end of the year than at the beginning, with the average gain, taking
all 13 vears, for a year being 11.6% . An investor who correctly identified
the low point for the year would have seen an average increase of 17.9%,
whiie an investor who incarrectly bought at the high pomnt for the year and
sold at the end of the year would have made an average loss of 5.6%.

This helps to put the stock market into perspective, and shows that gains
of about 20% year on vear are realistic for an investor who is able to
achieve fairly good timing of the buyving and selling points for his shares.
An above-average investor who is"able 1o pick consistently the shares
which outperform the marketl may make gains of up to 3(0% year on year,
but such investors are scarce.

The mmpact of dealing costs on stock market gains should not be 1g-
nored. In very round figures, for a deal of say £1000, an investor can expect
buying costs of about £25 and selling costs of about £20. This is equivalent
to a total of 4.5%. For an investor who remains invested for long periods
of time, more than one year, in a particular share, these dealing costs will
be offset for the most part by the dividends which are received. It is the
short term investor, who stavs with a share for just a few weeks or months,
who suffers most from dealing costs, since he is probably not invested in
the share at the time when a dividend is due.

On the other hand, the short term investor pains markedly from the
compounding effect of being able to reinvest the proceeds of one transac-
tion immediately into the next. Even quite small average gains per transac-
tion grow quite rapidly into large annual gains. This is shown quite clearly
in Table 1.3, where the tvpical gain, after dealing costs, for transactions of



Introduction 7

Table L3 Cumulative gains for increasing numbers of trades per year

No. of % Giain per trade o Gain per trade Cumulative gain
trades assuming 100% adjusted for per annum
per annum TISe OVEr year dealing costs if rammvested
1 LAY 95.5 a5
2 50.0 45.5 111.7
1 250 £0.5 1106
f 166 121 8.4
I2 8.3 3.8 56.4

increasingly shorter time 1s histed, along with the equivalent annual gamn
for reinvestment of the proceeds of each transaction in the next one. It can
be seen that gains after dealing costs of 3.8% for transactions lasting just a
month still accumulate into 56% for the vear. The table also shows that
there 15 no substantial difference between an investor who buys and holds
for a year before selling and the investors who hold for six months, three
months or two months, since they all appear to achieve gains of between
90% and 111%. However, as presented here for simplicity in using round
percentage gains, the table 15 biased in favour of the long term investor,
who has been given a nominal gain of 100%, with the other gans being
adjusted on a pro-rata basis of half of this over six months, a quarter over
three months, cte.

In practice, & gain of 100% over one transaction lasting one year will be
difficult to obtain, whercas a gain of say 30% over three months will be
much easier. This is because of the way in which shares move; they tend to
put on their gains over a short period of time. Shares go through penods
where their rate of gain is quite high, periods where they remamm more or
less static, and periods where their rate of loss is quite high. This wall
become more apparent when we look at charts later, The effect of this
behaviour is that the high rate of gain is usually compressed into about a
three-month period. This is a good average length of time for which an
investor should remain invested in any particular share, and with good
timing and good share selection it should be possible frequently to capture
gains of up to 30% in such a period. Allowing for the number of occasions
when the timing is not good. an investor who has become an expert at
charting technigues should be able to make a gain of about 15% over each
three-month period during good market conditions, When compounded
into the next transaction, gains of 15% cach three months become 74%
over the year,

As stated previously, during bad market conditions the investor will be
unable to do much better than the interest which can be made by pulting
his capital into the money markel. Looked at in this way, the good gamns
which can be made during good markets have to compensate for the
standstill position during bad markets.
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THE USE OF A STOP LOSS

It might seem Lo be a rather negative approach to bring in a discussion of
methods of avording losses ar this stage of the book. After all, investment
books should have as their objective the making of money through correct
investment technique, This is of course the aim of this book, but it 15 an
indisputable fact that more money is lost by investors who fail to sell at the
correct time than is lost by investors who buy at the wrong time. All of the
gains made by the correct application of the chartist technigues discussed
it this book can be lost if the investor fails to act when the trend turns
against him, It is therefore essential that the investor operates a stop loss
system, and it is discussed this early in the book in order to bring home the
overnding importance of doing this.

A stop loss 15 a price level below the current share price which the
investor sets as the lowest point to which he is prepared to see the share
price fall. A fall of the price below this stop loss must immediately trigger
the investor to sell. with no ifs and buts. The stop loss method is therefore
an automatic one; and the investor must not negate its use by sometimes
failing to act on it because of a gut feeling that the share price will recover,
All such gut feelings should have been taken into account when the stop
loss level is originally set, The term 'stop loss’ should more properly be
called ‘rising stop loss® since as the share price rises, the stop loss level is
also raised, so that the price gain becomes built into the stop loss system.
The stop loss should never be lowered.

The setting of a stop loss level is a balancing act between two basic
requircments. Firstly there is the need to maximise the profit already built
mto the share price by virtue of a rise since the share was bought, which
means of course that the effect of a fall has to be minimised. Secondly
there is the need to avoid premature exit from the share which then may
continue upwards withouot the investor. If share prices just went up in a
straight line and then turned around and fell in an equally straight line,
then the operation of a stop loss would be simplicity itself: the level would
be set at a point fractionally below the current share price. Unfortunately,
prices do not behave like that, Because of the existence of short term,
medium term and long term trends, plus a degree of random movement,
prices move up and down in zig-zags. If zigs are taken to be larger moves
than zags, then the stop loss is intended to allow upward zigs to run their
course, accommodate the downward zags, but protect against downward
zags that turn into downward zigs. This is illustrated in Figure 1.2,

The crucial decision about a stop loss is the distance below the current
share price at which to set it, If the level is set too close to the current share
price, then the stop loss is triggered by a small zag in the price, so that the
investor has then lost out on the succeeding rise (Figure 1.2, upper). If the
level is sel too far below the current share price, then the stop loss fails to
be triggercd until the zag has become an extensive downward zig, so
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Figure 1.2 LUpper: Stop loss set oo close 1o the nising price gives a8 premature sell
signal on & small downward correction. Lower: Stop loss set oo far below rising price
allows an appreciable loss to occur before giving sell stgnal, Note: zags arc small price
changes while zigs are larger price changes in gither direction

causing the mvestor a loss that is much bigger than is acceptable (Figure
1.2, lower). The correct setting of the stop loss allows the investor to take
in his stride the inevitable small downward zags in the share price. leaves
him invested for the larger upward moves and makes sure that he is
protected against a fall that 15 more than just a small downward zap.

There are two basic systems of stop less which can be used. One of these
15 based on a floor which is a constant amount, e.g. 10 pence below the
nsing price. The other one 15 based on a Aloor which is a constant percen-
tage below the rising price,

Constant Amount Stop Loss

The major advantage of a constant amount stop loss 5 that only the
simplest calculation is required—subtraction. As the price nises, the con-
stant amount is subtracted from the share price, Thus for a 10p stop loss, if
the share price is at 340p, then the stop loss is at 330p. If the share price
rises the following day to 345p, then the stop loss is raised to 335p. On the
other hand, if the price falls, for example to 331p, then the stop loss stays
where it is at 330p. If the price then falls to 329p the time has come to sell,

Thus the operation of the constant amount stop loss is simplicity itself.
The real work comes in deciding whether the constant amount should be
10p, 12p, 20p or some other value. There is no requirement that the constant
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amount should be a nice round number such as 10p or 15p, and there is no
relationship between the constant amount which is optimum for one share
and that which may be the best for another share, A value such as 16.5p may
turn out to be the best value for a particular set of circumstances.

The constant amount can only be determined by study of the past be-
haviour of the share price itself. The best way 1s to look at the chart of the
share price and look at an upward trend which is reasonably comparable
with the expectations you have for the current uptrend. Then make a note
of the extent of each of the minor falls during the course of the extended
rise, If the values he close together, so much the better, since the constant
stop loss may be acceptable if it is set at a value only slightly greater than the
largest of these falls. There s more difficulty if the falls cover quite a range
of values, since the larger of these may represent a fall which 18 quite
unacceptable if the share price does not recover. Thus a compromise is
often inevitable between the historical minor corrections in the share price
and the amount of loss which the investor feels he can tolerate.

Having decided on a value for the constant amount, the investor should
trv this value on various parts of the share price history to see if the results
obtained are satisfactory. If they are not, adjust the level shightly and try
again,

Once the investor has carried out this process on a few shares, the
experience obtained will make it much easier to deaide on good values for
other shares.

Constant Percentage Stop Loss

The world of investment is-a world of percentages, so it is not surprising
that many mvestors favour a stop loss system which 1s based on a floor a
fixed percentage down from the rising price. 1 do not favour this method
for two reasons. Firstly, the caleulation is slightly more awkward than for
the constant amount stop loss, especially as the floor level calculated will
still have to be rounded off to the nearest whole penny or perhaps half
penny, Secondly, a study of a large number of share price movements will
show that the minor falls during the lifetime of a longer term uptrend tend
not to inerease in their value in pence as the share price rises, i.e. the falls
are based on an absolute amount rather than a percentage amount. Thus it
seems conceptually incorrect to use a percentage method for a share price
mavement situation which is not based on percentages.

As was discussed for the constant amount stop loss, the percentage value
to be used can only be discovered by trial and error on the past history of
the share price. For most shares, a value of around 5% or 6% will be found
to give acceptable results, in the sense that the investor would not be shaken
out of the share too frequently. Most investors would also be pleased to get
out of a falling price only 5% or 6% down from the peak.
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Charts and Indicators

In this. chapter we will discuss the various types of charts which can be
constructed and the simple indicators which can be calculated readily with
the minimum of effort by the investor, The large number of more complex
indicators, many of which require computer calculations, are more prop-
erly the subject of a wider ranging book on technical analysis. The chart
types which will be considered are linear, semilogarithmic, point and fig-
ure, and rise-{all. The indicators which will be discussed are maoving aver-
ages, the Relative Strength Index and the Welles Wilder Relative Strength
Index. Each of these indicators falls into the category of calculated indica-
Lors, 1.e. 11 15 necessary to use the exact numerical values of the share price
data at intervals such as daily or weckly to compute a numerical value for
the indicator. The rise—fall indicator is a special case, since it is based on a
trendline superimposed on the rise-fall chart, and thus needs no numerical
computation,

LINEAR CHARTS

These are the simplest to understand and the easiest to plot. A hincar chart
has scales which are equally divided, so that a fixed distance along either
the vertical price scale or the horizontal time scale 15 always cquivalent to
the same change in price or the same number of days or weeks of elapsed
time. Before setting out to construct such a linear chart, the mvestor has to
make two degsions. Firstly, for how long 15 the chart going to be main-
tained, and secondly, over what price range 15 the share price expected to
move during the period for which the chart is going to be kept?

Linear chart paper as bought either loosely or in pads at a stationers will
have two sets of graduations, The larger scale ones are heavy lnes, and
between these are fainter lines which represent divisions of tenths of the
distance between successive pairs of heavy lines. The charts can be metric
or imperial. In the first case the distance between heavy lines 18 one centi-
metre and between faint lines is therefore one millimetre, while for the
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imperial the distance between heavy lines is one inch and between faint
lines one-tenth of an inch. Since an inch is approximately 2.5 cm, there are
two and a half times as many lines in each direction on an A4 sheet of
metric graph paper than there are onan A4 sheet of imperial graph paper.
A metric sheet is usually ruled into a grid of 18 cm by 26 cm, giving 180
divisions by 260 divisions. An imperial sheet is usually ruled inta a gnd of
7.5 inches by 11 inches, giving 75 divisions by 110 divisions.

Which of these two types of graph paper is appropriate depends upon
what the investor i (rying to determine from the charts. For short term
movements the metnc chart will cover 110 days or weeks if the longer axis
is used for the time. The larper separation of the graduations will make
this type of chart easier to read, and for short term periods will possibly be
the better of the two. The metric chart will keep the investor going for 26()
days, 1.e. one year if used for daily data, or five vears if for weekly data, and
therefore is more appropriate for viewing the bigger picture of share price
movement.

Where the investor requires more thought is in the way in which the
vertical price axis is to be labelled, The range should take into account
reasonable expectation for the range over which the share price will move
over the ensuing time period, and should include plenty of room for a fall
from the starting point as well as enough room for a projected nise.

On the typical metnic graph paper we have 180 vertical divisions, while
on imperial paper there will be usually 75. The distance between heavy
horizontal lines should be taken as a number which is readily divisible by
1}, and not some awkward value which will make it less easy to plot
intermediate values,

The major advantage of hnear charts 15 their simphcity, since the same
distance on the chart paper always represents the same difference in price
or hme. Howewer, they do suffer from some disadvantages. Thus they do
not allow the investor to compare percentage changes as easily as the
semilogarithmic waricty. They also do not accommodate unexpected
surges or falls m the share price, which will then run off the top or bottom
of the chart, necessitating complete redrawing to a different scale. On the
other hand, as will be seen from the chapter on Channel Analysis, cyvclical
features in share price movement tend to he based on a constant ampli-
tude, so that it 15 casy to draw channels of constant depth on linear paper.
This becomes almost impossible on semilog charts.

SEMILOGARITHMIC CHARTS

Semilogarithmic charts have the same linear scale in one direction as
linear charts, and since time is a linear function, then obviously the linear
axis will be used as the time axis. It is in the vertical price direction that the
two types of chart differ. The logarithmic scale has the property that a
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certain distance on the chart represents a constant ratio. Thus the distance
apart of the points for sayv 100p and 200p on the price axis is the same
distance as that between the points for 200p and 400p. Because of this,
semilog charts have the useful feature that percentage change on them
remains constant up the vertical scale. Thus if the underlying semilog grid
i5 the same for the charts of two different shares even though the price
marks on the grids may be different. then they can be direetly compared
from the point of view of percentage change al any moment in time. This is
very usciul where 1t 15 necessary 10 compare (wo investments.

Omne difficulty with logarithimie charts which lirmits ther use with certam
mdicators is that zero and négative values have no meaning. They cannot
be expressed on a loganthmic scale: For strajghtforward share charts this
of course is not a problem,

Semilogarithmic chart paper has one further specification—the number
of ¢cycles on the logarithmic scale, This simply means how many times the
scale runs from 1 to 10. A single cycle would have 10 heavy lines, getting
closer together as they run up to the top of the paper. A two-cycle log
paper would have the first cycle running from lines 1 to [0, the tenth being
halfway up the paper, while the next oycle would start from line 10 and run
up to another tenth line,

If the heavy lines are labelled with prices, then single-cycle paper would
take the price up to a factor of 10 times the price marked at the first
graduation, while two-cycle paper would take it up to 100 times. Naturally
for share price movement. even a factor of 10 1s usually excessive, so that
single-cycle semilogarithmie paper will be perfectly adequate for share
price charting.

As with linear scales, the investor will have to think carefully about the
range 1o be used for the price scale, As stated above, it will cover a factor
of 10 between the first and last values. The scale should start at a point
comfortably below the current starting price in order (o accommodate a
fall in price without the necessity of redrawing the chart. If the current
price is in the low 2(00p level, then 100p to 1000p would be sensible mark-
ings for the price scale. If the price is 500p, then 200p o 2000p would be
obvious graduations to use. Note that the scale markings are multiples of
the price at the first scale mark. Thus if this is 200, the next mark is 400, the
next 600 and s0 on up to 2000, 1t 1= important to avoid numbers that cannot
easily be divided by 11, since it will then be difficult to interpolate inter-
mediate points on the fine grid lines. Thus 6, 8 and 16 are not good values,
while 5 and 25, while not multiples of 10, are easily subdivided into 0.5 and
(.25.

Many commercial charts, on close examination, consist of small vertical
bars, Often there is a small cross line horizontally through the vertical bar.
These vertical bars are simply the range over which the share has traded
during the day (or week for weekly charts). The lowest part of the baris at
a paint corresponding to the lowest point, and the top of the bar of course
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is at the highest point. The cross line indicates the leyel at which the share
price closed, Occasionally this might also be the highest or lowest price for
the day.

For the amateur chartist, it is difficult to get at the daily range values
without subscribing to an electronic {eed of data to a personal computer.
For this reason almost all amateurs plot just the closing price, or the
closing price as it appears in the next day's newspaper. The point is plotted
by drawing a line from the last plotted point to the current one. Such a
chart is called a line plot, as opposed to the bar chart described above for
danly ranges.

Examples of barand line charts in both linear and semilogarithmic form
preduced by the Synergy TA package are shown in Figures 2.1 to 2.4, Note
that movement is much less obvious in the semilogarithmic charts than in
the linear charts because of the dampemng effect of showing price changes
as ratio changes as opposed to dilferences.

The chartist has the option of plotting daily or weekly values, Quite
obvicusly there is five times as much work involved in daily plotting as
opposed to weekly plotting. The best procedure is to carry weekly plots of
the pool of shares which you are monitoring as the source of future invest-
ment opportunities. As a share approaches a point at which an mvestment
opportunity seems imminent, then switch to maintaining a daily chart
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Figure 2.1 A weekly bar chart of the Allied Domecyg share price on a linear scale
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Figure 2.2 A line chart of the Allied Domecqg daily share price on a linear scale
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Figure 2.3 A semilogarithmic bar chart of the Allied Domecy share price
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Figure 24 A semilogarithmic line chart of the Allied Domecq share price

addition to the weekly chart, In this way the amount of work 1s kept to a
minimum. Note that daily charts should be kept for all shares in which you
are currently invested, as well as those for shares in which you hope to
invest shortly, .

POINT AND FIGURE CHARTS

These are not as popular in the United Kingdom as they are in the United
States. Tt is important thul investors at least get a feel for what they mean,
s0 they are deseribed here so that investors will be able to construct their
own if they wish.

The hornizontal axis on normal charts is the time axis, and as such is
equally divided into daily or weekly time intervals, Even if the share price
remains fixed at a constant value for days or weeks on end, a point will still
be plotted at the corresponding point in time. Point and figure (P&F)
charts are quite different, since the horizontal axis is not a time axis. If the
price does not change, no point is plotted on the chart. Because points are
only plotted if there is price movement, P&F charts are 4 measure of the
activity in the share in question.
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Point and figure charts have a linear vertical scale, but unlike normal
charts where a horizontal line corresponds to a price, it is the gap between
the lines that corresponds to a price value in P&F charts, P&F charts are
charactensed by one further quantity—the box reversal. The most usual
value is a three-box reversal, but the value can be anything from one box
upwards. The higher the number of boxes the less sensitive is the chart to
price movement. Hence the one-box reversal type is the most sensitive.

_Il is conventional, though not strictly necessary, to use Xs for a rising
price and Os for a falling price, This makes it rather easier to read the
charts. As an example, the way of plotting a ane-box reversal P&F chart is
now described.

The first thing to decide is the value of a box. This will depend upon the
level of the share price. If the price is in the range of sav 100p to 200p then
a box could have a value of Sp. At the starting point in time, nothing will
be put on the chart until the price has moved either up or down from that
vilue. Supposing the starting point is 150p. Since the value of a box is 5p.
the price has to move by that amount before any mark can be put on the
chart. A movement of 4p up or down will not be plotted. If the price rises
o 155p, or indeed any value between 135 and 159p, then an X is put
opposite the 1355p level. If the price falls by this amount, an O is put
instead, but this time of course opposite the 145p level. Because the value
of a box 1s 5p. the actual price movement is rounded to the nearest multi-
ple of 5p downward for a rise and upward for a fall, For a rising price, Xs
are put in all of the boxes up to that rounded value, and for a falling price
Os are put in all of the boxes down to the rounded level,

We do not keep putting Xs and Os in the same column, since this would
give little information about the share price movement. Since the type of
chart being plotted is called a one-box reversal, we move 1o the next
column to the right when the price movement changes direction. We put
our X or O one box up or ong box down from the previous last entry n the
previous column. We still have to fill in boxes with either Xs or Os as
appropriate up to or down to the new price level which is reached. For
example, supposing the price has been falling so that the current column
has a number of Os in it down to the box corresponding to 120p, If the
price then moves up to 136p. we move one column to the right, put an X in
the box corresponding to 125p (but aot in the one corresponding to 120p)
and then further Xs in the boxes for 130p and 135p. If the price then moves
down to 129p. we move one column agamn to the right and put an O 1n the
box corresponding o 130p. The result of these few moves in the price 1s
shown m Figure 2.5.

When the price direction changes again we move again 1o the next col-
umn. We can now see that the greater the number of changes in the dir-
ection of the share price, the faster the chart creeps across the chart paper.

The one-box reversal P&F charts are oo responsive to price changes to
be of any great use in share price analysis. Because of this a three-box
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Figure 2.5 How a pomtl and figure chart % constructed. The box and reversal size 15
5p. Only movements of Sp or greater will be plotted, Price falls are represented by Os
and price riges by Xs. Followmng a [all to 120p in the first column, & subsequent rise to
Li6p resulls in Xs being placed a5 shown. Finally a fall to 129p results in an O being
placed in the 130p box

reversal 18 much more common, The principle is exactly the same as for a
one-box reversal. You move to the next column when the price changes
direction and by an amount greater than the value of three boxes. However,
while the price is continuing in the same direction you continue to plot
movements corresponding to one box, It is the reversal that has to be three
boxes, while the continuation in the same direction stays at one box.

L]

Reading Point and Figure Charts

Figure 2.6 shows the three-box reversal chart of BICC. The letters and
numbers at the ends of each column give the month and the last digit of
the year when the price reversal occurred. Thus AD s August 1990,
Trendlines can be drawn on P&F charts just as on normal charts, and two
such lines are shown in Figure 2.6. The uptrend was broken by the long fall
which occurred in August 1990, The downtrend line has yet to be pene-
trated on the upside, and so it appears that at the beginning of 1990 BICC
shares were not yet ready for a rise,

RISE-FALL CHARTS

These are a third way of presenting share price data which is extremely
valuable for determining changes in the direction of the share price which
are signalled by penetration of trend lines.
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Figure 2.6 A point and figure chart of BICC, A three-box reversal has been vsed, The
time of occurrénce of reversals 8 indicated by the month letter and last digit of the
year, Thus the latest reversal (into a rising trend) is in October 1990, As with pormal
charts, trendhnes can be drawn as shown in thes example

Normal charts have a price axis and a time axis, point and figure charts
have a price axis but no time axis, while rise—fall charts have a time axis
but no price axis. The vertical axis is a direction indicator, and 1ts gradua-
tions are a measure of the length of time that a share price direction has
continued.

It is the simplest possible chart to construct, and requires a linear chart
paper, This is a case where the millimetric divisions on metric chart paper
are probably too closely spaced, so that imperial paper graduated in tenths
of an inch is much more appropriate. If metric chart paper 15 used, move-
ment will be much easier to study if 2 mm graduations are used to repres-
ent one movemenl,

The horizontal axis should be marked as the time scale, either daily or
weekly depending upon the lengths of trends which are being studied. Put
the first point halfway up the vertical axis exactly on a horizontal line. For
the next data point, if the price moves upwards, draw a line [rom the
previous point up one graduation and across one graduation Lo the current
date. If the price falls, draw a line from the previous point down one
graduation and across 1o the current date. If the price is unchanged, draw a
horizontal line from the previous point to the current date.
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Figure .7 The rise-fall chart of Allied Domeeq from mid: 1995, The chart s con-
structed by taking an arbitzary starting number such as 100 and increasing it by 1 unit if
the price has risen from the previous day, decreasing it by 1 if the price has fallen, and
leaving it unchanged if the price s unchanged. Buying and selling points are deter-
mined by the breaking of trendlines

Thus the rise-fall chart takes no notice of the size of a rise or fall, but
only that a rise or {all has occurred. An immediate picture is given of the
length of time for which upward, downward or sideways trends persist. As
will be seen later, the breaking of trend lines gives a very powerful method
of early detection of the end of an uptrend or a downtrend. An example of
a rise—fall chart is shown in Figure 2.7 for Allied Domecqg,

NUMERICAL INDICATORS

Indicators are primanly used as an aid (o the identification of the begin-
ning of a new directional trend, Most indicators are numerical quantities
that can be calculated from the share price data; others require some other
source of data, such as the number of shares which rise or fall each day or
week; and some, such as the rise—fall indicator, require only the addition
or subtraction of 1 to or from a running total. The indicators discussed in
this section are of the type which are casily calculated from the share price
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itsell. They are very widely used, indeed in the case of moving averages
umversally used, and have stood the test of time,

MOVING AVERAGES

The vast majority of amatcur chartists, and indeed many professionals, use
moving averages without having the least idea of their mathematical prop-
erties. These mathematical properties are indeed very simple, but under-
standing them will bring a more objective approach to the use of moving
averages in chart analvsis.

Moving averages are ‘better’ representations of the share price itself.
They remove what might be called ‘noise’ from the share price movement.
The type of noise which is removed depends upon which span is used to
calculate the average. The span is simply the number of points which are
averaged. Thus a nine-day moving average is obtained by adding the
prices for nine successive days and dividing by 9. The span of this average
18 9. The term ‘moving’ 15 used because the mnvestor moves through the
available price data, continually adding up the last nine prices and dividing
by 9. If there are, say, 11 daily prices available, then a mine-day moving
averapge would have threée values. The first nine prices when averaged give
the first of these averaged points, the nine values starting with the second
price and ending with the last price but one will give the second average
point, and finally starting with the third price and ending with the fast price
gives the final, third, value of the moving average,

The above method of caleulating an-average is long-winded, and one
can imagine the amount of effort required in calculating a 200-day moving
average for sav five vears of daily data. The process can be greatly
simplified by keeping a running total. How this is done for the Alled
Domecqg share price between 23rd February 1996 and 14th March 1996 is
shown in Table 2.1 for a nine-day average. Five columns are required to
carry out the caleulation. The first column contains the date. the second
the daily or weekly prices, the next column is a pointer to show which
values to add to and subtract from the running total, the fourth column is
the running total itself and the final column is the average, obtained by
dividing the value in the running total column by the span of the average,
in this case 9.

Adding up the first nine values gives a total of 4633, This is put in the
fourth column on the ninth line down, 1.e. in this case opposite 6th March.
Dividing this by 9 gives the value of the average, 5317.22, which 15 put
alongside the total in the final column. Now to caleulate the next value of
the average, it is not necessary 10 add up a further nine values starting
from the price on 26th February. Instead we add in the next price in the
list. i.e. the tenth value on Tth March (512), and subtract the tenth price
back from this point, i.c, the first value we used on 23rd February (520).
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Table 2.1 Calculation of a ning-day moving average

Date Price Subtract Total Average

230296 520 P, §

26/02/96 alg X

2702196 524 X

281296 523 X

20296 517 A

010396 511 X

(4/03/96 al4

050396 )

DB/03/96 513 4655 §17.22
(7396 Jld A4t 7 316.33
(RA03/96 5013 4631 514.56
11/03/9% S08 4615 31278
12/03/96 509 4599 511.00
13/03/96 502 4584 509.33
14403/96 497 4570 S07.78

This gives us a new total of 4647, which is put below the previous one,
Dividing by 9 gives the corresponding average, 516.33, which is put in the
last column. The use of the third column now becomes apparent. It 1s to
enable you to remember which value has been dropped. Since the first
value has been dropped, we put a cross in the first line in this column. The
next ime we do the calculation we will see that it is the second value which
has to be dropped from the running total. Thus to the new total of 4647 we
add in the next price of 503 and drop the price on the next line after the
cross, i.e. 319, to give a new total of 4631 and a new average of 514.56, We
then put our cross below the previous one.

We proceed in this manner until al the prices have been used up, so that
we will have a running total and an average value alongside the last price
in the list.

Obviously for averages with longer spans, such as 200-day, we will have
much more work in calculating the first average value, but after that, we
simply have one addition, one subtraction and one division to provide us
with subsequent values of the average,

Note that Saturday and Sundav dates are omitted. Only business days,
when the Stock Exchange carried out business, are used for the moving
average calculations. There are differences of opinion on how Bank Holi-
days should be treated. Some investors take an average of the price before
and the price after the Bank Holiday. It is best to put down the same value
a8 on the previous working day, on the basis that a price stays the same
until changed by the market.

We mentioned that moving averages remove noise from the original
data, and that the type of noise removed depends upon the span of the
average. A moving average will remove all fluctuations in the data with a
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frequency equal to or less than the span of the average, and allow through
fluctuations greater than the span of the average, Thus a nine-day average
would remove the random day-to-day variations in the share price and any
fluctuations which are based on underlying cycles of movement which
repeat themselves every nine days or less. Since variations of 10 days or
upwards would still come through, a nine-day average is only moderately
smooth, still showing the presence of short term. medium term and long
term variations. In this context short term would apply to variations with a
cyclicality of between about 10 and 30 days, medium term would apply to
variations of between 31 and 200 days, and any variations over 200 days
would be considered to be long term.

The values for spans which are used by various chartists can now be put
into perspective, A 200-day moving average is common, and from the
above comments we can see that its value is in removing short and medium
term fluctuations, leaving the underlying long term trend visible. Thus it is
sensible to avoid investment in a share when the 200-day average, and
hence the long term trend, is falling, Also common are 10-day and 20-day
averages, often used together, and here it 15 the short term and medium
term trends that are being highlighted. These are appropriate to those
investors who wish to take advantage of short term trends and who recog-
nise the higher risk involved.

It is useful 1o keep two averages at the same time. In this case three
other columns should be added to the table for each additional average:
one for the subtract column, one for the running total for that average, and
one for the averape itself. Although as mentioned above, -day and 20-
day averages are frequently used together, two averages are of much more
value if they are much wider apart. Thus a 10-day average and a 200-day
average can serve to throw light on both short term and long term underly-
ing trends.

Plotting Averages on Charts

In Chapter 10, where moving averages are discussed, we shall see that
averages are viewed as ‘better” or smoother versions of the share price
data itself. As such, they have to be plotted half a span back in time,
which is the correct mathematical method of using them. However, the
earliest chartists, who were in no way mathematicians, started ploting
them incorrectly, and the practice has persisted so long that it 15 now nol
possible to eradicate it, The chartist way of plotting averages 1s with no
lag, i.e. they are plotted exactly as they fall in a calculation such as that
shown in Table 2.1. The value for an average is plotted at the same point
in time as the last data point used for the calculation. Referring again to
Table 2.1, this means that the average value of 517.22 would be plotted at
the time corresponding to 6th March 1996, When plotted this way, move-
ment of the average will lag behind movement in the share price, ie, if




24 Profitable Charting Technigues

the share price turns up {rom a falling mode, the average will take some
time to respond and itself turn up from a falling mode. The larger the
span of the average. the longer is this gap between the two events.

There are two basic ways in which averages are used in normal charting
techniques, One method 15 1o wait until the price moves above the average
before buying and conversely wait until the price falls below the average
before selling. The other way is to wait until the average itself changes
direction. A reversal Lo a rising trend is a signal to buy, while a change to a
downward trend is a signal to sell. The correctress of either method as a
generator of buying or selling signals is extremely sensitive to the span of
the average being used. Actual examples of the use of moving averages are
given in Chapter 10,

RELATIVE STRENGTH INDEX (RSI)

This is also a widely used index, and in the UK is taken to mean the ratio
of a share price to a broadly based market index such as the FT All Share
Index. It should not be confused with the Welles Wilder Relative
Strength Index. which in this book we have simply called the Welles
Wilder Index. In commercial charts, the RSI s superimposed on the
lower third of the share price chart, or sometimes in i1ts own box below
the main chart.

Because this indicator is a ratio, it will increase as a share moves higher
relative to the market, and decrease as g share moves lower relative 1o
the market. As ean be seen from examples, its main use for investons is (o
enahle them to focus on shares which are outperforming the market in
general, and to avoid those shares which are underperformimg the
market. X

The BS1 s casly caleulated cach dav or wieek by dividing the share price
by the index, which can be the All Share Index, or the FTSELN Index.
This is shown in Table 2.2 lor BICC between st June 1990 and 218t June
1990 vusmg the FTSELK Index as the divisor.

With the FTSEL Index around the 3900 murk at the time of wniting,
values can run from say (LON2S for penny shares up to about 0.25 for
shares which are trading at around the £10 mark. Obviously these cannot
be plotted directly on a chart which may have scales running from 10 to
LOK). Eather the values have to be adjusted by some constant factor, or,
more casily, a different scale can be used on the existing chart. Investors
are mostly interested in whether the RST is rising or falling, so actual
values ol the RSI are of secondary importance to direction as seen on a
chart. The scale for the RSI should be such as to restrict the plot of this
indicator to the bottom of the chart, but should be wide enough that the
movements are not crowded into 8 very small area. It is difficult to absorb
the message from a crowded RSL
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Table 2.2 The Relative Strength Index for BICC versus the

FTSE100 Index
Diate Price FISE1D) Price/FTSE 10D
ratio
LGS0 443 23714 (1868
(06790 449 2aTo0 01887
(50 451 2381 {1895
CHaAa" 90 451 23585 .10 2
(790 467 23784 1942
(IR0 453 2GR {19213
L 1A A50 23488 B1916
T80 458 23T 0.1932
F3A0a00 460 24054 0,102
1 44900 458 24030 (L1316
[ 50 453 a0 3 iL1k94
1 EA G40 450 A0 3 (11851
1 90 249 235 1594
2000690 a52 237513 (L1906
214890 455 23703 10920

THE WELLES WILDER INDEX

This indicator is among the group called momentum indicators. These
indicators are looking at the rate at which a share price is changing; the
higher the rate of change the greater the momentum. From this the deduc-
tion 15 that the greater the momentum of the share price, the less likely is 1t
to change direction. The best analogy is with a vehicle moving forward
which has to stop before moving in reverse. Initially it has a large momen-
tum which decreases as the brakes are applied. Before moving backwards
i reverse it will have a zero momentum, even if this condition holds for
only a [raction of a second. As 1t accelerates away in reverse, the momen-
turm will increase again in the opposite direction. Thus a fall in momentum
to zero or almost zero 1s the signal that the direction i1s about to change,
The indicator developed by J. Welles Wilder groups prices inlo rising
prices and falling prices. Just as in the case of the span required for a
moving average calculation, a period is chosen over which to calcalate the
indicator. This is usually 14 days, although other periods may be useful in
certain circumstances. All the price rises during the first 14-day period are
added together to give a quantity which we can call UP. All the price falls
during the same period are added to give a gquantity which we can call
DOWN. The Welles Wilder Index is then given by the following formula:

1EM)
UP
DOWN

Welles Wilder Index {WWI) = 100 -

| +
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Table 2.3 Calculation of the Welles Wilder Index

Drate Price Rise Fall Total rises Total falls UPDOWN WWI
in 14 davs in 14 davs

(UP) (DOWN)
23026 520
2296 519 1
TG 524 §
2R N 535 |
290206 517 8
0103 511 L]
M50 514 2
OSTEME 512 i =
AR 513 1
07039 a1 1
(R TI3/965 5013 g
110306 508 A
1210396 Al |
1303896 502 i
1410396 497 A 16 39 (.41 2908

As an example, the indicator is calculated for the Allied Domecq share
price over the same period of time as was used for the moving average
calculation, This is shown in Table 2.3, The first entry, for 23rd February
1996, 1s required only to establish the fall for the next day, The 14-day
period then runs from 26th February to 14th March. Each day the price
change from the previous day 1s noted as a nse or a fall. The total of the
nses during the 14-day period 15 then 16p, and the total of the falls is then
39p. The quantity UP/DOWN is 16/3% = (.41, Thus the WWI value 1s:

: 100 .. 100 _
WWI=100- = =100 = =29.08

The way in which the indicator is calculated means that its value always
lies between 0 and 100, This makes it easy to'scale onto a share price chart.
Another useful aspect of this indicator i that the UP and DOWN parts of
the computation have been averaged, and therefore this makes the indica-
tor less liable to react 1o very short term fuctuations.

The indicator 15 used by drawing horizontal lines on the chart at the
levels corresponding to 70 and 30 (some chartists use 75 and 25), When the
indicator moves above 70 it is considered to be overbought, while a fall
below 30 means it 1s considered to be oversold. Although some investors
sell as soon as the indicator moves above the 70 mark, and sell as soon as it
moves below 30, most chartists wait until the indicator has peaked if it
rises above 70, or troughed if it falls below 30. A few chartists adopt the
approach of carrying out the appropriate action once the indicator has
been above 70 or below 30 for a particular number of days.
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Usually the Welles Wilder Index is a leading indicator, i.e. it gives its
signal before the share price changes direction, whereas the moving aver-
age gives its signal after the price changes direction. Moving averages can
therefore be considered to be lagging averages, which act in the confirma-
tory sense that the change in direction has occurred.

As well as using the indicator in the sense discussed above, where it
signals overbought and oversold levels, it also generates chart patterns of
the same type as normal price charts. and therefore the same chartist
techniques can be applied to the plots of the indicalor.

The use of the indicator will be covered in Chapter 11.
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Trends Within Trends

Share price movement i1s a complex mixture of trends—very short term,
short term. medium term, long term and very long term. In this context a
trend is simply a direction of movement. Thus there are uptrends and
downtrends and occasionally sideways trends. As a starting point for con-
sideration of the nature of trends, a chart of the Allied Domecq share
price over about one month is shown in Figure 3.1, a chart of one year of
the price movement is shown in Figure 3.2, while in Figure 3.3 is shown
four years of the price movement.

B30 -

=30 II

o

Figure 3.1

Alllen Domeog
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About one month of the Allied Domecq share price history
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Figure 3.2 About one year of the Alked Domecy share price history
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Figure 3.3 About four years of the Allied Domecy share price history
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AN EXAMPLE: ALLIED DOMECQ

Taking Figure 3.1 first, it can be seen quite clearly that the share price is
moving up and down almost on a daily basis. Underneath this day-to-day
variation, it can be seen that after a few days the price has begun a
movement which takes it up to its highest point at about the middle of the
chart. Thus it can be said that the month’s price history shows the exis-
tence of an uptrend, which has taken the price from 507p to 530p over the
course of six trading days, This uptrend co-exists with the day-to-day up
and down movements, which in themselves, if they last for more than one
day, can be considered to be mini-uptrends and downtrends. From that
halfway point, the price declines again, ending the period at 5(4p. Thus
there is now in existence a downtrend. Both the uptrend and the down-
trend appear to have been completed within the time range covered by the
chart.

Thus this first chart has shown us the existence of uptrends and down-
trends of such a short duration, just a few davs, that they are uscless from
the point of view of investment. It has also shown ws the existence of an
uptrend which lasts for about 10 days plus a downtrend of stmilar duration.

This view of just onc month’s price history gives us no wea of where the
price may be headed over Lhe following year. This s because the slice of
history is much too short to identify the longer term trends which will take
the price onwards for such a length of time. This is put nght by the longer,
one-year piece of history shown in Figure 3.2. The peak price of 530p
attained in Figure 3.1 can now be seen to the night of the middle of the
chart for the month of February 1996, Now we can see the existence of
more of the short term trends such as those discussed for Figure 3.1, and in
addition medium term trends are clearly visible. The peak price of 530p in
February 1996 can be seen to be caused by a short term uptrend contained
in a longer term downtrend which started at the peak of 555p in December
1995, This point was also the culmination of a medium term uptrend which
started from the low of 481p.

Even longer term trends can be seen in Figure 3.3, where a plot of a
four-year period of the share price is shown. We can now see more clearly
that the medium term downtrend we saw in Figure 3.2 is part of a long
term downtrend which started at the end of 1993 when the price reached
692p. This downtrend is still in being at the right-hand side of the chart
(May 1996). There are several medium term trends visible which last for
over six months, for example the trend which began towards the end of
1992 and continued to June 1993, Sull present, of course, in this chart are
the short term trends, and the day-to-day random movement which ac-
counts for the fuzziness of the chart. Note the rapid price movement which
can be brought about by the short term trends, for example the rise from

548p to 69p in late 1993, and the several sharp falls such as that in late
March 1994,
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Beside the obvious point that as we open out to more and more of the
share price history we can see trends of longer and longer persistence, we
should also see that the rises and falls in price which are caused by these
trends become large as the length of trend becomes greater. :

Thus short term trends in the Allied Domecq share price seem 1o gener-
ate rises and falls of approximately 40p, medium term trends rises and falls
of about 120p, and long term trends rises and falls of over 200p. In case
these are not immediately obvious, look more clasely at the short term
trends in 1995, the medium term downtrend in 1993 and the long term
trend from the end of 1993 to mid-1996, Many other short term trends and
quite a few medium term trends should be visible on closer inspection.

Beside the absolute price range of u trend, another important property
i$ the rate of change of the price for each type of trend. This is obtained by
dividing the average price rise or fall by the average length of time for
which the trend persists, To carry out such calculations reguires several
years of history of the share mn guestion, The values will differ consider-
ably from share to share, but as an example. approximate values for Allied
Domeeg are shown in Table 3.1.

Thus short term trends in the Allied Domecq price show tises of about
2p per day, medium term trends about (.86p per day and long term trends
about 0.33p per day. It is interesting that these rates of change are almost
independent of the share price level. Because of that {act, the percentage
change per day will vary depending upon where in the share price history
the investor is standing when investments are being made. For example, in
1996 a change of 2p per day during the short term trend when the price
level was about S00p represented a change of 0.4% per day, a rapid rate of
increase in which dealing costs would be rapidly covered even if the inves-
tor entered the trend rather late. At the time the price was at the 650p
level, the rate of increase was less than (1.3% per day, and such a rate of
increase would make 1t more difficult to recoup dealing costs if the inves-
tor entered the short term trend rather late and the trend was of less than
average length. Where long term trends have caused a halving or doubling
of the share price, the percentage rate of change will obviously be twice
the rate at one extreme as at the other.

Investors should always view shares in this light, determining the fevel
of return which might be expected from the various trends, and unless
there are grounds which suggest that a short term tréend will be very

Table 3.1 Rate of change of the Allied Domeeq share price for vanous trends

Trend Average lengih Average price Rate of change
of [ime change per-day

Short term 20 dawvs dilp 200

Medhum term 141 days | 2{p (L&A

Long term 600 days Hp .33
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profitable, they should concentrate more on medium and long term trends
as giving the greatest prospects for success,

The chart patterns which will be discussed in this book are caused by the
interaction between trends of various lengths. Thus it will be possible to
see short term head and shoulders patterns, for example, which take but a
few weeks for completion, the same pattern which may take several
months to complete, and very long term versions which may take several
years over their formation.

TRENDS TEND TO CONTINUE

This may seem an obvious statement, but it is one of the basic facts upon
which chartist techniques are based. A very good analogy can be found
with the weather. The Meteorological Office has a record of correctly
forecasting the weather gbout 75% of the time. A number of amateur
weather forecasters who look at the behaviour of birds, strings of seaweed,
ete., can also achieve similar consistencies. What is not generally realised is
that anvone can forecast the weather with at least 0% accuracy. All one
has to do 15 state that tomortow’s weather will be the same as today’s. The
accuracy comes in because the weather does not swing wildly each day
from rain to shine and back again. It stays in trends which usually last for a
few days and occasionally for a few weeks, Thus the amateur forecaster
will be correct while this condition is maintained, but incorrect on the day
the trend changes direction. Try Keeping a record yourself for a tew weeks
and you will see how accurate this method is.

Share prices behave in the same way. Although there is present random
day-to-day movement, which will cause the price to rise one day. fall the
next, rise the next, fall the next and 5o on, the trends we discussed above
are quite the opposite. They make themselves visible above the random
day-to-day movement because of the amount by which they make the
price rise or fall. Whereas the random movement might be plus or minus
1p per dav, the underlying trend might have a value of plus 1p each day
while it lasts. The net result is of course additive, so that the total effect is
of a standstill on days when the random movement is downwards, and of a
double rise of 2p on days when the random movement is upwards. These
are not intended to be exact values, but simply to give an understanding on
how the actual price movement observed may have arisen.

Further consideration of trends viewed in the same light as the weather
brings one to the conclusion that each day, the most likely event is that the
trend, be it short term, medium term or long term, will continue. The least
likely event is that it will end. Unfortunately, from the investor's point of
view, the mest important facts that are required sre the beginning and end of
a trend, since these allow the investor to enter the market at the lowest price
and exit at the higher price. The decision that the uptrend or downtrend will
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continue is naturally helpful, but is most helpful when an investor is already
mvested. If he 1s not invested, then the knowledge that the trend will continue
ha::, to be modified by a knowledge of for how long the trend has been in
being before a decision to invest can be made. Probably more money has
been lost by investors buying in far too late into an uptrend than has been lost
by investors incorrectly anticipating the beginning.

Because of the importance of establishing the beginning and end of
trends, chartist techniques have tended to focus primarily on this aspect.
The features which enable an investor to determine, with various degrees
of success, the beginning or end of a trend, be it of a short term, medium
term or long lerm nature, are called reversal patterns. The direction of the
trend before the pattern is formed reverses after the pattern has been
formed. All of the indicators discussed in this book have been developed
as aids to determining that a trend reversal has occurred. Of course, it is
also useful to know that a trend should continue, and other patterns which
can be used in this sense can be called continuation patterns. In these
cases, the direction of the trend once the pattern has been completed is the
same as the direction of the trend before the pattern was entered,

DRAWING TRENDLINES

Earlier on, when discussing the lengths of the trends in Figures 3.1, 3.2 and
3.3, their beginnings and ends were more or less puessed at, although the
clarity of the trends was such that the guesses were reasonably accurate. A
much better dea of the direction of the trends can be obtained if
trendlines are drawn.

For uptrends, trendhines are drawn by joining two troughs by a straight
line. Since the line is straight, its direction remains constant, and this
direction 15 the direction of the particular trend which is being studied. If
the two troughs are a long wav apart then the trend is long term, If the two
troughs are close together, then the trend can be considered to be short
term. Of course a trend which appeared to be a short term trend can turn
into a long term trend. When this happens. not only the two onginal (and
close together) troughs lie on the trendhne, but subsequent troughs will
also fall on the line.

Figure 3.4 shows how a trendline is constructed by joining two such
troughs. The figure intentionally gives no indication as to the distance
aparl in ume of the two troughs, and gives no indication as to the vertical
distance between them, ie. the price nise occurring between the two
points. Thus the trendline as shown may represent any length of trend
from very short term to very long term.

This idea of trendlines can be transferred to a long term chart such as
that of the Boots share price (Figure 3.5). A variety of short term, medmum
term and long term uptrends can b scoen.
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Figure 3.5 Three uptrend lines are shown deawn on the Boeots share pnce

For downtrends, the trendlines are drawn by joimng two peaks by a
straight hine. The same arguments apply as to uptrends, so that short term
trends can turn mnto longer term trends, and third and subsequent peaks
may also tall on the trendline. Figure 3.6 shows a downtrend drawn on a
chart of the Allied Domeeq share price,
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Figure 3.6 A downtrend ling is shown drawn on the Allicd Domecg share price

HOW TRENDLINES ISOLATE THE TREND

We now come to an important point about trendlines, and that is that a
trendline is not the trend iself. As we have seen, a trendline is fairly easy
to draw, bul we have to be clear that such a trendline simply shows the
direction and slope of the trend. The trend itself is certamly not the line
drawn by connecting successive peaks or successive troughs, but lies at a
position higher than the troughs and lower than the peaks,

This comes about because all trends which are occurning at the same
time are additive. It is worth spending some time on this concept because
of its importance.

As an example, we can start from the position of having some shorter
term trends in existence al the same time as a longer term trend. The short
term trends are shown in the upper part of Figure 3.7, There are four
successive ones, the first one rising for a few days, the next one falling for a
few days, the third one nising again for a few days and the final one being a
sideways movement. During the length of time for which these four short
term trends are occurning, we can see what the etfect wall be of having a
longer term trend present which 1s maintained for the whole tme penod in
question. This trend can be an uptrend or a downtrend, and for this
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SHORT TERM TRENDS
2] = G |
\/\/ COMBINED TRENDS
1 y
.
3 \ONGTERMTREND
2 2

Figure 1.7 Short term trends can be combined additively with a long term trend to
give the final result shown on the right

example is taken to be an uptrend. This longer term uptrend is shown in
the lower left of Figure 3.7, Since the effect of all trends which are present
at any one time is additive, the actual price movement that we see is
obtained by adding these shorter term and longer term trends together.
Y ou can easily do this for yourself since numencal values have been put on
the left-hand scale in the figure. The net result 18 shown i the right-hand
part of Figure 3.7. |

If we now draw a trendline on ths net result using the same procedure
as for the Boots and Allicd Domecq charts, as has been done 1in Figure 3.8,
we can sce that the drawn trendline has exactly the same upward slope as
the ongmal longer term trend we started from in Figure 3.7, In other
words, this simple method of drawing a trendline has isolated the direction
and duration of the longer term trend for us. Note the important fact that
the numercal values that we read off from the vertical scale for the
trendline are not the same as those for the original trend. Thus our onginal
contention that the trendline 15 not guite the same thing as the trend itself
is justified

Exactly the same approach can be used to isolate downtrends from
combinations of shorter and longer term downtrends, and even to isolate
uptrends from combinations of short term downtrends and longer term
uptrends, and downtrends from combinations of short term uptrends and
longer term downtrends.

Since the most important features of a trend are its direction and its time
of persistence, the fact that both of these pieces of information are so
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Figure L8 A trendline (heavy ling} is now drawn on the combined trends from Figure
A1, Thes has exactly the same slope asthe original long 1erm trend, thes the trendline
has isolated the long term trend. Note that the short term treads can be recovered by
plotting the gaps between the actual data and the superimposed trendline

easily obtained by drawing a trendline outweighs the fact that, numer-
ically, trends and trendlines are somewhat different.

The more mathematically minded reader who has been trying the ex-
ercise of adding trends together where the successive short term trends are
not of equal magnitude and timescale will find that the trendline drawn
from such a starting pownt will not have the same dircction and slope as the
original longer term trend. Thus implicit in the drawing of trendlines 15
that thi trends of shorter duration than the trend represented by the
trendline being drawn arc symmetrical, i.¢. their upward-moving legs last
for exactly the same duration as therr downward-moving legs, and the
movement covers the same prnce range. II trends are considered to be
cvclical in nature, then both of these requirements fall into place, since any
particular trend will rise for exactly the same length of time that it will fall,
the sequence being repeated until the trend terminates. The advantage of
viewing trends as being eyclical in nature is fundamental to the technique
of channel analysis, which 15 discussed in Chapter 13,

So far we have been drawing trendlines as straight hinés on the chart,
lookmg lor troughs or peaks which fall on such lines, Since we have just
observed that trends are cyclical in nature, then any trendlines which are
straight lines represent trends whose cycles oeccur over very long time
scales. Any trends whose eveles repeat at much smaller intervals will not
be straight lines but curves. Thus it 1s perfectly proper to draw curving
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Figure 3.9 A curved trendline can be drawn on the BICC share price charl from the
latter hall of 1989 to the middle of 1990

trendlines as well as straight ones. As an example of this, a curved
trendline is drawn on the BICC price chart shown in Figure 3.9

The curved line in Figure 3.9 begins as a downtrend line. There is of
course a difficulty with curved trendlines if we take the analogy with straight
trendlines too far. This difficulty anses at the point where a curved down-
trend becomes horizontal before nsing again,. We have distinguished
straight uptrend lines from downtrend lnes by virtue of the fact that the
downtrend line connects peaks while uptrend hnes connect troughs: Where
a curved downtrend becomes honzontal before nsing as an uptrend, logie
would dictate that we discontinue the curved downtrend hne joining peaks
and continue a new line with the same rate of curvature which now joins the
troughs. This 1s a case where we should ignore logic, since it makes much
more sense to continue the same downtrend hne onwards as an uptrend
line, provided we still have new peaks falling on this line. Taking this logic
further, it is equally sensible to draw a curved downtrend line where troughs
are connected and continue this type of line onwards as an uptrend line.

This approach shows that the drawing of straight trendlines is not fol-
lowing logic but is simply following a convention whereby downtrends
connect peaks and uptrends connect troughs. We shall not rock the boat
but will continue to use this same convention for straight lines while
adopting the more flexible method of dealing with curved trends.
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Figure 3.10 The curved trend shown in Figure 3.9 can also be highlighted by drawing
a series of straight trendlines. These are called fanlines for obvious reasons

DISPLAYING CURVED TRENDS AS A SERIES OF
STRAIGHT LINES

Many chartists avoid wherever possible the drawing of curved lines, and
use a different approach to the highlighting of curved trends which uses
the concept of fanlines. This is shown in Figure 3.10 for the B1CC share
price. An uptrend line is drawn from a major low point to the next trough,
When a subsequent trough is formed, a second trendline is drawn from the
same starting point as the first trendline o this new trough. With cach
succeeding trough which fails 1o fall on the mbal trendline, & new
trendline i1s drawn, but starting from the same amtial pomt Eventually the
trendlines form an obvious fan shape emanating {rom this starting point.

What these fan lines are doing 15 showing that the underlying long term
downtrend s flattening out, eventually to turn over and become an up-
trend. In this particular case the change from a downtrend to an uptrend
was short lived, and the share resumed its downward path,
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Theoretical Chart Patterns

LS

Chart patlerns are an essential part of technical analysis, bul too many practi-
tioners use them slavishly without real understanding. Charl patlerns are
successiul in predicting the future direction of the market or of a share price,
but are also frequently unsuccessful. Part of the fatlure can be attnbuted 10 an
eagerness on the part of the investor which has him believing 4 particular
pattern is being formed without waiting for further confirmation. Part of the
failure can also be attnbuted to a falure of the pattern itself. 1115 this author's
view that an understanding of the reasons why patterns are formed and why
patterns sometimes fail 15 essential if an mvestor 15 to maximise the returns
from investment in shares. This understanding will also lead to a more patient
approach. Nothing but consistent losses can follow an investor who 15 con-
tinually jumping the gun and entenng the market before the change n dir-
ection of a trend 15 confirmed. An investor who grasps the fundamental
processes which lead to the formation of chart patterns will allow the market
iself to dictate the correet ming for an mvestment decision. Such an investor
will inevitably come out ahead of his less patient colleague,

In later chaplers in this book, chart patterns are put into two categories,
those which we can call reversal patterns and those which we can call
continuation patterns. A reversal pattern is one where the direction of the
trend at the point where 1t leaves the pattern is the reverse of the direction
of the trend when it enters the pattern. Thus an uptrend becomes con-
verted into a downtrend, or a downtrend becomes converted into an up-
trend. A continuation pattern 15 one where the direction of the trend when
it leaves the pattern is the same as the direction of the trend when it enters
the pattern. Thus an uptrend passes through the pattern and still remains
as an uptrend, and similarly for a downtrend.

CYCLICAL MOYEMENT

All of the patterns which will be discussed can take place on a small,
medium or large scale, 1.¢. can complete the formation in a matter of days,
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F_ig;ure 4.1 [T_mase two sine waves have identical amplitude (irough 1o peak vertical
distances) and identical wavelengths (peak to peak horizantal distances). Because their
peaks do not oceur af exactly the same points in time their phases are different

weeks or vears, This is more easily understandable when it is considered
that the patterns are formed from various combinations of cyclical move-
ments in the market, Before taking this question of cycles any further it is
necessary 1o have a clear idea of what is meant by a cyclical price move-
ment. Such a movement is shown in Figure 4.1. The shape of this repetitive
movement 15 probably better recogmised by using the term ‘sine wave’.
Any sine wave 15 completely defined by three quantities: the wavelength,
the amplitude and the phase. For the purposes of this book, it 15 not
necessary to delve into any mathematics, but simply to define what is
meant by these three quantities defining the sine wave. By doing this we
also define the cycles which are occurring in share price movement.

The wavelength of the sine wave i1s simply the distance from one
point in the wave to the next similar point, 1.e. the distance between two
successive peaks, or the distance between two successive troughs. For
share prices this wavelength will be in davs for very short wavelength
cycles, in weeks for medium wavelength cycles and in years for long
wavelength cycles. The amplitude ol the sine wave is the vertical dis-
tance moved, i.e. the vertical distance between a trough and the next or
previous peak. This will be measured in points for an index such as the
FTSE1({), and in pence or pounds for a share price. The third quantity
that specifies a sine wave 1S the phase. This simply means the distance
between some arbitrary starting pomnt and the first trough or peak in the
wave, Thus the two sine waves shown in Figure 4.1 look identical, and
are identical as far as amplitude and wavelength are concerned. They
have different phases because the peaks in the upper sine wave occur at
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a different point in time from those in the lower sine wave. By shifting
the phase in the lower sine wave, i.e. moving the whole sine wave to the
right, a position can be reached in which the two waves can be exactly
superimposed. When this happens the two waves are identical in every
respect—wavelength, amplitude and phase. As far as the stock market
is concerned, we shall not apply exact values to the phase of a sine
wave. It is sufficient to recognise when two waves are exactly in phase
at some particular time of interest (two peaks coincide), when they are
exactly out of phase at some particular time (a peak of one coincides
with a trough of the other) and when they are partly out of phase
(neither two peaks nor a peak and a trough coipcide). Patterns in share
price movement will become much more meaningful with these fairly
simple concepts of phase. Note the important property of sine waves in
that they are perfectly symmetrical. For this reason patterns which are
composéd of only one cycle or perhaps a combination of two cycles are
usually symmetrical about a vertical centre line. Where three cycles are
involved the patterns may or may not be symmetrical about a vertical
centre line.

The proper meaning of the term “cycle’ as applied 10 a sine wave 18 the
part of the wave from any starting point on the wave to the next similar
point, e.g. from one trough to the next, from one peak to the next or from
a pomnt halfway up a lefi-hand nsing side to the next pomt halfway up a
left-hand nsing side, This 15 one cycle of the sine wave. However, in
techmecal analysis, the term has become misused to apply to the whole sine
wave. Thus the term “20-day cyele’ means a sine wave with a wavelength of
20 days, but of unspecified amplitude (and phase).

At this point, it is useful to clanfy the trends which were discussed in the
last chapter in terms of sine waves pr cveles. An uptrend is the part of the
cyclical movement from a trough o the succeeding peak, while a down-
trend is the part of the cyclical movement from a peak to the next trough.
Thus an uptrend is one half of a complete cycle using the correct meaning
of the term ‘cycle” and a downtrend is also one half of 4 complete cycle. Tt
should now be obvious that the length of an uptrend or a downtrend 15 one
half of the wavelength of the cyclical movement concerned. Thus cycles of
wavelength 20 days from peak to peak will give uptrends of 10 days and
downtrends of 10 days,

Before moving on to the way in which various patterns are produced
by combinations of cycles, it is necessary to point out that in all of these
theoretical shapes, cycles of much shorter wavelength than the timescale
of the pattern itself as well as day-to-day random price movements are
omitted for the purposes of clarity, Naturally in the real world of the
charts that will be analysed throughout this book, these other move-
ments all co-exist, but since they have no effect on the underlying longer

term patterns being observed they can be ignored for the purposes of
analysis,
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TREND REVERSAL PATTERNS

Single Top

Rounded top This is the simplest possible pattern, since, as mentioned
above, if cycles of very much shorter wavelength and random movements
are ignored, all that s left is a curved trend which is the top part of a
cyclical waveform of the appropriate wavelength, Only one such cyclical
waveform 15 involved, and there 15 no interaction with any other waveform
of say half, one-quarter or one-eighth of the dominant wavelorm. The
denvation of a rounded top formation from one waveform is shown in
Figure 4.2. The rounded top pattern should be symmetrical for a limited
distance either side of a vertical line drawn through the peak price, and
this hine of symmetry i shown in Figure 4.2, The cleaner the rounded top,
.. the freer from combination with other evclical movements, the further
does the symmetry extend cither side of the line of symmetry. Rounded
tops can take perhaps a vear for their complete [ormation or may only
take a few weeks, depending upon the nature of the dominant ¢ycle cans-
ing the formation.

Sharp top The rounded top reflects the fact that sentiment about the
share price 15 taking a long time to unravel, so that there is a long battle
between the buvers and the sellers. On the other hand a sharp top reflects
a rapid change in sentiment for the worse. In cvelic terms, there is a short
term cycle superimposed on a longer term cycle such that the two peaks
are more or less coincident in time. The way in which a sharp top is formed
15 shown in Figure 4.3.

Y
LINE OF SYMMETRY

Figure 4.2 How a rounded top formation is simply the top of 4 long wavelength cycle
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Figure 43 How a sharp top formation fon the right] is simply the coincidence of the

peaks of two different cycles (on the left). This coincidence accentuates the rate of rise
and fall

LIME OF SYMMETRY
[

Figure 44 How a rounded bottom formation s simply the bottom of a long wave-
length cycle

Single Bottom

Kowunded boom  All of the comments about a rounded top apply 1o a
rounded bottom, with the excepuon that a rounded bottom is the bottom
part of a cyclical waveform. An example of a rounded bottom with a line
of symmetry 1s shown in Figure 4.4,

Sharp bomom  This 15 formed in the same way as the sharp top, with a
short term cycle superimposed on a longer term cycle. The troughs in both
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Figure 4.5 How a sharp bottom formation (on the right) 1s simply the coincidence of
the troughs of two different eyeles (on the left). This coincidendée sccentuales the rate
of fall and nisc

pccur more or less at the same point in ume. An cxample of a sharp
bottom is shown in Figure 4.5,

Double Top

Now we move on 1o a pattern which 18 caused by the combination of two
cvcles. The dominant cycle 1s the one which causes the pattern to be a
reversal pattern, i.e. the dominant cycle is passing through its peak. In the
absence of another cycle we would simply have a rounded top formation.

In addition to the dormnant cycle we have another one present which is
reaching its trough as the dominant cycle reaches its peak. This second
cycle usually has a wavelength of about half that of the dominant cvcle.
Thus while the dominant cvcle 1s passing through its maximum there is
tume for two complete waveforms of the second cycle to be formed. The
way a double top is formed from these two cycles 1s shown in Figure 4.6
along with the lme ol symmetry

The double top formation will start to lose its symmetry if the trough ol
the second cycle is not exactly comncident

Double Bottom

All of the comments about a double top apply equally well to a double
bottom, with the exception that the dominant cyele is passing through its
trough while the second cyele is passing through its peak. The wavelength
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Figure 4.6 How a double top pattern is formed by the coincidence of the trough of
one eyele with the peak of a longer term cycle

W LINE OF SYMMETRY

LY

Figure 4.7 How a double bottom pattern 13 formed by the comncidence of the peak of
one cycle with the trough of a longer term cyele

of the second cycle s usually about half that of the dommant cycle, A
symmetncal double bottom formation is shown in Figure 4.7,

Triple Top

A triple top s formed by the combination of two cycles, the second cycle
being much more different in wavelength from the dominant cycle than is
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the case with double tops. This means that while the dominant cycle is
passing through its maximum there 1% Ume tor three complete waveforms
of the second cyele o be formed, A completely symmetrical triple top s
shown in Figure 4.8. Because there are two ways in which the formation
can be asymmetric, a completely svmmetric triple top formation 1s not as
common as the asymmetric versions. The asymmetry can take the form of
a different distance between the first and second tops compared with the
second and third tops, or of different heights for each of the three tops or
different levels for the two troughs between the three tops. Such asym-

metric triple tops are shown in Figure 4.9,

I LINE QOF S¥MMETREY
| \

Figure 48 Triple tops sre formed by the same process as douhle tops, but the subor-
dinate cycle (upper) is of much shorter wavelength than the dominant cycle {lower)

W \'\H f/\j \
| I|'

Figure 49 Asymmelric triple tops, The left-hand peaks ;nd troughs are not al the
sume levels. The right-hand peabky are unevenly spaced m time
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Triple Bottom

As with the relationship between the previous top and bottom formations
the same comments about symmetry and asymmetry apply 1o triple bot-
toms. Triple bottoms are caused by the dominant cycle passing through its
minimum while interacting with a second cycle of considerably shorter
wavelength. Examples of symmetric and asymmetric triple bottoms are
shown in Figures 4,10 and 4.11.

\/\A/\ LINE OF SYMMETRY
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Figure 416 Triple bottoms are formed by the same process as double bottoms, but
the subordinate eycle (upper) is of much shorter wavelength than the dominant cycle
(lower)

"’

Figure 4.11 Asymmetric triple bottoms, The lefi-hand peaks and troughs are not at
the same levels, The nght-hand peaks are unevenly spaced in time
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Figure 4.12 A head and shoulders s formed by a combination of a long term cycle
and a short time ¢ycle. The head s higher than the shoulders because a short term peak
coincides with the maximum of the long term peak

Head and Shoulders

Head and shoulders formations result from a similar combination of cycles
to a triple top. The amphtude of the secondary cycle is at its maximum at
the point where the middle of the three cycles occurs, and therefore causes
the middle peak to be higher than either of the outside peaks. The middle
peak is therefore the *head’ and the outside peaks the “shoulders’ of the
pattern. The ‘neckline’ of the pattern is the horizontal line which joins the
twor troughs. ene either side of the head. An example of a symmetrical
head and shoulders pattern is shown in Figure 4.12. The line of symmetry
15 the vertical passing through the centre of the head.

More often than not, the pattern is not quite symmetrical. The usual
asymmetry is that the necklime is not gquite horizontal, but slopes either
upward or downward. Occasionally the neckline is horizontal but one
shoulder is higher than the other, Rarer examples of asymmetry show a
double head or a double shoulder.

Inverted Head and Shoulders

Inverted head and shoulders are formed by a similar combination of cycles
to a triple bottom, but the middle bottom falls to a lower level than the
hottom on either side. Since the pattern is inverted, it 15 sull in order o
refer to the neckline and shoulders. The shoulders of an inverted head and
shoulders are of course the low points reached by the bottoms at each side
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Figure 4.13 An inverted head and shoulders is formed by a combination of a long
term cycle and a short term cyvele. The inverted head is lower than the shoulders
because a short term trough coincides with the minimum of the long term trough

of the centre one, while the neckhne is the line joining the peaks which lie
between the inverted head and the mverted shoulders. A perfectly sym-
metrical inverted head and shoulders pattérn is shown in Figure 4.13.

TREND CONTINUATION PATTERNS

The reversal patterns discussed aboge are reversal patterns simply because
of the status of the dominant cyvele, which 15 either topping out or bottom-
ing out, On the other hand the trend continuabion patlerns are ones n
which the dominant cyele is not at a top or boutom but is cither nising
towards the peak or falling towards the trough, but still with some way Lo

go.

Uptrend

An uptrend is a combination of a dominant cycle in a rising mode with a
cycle of shorter wavelength superimposed, The troughs of the uptrend fall
gither on a straight line if the dominant cycle has a particularly long
wavelength, or on a curve if the dominant cvcle has a more obvious curve.
If the curve is of increasing slope then the dominant trend has some way to
go to its peak, whereas with a decreasing slope the dominant trend is
approaching its peak, An example of a straight line uptrend is shown in
Figure 4.14.
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Figure 4.14 An uptrend is formed by a combination of a long term cycle and a short
term cycle. The dominant longer term cycle is on its way up (o its maximum

Downtrend

Again, a downtrend is a combination of a dominant cycle which 1s in a
falling mode with a cycle of shorter wavelength superimposed. The peaks
of the downtrend can fall on a straight line if the dominant cyele is of
particularly long wavelength, or on a curve if the dominant cycle is not of
particularly long wavelength. If the down slope 1s increasing in curvature
then the downtrend has some wayv to po, whereas if the down slope 1s
decreasing in curvature the downtrend is approaching its trough. An ex-
ample of a straight downtrend is shown in Figure 4.15.

=

Figure 4.15 A downtrend is formed by a combination of a long term cycle and a shor
term cycle. The dominant longer term cyvcle is on its way down (o [is minimum



32 Prafitable Charting Techniques

o

Figure 4.16 An upchannel (right} 1 formed by o combination of a very long ferm
cycle (lower 1eit) and a short term cycle {upper lelt). The dominant longer term cycle is
an its way up to its maximum. Because of its long wavelength, the upward leg is almost
a straight line

Upchannels

Upchannels are a particular form of uptrend. In this case the secondary
cycles are of such regularity that lines joining the troughs and lines joining
the peaks can be drawn parallel to each other m the case of straight
channels or concentric in the case of curved channels. The same comments
about straight and curved uptrends apply to upchannels. An example of &
straight upchannel is shown in Figure 4.16.

Downchannels

Downchannels are a specific form of downtrend again with the secondary
cycles of such regular amphtude that the lines joining the peaks and
troughs are parallel in the case of straight channels-and concentric m the
case of curved chunnels. The same comments about straight and caorved
downtrends apply o downchannels. An ¢xample of a straight downchan-
nel is shown m Figure 4.17.

AMBIGUOUS PATTERNS

The trend reversal and trend continuation patterns were so called because
more often than not they correctly call the future direction of the trend.
Therefore as the particular pattern is unfolding, the investor has a reason-
able expectation for the future course of events. Ambiguous patterns are
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Figure 4.17 A downchanne! {right) is formed by a combination of a very long term
cycle (lower left) and a short term cvele (upper left). The dominant longer term cycle i
on its way down e its mamimum. Because of its long wavelength, the downward leg is
almost a straight line

in a different category, since they sometimes act as continuation patterns
and sometimes @s reversal patterns. Although in the next chapter we urge
caution on the part of the investor, who should wait for confirmation of a
pattern formation, it 1s doubly important that an investor should wait for
the following ambiguous patterns to be resolved before making any invest-
ment decision.

Support Lines

In a sense, a support ling is similar to a perfect triple bottom. [t is formed
by the combination of a long wavelength cycle that is passing through a
horizontal phase and a cycle of much shorter wavelength. This cyele is of
much shorter wavelength relative to the dominant cycle than is the case
with the triple bottom

In the case of support hines. the price falls to a level before bouncing
back upwards, and this level 15 one that has scen similar behaviour pre-
viously. A support level can be revisiled by the share price al very long
time intervals. A horizontal line can be drawn at this support level, Buyers
are attracted as the support level is reached, thus causing the price to nise.
Often the support level 15 at a ‘round’ level such as a multipie of 100p,
Once a support level has been breached by a fall in price below it, the level
then often becomes a resistance level, An example of a support line is
shown in Figure 4.15.
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Figure 4.18 Support lines are formed by a similar process as tnple bottoms, but the
subordinate cycle {(upper) is of much shorter wavelength than the dominant cycle
{lower) and may be of irregular amphitude, The dominant cycle 18 honzontal

Resistance Lines

A resistance hne is formed similarly to a support line by a combination of a
long term cycle passing through its horizontal phase plus a cvcle of shorter
wavelength, When the price rises to this level, it then rebounds down-
wards, The level is one which has seen similar behaviour in the past and, as
with support lines, may be revisited at quite widely separated time inter-
vals. Again, such levels frequently:oceur at rounded price levels such as
multiples of 10p or 100p. An example is shown in Figure 4.19. Once
breached by a rise in price above the resistance level, such resistance lines
can often become future support lines.

Rectangles

A rectangle is a specific form of channel which, rather than rising or
falling as an upchannel or downchannel, is moving horizontally. It is
therefore formed by a combination of a long term cvele which is moving
horizontally, plus an extremely regular short term cycle with constant
amplitude. It is a congested area which is bounded on the upper side by a
resistance line and on the lower side by a support line. The price there-
fore oscillates between these two levels. Obviously there comes a time
when the price breaks out on either the upper or lower side, but which of

these two will occur is not predictable. An example of a rectangle is
shown in Figure 4,20,



Theoretical Charr Parrerns 55

Loall

Figure 419 Resistance lines arc formed by a similar process as triple tops. but the
subordimate cvele (upper) is of much shorter wavelength than the dominant cvele
{lower) and may be of irregular amplitude. The dominant cycle is at a horizontal phase

i

Figure 420 FRectangles are formed by a similar process to upchannels and downchan-
nels, but the dominant cycle 1 passing through a horizontal phase

Triangles

Trmangles can lake two main forms, The first 15 where the price movement
is becoming more pronounced as time unfolds. These are called expanding
triangles, which are fairly rare in occurrence. The other form is where the
price movement 15 decreasing as time unfolds, so that the triangle is con-
tracting, These are much more common, and fall into various categories
such as ascending right-angled, descending night-angled, isosceles (two
sides equal in length) and scalene (all sides unequal in length). The latter is
also called a wedge.
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Figure 4.21 Expanding triangles are formed by o combination of a short term cycle
with an increasing amplitude and & long term eycle that may be rsing, or, 88 above,
falling or passing through a honzontal phase

Expanding triengle. Whercas the head and shoulders and inverted head
and shoulders patterns were characterised by the central of three complete
waveforms of the secondary cycles being of greater amplitude than the
outside ones, the cxpanding triangle has the secondary cycles increasing in
amplitude as the price unfolds, At some point the price has to break out,
gither on the upside or oo the downside. An example of an expanding
tnangle 15 shown m Figure 4.21,

Ascending triangle  This formation is a right-angled tnangle with the up-
per side horizontal. It 15 caused b the combination of a dominant cycle
which 15 in a rising phase and a shorter wavelength cycle whose amplitude
15 decreasing with time. Thus the usual resolution of the triangle is that the
nse will continue, sincé the dominant cyele is in a rising mode. However,
as with all contracting triangle formations, if the price exits through the
apex the sigmficance 18 lost, An example is shown in Figure 4.22,

Descending trigngle  'This formation 18 caused by the same combination of
cveles as in the ascending triangle, the difference bemng that the dominant
cvele 15 1n a falling phase. 1t 15 this direction of the dominant cycle that
leads to the usual resolution of the pattern into a continuing fall. The usual
resolution of the triangle does not follow if the price exits through the
apex. An example is shown in Figure 4.23,

[sosceles triangle This formation 13 caused by the same combination of
cycles as the right-angled triangles, but with the important difference that
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Figure 422 Ascending triangles are formed by a combination of a short term cycle
with a decreasing amplitude and a long term cyele that is rising

AN

Figure 423 Descending triangles are formed by a combmation of a short term cvele
with a decreasing amplitude and a long term cycle that is falling

the dominant cycle 1s passing through a horizontal phase. neither nsing
nor falling. Thus the triangle is essentially symmetrical about a horizontal
line through its apex. Whether the trangle is a reversal or continuation
pattern depends upon the status of an even longer term cyele than the
triangle dominant cycle, but the balance scems to hic slightly on the side of
continuation. An exit through the apex takes the meaming out of the
tnangle. An example is shown in Figure 4.24.

Scalene triungle or wedge It is possible to have triangles which are wedge
shaped, 1.¢. which are neither right-angled nor symmetrical in the sense
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Figure 4,24 [sosceles inangles are formed by a combination of 2 short term cycle with
# decreasing amplitude and a Jong term eycle that 15 almost horizontal

P

Figure 4.25 Wedges are formed by a combination of a descending or ascending
triangle and a long term ovele that 18 falling or rising

that the isosceles tnangle 15, The usual resolution of a wedge is that the
price reverses the direction of its trend. An example of a wedge is shown in
Figure 4.25.

Flags

Flags are specific varieties of triangles, and occasionally channels, which
persist for only a short period of time. In general chartists take this peniod
to be a maximum of three weeks, The flag is halfway up or down a steep
trend, and as such represents a breathing point before the trend continues
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Figure 426 Flags are formed by a combination of a very short term evcle of reducing
amplitude and a rapidly risimg or falling medium term cycle

in its previous direction. All the various tvpes of triangles noted above are
possible as these muni-versions, and for channels the slope for the short
duration in which they persist can be upward or downward sloping. Ex-
amples of flags are shown n Figure 4.26,

Figure 427 An earthquake is formed by 4 combination of cycies that are all falling to
a trough simultaneously
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Earthquakes

An earthquake is a fairly rare pattern which appears to be ignored in other
texts on technical analysis or charting techmques. In a real-life earthquake
a portion of land can slip down below the level of the surrounding land,
the edges of the fall being vertical. A similar occurrence can occur in share
prices, from the point of view that a sudden vertical fall in price can be
matched later by an equally vertical rise. When the vertical rise will occur
is not predictable, and the rapidity of the nse is such that it is difficult for
the investor to climb aboard the rise at a sensible price level. The interest-
ing facet of the earthquake pattern that can be of great use to investors is
that it seems to be an aberration n the longer term trend of the share
price, in other words the price seems to continue after the vertical rise with
the same trend that it had before the vertical fall. An example is shown in
Figure 4.27,



)

Confirmation of Patterns

The buving and selling of shares based purely on pattern formation is but
one part of the overall concept of technical analysis. With practice 1t is
possible to realise good returns from investment decisions based purely on
the patterns which we discussed in the last chapter, and the next few
chapters will concentrate on this aspect. Later chapters discuss the import-
ance of indicators as aids to buying and selling decisions, and there is no
doubt that the investor who uses all the tools at his disposal, pattern
formation and indicators, will achieve maore consistent results than the one
who relies solely on patterns, That being said, it is still necessary to show
how investment decisions can be based on pattern formation.

All successful investors knowinglv or unknowingly use methods which
are based on taking advantage of probability. Taking a very simplified
view, investors who do not do this will have only a 50% chance of being
correct in an mvestment decision. If dealing costs and the difference, 1.e.
spread, of buying and selling prnices {or a share are taken into consider-
ation then the odds move against the investor, perhaps as far as giving him
only a 40% chance of success. The rationale behind using pattern forma-
tion for investment 15 that share pnces passing through a recogmsed rever-
sal pattern, such as those discussed in the last chapter, more often than not
will show a change in the direction of the trend. Share prices passing
through a continuation pattern will more often than not show a continua-
tion in the direction of the trend. Where investors often go wrong 1s in
translating the phrase ‘more often than not’ into a very high probability,
such as 90% or more, that the future course of the share price will con-
tinue as predicted. The probability is nothing like as high as that, and at a
guess a value of 55% is nearer to the mark. This may not sound high
enough to make profits, but over a large number of transactions the inves-
tor will inevitably make profits, Better profits will be made if the investor
emplovs a good stop loss method, so that losing situations are terminated
quickly, while winning situations are allowed to run. A good analogy for
the value of small favourable percentages 1s with roulette, where the per-
centage in favour of the house due to the presence of a zero or double zero
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is quite small, but few people would guestion the statement that casinos
make profits,

The investor should pay much more attention to reversal patterns than
continuation patterns for the simple reason that recognition that a share is
passing through a continuation pattern usually requires no further action
from the investor. On the other hand a reversal formation can signal to the
investor that a buying opportunity is becoming imminent. As we discuss
fater in this chapter, an investor should never be in the position that he
relies on a topping pattern to tell him when to sell. For this reason this
chapter discusses reversal patterns at bottoms, and at what stage in their
development that a buying decision can he made with the greatest chance
of success. For the investor in shares, reversal patterns at tops are con-
sidered more in the light of an indication to the investor that the share
should be put on the back burner for a while. Investors in options fall into
a totally different category, since the knowledge that a share may be in a
falling trend s just as valuable as the knowledge that a share may now be
n a rising trend.

In order to achieve the small favourable percentage which is available
from correct recognition of a pattern, it is vital to wait for confirmation
that a pattern 8 complete, It is only then that the investor can move the
balance of probability in his favour. The necessitv of doing this is readily
illustrated by an example of a falling share price which has apparently
bottomed out, as shown in Figure 5.1. The investor would therefore be
contemplating buving the share in question.

The first thought is that this 15 a rounded bottom formation. since the
shape traced by the price movement so far has passed through a fairly
gentle minimum, More thought will lead to the conclusion that the pattern

Figure 5.1 A falling share price which appears to have bottomed out
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Figure 5.2 -The falling share price may be enlering a variety of bottoming formations

s0 far could also be the start of a double bottom, a triple bottom or even an
inverted head and shoulders where the first trough is somewhat more
rounded than uvsoal. These possibilities are shown in Figure 52. If this is
the case, not too much damage is done by buying at this early stage in the
pattern formation, since these other possibilities are all trend reversal
patterns, and therefore there is no advantage in continuing to hold off
from the share for any length of time.

This approach neglects some other possibilities, such as a downtrend or
downchannel formation, as shown in Figure 5.3, It would be incorrect to
buy at this juncture since these pattérns are trend continuation patterns,
Such premature buying would expose the investor to a loss, and it could
well be years before the share price moves back above this original buying
level.

Figure 53 The falling share price may also be entering a varnsty of continuation
patterns such as a downtrend
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The above comments lead to the conclusion that we need a set of rules
to apply to enable us to know whether a pattern has been completed, i.e,
the formation in Figure 5.1 does turn out to be a rounded bottom, or
whether it is incomplete, i.e. the formation in Figure 5.1 is the first part of a
new downtrend. The rules should be concerned with deciding how far up
from the bottom of the first part of the formation shown in Figure 5.1 we
should allow the share price to rise before buying. This can only be done
by studying a large number of shares in order to decide how far shares rise
from the bottom before the next downward wave in a downtrend com-
mences. Once a rise exceeds this usual value, then we can say with much
more confidence that the downtrend is not going to occur, and that we are
embarked on an uptrend, and therefore it is correct to buy. If the price
turns down before rising this distance, then we can wait for the next phase
of the pattern to unfold before taking a decision. When we come to the
chapters on indicators, it will be seen that most of the rules are already
enshrined in the way in which indicators are calculated and used, which
enforces the view expressed earlier that the best results are obtained from
a combination of pattern formation and indicator techniques,

Of the possible bottoming patterns of single bottom, double bottom,
triple bottom and inverted head and shoulders, the single bottom, be it of
the rounded or sharp variety, is the most difficult to establish. The reason is
that all of the other patterns give an intermediate rise followed by a fall
before a further rise, and the level reached by the first rise can be used to
designate a ceiling through which the price must rise before the share can be
considered a buy. Another way of looking at things is that the level of the
first rise is a resistance level, so that a rise through it 1s a good positive sign.
The single rounded bottom has no such level, and therefore there 15 nothing
to indicate that the share has passed into a bullish phase. Fortunately the
single bottom is the least common®of the bottoming formations. Because of
this fact, and the difficulty associated with it of determining when its forma-
tion is complete, investors should not take action on a single bottom forma-
tion unless one or more indicators can confirm that the new trend of the
share price is upwards. Never forget the golden rule that amongst the large
number of shares which can be followed, there will nearly always be another
share in which a more significant pattern can be found. If this is not the case,
then do nothing until such an opportunity does anse. Never force an invest-
ment decision out of an indecisive chart pattern.

Having decided that we will not take action at the point reached by the
share price in Figure 5.1, we can wait for it to unfold a bit further to the
position shown in Figure 5.4, Now the share price has turned down again,
giving us an important resistance level which the price failed to penetrate
on this first attempt. Thus we take no action until the price rises above this
level in the future. Naturally, as soon as the price starts to rise again from
this current fall we start to take notice, because the price may now be
setting out on the upward leg which will penetrate this resistance level. As
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RESISTANCE LINE

Figure 5.4 The share price has reached a resistance line and reversed direction

well as the resistance level noted for the intermediate rise, another import-
ant feature will be the position of the second trough which will have been
formed once the price starts to rise back towards the resistance level. For
the formation to be considered to be a double bottom the second trough
should be within 3% of the price at the first trough.

There are now two possibilities, firstly that the price will not rise this far
before falling again, and secondly that the price will pass through the
resistance level. These two possibilities are shown in Figure 5.5. If the first
possibility occurs, then what we have happening is that the share price is
still in a downtrend. This can be visualised by drawing a trendline through
the two successive peaks, Quite obviously, since the second peak is lower
than the first peak, then the trend s still downwards. If the price moves
above the first peak, then the trend is upwards, since any subsequent peak
that will be formed must be at a higher level than this first peak.

This move of the price above the resistance level, being a sign that an
uptrend is now in being, is a signal to buy the share.

Another possibility which will preclude a buy even if the price rises
through the resistance level 1s that the second trough which i1s formed is
not within 3% of the price of the first trough, i.e. the formation does not
pass the first test for a double bottom. This leads to two further pos-
sibilities: either the second trough i1s much higher than the first trough, or it
is much lower. If the trough is higher, then it is permissible to draw a
trendline through these two troughs, and this trendline will slope upwards.
We are therefore in an uptrend, and so the investor can consider buying
that share. If, on the other hand, the second trough is lower, then there are
two further possibilities: either we are still in a downtrend or we are
entering an inverted head and shoulders reversal pattern. The first two of
these possibilities are shown in Figure 3.6.
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Now supposing that the share has passed the first test for a double
bottom, i.e. the second trough is within 3% of the price of the first trough,
then all depends upon whether or not the price continues to rise above the
resistance level created by the first peak. If it does, all well and good,
because we now have a complete double bottom formation and the share
price has now reversed direction to enter a new uptrend. This is now a
signal to buy the share.

If, on the other hand, the price retreats again, then the possibility arises
that we are seeing a triple bottom formation. The crucial determining
factor for this is the position of the third trough. If it is within 3% of either
of the two previous troughs, then we are on course for a triple bottom, and
all that remains is for the share price to nise above the resistance level
formed by the previous two peaks. This will be the signal to buy since the
trend reversal pattern is now complete. If the share price does not rise
through the resistance level then the direction of the trend is not resolved
and the share should be left alone. These possibilities are shown in Figure
5, =

If the third trough i1s not within 3% of the level of the previous two
troughs, then the pattern is not a triple bottom. If this third trough is
higher than the previous two, then it is possible that the trend direction has
already been reversed, and we have what can be viewed as a distorted
inverted head and shoulders with an upward sloping neckline. This will be
confirmed by a rise in price through the previous resistance level. If the
third trough is lower than the level of the two previous ones, then the
share price is still in a downtrend, and it should be left alone.

Notice the importance of decision making at each stage of the pattern as
it unfolds, the failure or success of the share price in reaching support or

\\ J \\

i )

\Uﬂ \ /\ '

Figure 5.7 If the second trough is at a similar level to the first, then a triple bottom
formation is a strong possibility (left). If this is not the case, the pattern is unresolved

(right)
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Tsble 5.1 Possible outcomes from a falling share price

Position Action * Possible formation
After first trough Price continues to rise Single bottom
Price forms a peak and then falls Double bottom
Triple bottom
Inverted head and
shoulders
Downtrend
Uptrend
After first peak Price falls below first trough before Inverted head and
rising = shoulders
Downtrend
Price rises from level of first trough Double bottom

Triple battom
Price fails w reach level of first trough  Uptrend

After second trouph  Price rises past level of first peak Double bottom
Price falls after reaching level of first Triple bottom
peik Inverted bead and
shoulders

Price fails to reach level of first peak Downtrend
After second peak Price falls to level of first trough and Tnple bottom

then rises

Price falls below level of second Downtrend
trough and then rises

Price fails to reach level of second Upirend (distorted
trough before rising inverted head

and shoulders)

LT

resistance levels leading to several possibilities for the eventual pattern
which is formed. These various possibilities are summed up in Table 5.1.
The topping patterns such as single top, double top, triple top, and head
and shoulders can be treated in just the same way as the bottoming pat-
terns. Once the price has fallen back from the first peak, the point at which
it starts to rise again will now be a support level. It will be the fall of the
price down through this support level which will indicate that the future
trend is firmly downwards. 11 the next peak is within 3% of the position of
the first peak, then the pattern could turn out to be cither a double top or a
triple top. If the price falls from this second peak down through the resist-
ance level then a double top has been formed, while if the price bounces
back from the support level a triple top will be formed if the price reaches
a peak similar to the previous two peaks before falling back down through
the support level. Where the second peak is at a higher level than the outer
two peaks then of course we have a head and shoulders formation. Any
other possibilities will mean that the future direction of the trend is not
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Table 52 Possible outcomes from 4 risina share price

Position

Action

Possihle formation

After first peak

After first trough

Adter second peak

After second trough

Price continues o tall
Price forms a trough and then rises

Price mises above first peak before
falling

Price falls from level of first peak

Price fuils (o reach level of fra peak

Price talls past level of first trough
Price rises aller reaching level of firsl

Single top
Double top
Triple 1op
Head and
shoulders
Downtrend
Liptrend
Head and
shoulders
Uptrend
Douhle tap
Triple top
Drowntrend

[ouble top
Triple top

fTough Head anid
should=rs
Price Tails 1o reach level of fiest trouph  Ulptrend

Price rises 1o level of first peak and

Triple top

then talls

Price nses above level of second peak Uptrend
arved 1hen Falls
Price fails to reach level of second Dovwentrend

(distoried hewd
and shoulders)

peak before falling

resolved. In such cases to assume that the tuture direction of the share
price Is down may be incorrect,

The various possibilities for topping formations as the share price un-
folds are shown m Table 5.2.

Al this point il s necessary 1o draw attention once again to the distine-
tion between bottoming patterns as a basis for buying shares and topping
patterns as a basis for selling shares. Once a reversal pattern has been
completed, the balance of probabilities is such that the new trend in the
share price should be moving in the opposite direction. What leads to the
dhfficulty 15 that the patiern 15 nol completed unul the price has palled
away from the previous resistance level in the case of boltoming patterns,
and fallen below the support level in the case of topmng patterns. The
resistance level can be some way. perhaps 1) or 20%, above the bortom
price, while the support level can be a similar way below the top price.
Now to give up the first 10 or 20% of a price rise 15 perfectly permissible
when we look sl the broader picture in which the rise mayv well take the
share price to double its low value. 1L1s not permissible to stay on board a
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share price which falls back by this amount from the top price. After all,
there 15 no guarantee that the price will not suddenly plummet at any point
between its top value and the support level, giving a huge, unacceptable
l0ss,

It must be emphasised, therefore, thal topping patterns must not be
used as eriténa for selling a share, Shares should be sold because they have
fallen below a stop loss level, or because one of the indicators discussed
later in this book 15 signalling that the trend has turned downwards.




6
Bottoming Patterns

Psychologically, investors are much more interested in the buying of
shares than the selling of shares, even though the buying and selling deci-
sions are equally important, since many good buying decisions have been
ruined by a failure 1o sell at the right time, For the investar focused on
buying, a recognition of the various t¥pes of hottoming patterns which can
get him into a share carly in its new upward trend is of prime interest.
Because ol the sustained bull market over the last decade, there is a
shortage of cxamples of the major boltoming formations. but plenty of the
major topping formations. Even so, there are enough examples ol bot-
toming formations to illustrate how they can be used in a practical sense.

SINGLE BOTTOM FORMATIONS

As we pomnted out i the last chapter, the simplest bottomng formation is
the single bottom. This can occur as either a sharp bottom or a rounded
bottom. In the case of a sharp bottom, the rapid reaction of the share price
15 such that an investor is rarely in a position 1o take advantage of it. A
large proportion of the upward movement takes place over such a short
time that the potential for further gain becomes limited. This is not a
problem with a rounded bottom formation, which can take many months
for its completion, The different problem with the rounded bottom forma-
tion, as was discussed in the last chapter, is at what level it is appropriate to
make an investment. The author’s view, expressed earlier. is that the
rounded bottom formation is best left alone as an investment opportunity
unless one or other of the indicators discussed later in this book is signall-
ing that a nise 15 in the offing.

A pood example of 4 rounded bottom {ormation is shown in Figure 6.1
for GEC. The formation took about a vear Lo compléte, the lowest pomnt ol
144p being reached in April 1988, One way in which the rounded bottom
can be highlighted as it develops is by drawing a succession of trendlines
between successive important troughs, These should become less steep as
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Figure 6.1 The GEC share price shows a rounded bottom formation during 1988

the bottom of the pattern is approached. and then begin to increase in
slope again.

Tt is extremely difficult to find a perfect example of a rounded bottom,
and the one in Figure 6.1 s no exception. Thus the pattern is slightly
spoiled by the fact that the price in September 1988 dipped below the
trough reached at the end of July: This small [all was only temporary, and
the price soon re-established its curved upward trend.

It is not necessary to use trendlines to highlight the rounded bottom
formation. The outline of the rounded bottom can easily be obtained by
drawing as smooth a curve as possible through the number of troughs
which were [ormed from the beginming of 1958, as has been done in Figure
6.2, The solid line shows how this would have been done at the time that
the trough in early June was formed. while the dotted line shows how the
future course of the rounded bottom was estimated. The fact that the price
violated this projected curve 1n Aupust/September forms a useful basis for
deciding on how the pattern would be treated as a buying opportunity for
those imvestors who ignore the advice above about using indicators to
generate a buving signal. An idea of what constitutes a viable buying level
can be obtained by drawing a number of levels on the chart at increasing
percentage movement from the bottom level. Since this level was 144p,
lines are drawn at 10% higher (158.5p), 15% higher (165.5p) and 20%
higher (173p). These values are rounded to the ncarest 0.5p.
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Figure 6.2 The rounded bottom is now projected into the future, The horizontal Enes
show levels of T0%., 15%: and 2% op from the trough price

As il was buing formed, the trough at 155p at the end of August could
have been the start of a decline, and thers was no evidence either way Lo
support the fact that the rounded bottom would continue or fail. An
investor using a 10% level up from the bottom price would thercfore have
been at risk, since this buving level would have been triggered al the end
of June, leaving him feeling quite nervous for the next three months.
Another way of looking at things 15 that capital would have been ted up
unnecessarily in 4 non-performing situation. Thus we can come to the
conclusion, from this example, that the 10% level 1s not sutficiently above
the base price for the curved uptrend to have become definitely
established.

We now have to find another level such that there 1s stll sufficient
potential for gain. but with decreased risk. The 20% level does not satisty
this requirement, since the price level would then be 173p, which would
look quite high from the historical perspective. On the other hand, the
15% level would have prevented us investing too soon, while leaving the
possibility of a decent rise to¢ come. For those investars who wish to take
advantage of a rounded bottom formation, a buying level of 15% up from
the lowest price reached s usually safe.

Sometimes a rounded boltoming formation can take manv vears to
complete. An example is the Dixons share price following the crash of
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Figure 6.3 The Dixons share price passed through a long term rounded boftom
formation during [959 and 1994}

1987. The chart mn Figurc 6.3 shows that the bottom began immediately
after the crash mm October 1987, and continued to June 1991 before en-
tering a period of sce-saw movement within a trading range of 200p to
280p. This latler type of movemenl in what 1s called a rectangle is dis-
cussed later in the chapter on hesitation patterns, These usually result in
an extensive breakout as can be seen in the meteoric rise to about 350p.

An enlarged view of the rounded bottom part of the Dixons price
movement is shown in more detail in Figure 6.4, A central curved
trendline drawn through this formation illustrates quite clearly the saucer-
like trend, wath the short term movements making excursions only about
20p above or below this central trend. The trend can be said to have ended
when a price excursion from the projected trend exceeds this 20p thresh-
old by, say, a further 10p. A better way ol looking at these saucer bot-
toming patterns 15 (o imagine them as an arc of a circle. If the centre point
of the circle is established, then the curved trend can be readily drawn with
the aid of a pair of compasses or by computer. The trend will run out of
steam normally when the arc has reached a quarter of the circle.

The practical aspect of such long drawn out patterns is that the rate of
increase s normally too slow for them to be a good investment, The use of
the arc of a aircle method does allow an investor who is already mvested in
that share to take a view on when to get out.
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Figure 6.4 An enlarged view of the rounded bottom in the Dixons share price. If the
central trend 15 taken 1o be the arc of a circle, then 1his rarcly extends to more than a
quadrant

Usually, much better investment opportunitics than those provided by
rounded bottom formations can be tound by the alert chartist,

DOUBLE BOTTOM FORMATIONS

These formations are rarcly symmetrical, and the time gap between the
two bottoms can also vary considerably. As a general rule, the levels
reached by the two legs of the double hottom should be within 3% of each
other. In many cases, the two legs are within a penny or so of each ather.
The chart of Lloyds the Chemists in Figure 6.5 shows a double bottom
pattern in which the two bottoms are over two and a hall years apart. The
first, on 25th September 1992, was at a level of 185p, while the second. on
Alst March 1995, reached a floor of 185p. Thus the levels reached by the
two legs differed by only about 1.6%_ Both battoms are fairly sharp, 1e.
the price did not spend more than a few weeks below the 200p level.

In Figure 6.6 we can see the chart of Siebe in which the two bottoms are
just under four months apart. The first leg reached a level of 304p on 5th
October 1994, while the second one, on 31st January 1995, was at a level of
499p, i.e. a difference of only 1%. As with Llovds the Chemists. the share
price rose strongly from the second low point, posting a gain ol about 60%
during the following vear.
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Figure 6.5

A long term double bottom m the Lloyds the Chemists share price
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Guardian Royal Exchange also showed a medium term double bottom
(Figure 6.7). A closer inspection shows that the first leg of the double
bottom was itself a very short term double bottom. The price fell to 164p
on 3lth May 1994, rose to 182p over the nest three weeks and then fell
sharply back to 162p on 24th June. It took another six months before the
price came back to these levels. reaching a low of 16lp en 23rd January
1995, Such cases, where the two legs of the bottom are very close to-
gether, as was the case in May/June 1994, have to be watched very
carefully. In general, the closer together the two legs, the less is the
subsequent rise from this position. Thus investors may make little or no
profit from such formations. In the present case the rise took the price to
around the 19p mark, generating a small profit. On the other hand. the
leg in Januoary 1995 was the one that saw a large subsequent rise of more
than 100p.

The cnterion to use in those cases where the two legs of a double
hottom are very close together 1s to view it as a single bottom formation.
As discussed in the previous section, the critical level for buving after a
single bottom 18 when the price has moved up by more than 15% from the
bottom. Thus in the GRE case, the buying level following the first bottom
of 16dp in May 1994 would be 188.5p. The price reached this level in the
middle of July, but made very little progress atter that, reaching only 201p
before falling back.
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Figure 6.7 The medium term double bottom formation in the GRE share price
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Figure 6.8 A short term double bottom formation in the share price of Hewden
Sluarl

A final example of a double bottom with two legs very close together is
that of Hewden Stuart. shown in Figure 6.8, Here the first leg reached a
minimum on l6th September 1992, rose to Bdp by 25th Seplember, and
then fell back to 6% on 15th October before nsing from that level 1o make
a very useful gain, '

TRIPLE BOTTOM FORMATIONS

These are somewhat rarer than double bottom formations, probably be-
cause many triple bottoms become distorted into inverse head and
shoulders patterns by the centre bottom being considerably lower than the
cuter two, Even when this 1s not the case, a perfectly symmetrical triple
bottom is very rare. As discussed in the theoretical section, the asvmmetry
can be either in the distance apart of the three troughs, or in the fact that
the two intermediate peaks do not rise to the same level,

['he chart of Barclays Banks in Figure 6.9 shows an asymmetry in the
distance apart of the three leps of the formation. The bottoms are very
sharp troughs: 5U2p on %th March 1994, 4949p on 4th May 1994, and 500p
on Ist June 1994, Thus the gap between the first two legs 15 about eight
weeks, and that between the second and third legs is just under four weeks.
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Figure 6.9 A triple bottom formation in the share price of Barclays Bank

The troughs all occur within 3p of each other. 1.e, within less than 1%.
Although at first sight the intermediate peaks would appear to be at
markedly different levels, this 1s a perception caused by the scaling being
used. The first peak. on 16th March, reached 557p, while the peak between
the second and third legs reached 546p. Thus these two peaks are sull
within about 2% of cach other. close enough to avoid being labelled as
asymmetric.

Asymmetry in the height of the intermediate peaks can cause a problem
if the second intermediate peak 15 higher thao the first, The problem lies in
the fact that once the second peak has passced the level of the first peak, the
formation takes on the appearance of a double bottom, encouraging the
investor Lo buy once the price has risen above Lhis first level, Thus there
needs to be a small tolerance built in. A good policy here 1s 1o wait for the
price to rise by some 3% above the previous peak level before buving.
While not eliminating all occasions where what appears o be a double
bottom is actually a tniple bottom, it will reduce these considerably.

An example where the investor would still have been in the wrong even
when applying this 3% rule can he scen in the case of Great Portland, in
Figure f.10. The first trough in mid-August 1992 fell to %6p, and the price
then rose to a temporary peak of 110p in mid-September. This is mar-
ginally below our buying level of 15% up from the trough. ie. a level of
| 10.4p. so that an investor thinking that the previous trough was a single
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Figure 610 A tniple bortom formation in the share price of Great Portland

hottom formation would not be buying the share. The prnice then fell back
again to 93p before nising agam.

Now we see the danger of an asymmetry, since the pnce rose to 121p.
An investor could have got o at 114p on the way to this peak, 1.e. once the
3% level above the previous peak pf 110p had been passed, but the price
of 121p represented the best achieved for a few weeks. A stop loss would
have got the investor out of the false double bottom with just a small loss.

Since gquadruple bottoms are guite rare, 1.e. false triple bottoms are rare,
then a rise out of the third bottom would be seen to be very positive, since
the mmvestor would be unlikely to be caught in the same trap as occurred
with the false double bottom.

Asymmetry in which the second intermediate peak is not as high as the
lirst one docs nol cause a problem, since the investor would not buy after
the second trough due to the failure of the price to pass the level of the first
mtermediaie peak, e the position following the second trough does not
mect the buying enteria by surpassing the first peak by at least 3%. An
cxample of this is o be found in Gruardian Roval Exchange in 1986, as
shown in Fipure 6.11.

The lirst bottom occurred on 26th September 1986 at a price of 153p.
The price rose to an intermediate peak of 165.5p by the end of October
before falling back again to a level of 151.5p. Although the rise to 153.5p
over the next week would have suggested that the price was now rising
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Figure 6.11 A iniple bottom formation in the share price of Guardian Royal Ex-

change {(weekly data)

from the second trough of a double bottom formation, the investor would
have been waiting for a rise at least 3% above the previous peak of 163.5p,
Instead, the price fell back again to the previous trough of 151.5p befare
rising again. Once more, the investor would be waiting to clear the 165.5p
level by a good 3%, 1.e. to pass a level of 170p. This happened on 6th
February 1987, at which point the investor could have bought with the
probability of a useful nise. As can be seen from the chart. the price made a
significant improvement o over 220p by July that year,

THE INVERTED HEAD AND SHOULDERS
FORMATION

lnverted head and shoulders lormations are fairly common during bear
markets, but there are not so many examples over the last five years or so0
because of the underlving bull markel for shares in general. The formation
can take many weeks or even many years to complete, A typical example
is shown in Figure 6.12 for Courtaulds, which lasted just over six months.

At the bepinning of the pattern. the price fell to a low point of 224p in
September 1988, and bounced back from this level. The cruaal level of
15% up from this at 258p was not reached. and so the investor would do
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Figure 6,12 The Courtaulds share price shows an inverted head and shoulders around
the low point m December | 985

nothing but continue to keep an eye on the developing pattern. The fall
from this point took the price well below its previous trough of 224p to the
200p level, Not unexpectedly. since this s a ‘round number’ level, the price
bounced back again. The investor would now begin to think in terms of a
possible head and shoulders, siree this second peak is well below the
tolerance of within 3% of the level of the previous peak necessary for a
double bottom formation. The price then rose steadily, passing the 245p
level of the previous peak, reaching 235p before retracing again. The level
reached by the two intermediate peaks 1s of course the neckline of the
inverted head and shoulders, and would be horizontal for a perfectly
svmmetrical formation, In this present case. the neckline is therefore slop-
ing upwards, but not at such a slope that the formation would cease to be
considered an inverted head and shoulders. Note that a line joining the
shoulders, 1e. joining the two troughs either side of the main trough, is
maore or less at the same slope as the neckline. When the slopes of these
two lines are markedly dissimilar, the pattern cannot really be described as
a meaningful inverted head and shoulders,

The formation 15 not completed until the rise from the second shoulder,
1.e. from a level of 240p in this case, takes the price above the neckline, i.e.
ahove 255p. This happened in May 198%. The normal prediction for the
risc in price from this point at which the neckline is broken is for an
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amount similar to the price difference between the lowest point of the
central peak, Le. 200p, to the right-hand neckline, i.e. 255p. This should
therefore take the price to about 310p. This forecast was uncannily correct,
since the price reached 312p before falling back again,

The chart of Slough Estates, shown in Figure 6.13, is extremely interesting
since it shows two inverted head and shoulders formations nested one inside
the other around the low point in carlv August 1992, The two necklines are
shown in the figure. The first is at a level of around 200p, gently sloping
upwards from left to right, and the second, sloping similarly, 1s at a level of
about Zh(lp. Note once again that the predicted price nise for the inner
inverted head and shoulders is correct within a few percent. The rise from
the low point of 100p to the neckline of approximately 200p is about 100p.
We would therefore expect a rise of a further 100p to about 300p. As can be
seen from the chart, the price reached 288p before retracing,

The completion of the outer of the two patterns still has some way to go,
since the latest price in the chart, i the middle of the developing shoulder,
at about 236p, still has some way to go to reach the level of the neckline at
280p. It is from this point that a rise would be expected, and using the same
criteria as before, we would expect this nise lo take the price the same
distance above the neckline that the neckhne s above the central rrough,
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Figare 6,13 The share price of Slough Bstates shows two acsted inverted head and
shoulders around the low point in Aupgust 1992, The inner has a neckline at 200p. while
the outer has a neckline at abowt 280p
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1.e. a rise of about 180p. This would take the price to around 460p, comfor-
tably passing the previous high of 3%5p.

The chart of Ward Holdings in Figure-6.14 1s a perfect example of a
honizontal neckline, which 1n this case 15 at 535p. The pattern 13 marred
somewhat by the distorted nature of the shoulders. The lefi-hand one
descends to 40p, with a large short term nise to 34p in the muddle of 1t,
while the nght-hand shoulder descends to 34p. On the basis of the rules for
a subsequent price rise, the rise from the trough to the neckline is about
40p, and therefore the anticipated level to which the price should rise from
the neckline 1s about 95p. The actual price rise was to a level of 72p, which
although less than anticipated, still represents a useful profit of 30% for
the investor who got in as the price passed the previous neckline,

BUYING RULES

1. First trough  If the price rises by 15% from the lowest point, then the
formation 15 probably 4 rounded bottom and the investor can buy.

2. Second rrough 1 the price at the second trough is within 3% of that of
the first trough then the formation is either & double bottom or a triple
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Figure 6,14 T'he share price of Ward Holdings shows an inverted head and shoulders
pattern in which each shoulder is somewhat distorted
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bottom. If the price then nises above the level of the peak price between
!l'l'E first and second troughs, the formation is a double bottom and the
investor can buy, otherwise wait for triple bottom pattern development.

3. Second trough  1f the price at the second trough is lower than that of
the first trough, then the formation is probably an inverted head and
shoulders. Wait for pattern development,

4. Third rough 1 the price level at the third trough s within 3% of that
of the first trough, then a triple bottom or head and shoulders 1s probable.
If a triple bottom, wait for the price to rise above the level of the higher of
the two intermediate peaks before buying. If an inverted head and
shoulders, wait for the price to rise above the neckline (the line joining the
tops of the two intermediate peaks) before buying,

5. Third rough  1f the price level at the third trough is not within 3% of
that of the first trough, move Lo another share,
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Topping Patterns

—

Unlike the situation with bottoming patterns, charts of the last 10 years of
share price histories are rich with examples of topping patterns. There are
many instances of single tops. rounded tops, double tops, triple tops and
head and shoulders. Even so, a perfect symmetrical example of any of
these patterns is still rare, and there are usually slight differences from
perfection, The approach to these topping patterns is virtually a mirror
image of that employed for the bottoming formations, with similar rules
being emploved about the extent to which a price should fall back from the
top, how close topether multiple tops have to be, ete.

SINGLE TOP FORMATIONS

All rounded top formations, and indeed all rounded bottom formations,
will be shightly distorted by the presence of fluctuations of much shorter
duration than the formation itsell. A pood cxample is that of Allied
Domeeq, shown in Figure 7.1. Here we have a rounded top that took six
years for its completion. A line drawn so as (o touch the minor peaks that
occur between the end of April 199 and July 1996 is obviously a rounded
curve. Instead of such a curve, it 15 also possible to draw fan lines, which
exhibit a gradual reduction in their slopes until the slopes change directhion
as the top of the formation 1s passed. The hines then get increasingly steep
again. The clean pattern 18 rather spoilt by the large fall that occurred
some weeks before the steep nise Lo the peak of 669p on 7th January 1994,
but even so, this extreme peak s only shightly above the smooth line that
can be drawn.

As tar as the extent of a fall from a rounded top formation is concerned,
for a symmetrical top the expectation has to be for a fall to the general
level of the share price before the rise to the top occurred. In this case,
therefore, the level of 423p reached in July 1996 is close enough to the
starting level of 412p in April 1990 that the formation can be assumed to
be at an end, and that a rise from the current level should occur.
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Figure 7.1 The Allicd Domecqg share price shows a number of very short term cyeles
superimposed on a rounded top formation

A rounded top taking much less time for its {rﬂmpjetimn than the six
vears in the previous example is that of Severn Trent Water, as shown in
Figure 7.2. This formation started 1n mid-199% and appeared to be com-
pleted by mid-1996, i.e. it took about a year for completion. The smooth
top was interrupted slightly by a reverse earthquake formation, i.e. a near-
vertical rise (September 1995) followed some time later by a near-vertical
fall (from the peak of 688p in January 1990}, This feature of the short term
rises and falls becoming more extreme as the top 15 approached seems Lo
be characteristic of most rounded tops, as we also saw in the previous
example.

These two examples show the difficulty with rounded top formations-
perfectly symmetrical ones are quite rare, and ones which look good bets
for behaving perfectly vsually show an erratic behaviour just after the top
has passed, and usually before the fall of 15% is reached. For this reason,
and this has been stated many times, investors are not encouraged to take
major investment decisions based simply on a developing rounded top
pattern, This comment is really aimed at traded options investors, since an
investor in shares must use a stop loss method to generate a selling signal,
and not wail for any of the topping formations to be completed,

Rolls-Royee, shown in Figure 7.3, is another case in point of a rounded
top suffering increasing short term movements as the top s approached.
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Figure 7.2 A rounded top can also be seen in the Severn Trent share price

From the symmetry point of view, we have to consider that the top began
somewhere around November 1993 and fimished at the low point of 152p
in March 1995, The extreme movement at the top was interesting because
it generated a double top formation, 1.2, we have a rounded top with a
double top superimposed on it The Grst leg of the double top occurred on
20th Apnl 1994 at a level of 203 3p. The price then fell to an intermediate
low of 174p on 24th Junc 1994 before nising to the second leg of the top on
26th August 1994 at 202.5p, just a penny shy of the previous leg. Thus the
short lerm movements at the top result in a swing of nearly 30p, whereas
carlier and later in the rounded top formation the swings are more of the
order of 15p or so.

DOUBLE TOP FORMATIONS

There are many examples of double tops to be found over the last few
years, The patterns can be long term, in the sense that the tops are more
than a year apart, or they can be relatively short term, the tops being but a
few weeks apart, The main criterion is that the price levels of the two tops
should be within 3% of each other.

The Cable & Wireless share price as shown in Figure 7.4 is an excellent
example of a long term double top, the two tops being about three years
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Figure 7.3 The svmmelry of a rounded top [ormation in the Rolls-Royee share price
15 disturbed by the superimposed double top 1n mid-1994
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The rounded tep formation in the Cable & Wireless share price has a
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Figure 7.5 The first leg of the double top formation in Cable & Wireless can be seen
to be a multiple top when the chart is expanded

apart in time, It also has the intriguing aspect that the first leg on the
double top can be seen 1o be a short term multiple top, as shown in the
cxpanded chart in Figure 7.5,

The classic condition of a good run up in the share price is present, since
the price moved from around 340p in March 1993 10 a peak level of 338p
on 2Y91h December 1993, The price fell back to 49%4p in mid-January 1994
belore making another attempt at the peak. This reached 538p once again,
on 1Yth January. before falling once more. The final attempt took the price
ta 336.5p on dth February 1994 betore falling rapdly to the 430p level
Mote again the classic situation as regards the fall back from the linal peak.
The normal expectation is for a fall at least as far below the level of the
intermediate trovgh as the trough is below the peak. Since the trough is at
$94p, and therefore 4d4p down from the peak, we would expect the fall to
be at least 44p down from the trough. 1.e. at 494p - 44p = 45(0p. The fall to
430p is even greater than the expectation.

Coming back to the long term double top as shown in Figure 7.4, it took
another two years before the next attempt on the previous peak of 538p
occurred. The 338p level was reached on 1st April 1996, with a rapid rise
from 477.5p on 27th March. and a further attempt enabled the share to
pass this point to reach 546p a few weeks later,
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The price fell quite rapidly back to 479p by May. This second leg of the
long term double bottom can be seen to be a reverse earthquake, in which
the initial rapid rise of 68.5p in just a few days is matched by a fall of a
similar amount. again in the space of a few days,

An example of a short term double top is shown by the Scars share price
in Figure 7.6. The rise 1o the top of the first leg was very rapid, the price
rising from 130p to 175p in just a few weeks in July 1987, The price then
fell back to an intermediate trough of 139p before rising once again to
1755p on 2nd October. This was just two wecks before the October 1987
crash, but note that there were warning signs, since the price fell back from
this peak over the two wecks before the crash. Thus an astute investor
would have taken the failure to pass the previous peak decisively as a
négative sign, and would have come out of the share.

General Accident 1s another example of a short term double top (Figure
1.7), although the levels the individual legs reached are rather further
apart than in the previous examples. The price reached 731p on 15th
October 1993 before falling back to an intermediate trough of 633p. On
the next attempt the price passed the previous high, climbing to 732p on
7th January 1994, The peaks are still within 3% of each other, thus quali-
fying as a double top. Since the trough was approximately 119p below the
later of the two peaks, the target area into which the price should fall is
633p - 119p = 514p. The price fell initially to a level of 541p on 1st July
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Figure 7.6 The Sears share price shows a short term double top in 19586
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Figure 7.7 The share price of General Accident shows a short term double top
formation in late 1993

1994 rather less than anticipated, but this was only a temporary halt to the
decline. since by the end of the year the price had bottomed out at 505p.

Finally, another example of a short term double top can be seen in the
Lonrho share price as shown in Figure 7.8, The first leg reached 217p
before falling back o an intermediate trough of 189p. The price then rose
tes 216p belore starting a dechne’ which took the price down to 165p, lower
than the anucipated level of 172p.

Naturally, there are many occasions where the price does not fall to the
anticipated distance below the intermediate peak, even when everything
seems o be correct lor a normal double top paltern—there 15 a good nise
o the first peak, the intermediate trough is still some way above the
original starting level, and the second peak s within 3% of the level of the
first peak, It can still happen that the fall from the second peak takes the
price only marginally below the level of the intermediate trough before
rising again. Even so, on the balance of probahilities, a well-defined double
top formation should lead to a significant fall in the share price.

TRIPLE TOP FORMATIONS

A perfectly symmetrical triple top formation is extremely rare. Most triple
tops become distorted into a head and shoulders pattern, but examples of
triple tops with lesser distortion do exist.
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Figure T8 A pood example of a short term double top in Lonrho
&

The four requirements for a perfect triple top are:

The price should have risen substantially

The levels of the tops should be within 3% of each other
The intermediate troughs should be at similar levels
The three peaks should be equally spaced in time

. & @

The first two of these are essential if the pattern is to be considerced a triple
top. Most triple top formations will fail to satisty either the third or fourth
requirement, and some will tail on both of these.

A pood example of a tnple top that satisfies the first two requirements is
Ly be found with Reckill & Coleman, as shown in Figure 7.9, The pattern
15 4 medium term one, the three peaks ocourring over the course of one
yvear, between July 1995 and June 1996, From some points of view the
share could be said to exhibit a multiple top, since there 1s a previous peak
in December 1993 that reached a similar level.

As far as the actual triple top 1s concerned, the price had risen substan-
tially from just above 620p to 711p by late July 1995. The intermediate
trough between the first two peaks was at 635p. On the muddle leg, the
price reached 722p before falling back to the second trough at 621p. The
final leg took the price up to 728p in June 199G,
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Figure 7.9 An cxample of an asymmetnical triple top in Reckitt and Coleman

Although the levels reached by the three peaks are minereasing from left
to right, they cover a range of 711p o 728p. The difference is still within
2.4% less than the 3% maximum spread.

Al the time of wrniting the pattern s still not complete. The expected
level to which the price should Gall from the third peak s about 5340p, using
the critenon of a fall to a similar distance below the second intermediate
trough that the third peak 1s above 1t This would bring the price down to
the resistance levels seen in June 1993 and September 1994, giving added
weight Lo the prediction.

Another example of a tnple top s to be found in PowerGen. as shown
in Figure 710k Although this s 4 long term topping pattern, since the
formation lasted from July 1994 to April 1996, the levels reached by the
three peaks are remarkably close. These were 600p for the first leg, 604p
for the second leg and 605p for the third leg, i.e. within less than 1%, far
less than the 3% criterion for a triple top. The formation is, however,
asymmetric, smce the lirst trough between peaks one and two descends
to 465p. while the second is at the higher level of 508p, a considerable
difference.

The fall subsequent to the third peak was less than anticipated, coming
down to 465p rather than around 410p, but at the time of writing the
pallern 1s not yet guite resolved,
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Figure 7.10  Another example of a triple top, in PowerGen

MULTIPLE TOPS

Occasionally patterns can be seen which have more than three peaks at
about the same price level. These are best referred to as multiple tops.
Symmetrical examples where all troughs are at the same general level and
the peaks are equally spaced in ime are virtually never seen, Interestingly,
the previous example of PowerCren contarned a multiple top as well as the
triple top just discussed, This is the formation seen in early 1994, Five
peaks can be seen that fall between 563p and 379p. 1.e. covering a range of
2.8% , just within the 3% criterion. As with the triple top. the fall from the
final peak 1s within expectation.

A more obvious example 15 1o be found in the chart of Grand Metro-
politan, shown in Figure 7.11, At least cight peaks can be seen in the first
half of 1994 which fall between the hmits of 480p und 493p.; covenng a range
of 2.7% . There are also four substantial valleys wilhin the group of peaks as
well as munor ones. The penultimate peak at 476p can be disregarded since
it falls outside this range, and the valley hetween it and the last peak is
shallow. It does fulfil one other criterion, that the price nse entering the
formation should be substantial. In this case the price climbed from 379p to
493p (i.e. by 30% ) in a matter of weeks, The corresponding fall at the end of
the multiple peak sequence took the price all the way back down again.
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Figure T.11 There are at least eight peaks in this multipte top in the Grand Metro-
politan share price

The chart of Walseley in Figure 7.12 poses a dilemma, since it can be
viewed as a type of rounded top (the group of peaks in early 1996), or a
double top, with the first top in March 1994 being a sharp one and the
rounded top being the second ope of the pair, or eveén as an example of a
multiple top if the rounded top is looked at more closely. In this rounded
top, there are five peaks clustered between 478p and 485p (a range of
1.5% ) with reasonable valleys between them. While the pattern is not vet
completed at the time of writing, there has been a fall back from the top of
muore than twice the depth of the last valley.

HEAD AND SHOULDERS

Head and shoulders formations are fairly rare compared with the other
types of topping formations. They are formed of three tops, the central
one being higher than the outside two. The outside peaks arc the
shoulders, while the neckline 15 the line joining the two intermediate
troughs. The neckline 15 frequently sloping upwards or downwards rather
than horzontal. A perfect formation with a horizontal neckline, equal
height shoulders and the head centrally placed between the shoulders is
extremely rare. More typical are the examples shown in the following
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Figure 712 The Wolscley share price can be viewed as a double top or multiple top
formation

three charts. Figure 7.13 shows such a formation in the chart of Hanson.
The neckline 15 almost perfectly horizontal, but the right-hand shoulder s
much lower than the left-hand one. The head is also marred somewhat by
the trough on its right-hand side. The vsoal prediction for the behaviour of
the price following the head and shoulders formation is that once it has
fallen some 3% below the level of the neckline, then the fall should con-
tinue at least as far below the neckhne as the top of the head 15 above L.
Since the top of the head 1s at 292p, and the neckhine 15 at 226p, the target
area is therefore about 160p. At the ime of writing the price had fallen to
this level before making a shight recovery.

In the head and shoulders shown in Figure 7.14 for Slough Estates, we
have a neckline that is sloping downwards to the rnight. Even so. it can be
scen that the target area for the price is almost reached. The height of the
top of the head above the neckline is about 45p, and with the neckline at
260p, this gives a target of 215p once the price has fallen more than 3%
below the neckline. Thus the crucial trigeer for a further fall is the fall
below 252p.

A sloping neckline going the other way can be seen in the share price of
Lloyds the Chemists (Figure 7.15). The unusual feature of this formation 1s
that, taking a longer term view, it took place at levels which turncd out Lo
be the lower end of the historic price range rather than at the higher end.
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Figure 7.13 A head and shoulders formation in the HHanson share pnice. While the
shoulders are not at equal heights, the neckline shown by the straight line 15 horizontal
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Figure 7.14 Head and shoulders formation in the Slough Estates share price. In this
example the neckline is sloping downwards to the rght. and the right shoulder is lower
than the left one
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Figure .15 A head and shoulders formation in the Lioyds the Chemists share price.
In this example the neckline is sloping upwards to the right, but the right shoulder is at
a simtlar level to the left one

It is only in the short term that the formation can be seen o be a topping
one, since the price does drop below the neckline and continues down to
somewhere around the anticipated levels.

SELLING RULES

In the last chapter @ number of buying rules were listed for the various
bottoming formations. The logic here was that once the bottoming forma-
tion was complete, the investor should be able to look forward to a rise in
price. and therefore the situation was one of low risk and high potential for
profit. The situation with topping formations s quite different, since by the
time they have been completed and the price is in a downtrend the fall
from the top is already considerable. A much smaller loss in price from the
peak price can be obtained by the use of stop losses. For this reason, no
selling rules will be presented here.




8
Trending Patterns

The previous two chapters concerned reversal patterns, where as the pat-
tern unfolds, an upper or lower limit to the price trend becomes obvious,
The expectation is then for the price trend to reverse direction. This
chapter discusses trending patterns, where as long as the pattern unfolds,
the trend is continuing, and the point at which the trend will reverse 1s
unknown, Technical analysis is bedevilled by the misuse of mathematics
and indeed the misuse of English. Thus 1t would be logical to call the
trending patterns which will be discussed in this chapter "continuation
patterns’. since it is readily established that the trend being examined 1s
continuing, Unfortunately in technical analysis this term has a rather dif-
ferent meaning, and applies to situations where the trend of the price after
the pattern is in the same direction as the trend of the price before the
pattern rather than applying to the behaviour of the price within the
pattern. A much better term for these situations would be ‘hesitation
patterns’, because there 15 a penod of hesitation and uncertainty before
the trend 15 re-established, and the term is self-explanatory.

It seems rather meamingless to state that a trending pattern will continue
unhil 1t ends, but the point 1s thatl we can focus on the pattern in such a way
that as soon gs 1l does end, we know that it has ended. We are thus able to
take the appropnate investmenl aclion at an carly stage. The trends dis-
cussed in this chapter are of two Lypes: simple trends, both up and down,
and trends which are contained within a channel. Either of these types can
be straight or curved.

SIMPLE TRENDS
Straight Uptrend

The chart of British American Tobacco in Figure 8.1 is an excellent ex-
ample of a long term uptrend that has been in being from mid-1985. An

uptrend line has to have at least three troughs on or close to it in order to
be valid, and this example has some five troughs lving along it.
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Figure 8.1 BAT provides an excellent example of a long teem uptrend. The uptrend s
identified by the straight line passing through Give lroughs in the price

With such a pattern it 15 obvious that while anv new troughs that are
formed fall within the allowed tolerance either side of the trendline, the
uptrend is still in being. and the investor can ride with it, The kev 10 good
profits 15 of course the ability to recognise such uptrends early in ther
development so as to benefit for as long as possible from the rise. The key o
retaining such good profits is to be able to recognise when such a trend has
ended 50 as o cxal with a large proporuon of the accumulated profit, The
time of highest risk is when the share price 15 rapidly approaching the
extrapolated trendhne after falhng back lrom one of the intermedhate peaks.
Since we have said that a shght tolerance s allowable, 1t is not correet to sell
when the price touches the trendline, since during the time the uptrend has
been in being, the share price has consistently bounced back up from it. The
amount of penetration of the price down through the trendline which 1s
allowable before the trend is considered to have been broken is then crucial.
Maost technical analysts settle for a 3% penetration of the trendline.

At the time of writing, the trendline is at a level of about 440p. Thus the
price needs to fall below 418p for the trend to be considered to have come
to an end. The price still has a further 40p to fall in a short time 1f this 15 10
happen.

Note how profitable the rebounds from the trendline have been. In the
case of the bounce in October 1988, the price rose to 440p. 1. by virtually
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100% in a very short time. The rise from the trough at 298p in May 1992
saw the price touch 500p within a few months. Thus investors following
this trendline in BAT would have done exceedingly well over the past few
Cars,
: Note the major difference between a simple uptrend and a channelled
uptrend: although the troughs all lie on a straight trendline, no such line
can be drawn through the intermediate peaks so as to be parallel to the
uptrend line, The peaks are at irregular heights above the rising trendhine.,

The chart of Marks and Spencer shown in Figure 82 is a wonderful
example of the multiplicity of visits to the trendline that can occur. In this
case there are now fewer than seven distinct and sharp troughs that he
either on it, or within one penny of it.

The chart is unusual in its behaviour once the line was penetrated on the
downside. The price ran up to the peak value of 459.5p in January 1994,
before gradually falling back. By 9th December 1994 the price had fallen
to 369p, whereas the position of the trendline at that time was about 415p.
Clearly the price was well below the 3% tolerance, so that the uptrend
could be said to be broken. However, this low point of 369p was the lowest
trough on a new uptrend line which was running virtually parallel to the
first one. Not only that, but it could be argued that the new price move-
ments are contained within a channel, the upper boundary of which 15 the
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Figurg B.I This medium term uptrend line in Marks and Spencer has seven troughs
that lie om i1, Once broken, a new uptrend line has been established
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earlier trendline. In other words, what was a nsing floor (i.e. support level)
for the share price then became a rising ceiling (i.e. resistance level). As
will be seen in the next chapter, this 1s a frequent occurrence with horizon-
tal support and resistance lincs.

As far as the new trendline is concerned, there have been three further
troughs, in March 1995, November 1995 and March 1996, Iving on this line,
1.e. the new trendline has been in existence for over a year,

Hillsdown Holdings provides another example of a medium term up-
trend, as shown in Figure 8.3, Starting in Julv 1993, the uptrend has four
troughs lying on it

Having peaked at 200p mn Aupust 1995, the line was penetrated on the
downside in September 1995, AL this time the line was at 177p. so that the
5% point below it was just over 168p. Following an initial bounce back to
the level of the hing, the price fell over the next few weeks until it dropped
toy 168p on 24th October. [t continued downwards to the trough at 152p on
8th December. Thus from the point at which it fell below the line, the
share price lost 14% of its value.

From this low point, the price rose again to 192p in March 1996 before
falling to a trough at 166p. An interesting point is that if the two latest
troughs are jomed by a straight line, this line 1s parallel to the original
trendling, but of course running at a lower level than the original.
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Figure 8.3 The uptrend in the Hillsdown Holdings share price ran for two years
before falling in late 1995
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Although, as stated before, two points do not constitute a trendline, we
will yet see the same situation as in Marks and Spencer if the next fall
takes the price to a trough which does lie on this new straight line.

Curved Uptrend

A curved uptrend differs from a straight uptrend by virtue of the fact that
the troughs all lie on a curve. Although a curve can be drawn through any
three troughs, a curved uptrend is much better defined if at least four
troughs lie on it. The rule for deciding that the trend has come to an end is
not quite the same as that for straight uptrends, since the curvature of the
trendhine plavs an addinonal part.

A pood example can be found in the price for RTZ between 1988 and
1990, as shown in Figure 8.4, The major troughs in December 1988, Sep-
tember 1989 and January 1990 all lie on a curved line whose curvature is
decreasing. The trough in January 1990 lies on the best projection of the
curve onwards from the trough in September 1989, and at this point the
price would be watched very carefully for sipns of falling significantly
below the trendline. A major advantage of curved trendlines over straight
ones is that there is another signal that the end of the trend is coming
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Figure B4 A curved uptrend can be drawn on the RTZ chart. The curvature is
eradually decreasing. and the trend was broken in August 1990, The curve presents a
concave aspect 1o the future
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closer, and that is when the curve is fattening out. Thus in the present
case, the next trough in April 1990 forced the curve to continue to flatten
out, thus making the investor more aware that the next time the price fell
back to the trendline could be the end of the trend. In July the price did
fall back to a position slightly below the projected trendline at 521p and
spent a few days hesitating at this level, Unlike the straight trendline,
where the investor would still hang on because the price was not 5% below
the trendline, a critical fact is that the price had fallen just a penny or so
below that of the previous trough. This indicated that the curved trendline
had passcd its peak. and it was therefore time to scll. The price then
collapsed rapidly to a level of just over 400p, justifving the selling decision.

The curvature of an uptrend can of course be in two forms, In the farm
shown in Figure 84 the curve presents a concave shape to future prices,
whereas an allemmative is one which presents a convex shape ta the future, In
an ideal world, whether a4 curve is convex or concave depends upon how far
along a rising trend we happen to be when the prices conform to a curve. In
the early stages of an uptrend the curve will be convex, whereas at a late sfage
it will be concave. A good example of a share which shows a curve chan ging
from convex to concave as the uptrend develops is provided by the chart of
GEC shown in Figure 8.5, Because of this change, the curve becomes chicane-
shaped over the period from October 1991 o September 1993,

OED
ana : i I : ' :—3?|:I-
A + 380
0+ Lm0
340 — — 34
330 130
Tt - 3z0
:1[!' L asa
3'.'!]"! J{I_m
a0 | 1.!!' | ran
T - e
770 S
E0 — raird
0 - i
240 - 2at
23 — Laap
220 = 220
210 — 210
m_!.b . m
S =
1Rl =
170 = i)
s : F I-' T I ] ':u y e o I Fes T4 : T Al T I =
Hmm:-u..[,e-::hmalml.m‘” Ig*:a'-u.- 313 wa :nua; ¥ Lm a3 I B4 F s

Figure 8.5 The GEC share price shows a curved optrend in the form of a chicane,
Thus the early part of the curve presents a convex aspeet and the Fatter part a concave
aspect [o the future



