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ILLUSTRATIONS



Regarding the illustrations in this book:—Except for those which are marked as adapted from other sources, the charts listed as FIGURES below have been reproduced from the authors’ own “working” charts. As such they were made up originally for private use only and without a thought to their eventual reproduction, much less their publication. They are not and do not pretend to be works of art, but it is hoped that they will, despite their “home-made” appearance, serve the purpose of illustrating the various formations, patterns, market phenomena and trading principles discussed in the text. That they do not show the clean line and expert lettering of a professional draftsman’s work is regretted. The reader will, we trust, make allowances.


As for their selection, it should be stated most emphatically that it was not necessary to search through thousands of charts in order to find good examples of all these various technical formations. Many dozens—even hundreds—were available for practically every type of pattern. Anyone who has learned to recognize them can find for himself plenty of good technical pictures in a quick examination of even as small a portfolio as fifty or a hundred charts. In other words, the illustrations in this book are in no sense unique. In selecting them we have tried only to show as much variety as possible and also samples from previous as well as more recent market history.


Perhaps it is not necessary, but it is at least in accord with custom, to add that the information as to specific market prices, volume of transactions, etc., used in preparing our illustrations (or cited in the text of this book) has been derived from sources believed to be reliable but is not guaranteed.
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FIGURE


1  UNITED STATES STEEL. Monthly price ranges from January 1929 to December 1946.


2  Important strings of the DOW-JONES INDUSTRIAL AND RAIL AVERAGES, 1941 through 1946.


3  The DOW-JONES INDUSTRIAL AND RAIL AVERAGES. Daily closing prices and total market volume, Feb. 1 to Aug. 31, 1941.


4  The DOW-JONES INDUSTRIAL AND RAIL AVERAGES. Daily closing prices and total market volume, March 2 to October 31, 1942.


5  The DOW-JONES INDUSTRIAL AND RAIL AVERAGES. Daily closing prices and total market volume, Nov. 2, 1942 to June 30, 1943.


6  The DOW-JONES INDUSTRIAL AND RAIL AVERAGES. Daily closing prices and total market volume, July 1, 1943 to Jan. 31, 1944.


7  The DOW-JONES INDUSTRIAL AND RAIL AVERAGES. Daily closing prices and total market volume, May 1 to Nov. 30, 1945.


8  The DOW-JONES INDUSTRIAL AND RAIL AVERAGES. Daily closing prices and total market volume from Dec. 1, 1945 to May 31, 1946.


9  The DOW-JONES INDUSTRIAL AND RAIL AVERAGES. Daily closing prices and total market volume from May 4 to Oct. 19, 1946.


10  AMERICAN POWER & LIGHT. The Head-and-Shoulders formation which topped its recovery in February 1947.


11  CHICAGO, MILWAUKEE, ST. PAUL & PACIFIC. The Head-and-Shoulders top formation which ended its Bull Market in February 1946.


12  WESTINGHOUSE ELECTRIC. The Head-and-Shoulders top of January-February 1946.


13  REPUBLIC STEEL. The start of a Head-and-Shoulders formation in 1936 which was never completed.


14  MACK TRUCKS. A classic Head-and-Shoulders Major top.


15  DUPONT. Its Major top in 1936, with an unusual pull-back.


16  CONSOLIDATED EDISON CO. of New York. The Head-and-Shoulders reversal of 1937.


17  REPUBLIC AVIATION. Its 1946 Bull Market top. The Head-and-Shoulders measuring formula.


18  GRAHAM-PAIGE MOTORS. Its Major top in 1946, a perfect Head-and-Shoulders formation.


19  NEW YORK CENTRAL. Head-and-Shoulders top in June-July 1945, followed by a Multiple Head-and-Shoulders bottom.


20  UNION CARBIDE & CARBON. The Head-and-Shoulders within a Head-and-Shoulders top formation which capped its 1929 Bull Market.


21  LOCKHEED AIRCRAFT. A Head-and-Shoulders bottom reversal in December 1943.


22  DOME MINES. Weekly chart showing the Major Head-and -Shoulders bottom of 1942.


23  NEWPORT INDUSTRIES. Failure of volume to increase when neckline of Head-and-Shoulders bottom is broken.


24  MARSHALL FIELD. Multiple Head-and-Shoulders top of 1946.


25  BUDD MANUFACTURING (now The Budd Co.). Multiple Head-and-Shoulders top of 1946.


26  AMERICAN LOCOMOTIVE. Extended top of Multiple type, 1946.


27  BALTIMORE & OHIO PFD. Multiple Head-and-Shoulders bottom formation with six shoulders in 1945.


28  CREOLE PETROLEUM. Head-and-Shoulders in head of Major Head-and-Shoulders bottom, 1941-42.


29  GENERAL BRONZE. Multiple type bottom formed July-September 1945.


30  LONE STAR CEMENT. Major bottom development of 1941-43, a complex Head-and-Shoulders.


31  PUBLIC SERVICE CORP. OF N. J. Weekly chart showing Multiple bottom pattern of 1941-42.


32  NATIONAL SUPPLY. The “two-headed” top formation of 1946.


33  PHILLIPS PETROLEUM. The 1946 top—a Multiple pattern merging into a Rounding Turn.


34  AMERICAN & FOREIGN POWER 2ND PFD. A. A Rounding Bottom formed in 1945.


35  AMERICAN SAFETY RAZOR. Monthly chart. Two Major bottoms—a Head-and-Shoulders in 1932 and “Bowl” in 1942.


36  THE BUDD CO. Monthly chart showing Major Rounding Bottom of 1942.


37  CERTAIN-TEED PRODUCTS. Monthly chart. Major Rounding Bottom of 1942.


38  J. I. CASE. The Rounding Bottom of 1932 showing a temporary rally out of pattern.


39  GAME WELL CO. A “dormant” type of Rounding Bottom in 1944.


40  INLAND STEEL. Semi-dormant Rounding Bottom of 1935.


41  GABRIEL CO. A hybrid bottom pattern formed in 1945.


42  VANADIUM CORP. The start of a Rounding Top in 1936.


43  VANADIUM CORP. The sequel to the market action shown in Figure 42.


44  HUDSON BAY MINING AND SMELTING. Major bottom of 1941-42, a perfect Symmetrical Triangle. Weekly chart.


45  SEARS, ROEBUCK. Symmetrical Triangle top of 1946, and subsequent step-down pattern of same form.


46  JOHNS-MANVILLE. Triangular bottom development of 1941-42. Weekly chart.


47  DELAWARE & HUDSON. Weekly chart. Wide-swinging Symmetrical Triangle bottom of 1941-42 with throw-back to apex support.


48  CUNB-AMERICAN SUGAR. A Rounding Bottom in 1945 which merged into a Symmetrical Triangle.


49  NATIONAL GYPSUM. A false move out of the extreme apex of a Symmetrical Triangle.


50  NORTH AMERICAN CO. Symmetrical Triangle topping a recovery from a panic low in 1937.


51  VERTIENTES-CAMAGUEY SUGAR of Cuba. Triangular-like development at 1946 top.


52  EASTERN AIRLINES. A Symmetrical Triangle in 1947 that did not carry through.


53  NATIONAL GYPSUM. A typical Symmetrical Triangle leading to continuation of the preceding trend in 1944-45. Weekly chart.


54  U. S. INDUSTRIAL CHEMICALS. Triangular pattern completing an extended re-accumulation period.


55  AMERICAN BANK NOTE. The Major bottom reversal of 1941-42.


56  CELANESE CORP. Ascending Triangle of consolidation type in 1945.


57  BRIGGS MFG. Weekly chart of 1941-43 showing triangular bottom of ascending type.


58  SEARS, ROEBUCK. The Symmetrical-Descending Triangle top of 1936 and subsequent Intermediate recovery bottom of ascending form.


59  SOUTHERN RAILWAY PREFERRED. A perfect Ascending Triangle in 1936.


60  ARMOUR & CO. Long Ascending Triangle in 1946-47 in which distribution eventually overcame upward trend.


61  SOCONY-VACUUM OIL. Ascending Triangle forming head of Head-and-Shoulders bottom in 1942. Weekly chart.


62  BATH IRON WORKS. Descending Triangle top of 1946, showing adjustment of pattern lines for ex-dividend gap.


63  REVERE COPPER & BRASS. Large Descending Triangle top of 1946.


64  WESTINGHOUSE ELECTRIC. The Descending Triangle which topped out “WX” ahead of the general market.


65  HUDSON MOTOR CAR. Series of Triangles in the 1929-32 Bear Market. Weekly chart. Ill


66  AMERICAN ROLLING MILL. The “hybrid” pattern of ascending type which formed in 1941-43. Weekly chart.


67  GOODRICH (B. F.) CO. The remarkably small but perfect Ascending Triangle which reversed its Major trend in 1942. Weekly chart.


68  NASH-KELVINATOR. Rectangular distribution area of 1945-46


69  LIMA LOCOMOTIVE WORKS. Rectangular pattern of “confliet” in 1944-45.


70  LOEWS INC. Perfect Rectangle of the “pool operation” type, 1936.


71  SOCONY-VACUUM OIL. Rectangle top formation of 1946.


72  YOUNGSTOWN SHEET & TUBE. Major top of Rectangle form in 1946.


73  EASTERN AIRLINES. Long consolidation ending in Rectangle in early 1945.


74  AMERICAN ZINC, LEAD & SMELTING. The consolidation Rectangle which followed a Head-and-Shoulders top in 1946.


75  SEARS, ROEBUCK. A “hybrid” Major bottom formation in 1941-42.


76  BELL AIRCRAFT. Ex-dividend drop causing apparent false move out of Rectangle in 1945.


77  KENNECOTT COPPER. Series of consolidation formations in 1937 Bear trend.


78  UNITED AIRCRAFT. The Double Bottom of 1942. Weekly chart.


79  GREAT NORTHERN PFD. The Major Double Top of 1945-46. Weekly chart.


80  REPUBLIC STEEL. Major Double Top of 1946 with subsidiary patterns.


81  AMERICAN AIRLINES. Weekly Chart. Bull Market top of 1945-46, a form of Double Top.


82  CONTAINER CORP. The Major Double Bottom of 1941-42. Weekly chart.


83  GREAT NORTHERN PFD. The Triple Bottom which reversed the Major trend in 1941-42. Weekly chart.


84  PUBLICKER INDUSTRIES. Triple Top of 1946.


85  NATIONAL GYPSUM. Triple Bottom of 1941-42. Weekly chart.


86  CRANE CO. Broadening Formation of 1945-46, a warning of final top.


87  AIR REDUCTION. The classic Broadening Top of 1929.


88  AMER. ROLLING MILLS. Small Broadening Top of 1946 at the end of a generally broadening (and bearish) formation.


89  CONSOLIDATED EDISON. Major Broadening Top on weekly chart of 1935-38.


90  INTERNATIONAL PAPER. Showing a form of “broadening” which is of doubtful technical significance. Weekly chart, 1945-47


91  ASSOCIATED DRY GOODS. Right-Angled Broadening Formation with horizontal top, 1945.


92  PARAMOUNT PICTURES. The 1946 top, a Right-Angled Broadening pattern with horizontal bottom line.


93  ALLIED STORES. Flat-topped Broadening pattern of 1945, and breakout gaps.


94  U. S. STEEL. The three-month Diamond which formed the Bull Market top.


95  AMERICAN BOSCH. A Diamond pattern in 1945 which functioned as a consolidation.


96  SHELL UNION OIL. 1946 Major Diamond top and Descending Triangle.


97  HUDSON MOTORS. The 1946 Major top, a Diamond or Complex Head-and-Shoulders.


98  U. S. STEEL. The Wedge as part of a Rounding Top on the August 1937 recovery.


99  LOEW’S INC. Falling Wedge of classic form in 1936; Flag and Rectangle.


100  SCHENLEY DISTILLERS. A large Wedge which signaled a Primary top in 1946. Weekly chart.


101  TRANSCONTINENTAL & WESTERN AIRLINES. Major One-Day Reversal and long down trend. 1945-46.


102  GREYHOUND CORP. A conspicuous One-Day Reversal at the 1946 Bull high.


103  NEW YORK CENTRAL. A typical panic Selling Climax in 1937.


104  NATIONAL CASH REGISTER. An example of “One-Week Reversal” in 1941. Weekly chart.


105  MARTIN-PARRY. Ideal Flag in rapid advance of 1945.


106  NATIONAL GYPSUM. An up Flag and another false move from apex of Triangle. 1945.


107  NASH-KELVINATOR. Flag of “half mast” type preceding 1937 Bull Market top.


108  VANADIUM CORP. Rapid sequence of small consolidation formations in 1936-37.


109  BRIGGS. Bull and Bear Flags and Symmetrical Triangle top in 1936. Support-resistance phenomena.


110  ANACONDA COPPER. Wedge or Pennant, Flag and runaway gaps in 1936-37.


111  PACIFIC TIN. Flag, following and succeeded by Triangles, in 1944.


112  MULLINS MFG. B. An over-long Flag which worked nevertheless. 1936.


113  WYANDOTTE WORSTED. Application of measuring formula to Flag. 1946.


114  AMERICAN WOOLEN. Perfect “half mast” pattern in 1946, with gaps and Ascending Triangle.


115  AMERICAN LOCOMOTIVE. A Flag in 1935 which appeared to fail but finally came through.


116  ANACONDA COPPER. Head-and-Shoulders consolidation in 1936, and measuring Flag.


117  AMER. & FOREIGN POWER 2D PFD. A. Head-and-Shoulders consolidation pattern of 1945.


118  MIAMI COPPER. A genuine Scallop up trend in 1945.


119  COMMONWEALTH EDISON. Scalloping trend of an investment stock, 1945.


120  INTERNATIONAL TEL. & TEL. Saucer-like consolidation in 1944.


121  FLINTKOTE. Consolidation formation—a Symmetrical Triangle—providing signal of Primary reversal.


122  AM. WATER WORKS & ELEC Common or pattern gaps in a Rectangle; runaway gap and Flag. 1945,


123  BETHLEHEM STEEL. Three types of breakaway gap. 1937.


124  ZENITH RADIO. Strong breakaway gap on weekly chart of 1942 Major bottom.


125  ZENITH RADIO. Monthly chart of 1936-46 for comparison with Figure 124.


126  BLAW-KNOX. Gaps following long Rectangle in early 1946, and Major Double Top.


127  BALTIMORE & OHIO. The measuring formula applied to a runaway gap in early 1937.


128  SOUTHERN PACIFIC. A large measuring gap in the panic decline of late 1937.


129  WILLYS-OVERLAND. Various types of gaps in 1944, and Head-and-Shoulders reversal.


130  A. O. SMITH CORP. A technically significant gap (runaway) in 1946 decline. Weekly chart.


131  BALTIMORE & OHIO, PFD. Small Island in right shoulder of Major Head-and-Shoulders top. 1946.


132  LION OIL CO. An Island “shake-out” in a thin stock. 1947.


133  BETHLEHEM STEEL. Unusual Island reversal at the 1937 Bull top.


134  PENNSYLVANIA R.R. Changes in technical lines required by ex-dividend decline.


135  JONES & LAUGHLIN. Normal trend action illustrating support and resistance. Weekly chart, 1944-47.


136  BENDIX AVIATION. Support-resistance levels in an Intermediate up trend. 1944-45.


137  NATIONAL DISTILLERS. 1926-47 monthly chart showing Major support-resistance levels.


138  KRESGE (S. S.) CO. 1936-46 monthly chart showing important support-resistance levels.


139  JEWEL TEA. Major support-resistance levels on 1936-46 monthly chart.


140  REMINGTON RAND. Descending Triangle top and significant failure of support. Weekly chart, 1945-47.


141  YORK CORP. Measuring gap and long Rectangle. 1945-46.


142  YORK CORP. Sequel to Figure 141. Rectangle support, false move from apex of Triangle, and Double Top. 1946.


143  GOODYEAR TIRE. Four pull-backs to neckline of Head-and-Shoulders top. Weekly chart, 1945-47.


144  INTERNATIONAL TEL. & TEL. Support “field” of Symmetrical Triangle. 1945.


145  INTERLAKE IRON. “End run” following a late breakout from Symmetrical Triangle. 1944.


146  SOUTHERN RY. Typical pull-backs to Head-and-Shoulders neckline, and increase of volume as support is violated. 1946.


147  ATLANTIC REFINING. Basic Intermediate trendlines on weekly chart, 1944-47.


148  ATCHISON, TOPEKA & SANTA FE. Acceleration of Intermediate up trend in 1936. Support levels.


149  CRANE CO. Short-term trendlines in 1945, and examples of channel “failure” and pull-back.


150  COMMERCIAL SOLVENTS. Intermediate down and up trends in 1946.


151  PHILLIPS PETROLEUM. An exception to the normal consequences of valid trendline penetration. Weekly chart, 1935-38.


152  PARAMOUNT PICTURES. Double trendlines in accelerated Intermediate advance. 1945-46.


153  BETHLEHEM STEEL. Trend channels and Rectangle. 1945.


154  PAN AMERICAN AIRWAYS. Descending Triangle top and long, double down trend channel. 1945-46.


155  SOUTHERN PACIFIC. Intermediate basic and return lines and Flags within trend channel. 1945.


156  HUDSON MOTORS. Measuring implications of “failure” in trend channel. 194h


157  CONSOLIDATED VULTEE. Part of a two-year up trend channel 1945.


158  NASH-KELVINATOR. Down trend channel in 1946.


159  R. H. MACY. Complex Top in 1946 and penetration of Intermediate up trendline. Tentative fan lines.


160  NORTHWEST AIRLINES. Ten months of Bear trend. Descending Triangle top and consolidation Rectangle. 1945-46.


161  BARBER ASPHALT. Application of three-fan principle to Bull Market reaction. 1946.


162  DELAWARE & HUDSON. Application of three-fan principle to Bull Market reaction. 1944.


163  TEXAS CORP. Important trendlines and Double Top. Weekly chart, 1935-38.


164  GENERAL MOTORS. Straight-line Bull trend. Monthly chart, 1938-46.


165  HUDSON MOTORS. Up-curving Bull trend. Monthly chart, 1938-46.


166  CURTIS PUBLISHING $7 PFD. Typical de-curving Bull trend of preferred stocks. Monthly chart, 1938-46.


167  CURTIS PUBLISHING COMMON. Accelerating Bull trend of low-priced, speculative common stocks. Monthly chart, 1938-46.


168  COMMONWEALTH EDISON. Straight-line Bull trend of investment type Utility. Monthly chart, 1938-46.


169  INTERNATIONAL HYDRO-ELECTRIC — Up-curving Bull trend of a high leverage junior Utility stock. Monthly chart, 1938-46.


170  HOUSTON OIL. Accelerating trend of a speculative Oil stock. Monthly chart, 1938-46.


171  STANDARD OIL OF OHIO. Straight-line Bull trend of an investment Oil. Monthly chart, 1938-46.


172  REPUBLIC STEEL. Typical Bull trend of Steel stocks. Monthly chart, 1938-46.


173  AMERICAN CAR & FOUNDRY. Up-curving Bull trend of heavy industry issues. Monthly chart, 1938-46.


174  CELOTEX. Accelerating tip trend of a low-priced building supply stock. Monthly chart, 1938-46.


175  CLAUDE NEON (curb). Strongly up-curved Bull trend of a low-priced, highly speculative issue. Monthly chart, 1938-46.


176  LIGGETT & MYERS TOBACCO B. Straight-line trend characteristic of Tobacco stocks. Monthly chart, 1938-46.


177  CORN PRODUCTS REFINING CO. Typical Major up trend of Food group. Monthly chart, 1938-46.


178  WESTINGHOUSE ELECTRIC. Major trendlines. Weekly chart, 1935-38.


179  DOW-JONES INDUSTRIAL AVERAGE. Monthly chart, 1924 through 1937, showing the unique straight-line down trend developed by the 1929-32 Bear Market.


180  SEPTEMBER OATS (1947, Chicago). Several patterns of technical significance in a strong up trend.


181  OCTOBER COTTON (1947, New York). Normal technical action in a commodity futures chart.


182  AMERICAN POWER & LIGHT. A Major reversal formation difficult for traders to foresee. 1945-46.


183  SPIEGEL. The Major top of 1946 and the first part of a Bear trend. 1946-47.
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184  SPIEGEL. Sequel to Figure 183. Continuation of Bear trend. 1946-47.


185  CUDAHY PACKING. Head-and-Shoulders reversal at the Major top in 1928.


186  HUDSON MOTORS. Daily chart from January through June 1930, showing large Descending Triangle, also Symmetrical Tri angle consolidation during decline.


187  GOODYEAR TIRE COMMON. Monthly, 1943-47, showing rapid advance of a somewhat speculative common stock during a Bull Market.


188  GOODYEAR TIRE $5 PREFERRED. Monthly, 1943-47, showing stability of a conservative preferred stock of the same company in the same period.


189  BALTIMORE & OHIO. Weekly, first six months of 1945, showing tendency of a low-priced stock to make wide swings in a general market move.


190  UNION PACIFIC. Weekly, first six months of 1945, showing tendency of a high-priced stock of the same group to make small swings.


191  CORN PRODUCTS REFINING. Weekly, 1945-46. Habits of a stock of low sensitivity.


192  SCHENLEY DISTILLERS. Weekly, 1945-46. Habits of a stock of high sensitivity.


193  CUBAN-AMERICAN SUGAR. Weekly, 1945-46. Habits of low-priced stock of fairly low sensitivity.


194  ELECTRIC BOAT. Weekly, 1945-46. Habits of low-priced stock of somewhat higher sensitivity.


195  AMERICAN CABLE & RADIO. Daily, last half of 1945 and beginning of 1946. Placement and change of stop order levels.


196  SOUTHERN PACIFIC. Daily, six months in 1946. Head-and-Shoulders top, rally, and subsequent decline.


197  BRANIFF AIRWAYS. Daily, last half of 1945. Head-and-Shoulders bottom, reactions, Ascending Triangle consolidation and advancing trend.


198  ASSOCIATED DRY GOODS. Daily, first half of 1946. Rounding Top; also broadening consolidation.


199  GREYHOUND. Daily, last half of 1945. Rounding Bottom and advance with reactions to support levels.


200  ALLIED STORES. Daily, last half of 1946. Symmetrical Triangle consolidation in decline; also small Head-and-Shoulders continuation pattern.


201  CONTINENTAL MOTORS. Daily, last half of 1945. Ascending Triangle showing pull-back to support level; also Symmetrical Triangle with reaction to apex.


202  CERTAIN-TEED PRODUCTS. Daily, six months in 1946. Broadening Top, showing rally following the breakout, and subsequent decline.


203  REMINGTON RAND. Daily, end of 1944, beginning of 1945. Series of Rectangles during Bull Market advance, and return moves to support levels.


204  PARAMOUNT PICTURES. Weekly, 1941-43. Double Bottom, breakout, and reaction to support before main advance.


205  ASSOCIATED DRY GOODS. Daily, first half of 1945. Right-Angled Broadening formation and ensuing advance.


206  AMERICAN CAN. Daily, end of 1946, beginning of 1947. Diamond formation at top of Secondary rally.


207  GULF, MOBILE & OHIO. Daily, first six months of 1945. Intermediate bottom and Wedge.


208  MARTIN-PARRY. Daily, six months in 1945. Pennant, showing formation of consolidation pattern at half-way point in advance.


209  LEHIGH VALLEY R.R. Daily, end of 1945, beginning of 1946. Gaps of various types.


210  NORTHERN PACIFIC. Daily, six months in 1944. Support and resistance phenomena; also showing Symmetrical Triangle and reaction to apex; and small Rectangle.


211  AMERICAN STEEL FOUNDRIES. Daily, six months in 1947. Parallel trend channels in Primary and Secondary directions.


212  U. S. SMELTING, REF. & MINING. Weekly, 1951-53, showing Ascending Triangle and Head-and-Shoulders top.


213  INSPIRATION CONSOLIDATED COPPER. Down trend and break through Major support.


214  GRANITE CITY STEEL. Rectangle and support-resistance phenomena in 1956 up trend.


215  MASONITE. 1956 down trend showing support-resistance phenomean.


216  DELAWARE, LACKAWANNA & WESTERN. Rectangle and up trend. 1954-55.


217  AMERICAN LOCOMOTIVE. Rectangle with false move, and subsequent upside breakout and advance.


218  FANSTEEL METALLURGICAL. Weekly, 1955-56. Showing Ascending Triangle, reactions to support, and eventual up trend.


219  TEXTRON. 1956-57. Descending Triangle, with sharp decline after the breakout.


220  LIBBY, McNEILL & LIBBY. Monthly, 1927-30. Showing continuance of bullish trend into 1930.


221  CHRYSLER. Monthly, 1927-30. Showing Major top in 1928 and the collapse during the early months of 1929.


222  EAGLE-PICHER LEAD. Monthly, 1927-30. Generally bearish Major trend.


223  WEST INDIES SUGAR. Monthly, 1953-56. Showing continuance of bullish trend through 1956.


224  WESTINGHOUSE ELECTRIC. Monthly, 1953-56. Showing Major top in 1955 and the collapse during the early months of 1956.


225  S. S. KRESGE. Monthly, 1953-56. Generally bearish Major trend.


226  NORTHROP AIRCRAFT. 1954-55. Descending Triangle at an important top.


227  NORTHROP AIRCRAFT. 1956-57. Ascending Triangle and upside breakout.


228  CHICAGO, MILWAUKEE, ST. PAUL & PACIFIC. The magnificent up trend of 1954-55 with numerous support-resistance and area pattern features.


229  WESTINGHOUSE ELECTRIC. Downside trend in the early stages of the 1955-56 collapse.


230  OTIS ELEVATOR. 1954-55. Showing a full year of a typical daily chart on TEKNIPLAT charting paper. Shows a long Triangle consolidation, eventually followed by a continuation of the Major advance.


231  The DOW-JONES INDUSTRIAL AVERAGE. Daily chart showing the Broadening Top established in May to August, 1957.


232  INDUSTRIAL RAYON. Showing bearish action of a stock through the entire year 1957. Daily chart.


233  LORILLARD. Showing bullish action of a stock through the entire year 1957. Daily chart.


234  AVNET ELECTRONICS. May through October, 1961, showing bearish trend during a time when the market averages were strong. Daily chart.


235  BURNDY CORPORATION. April to September, 1961. Classic Head-and-Shoulders top and rallies to neckline. Daily chart.


236  BRUNSWICK CORP. Showing the end of the great Bull Market move in this stock, and the decline which followed. 1960-1962. Weekly chart.


237  POLAROID. First six months of 1962. Long Rectangle followed by a precipitous drop after penetration of support. Daily chart.


238  COPPER. RANGE. First six months of 1962. Head-and-Shoulders top with down-sloping neckline. Daily chart.


239  U. S. SMELTING, REF. & MIN. April through September, 1962. Head-and-Shoulders bottom, breakout, reaction, and advance. Daily chart.


240  DOW-JONES INDUSTRIAL AVERAGE. Weekly, July, 1961-June, 1962. The massive Head-and-Shoulders pattern preceding the 1962 break.


241  ABC VENDING CORP. Daily, April to September, 1963. Head-and-Shoulders top and Major down trend.


242  CERRO CORPORATION. Daily, January to June, 1963. Symmetrical Triangle and up trend, showing reaction to “cradle point.”


243  CRUCIBLE STEEL. Daily, March to August, 1963. Ascending Triangle, showing breakaway gap.


244  SUPERIOR OIL. June to November, 1962. Showing an important Double Bottom which became the base for a Major advance.


245  GENERAL STEEL INDUSTRIES. Daily, November, 1962, to April, 1963. Example of a Major up trend with normal reactions.


246  UNITED ARTISTS. Daily, February to August, 1963. A Major down trend, demonstrating resistance levels during the decline.


247  UTAH-IDAHO SUGAR. January to June, 1963. Breakout and rapid advance appearing suddenly in a normally dull stock.


TEXT DIAGRAMS


The charts listed above as FIGURES all represent actual market history. In distinction, the DIAGRAMS listed below do not depict real trading history but have been specially drawn as simplified, hypothetical market situations to facilitate the explanation of certain trading principles.


DIAGRAM


1  Hypothetical daily chart illustrating the failure of one average to confirm the other in making a Dow Theory signal. 


2  How a Head-and-Shoulders top reversal pattern forms. The essential elements. 


3  Trendline in rising market and parallel to it. (Referred to as Red Trendline and Red Parallel.) 


4  Return line in rising market and parallel to it. (Referred to as Blue Trendline and Blue Parallel.)


5  Trendline in declining market and parallel to it. (Referred to as Blue Trendline and Blue Parallel.)


6  Return line in declining market and parallel to it. (Referred to as Red Trendline and Red Parallel.)


7  Example of trend action, showing decline, reversal, consolidation, advance, top, and downside breakout.


8  Diagrams of the principal preliminary buying signals as shown by trend action.


9  Diagrams of the principal preliminary signals for short sales as shown by trend action. 


10  Delta Evaluative Index. Weekly, 1956, January-December.


11  Price scales for TEKNIPLAT chart paper. 





TECHNICAL ANALYSIS
OF STOCK TRENDS




PART ONE
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TECHNICAL


THEORY





FOREWORD



This book has been written for the layman rather than for the Wall Street professional. But, it assumes that the reader is already possessed of at least an elementary knowledge of the nature of stocks and bonds, that he has had some dealings with a broker and some familiarity with the financial pages of his newspapers. Hence, no attempt is made herein to define common stock market terms and procedures. Every effort, however, has been exerted to explain in full the theories and the terminology of our specific subject, Technical Market Analysis.


Part One is based in large part on the pioneer researches and writings of the late Richard W. Schabacker. Students of his Technical Analysis and Stock Market Profits (the latest revision of which—now out of print—was made in 1937 by the present writer and Albert L. Kimball) will find in the pages of this section much that is familiar and, except for the illustrations, only a little that is really novel. It has been a matter of surprise, in fact, to the authors and other students of market technics that all the new controls and regulations of the past several years, the new taxes which have placed a heavy handicap on successful investors, the greatly augmented and improved facilities for acquiring dependable information on securities, even the quite radical changes in certain portions of our basic economy, have not much altered the “pattern” of the stock market.


Certain of the evidences of pool manipulation which used to appear on the charts are now seldom seen. A few of the price formations which formerly were quite common, now appear rarely or may have lost much of their practical utility for the trader; they have been omitted from this text. Others have altered their habits slightly, or their consequences to a degree (but not their fundamental nature), which has, of course, been noted herein. The distressing thinness of the market at times—one of the undoubted effects of regulation— has resulted in a few more “false moves,” more spells of uninteresting (and unprofitable) inactivity. But, in the main, the market goes right on repeating the same old movements in much the same old routine. The importance of a knowledge of these phenomena to the trader and investor has been in no whit diminished.


Part Two, which has to do with the practical application of these market patterns and phenomena, with the tactics of trading, is all new. For more than fifteen years (his total market experience extends back for nearly thirty years), John Magee has invested and traded exclusively via the technical theory, kept thousands of charts, made hundreds of actual trades, tested all sorts of applications, audited and analyzed methods, tactics and results from every conceivable angle, depended on his profits for his living. His contribution is that of one who has tried and knows.


It may well be added here—and will be often repeated in the following pages—that the technical guides to trading in stocks are by no means infallible. The more experience one gains in their use, the more alive he becomes to their pitfalls and their failures. There is no such thing as a sure-fire method of “beating the market”; the authors have no hesitancy in saying that there never will be. Nevertheless, a knowledge and judicious application of the principles of technical analysis does pay dividends—is more profitable (and far safer) for the average investor than any other of the presently recognized and established approaches to the problems of buying and selling securities.


ROBERT D. EDWARDS





CHAPTER I



THE TECHNICAL APPROACH TO TRADING
AND INVESTING


FEW human activities have been so exhaustively studied during the past fifty years, from so many angles and by so many different sorts of people, as has the buying and selling of corporate securities. The rewards which the stock market holds out to those who read it right are enormous; the penalties it exacts from careless, dozing or “unlucky” investors are calamitous—no wonder it has attracted some of the world’s most astute accountants, analysts and researchers, along with a motley crew of eccentrics, mystics and “hunch players” and a multitude of just ordinary hopeful citizens.


Able brains have sought, and continue constantly to seek, for safe and sure methods of appraising the state and trend of the market, of discovering the right stock to buy and the right time to buy it. This intensive research has not been fruitless—far from it. There are a great many successful investors and speculators (using the word in its true sense which is without opprobrium) who, by one road or another, have acquired the necessary insight into the forces with which they deal and the judgment, the forethought and the all-important self-discipline to deal with them profitably.


In the course of years of stock market study, two quite distinct schools of thought have arisen, two radically different methods of arriving at the answers to the trader’s problem of What and When. In the parlance of “the street,” one of these is commonly referred to as the fundamental or statistical, and the other as the technical. (In recent years a third approach, the cyclical, has made rapid progress and, although still beset by a “lunatic fringe,” it promises to contribute a great deal to our understanding of economic trends.)


The stock market fundamentalist depends on statistics. He examines the auditors’ reports, the profit-and-loss statements, the quarterly balance sheets, the dividend records and policies of the companies whose shares he has under observation. He analyzes sales data, managerial ability, plant capacity, the competition. He turns to bank and treasury reports, production indexes, price statistics and crop forecasts to gauge the state of business in general, and reads the daily news carefully to arrive at an estimate of future business conditions. Taking all these into account, he evaluates his stock; if it is selling currently below his appraisal he regards it as a buy.
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FIGURE 1. Monthly price ranges of U. S. Steel common from January, 1929 to December, 1946. Compare the great swings in the market price for this stock—from 1929 (extreme high, 261 3/4) to 1932 (extreme low, 21 1/4), from 1932 to 1937, from 1937 to 1938, from 1942 to 1946—with its book values for those years as cited on page 5.


As a matter of fact, aside from the greenest of newcomers when they first tackle the investment problem, and to whom in their inexperience any other point of view is not only irrational but incomprehensible, your pure fundamentalist is a very rare bird. Even those market authorities who pretend to scorn charts and “chartists” utterly, are not oblivious to the “action” chronicled by the ticker tape, nor do they conceal their respect for the Dow Theory which, whether they realize it or not, is in its very essence purely technical.


DEFINITION OF TECHNICAL ANALYSIS


The term technical in its application to the stock market has come to have a very special meaning, quite different from its ordinary dictionary definition. It refers to the study of the action of the market itself as opposed to the study of the goods in which the market deals. Technical Analysis is the science of recording, usually in graphic form, the actual history of trading (price changes, volume of transactions, etc.) in a certain stock or in “the averages” and then deducing from that pictured history the probable future trend.


The technical student argues thus: It is futile to assign an intrinsic value to a stock certificate. One share of United States Steel, for example, was worth $261 in the early Fall of 1929, but you could buy it for only $22 in June of 1932! By March, 1937, it was selling for $126 and just one year later for $38. In May of 1946 it had climbed back up to $97 and ten months later in 1947 had dropped below $70 although the company’s earnings on this last date were reputed to be nearing an all-time high and interest rates in general were still near an all-time low. The book value of this share of U. S. Steel, according to the corporation’s balance sheet, was about $204 in 1929 (end of the year), $187 in 1932, $151 in 1937, $117 in 1938 and $142 in 1946. This sort of thing, this wide divergence between presumed value and actual price, is not the exception; it is the rule; it is going on all the time. The fact is that the real value of a share of U. S. Steel common is determined at any given time solely, definitely and inexorably by supply and demand, which are accurately reflected in the transactions consummated on the floor of the New York Stock Exchange.


Of course, the statistics which the fundamentalists study play a part in the supply-demand equation—that is freely admitted. But there are many other factors affecting it. The market price reflects not only the differing value opinions of many orthodox security appraisers but also all the hopes and fears and guesses and moods, rational and irrational, of hundreds of potential buyers and sellers, as well as their needs and their resources—in total, factors which defy analysis and for which no statistics are obtainable, but which are nevertheless all synthesized, weighed and finally expressed in the one precise figure at which a buyer and seller get together and make a deal (through their agents, their respective stock brokers). This is the only figure that counts.


Moreover, the technician claims with complete justification that the bulk of the statistics which the fundamentalists study are past history, already out of date and sterile, because the market is not interested in the past or even in the present! It is constantly looking ahead; attempting to discount future developments, weighing and balancing all the estimates and guesses of hundreds of investors who look into the future from different points of view and through glasses of many different hues. In brief, the going price as established by the market itself comprehends all the fundamental information which the statistical analyst can hope to learn (plus some which is perhaps secret from him, known only to a few insiders) and much else besides of equal or even greater importance.


All of which, admitting its truth, would be of little significance were it not for the fact, which no one of experience doubts, that prices move in trends and trends tend to continue until something happens to change the supply-demand balance. Such changes are usually detectable in the action of the market itself. Certain patterns or formations, levels or areas, appear on the charts which have a meaning, can be interpreted in terms of probable future trend development. They are not infallible, it must be noted, but the odds are definitely in their favor. Time after time, as experience has amply proved, they are far more prescient than the best informed and most shrewd of statisticians.


The technical analyst may go even further in his claims. He may offer to interpret the chart of a stock whose name he does not know, so long as the record of trading is accurate and covers a long enough term to enable him to study its market background and habits. He may suggest that he could trade with profit in a stock knowing only its ticker symbol, completely ignorant of the company, the industry, what it manufactures or sells, or how it is capitalized. Needless to say such practice is not recommended, but if your market technician is really experienced at his business he could, in theory, do exactly what he claims.


Should the reader at this point find the technical approach to trading or investing, as explained in the foregoing, completely abhorrent, perhaps he had better close the book now. For it is primarily the technical approach, the science of technical analysis, with which the remainder of it deals.





CHAPTER II



CHARTS


CHARTS are the working tools of the technical analyst. They have been developed in a multitude of forms and styles, to represent graphically almost anything and everything that takes place in the market or to plot an “index” derived therefrom. They may be monthly charts on which an entire month’s trading record is condensed into a single entry, or weekly, daily, hourly, transaction, “point-and-figure,” etc. They may be constructed on arithmetic, logarithmic or square-root scale, or projected as “oscillators.” They may delineate moving averages, proportion of trading volume to price movement, average price of “most active” issues, odd-lot transactions, the short interest, and an infinitude of other relations, ratios and indexes—all technical in the sense that they are derived, directly or indirectly, from what has actually been transacted on the exchange.


With most of these, fortunately, we shall not need to concern ourselves at all; they are of interest only to the full-time economic analyst.”* Many of them have derived from a (so far at least) completely futile endeavor to discover some one “mechanical” index or combination of indexes which will always, automatically, without ever failing or going wrong, give warning of a change in trend; such in our experience are often confusing and sometimes downright deceptive at a most critical juncture. This book, however, is designed for the layman, the business or professional man who cannot spend all his hours on his investing or trading operations but to whom these operations are nevertheless of sufficient importance or interest to warrant his devoting at least a few minutes a day to their study and management. The theories and methods outlined herein will require only the simplest form of stock chart—a record of the price range (high and low), closing price and volume of shares traded each day. These daily graphs will be supplemented, for certain purposes which will be discussed farther on, by weekly or monthly charts, which for most stocks can be purchased ready-made.


Nearly all the illustrations throughout the following pages are examples of such daily charts. They are easy to make and maintain, requiring only a supply of graph or cross-section paper (almost any kind can serve), a daily newspaper which gives full and accurate reports on stock exchange dealings, a sharp pencil and a few minutes of time.


It is customary in preparing ordinary daily stock charts to let the horizontal axis represent time, with the vertical cross-lines (or as some prefer, the spaces between them) from left to right thus standing for successive days. The vertical scale is used for prices, with each horizontal cross-line then representing a specific price level. Space is usually provided at the bottom of the sheet to plot volume, i.e. the number of shares which change hands each day. The newspapers publishing complete stock market reports give the day’s turnover or volume (exclusive of odd-lot transactions which may for our present purpose be disregarded), the highest and lowest price at which each stock sold during the day, the closing price (which is the price at which the last sale effected during the day was made) and usually the opening or first sale price. On our charts, the daily price range is plotted by drawing a vertical line connecting the points representing the high and the low. Then a short horizontal “tick” is added, either crossing the vertical range line or extending out to the right from it, at the level of the closing price. Sometimes all transactions in a stock during a day take place at one and the same price; the high, low and close are thus all on a level and the only mark on our chart will then be the horizontal dash representing the closing figure. Volume is depicted by drawing a vertical line up from the base line of the chart.


The opening price need not be recorded. Experience has shown that it seldom if ever has any significance in estimating future developments, which is all that ordinarily should interest us. The closing price is important, however. It is, in fact, the only price which many casual readers of the financial pages ever look at. It represents the final evaluation of the stock made by the market during the day. It may, of course, be registered in the first hour of trading, provided no other sales are subsequently effected, but, it becomes, nevertheless, the figure upon which a majority of prospective traders base their plans for the following day. Hence its technical significance, which will appear in various connotations in later chapters.


DIFFERENT TYPES OF SCALES


Many specific suggestions as to the details of charting are deferred for discussion in the second section of this book, but there is one chart feature which may well be considered here. Until recent years nearly all stock price charts were kept on the common form of graph paper ruled to what is known as plain or arithmetic scale. But, more and more chartists have now come to use what is known as semi-logarithmic paper, or sometimes as ratio or percentage paper. Our own experience indicates that the semi-logarithmic scale has definite advantages in this work: most of the charts reproduced in this book employ it. The two types of scale may be distinguished at a glance by the fact that on arithmetic paper equal distances on the vertical scale (i.e. between horizontal lines) represent equal amounts in dollars, whereas on the semi-logarithmic paper they represent equal percentage changes. Thus, on arithmetic paper the distance between 10 and 20 on the vertical scale is exactly the same as that from 20 to 30, and from 30 to 40. On the logarithmic scale the difference from 10 to 20, representing an increase of 100%, is the same as that from 20 to 40, or from 40 to 80, in each case representing another 100% increase.


Percentage relations, it goes without saying, are important in trading in securities. The semi-logarithmic scale permits direct comparison of high and low priced stocks and makes it easier to choose the one offering the greater (percentage) profit on the funds to be invested. It facilitates the placing of stop-loss orders. Area patterns appear much the same on either type of paper but certain trend lines develop more advantageously on the ratio scale. Almost anyone can quickly become accustomed to making entries on semi-logarithmic paper. We recommend its use. However, its advantages are not so great as to require one to change who because of long familiarity and practice prefers an arithmetic sheet. Such percentage calculations as may seem to be required can, after all, be made on another sheet or in the head and the results then entered on the arithmetic chart if a record is desired.


Several firms specializing in the manufacture of graph paper and other engineers’ and architects’ supplies, now offer sheets specifically designed for stock charting, on which heavier lines to define the business week mark each sixth day on the time scale, and the price scale is subdivided into eighths to represent the standard fractions of the dollar in which stocks are traded on all American exchanges. These sheets are available in various sizes and with either arithmetic or logarithmic price and volume scales.


On weekly charts each vertical line represents a week’s trading. The price range for the week is plotted thereon and usually the total volume, but the closing price may be omitted. The range extends, of course, from the highest price at which the stock sold on any day during the week to the lowest price at which it sold on any day; these two extremes might, and sometimes do, occur on the same day but the weekly chart makes no distinction as to day. Monthly charts are prepared in the same way but do not, as a rule, record volume. These two—often referred to as long-term or major charts—are used chiefly for determining important support and resistance levels and marking long-term trends. Weekly charts—if the reader prefers to keep his own—can be posted easily from the Sunday morning editions of those daily newspapers (e.g., the New York Herald Tribune or New York Times) which publish a summary therein of the previous week’s transactions.


In concluding this chapter on the construction of the charts which we shall study in succeeding chapters, it can well be said that there is no special virtue, certainly no magic, in the chart itself. It is simply a pictorial record of the trading history of the stock or stocks in which we may be interested. To the man possessed of a photographic memory no paper chart work is necessary; his mind records all the necessary data—he carries his charts in his head. Many of the expert “tape-readers” who have no use for charts are gifted with that rare memory talent which renders reference to graphic records unnecessary. But most of us are not so blessed; to us the chart is necessary and useful because it lends itself conveniently to the type of analysis which indicates future probabilities.


There is a saying in Wall Street to the effect that “there is nothing wrong with charts—the trouble is with the chartists.” Which is simply another way of expressing the truth that it is not the chart itself but its interpretation that is important. Chart analysis is certainly neither easy nor fool-proof. Yet it is not at all uncommon for some casual investor who has no idea whatever of market technics to pick up a chart by chance and see in it something which he had not hitherto suspected—something perhaps which saves him from making an unfavorable commitment.


If you have never used stock charts, never paid much attention to them, you may be surprised at some of the significant things you will quickly detect as soon as you begin to study them seriously.





CHAPTER III



THE DOW THEORY


THE DOW THEORY is the granddaddy of all technical market studies. Although it is frequently criticized for being “too late,” and occasionally derided (particularly in the early stages of a Bear Market) by those who rebel at accepting its verdicts, it is known by name to nearly everyone who has had any association with the stock market, and respected by most. Many who heed it in greater or less degree in determining their investment policies never realize that it is purely and simply “technical.” It is built upon and concerned with nothing but the action of the stock market itself (as expressed in certain “averages”), deriving nothing from the business statistics on which the fundamentalists depend.


There is much in the writings of its original promulgator, Charles H. Dow, to suggest that he did not think of his “Theory” as a device for forecasting the stock market, or even as a guide for investors, but rather as a barometer of general business trends. Mr. Dow founded the Dow-Jones financial news service and is credited with the invention of stock market averages. The basic principles of the theory, which was later named after him, were outlined by him in editorials he wrote for the Wall Street journal. Upon his death in 1902, his successor as editor of the Journal, William P. Hamilton, took up Dow’s principles and, in the course of 27 years of writing on the stock market, organized them and formulated them into the Dow Theory as we know it today.


Before we proceed to any explanation of the theory itself, it will be necessary to examine the stock averages which it employs. Long before the time of Dow, the fact was familiar to bankers and business men that the securities of most established companies tended to go up or down in price together. Exceptions —stocks which moved against the general financial tide—were rare, nor did they as a rule persevere in that contrary course for more than a few days or weeks at a time. It is true that when a boom was on, the prices of some issues rose faster and farther than others, and when the trend was toward depression some stocks declined rapidly while others would put up considerable resistance to the forces that were dragging the market down—but the fact remained that most securities tended to swing together. (They still do, needless to say, and always will.)


This fact, as we have said, has long been commonly known and accepted— so completely taken for granted that its importance is usually overlooked-. For it is important—tremendously important from many angles in addition to those which come within the province of this volume. One of the best of all reasons for a student of market technics to start with the Dow Theory is because that theory stresses the general market trend.


Charles Dow is believed to have been the first to make a thoroughgoing effort to express the general trend (or, more correctly, level) of the securities market in terms of the average price of a selected few representative stocks. As finally set up in January of 1897, in the form which has been continued to date, and used by him in his studies of market trends, there were two Dow-Jones averages. One was composed of the stocks of 20 railroad companies only, for the railroads were the dominant corporate enterprises of his day. The other, called the Industrial average, represented all other types of business, and was made up at first of only 12 issues. This number was increased to 20 in 1916 and to 30 on October 1, 1928.


THE DOW AVERAGES


The stocks included in these two averages have been changed from time to time in order to keep the lists up-to-date and as nearly representative as possible of their respective groups. It is interesting to note that the only railroad stock which has been included in the Rail average continuously from 1897 to 1956 is New York Central. Only General Electric of the present 30 industrial stocks was included in the original Industrial average and that was dropped at one time (in 1898) and subsequently reinserted. In 1929, all stocks of public utility companies were dropped from the Industrial average and a new Utility average of 20 issues was set up; in 1938 its number was reduced to 15. The 20 rail, 30 industrial and 15 utility stocks are now averaged together to make what is known as the Dow-Jones 65-Stock Composite. The history of these averages, the various adjustments that have been made in them and their method of computation, is an interesting story in itself which the reader may want to look up elsewhere. For our present purpose, it remains only to add that the Dow Theory pays no attention to the Utility or Composite averages; its interpretations are based on the Rail and Industrial averages only. (Although the specific Dow-Jones averages are always used in this connection, the Theory would presumably work just as well with any other equally representative indexes of railroad and industrial stocks.)


In recent years the values of the Dow-Jones averages have been computed for the end of each hour of trading as well as the end of the day. These hourly figures are published in the Wall Street Journal as well as on the Dow-Jones news ticker service. The Wall Street Journal also prints in each issue a summary of the important highs and lows of each average by date for the preceding two or three years. Their daily closing prices are reported in many other metropolitan daily newspapers.


BASIC TENETS


To get back to the Dow Theory, itself, here are its basic tenets:—


1. The Averages Discount Everything (except “Acts of God”)—Because they reflect the combined market activities of thousands of investors, including those possessed of the greatest foresight and the best information on trends and events, the averages in their day-to-day fluctuations discount everything known, everything foreseeable, and every condition which can affect the supply of or the demand for corporate securities. Even unpredictable natural calamities when they happen are quickly appraised and their possible effects discounted.


2. The Three Trends—The “market,” meaning the price of stocks in general, swings in trends of which the most important are its Major or Primary Trends. These are the extensive up or down movements which usually last for a year or more and result in general appreciation or depreciation in value of more than 20%. Movements in the direction of the Primary trend are interrupted at intervals by Secondary swings in the opposite direction—reactions or “corrections” which occur when the Primary move has temporarily “gotten ahead of itself.” (Both Secondaries and the intervening segments of the Primary trend are frequently lumped together as Intermediate movements—a term which we shall find useful in subsequent discussions.) Finally, the Secondary trends are composed of Minor trends or day-to-day fluctuations which are unimportant.


3. The Primary Trends—These, as aforesaid, are the broad over-all up and down movements which usually (but not invariably) last for more than a year and may run for several years. So long as each successive rally (price advance) reaches a higher level than the one before it, and each secondary reaction stops (i.e., the price trend reverses from down to up) at a higher level than the previous reaction, the Primary Trend is Up. This is called a Bull Market. Conversely, when each intermediate decline carries prices to successively lower levels and each intervening rally fails to bring them back up to the top level of the preceding rally, the Primary Trend is Down, and that is called a Bear Market. (The term hull and hear are frequently used loosely with reference, respectively, to any sort of up or down movements, but we shall use them in this book only in connection with the Major or Primary movements of the market in the Dow sense.)


Ordinarily—theoretically at least—the Primary is the only one of the three trends with which the true long-term investor is concerned. His aim is to buy stocks as early as possible in a Bull Market—just as soon as he can be sure that one has started—and then hold them until (and only until) it becomes evident that it has ended and a Bear Market has started. He knows that he can safely disregard all the intervening Secondary reactions and Minor fluctuations. The trader, however, may well concern himself also with the Secondary swings, and it will appear later on in this book that he can do so with profit.


4. The Secondary Trends—These are the important reactions that interrupt the progress of prices in the Primary direction. They are the Intermediate declines or “corrections” which occur during Bull Markets, the Intermediate rallies or “recoveries” which occur in Bear Markets. Normally they last for from three weeks to as many months, and rarely longer. Normally they retrace from one third to two thirds of the gain (or loss as the case may be) in prices registered in the preceding swing in the Primary direction. Thus, in a Bull Market prices in terms of the Industrial average might rise steadily, or with only brief and minor interruptions, for a total gain of 30 points before a Secondary correction occurred; that correction might then be expected to produce a decline of not less than 10 points and not more than 20 points before a new Intermediate advance in the Primary Bull trend developed.


Note, however, that the one-third—two-thirds rule is not an unbreakable law; it is simply a statement of probabilities. Most Secondaries are confined within these limits; many of them stop very close to the halfway mark, retracing 50% of the preceding Primary swing; they seldom run less than one third but some of them cancel nearly all of it.


Thus we have two criteria by which to recognize a Secondary trend. Any price movement contrary in direction to the Primary trend which lasts for at least three weeks and retraces at least one third of the preceding net move in the Primary direction (from the end of the preceding Secondary to the beginning of this one, disregarding minor fluctuations) is labeled as of Intermediate rank, i.e. a true Secondary. Despite these criteria, however, the Secondary trend is often confusing; its recognition, its correct appraisal at the time it develops and while it is in process, poses the Dow Theorist’s most difficult problem. We shall have more to say about this later.


5. The Minor Trends—These are the brief (rarely as long as three weeks —usually less than six days) fluctuations which are—so far as the Dow Theory is concerned—meaningless in themselves, but which in toto make up the Intermediate trends. Usually, but not always, an Intermediate swing, whether a Secondary or the segment of a Primary between successive Secondaries, is made up of a series of three or more distinguishable Minor waves. Inferences drawn from these day-to-day fluctuations are quite apt to be misleading. The Minor trend is the only one of the three trends which can be “manipulated” (although it is, in fact, doubtful if under present conditions even that can be purposely manipulated to any important extent). Primary and Secondary trends cannot be manipulated; it would strain the resources of the U. S. Treasury to do so.


Right here, before we go on to state a sixth Dow tenet, we may well take time out for a few minutes to clarify the concept of the three trends by drawing an analogy between the movements of the stock market and the movements of the sea. The Major (Primary) trends in stock prices are like the tides. We can compare a Bull Market to an incoming or flood tide which carries the water farther and farther up the beach until finally it reaches high-water mark and begins to turn. Then follows the receding or ebb tide comparable to a Bear Market. But all the time, during both ebb and flow of the tide, the waves are rolling in, breaking on the beach and then receding. While the tide is rising, each succeeding wave pushes a little farther up onto the shore and, as it recedes, does not carry the water quite so far back as did its predecessor. During the tidal ebb, each advancing wave falls a little short of the mark set by the one before it, and each receding wave uncovers a little more of the beach. These waves are the Intermediate trends—Primary or Secondary depending on whether their movement is with or against the direction of the tide. Meanwhile, the surface of the water is constantly agitated by wavelets, ripples and “catspaws” moving with, or against or across the trend of the waves—these are analogous to the market’s Minor trends, its unimportant day-to-day fluctuations. The tide, the wave and the ripple represent, respectively, the Primary or Major, the Secondary or Intermediate, and the Minor trends of the market.


TIDE, WAVE AND RIPPLE


A shore dweller who had no tide-table might set about determining the direction of the tide by driving a stake in the beach at the highest point reached by an incoming wave. Then if the next wave pushed the water up beyond his stake he would know the tide was rising. If he shifted his stake with the peak mark of each wave, a time would come when one wave would stop and start to recede short of his previous mark; then he would know that the tide had turned, had started to ebb. That, in effect (and much simplified), is what the Dow Theorist does in defining the trend of the stock market.


The comparison with tide, wave and ripple has been used since the earliest days of the Dow Theory. It is even possible that the movements of the sea may have suggested the elements of the theory to Dow. But the analogy cannot be pushed too far. The tides and waves of the stock market are nothing like as regular as those of the ocean. Tables can be prepared years in advance to predict accurately the time of every ebb and flow of the waters, but no time-tables are provided by the Dow Theory for the stock market. We may return to some points of this comparison later, but we must proceed now to take up the remaining tenets and rules of the Theory.


MAJOR TREND PHASES


6. The Bull Market—Primary up trends are usually (but not invariably) divisible into three phases. The first is the phase of accumulation during which far-sighted investors, sensing that business although now depressed is due to turn up, are willing to pick up all the shares offered by discouraged and distressed sellers, and to raise their bids gradually as such selling diminishes in volume. Financial reports are still bad—in fact, often at their worst—during this phase. The “public” is completely disgusted with the stock market— out of it entirely. Activity is only moderate but beginning to increase on the rallies (minor advances). The second phase is one of fairly steady advance and increasing activity as the improved tone of business and a rising trend in corporate earnings begin to attract attention. It is during this phase that the “technical” trader normally is able to reap his best harvest of profits. Finally comes the third phase when the market boils with activity as the “public” flocks to the boardrooms. All the financial news is good; price advances are spectacular and frequently “make the front page” of the daily papers; new issues are brought out in increasing numbers. It is during this phase that one of your friends will call up and blithely remark, “Say, I see the market is going up. What’s a good buy?”—all oblivious of the fact that it has been going up for perhaps two years, has already gone up a long ways and is now reaching the stage where it might be more appropriate to ask “What’s a good thing to sell?” In the last stage of this phase, with speculation rampant, volume continues to rise but “air pockets” appear with increasing frequency; the “cats and dogs” (low-priced stocks of no investment value) are whirled up but more and more of the top-grade issues refuse to follow.


7. The Bear Market—Primary down trends are also usually (but again not invariably) characterized by three phases. The first is the distribution period (which really starts in the later stages of the preceding Bull Market). During this phase far-sighted investors sense the fact that business earnings have reached an abnormal height and unload their holdings at an increasing pace. Trading volume is still high though tending to diminish on rallies and the “public” is still active but beginning to show signs of frustration as hoped-for profits fade away. The second phase is the panic phase. Buyers begin to thin out and sellers become more urgent; the downward trend of prices suddenly accelerates into an almost vertical drop while volume mounts to climactic proportions. After the panic phase (which usually runs too far relative to then existing business conditions) there may be a fairly long Secondary recovery or a sidewise movement and then the third phase begins. This is characterized by discouraged selling on the part of those investors who held on through the panic or, perhaps, bought during it because stocks looked cheap in comparison with prices which had ruled a few months earlier. The business news now begins to deteriorate. As the third phase proceeds the downward movement is less rapid but is maintained by more and more distress selling from those who have to raise cash for other needs. The “cats and dogs” may lose practically all their previous Bull advance in the first two phases. Better grade stocks decline more gradually, because their owners cling to them to the last, and the final stage of a Bear Market in consequence is frequently concentrated in such issues. The Bear Market ends when everything in the way of possible bad news, the worst to be expected, has been discounted, and it is usually over before all the bad news is “out.”


The three Bear Market phases described in the preceding paragraph are not the same as those named by others who have discussed this subject but the writers of this study feel that they represent a more accurate and realistic division of the Primary down moves of the past thirty years. The reader should be warned, however, that no two Bear Markets are exactly alike, and neither are any two Bull Markets. Some may lack one or another of the three typical phases. A few Major advances have passed from the first to the third stage with only a very brief and rapid intervening mark-up. A few short Bear Markets have developed no marked panic phase and others have ended with it, as in April 1939. No time limits can be set for any phase; the third stage of a Bull Market, for example, the phase of excited speculation and great public activity, may last for more than a year or run out in a month or two. The panic phase of a Bear Market is usually exhausted in a very few weeks if not in days, but the 1929-1932 decline was interspersed with at least five panic waves of major proportions. Nevertheless the typical characteristics of Primary trends are well worth keeping in mind. If you know the symptoms which normally accompany the last stage of a Bull Market, for example, you are less likely to be deluded by its exciting atmosphere.


PRINCIPLE OF CONFIRMATION


8. The Two Averages Must Confirm—This is the most often questioned and the most difficult to rationalize of all the Dow principles. Yet it has stood the test of time; the fact that it has “worked” is not disputed by any who have carefully examined the records. Those who have disregarded it in practice have, more often than not, had occasion to regret their apostasy. What it means is that no valid signal of a change in trend can be produced by the action of one average alone. Take, for example, the hypothetical case shown in Diagram 1 on next page. In this we assume that a Bear Market has been in effect for several months and then, starting at “a,” the Industrial average rises (along with the Rails) in a Secondary recovery to “b.” On their next decline, however, the Industrials drop only to “c,” which is higher than “a,” and then turn up to “d,” which is higher than “b.” At this point the Industrials have “signaled” a change in trend from down to up. But note the Rails during this period; their decline from “b” to “c” carried them lower than “a” and their subsequent advance from “c” to “d” has not taken them above “b.” They have (so far) refused to confirm the Industrials and, hence, the Major trend of the market must be regarded as still Down.  Should the Rails go on to rise eventually above their “b,” then and then only would we have definite signal of a turn in the tide. Until such a development, however, the chances remain that the Industrials will not be able to continue their upward course alone, that they will ultimately be dragged down again by the Rails. At best the direction of the Primary trend is still in doubt.
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DIAGRAM 1. A hypothetical daily market chart to show how one average may fail to confirm the other’s Dow signal. Closing prices, indicated by short horizontal dashes, are connected with vertical lines to make the day-to-day trend easier to follow.


The above illustrates only one of the many ways in which the principle of confirmation applies. Note also that at “c,” it might have been said that the Industrials had thus far not confirmed the Rails in continuing the down trend—but this had to do only with the continuation or reaffirmation of an existing trend, regarding which more later. It is not necessary that the two averages confirm on the same day. Frequently both will move into new high (or low) ground together, but there are plenty of cases in which one or the other lags behind for days, weeks or even a month or two. One must be patient in these doubtful cases and wait until the market declares itself in definite fashion.


9. “Volume Goes with the Trend”—Those words, which you may often hear spoken with ritual solemnity but little understanding, are the colloquial expression for the general truth that trading activity tends to expand as prices move in the direction of the prevailing Primary trend. Thus, in a Bull Market, volume increases when prices rise and dwindles as prices decline; in Bear Markets, turnover increases when prices drop and dries up as they recover. To a lesser degree, this holds for Secondary trends also, especially in the early stages of an extended Secondary recovery within a Bear Market when activity may show a tendency to pick up on the Minor rallies and diminish on the Minor setbacks. But to this rule again there are exceptions, and useful conclusions can seldom be drawn from the volume manifestations of a few days, much less a single trading session; it is only the over-all and relative volume trend over a period of time that may produce helpful indications. Moreover, in Dow Theory, conclusive signals as to the market’s trend are produced in the final analysis only by price movement. Volume simply affords collateral evidence which may aid interpretation of otherwise doubtful situations. (We shall have much more to say in later chapters about volume in specific relation to other technical phenomena.)


10. “Lines” May Substitute for Secondaries—A Line in Dow Theory parlance is a sidewise movement (as it appears on the charts) in one or both of the averages, which lasts for two or three weeks or, sometimes, for as many months, in the course of which prices fluctuate within a range of approximately 5% or less (of their mean figure). The formation of a Line signifies that pres sure of buying and selling is more or less in balance. Eventually, of course, either the offerings within that price range are exhausted and those who want to buy stocks have to raise their bids to induce owners to sell, or else those who are eager to sell at the “Line” price range find that buyers have vanished and that in consequence they must cut their prices in order to dispose of their shares. Hence, an advance in prices through the upper limits of an established Line is a bullish signal and, conversely, a break down through its lower limits is a bearish signal. Generally speaking, the longer the Line (in duration) and the narrower or more compact its price range, the greater the significance of its ultimate breakout.


Lines occur often enough to make their recognition essential to followers of Dow’s principles. They may develop at important tops or bottoms, signalizing periods of distribution or of accumulation, respectively, but they come more frequently as interludes of rest or consolidation in the progress of established Major trends. Under those circumstances, they take the place of normal Secondary waves. A Line may develop in one average while the other is going through a typical Secondary reaction. It is worth noting that a price movement out of a Line, either up or down, is usually followed by a more extensive additional move in the same direction than can be counted on to follow the “signal” produced when a new wave pushes beyond the limits set by a preceding Primary wave. The direction in which prices will break out of a Line cannot be determined in advance of the actual movement. The 5% limit ordinarily assigned to a Line is arbitrarily based on experience; there have been a few slightly wider sidewise movements which by virtue of their compactness and well-defined boundaries could be construed as true Lines. (Farther on in this book we shall see that the Dow Line is in many respects similar to the more strictly defined patterns known as Rectangles which appear on the charts of individual stocks.)


11. Only Closing Prices Used—Dow Theory pays no attention to any extreme highs or lows which may be registered during a day and before the market closes, but takes into account only the closing figures, i.e., the average of the day’s final sale prices for the component issues. We have discussed the psychological importance of the end-of-day prices under the subject of chart construction and need not deal with it further here except to say that this is another Dow rule which has stood the test of time. It works thus: Suppose an intermediate advance in a Primary up trend reaches its peak on a certain day at 11 a.m. at which hour the Industrial average figures at, say, 152.45, and then falls back to close at 150.70. All that the next advance will have to do in order to indicate that the Primary trend is still up is register a daily close above 150.70. The previous intra-day high of 152.45 does not count. Conversely, using the same figures for our first advance, if the next up swing carries prices to an intra-day high at, say, 152.60, but fails to register a closing price above 150.70, the continuation of the Primary Bull trend is still in doubt.


In recent years, differences of opinion have risen among market students as to the extent to which an average should push beyond a previous limit (top or bottom figure) in order to signal (or confirm or reaffirm, as the case may be) a market trend. Dow and Hamilton evidently regarded any penetration, even as little as .01, in closing price as a valid signal, but some modern commentators have required penetration by a full point (1.00). We think that the original view has the best of the argument, that the record shows little or nothing in practical results to favor any of the proposed modifications. One incident in June of 1946, to which we shall refer in the following chapter, shows a decided advantage for the orthodox “any-penetration-whatever” rule.


12. A Trend Should Be Assumed to Continue in Effect Until Such Time as Its Reversal Has Been Definitely Signaled—This Dow Theory tenet is one which, perhaps more than any other, has evoked criticism. Yet when correctly understood, it, like all the others we have enumerated, stands up under practical test. What it states is really a probability. It is a warning against changing one’s market position too soon, against “jumping the gun.” It does not imply that one should delay action by one unnecessary minute once a signal of change in trend has appeared, but it expresses the experience that the odds are in favor of the man who waits until he is sure, and against the other fellow who buys (or sells) prematurely. These odds cannot be stated in mathematical language such as two-to-one or three-to-one; as a matter of fact they are constantly changing. Bull Markets do not climb forever and Bear Markets always reach a bottom sooner or later. When a new Primary trend is first definitely signaled by the action of the two averages, the odds that it will be continued despite any near-term reactions or interruptions are at their greatest. But as this Primary trend carries on, the odds in favor of its further extension grow smaller. Thus, each successive reaffirmation of a Bull Market (new Intermediate high in one average confirmed by a new Intermediate high in the other) carries relatively less weight. The incentive to buy, the prospect of selling new purchases at a profit, is smaller after a Bull Market has been in existence for several months than it was when the Primary up trend was first recognized, but this twelfth Dow tenet says, “Hold your position pending contrary orders.”


A corollary to this tenet, which is not so contradictory as it may at first seem, is:—A reversal in trend can occur any time after that trend has been confirmed. This can be taken simply as a warning that the Dow Theory investor must watch the market constantly so long as he has any commitment in it.
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FIGURE 2. “Swing” chart showing all the Intermediate and some of the more extensive Minor trends of the Dow-Jones Industrial and Rail averages, January, 1941 to December, 1946. Industrial price scale left; Rails right.





CHAPTER IV



THE DOW THEORY IN PRACTICE


AT THIS point, the reader, if he has little previous knowledge of the stock market, may be suffering a mild attack of mental indigestion. The Dow Theory is a pretty big dose to swallow at one sitting. We departed deliberately in the foregoing chapter from the order in which its principles are usually stated, in an effort to make it a little easier to follow and understand. Actually, not all of the twelve tenets we named are of equal import. The essential rules are contained in 2, 3, 4, 5, 8, 10 and 11. Number 1 is, of course, the basic assumption, the philosophical justification for these rules. The other points (6, 7, 9, and 12) furnish “background material,” as the news reporters might put it, which aid in interpretation. Theoretically one should, by strict adherence to the essential rules alone, accomplish just as much as he could with the added collateral evidence.


But the utilization of Dow Theory is, after all, a matter of interpretation. You may memorize its principles verbatim and yet be confounded when you attempt to apply them to an actual market situation. We can better organize our knowledge of the Theory and acquire some understanding of its interpretation by following through a few years of market action and seeing how it looked at the time through the eyes of a Dow Theorist. For this purpose we may well take the period from late 1941 to the beginning of 1947, since this covers the end of one Bear Market, an entire long Bull Market and part of another Bear Market, and includes examples of most of the market phenomena with which the Dow Theory has to deal.


FIVE YEARS OF DOW INTERPRETATION


Figure 2 is a condensed chart of the course of the two Dow-Jones averages from January 1, 1941 to December 31, 1946, on which most of the Minor trends have been disregarded but all the recognized Intermediate swings (Primary and Secondary) have been indicated. Certain portions of this history will be supplemented by complete daily charts in connection with our detailed discussion which follows.


The year 1941 opened with the stock market in a Minor rally. A Primary Bear Market had been signaled when prices collapsed in the Spring of 1940, and that Bear Market was still in effect. After the May panic had ended, a Secondary recovery swing, which lasted for more than five months, had regained more than half of the ground previously lost by the averages, carrying the Industrials from their closing price of 111.84 on June 10 to 138.12 on November 9 and the Rails from 22.14 on May 21 to 30.29 on November 14. (During this long Bear Market Secondary, incidentally, volume tended to increase on rallies, which encouraged many who did not hold strictly to first principles to believe that this rise was the beginning of a new Bull trend—illustrating the point we cited under “Volume” in Chapter III.) From the November highs, however, the trend turned down again. Then a Minor rally developed, as we have said, at the end of the year, reaching its peak on January 10 at 133.59 in the Industrials and 29.73 in the Rails. From there prices fell again to 117.66 and 26.54, respectively, on February 14.
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FIGURE 3. Closing price levels of the Dow-Jones Industrial and Rail averages, February 1 to August 31, 1941, and total daily market volume. Vertical lines show net daily change from one closing level to next.


THE FIRST SEVERE TEST


The next few months will be particularly interesting for us to trace because they put the Dow Theory to a real test. Figure 3 shows the daily ranges and closing prices of the two averages and total daily market volume for the seven months from February 1 to August 31, 1941. Before we examine it in detail, however, let us first review the situation on February 14. The Bear Market lows to date had been registered in May-June, 1940. Thereafter an extended Intermediate recovery had advanced the Industrial average 26.28 points and the Rail average 8.15 points. This had been followed by a three-month decline of 20.46 and 3.75 points, respectively, and this decline, incidentally, had consisted of three well defined Minor waves. In duration and in extent of price change with respect to the previous swing—46% in the Rails and nearly 78% in the Industrials—this down swing qualified as an Intermediate trend—and now prices were turning up again. Dow Theorists were on the alert. If both averages could continue their rise to levels above their high closes of the previous November (138.12 and 30.29), that action would constitute a signal of a new Primary Bull Market, and re-investment of funds withdrawn from stocks in May, 1940 would be at once in order. Also, it would then be necessary to go back and label the May-June lows of 1940 as the end of a Bear Market, the advance to November as the first Primary swing in the new Bull Market, and the decline to February as its first Secondary reaction. But note that Rule 12 of our preceding chapter applied here; the presumption was that it was still a Bear Market until a definite signal to the contrary appeared.


Let us now turn again to Figure 3 and see what actually did happen. The Industrials rallied for six weeks, reaching 124.65 on April 3. The Rails got up to 29.75 on the same date, registering double the percentage gain of the Industrials, but both averages were still below their November highs. Then the Industrials slipped off, within two weeks had broken down below their February low and drifted down to close at 115.30 on May 1. This average was, therefore, still in an Intermediate down trend. But the Rails meanwhile were staging a different sort of performance. They dropped back from their April 3 high for two weeks but held at 27.72, rallied smartly and then sold off again to 27.43 on May 31. The picture became at once even more interesting. Here was a divergence between the two averages, a failure to confirm; the Rails after two opportunities were refusing to confirm the Industrials in the latter’s down trend.


FAILURE TO CONFIRM


When prices began to work upward in June, many commentators seized upon this “failure to confirm” as a bullish omen and the wishful thinkers again talked Bull Market. There is an unfortunate tendency in “the street” to over-stress any such divergence, particularly when it can be twisted into a favorable sign. The fact is that, in Dow Theory, the refusal of one average to confirm the other can never produce a positive signal of any sort. It has only negative connotations. Divergences sometimes occur at reversals in the Major trend— there have been several instances in market history of which perhaps the most remarkable occurred way back in 1901 and 1902, and we shall soon inspect another—but they also occur with at least equal frequency at times when no Major reversal is developing, and the instance we are here discussing was one of the latter.
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