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INTRODUCTION

Over the years many general books on technical analysis, such as
John Murphy's Technical Analysis of the Futures Markets or my
Technical Analysis Explained, have covered the subject of mo-
mentum in one or two fleeting chapters. Because these books
address a wide range of concepts and approaches, they leave
insufficient room to explore the subject in the depth that it requires.
This book, which is completely devoted to momentum, has been
written from the perspective of filling that vacuum.

Tomy knowledge, this is the first book to be completely devoted
to this subject. This is an important point because momentum is
arguably the most widely used but least understood concept
employed by traders. | have written Market Momentumto delve into
the topic a little deeper with the hope of helping you to get a better
grasp of the subject. A supplementary objective is to broaden your
horizon by describing in-depth a number of different indicators. By
and large, the book is a compendium of indicators that have been
developed and used over the years. Some new “wrinkles” for some
of these concepts are offered for consideration, as well as a few
new indicators of my own.

The book will have a special appeal to the growing number of
traders and investors who use computer software charting pack-
ages. This group includes individuals as well as the huge number
of traders at major financial institutions around the world. For this
reason many of the examples will be global in nature and not limited
to U.S. markets. Since the principles of technical analysis can be
applied to any freely traded market, the wide scope should not
hinder U.S.-based traders and investors who may limit their activi-
ties to local markets.

An introductory knowledge of technical analysis is assumed, so
Market Momentum is primarily targeted at those who have already
gained some experience; namely, those traders and investors who
have made mistakes and want to learn how to avoid making them
again. The book departs from most financial publications, which
promise instant and easy wealth. If you are looking for such a Holy
Grail, don't read any further. | cannot help you; nor can anyone
else. If, on the other hand, you have already developed a curiosity
and fascination with charts and want to expand your knowledge,
please read on.

xi



INTRODUCTION

Over the years many general books on technical analysis, such as
John Murphy's Technical Analysis of the Futures Markets or my
Technical Analysis Explained, have covered the subject of mo-
mentum in one or two fleeting chapters. Because these boocks
address a wide range of concepts and approaches, they leave
insufficient room to explore the subject in the depth that it requires.
This book, which is completely devoted to momentum, has been
written from the perspective of filling that vacuum.

Tomy knowledge, this is the first book to be completely devoted
to this subject. This is an important point because momentum is
arguably the most widely used but least understood concept
employed by traders. | have written Market Momentumto delve into
the topic a little deeper with the hope of helping you to get a better
grasp of the subject. A supplementary objective is to broaden your
horizon by describing in-depth a number of different indicators. By
and large, the book is a compendium of indicators that have been
developed and used over the years. Some new “wrinkles” for some
of these concepts are offered for consideration, as well as a few
new indicators of my own.

The book will have a special appeal to the growing number of
traders and investors who use computer software charting pack-
ages. This group includes individuals as well as the huge number
of traders at major financial institutions around the world. For this
reason many of the examples will be global in nature and not limited
to U.S. markets. Since the principles of technical analysis can be
applied to any freely traded market, the wide scope should not
hinder U.S.-based traders and investors who may limit their activi-
ties to local markets.

An introductory knowledge of technical analysis is assumed, so
Market Momentum is primarily targeted at those who have already
gained some experience; namely, those traders and investors who
have made mistakes and want to learn how to avoid making them
again. The book departs from most financial publications, which
promise instant and easy wealth. If you are looking for such a Holy
Grail, don't read any further. | cannot help you; nor can anyone
else. If, on the other hand, you have already developed a curiosity
and fascination with charts and want to expand your knowledge,
please read on.

xi



Introduction xiii

you shouldn't take my word for it. Testthem foryourself. In addition,
| suggest that you carry out the same tests on the indicators that |
review favorably.

As used here, the term “momentum” refers to the velocity of a
price trend. This indicator measures whether a rising trend is
accelerating or decelerating or whether prices are declining at a
faster or slower pace.There is one indicator included in many
charting packages, and it's literally called “momentum.” | believe it
is a misnomer because “momentum” is really a generic term that
embraces a range of specific indicators that attempts to measure
this velocity factor. Momentum is represented in graphic form as a
fluctuating line that is continually oscillating from one extreme to
the other. All momentum indicators oscillate, so it is reasonable to
call them “oscillators” as an alternative descriptive title. | mention
this because many books refer to certain types of momentum
indicators as “oscillators” and others as “momentum indicators.” To
me they are synonyms, and they are used as such in this book.

In today's fast-paced global marketplace, there are many
vehicles that can be traded: currencies, commodities, bonds,
stocks, stock market indexes, and precious metals—just to name
a few. The same principles apply for trading all of them. The two
exceptions are open interest, which is an aspect of futures data,
and opening prices, which are not available for stocks. Throughout
the book | use the term “security” when referring in generalto these
vehicles. This usage avoids constant repetition of the individual
items.

The first two chapters describe the principles of momentum
interpretation. It is my belief that each momentum indicator is
subject to these same principles of interpretation; therefore, it is
better to deal with them at the outset than to be forced to repeat
them when describing the specific indicators themselves. Each
indicator has its own idiosyncracies, and each emphasizes specific
characteristics of these momentum principles. These characteris-
tics are described in later chapters.

Itis a factthat prices in any freely traded market are determined
more by the attitude of traders to the emerging fundamentals than
by the fundamentals themselves. This means that markets (i.e.,
price trends) are essentially driven by psychological forces. We
know from our own personal experience in the markets that our
emotions dart from one extreme to another—from greed to fear,
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M omentum measures the velocity of a price move. It is age-
neric term. Just as the word “fruit" encompasses apples,
oranges, grapes, bananas, and so forth, “momentum” embraces a
host of individual indicators such as rate-of-change (ROC), relative
strength indicator (RSI), moving average convergence divergence
(MACD), and stochastics. Each indicator has different attributes,
but the principles for interpretation apply to all of them.

For a better understanding, let's examine the analogy further.
Two common characteristics of fruit, for example, are that it is
sweet and is almost always grown during the warmest season.
Some kinds of fruit are sweeter than others, some require very hot
temperatures, and still others require a long growing season and
so on. Momentum indicators also share common characteristics,
but the indicators themselves, like the different kinds of fruit, differ
individually in their interpretive properties. Some are better suited
to specific rules than others. We shall learn later, for instance, that
the rate-of-change indicator lends itself to trendline construction.
So does the stochastic indicator, but that is not how it is normally
interpreted. This chapter and the next address these common
principles of interpretation. After we have examined the individual
indicators themselves, we can consider their underlying concepts,
their construction and the peculiarities of interpreting these helpful
investment tools.

A Few Words on Time Frames

In technical analysis we are concerned with identifying trend
reversals at a relatively early stage and assume that the new trend
will continue riding that trend until it reverses. The operating
assumption is always that the prevailing trend is in force until the
weight of the evidence proves otherwise. By this | mean that more
than one momentum indicator must point to a trend reversal: one
by itself is insufficient evidence. All indicators, however valid, can
and do fail from time to time. Therefore, we must take a consensus
approach and use several indicators to determine the direction of
atrend. When a majority of them are in agreement, we can be more
confident that the trend has indeed reversed. It is this weight of the
evidence provided by momentum indicators that primarily con-
cerns us here.
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There are many types of trends, but the most widely followed
are short, intermediate, and long. These last approximately 3—6
weeks, 6-39 weeks, and 1-2 years, respectively. When attempt-
ing to analyze a trend, it is crucially important to keep in mind the
type of trend that you are trying to measure. Turning an oil tanker
around is amuch more formidable task than changing the direction
of a sports car. Markets operate in a similar fashion. The reversal
of a short-term trend takes less time and involves a substantially
smaller change in collective psychology than the reversal of a long-
term trend. This also means that a signal from a momentum
indicator with a long time span has far greater significance than a
buy or sell alert from one with a 5- or 10-day span. Investing and
trading decisions should be made with this perspective in mind.

Most of the material later in this chapter will focus on short, and
to a lesser extent, intermediate trends (i.e., trends lasting 3—6 and
6—-39 weeks, respectively). Nevertheless, it is still of paramount
importance for any trader to gain some understanding of the
current position ofthe long-term trend. Just as the unwary swimmer
finds it difficult to swim against the tide, the short-term trader will
certainly encounter problems if he is swimming against the main
trend. Time and again we find that trend-spotting systems often will
lead traders to make money-losing decisions based on erroneous
signals. These are short and intermediate-term price trends that
are swimming against the tide of the primary trend.

Itis not always possible, of course, to ascertain the direction of
the main trend, especially in its initial stages. Even so, it is very
important, even for short-term traders, to try and understand the
direction and duration of the main or primary trend. If you know that
the trend is down, and if you are also aware of the fact that moving
against it is usually unprofitable, you will be wary of taking long
positions even though the short-term momentum indicators show
that the momentum is favorable. To do so only invites failure, no
matter how attractive the opportunity may seem at the time.

The momentum indicator is normally plotted as an oscillator
underneath the security that is being monitored, making conve-
nient comparisons easy. Occasionally, two or more indicators will
be plotted along with the price. This practice offers a comparison
of different momentum approaches or different time spans. The
objectiveis always to determine whether the weight of the evidence
shows a trend in reversal. The more evidence that points in a
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particular direction—be it up or down—the greaterthe odds that the
momentum has shifted.

Principles of Momentum Interpretation

The remainder of this chapter and all of the next chapter discusses
the various techniques of momentum interpretation. These meth-
ods can be divided approximately into two broad categories. The
first category deals with overbought and oversold conditions and
divergences. | will call these “momentum characteristics.” The
second category deals with interpretive principles that measure
reversals in the momentum trend itself, the assumption being that
when momentum changes direction prices will follow sooner or
later.

Trend-determining techniques such as trendline violations,
moving average crossovers, and the like can be appliedto momen-
tum as well as to price. The important difference is that a trend
reversal in momentum is just that—a reversal in momentum.
Momentum typically reverses along with price, often with a small
timelag. However, just because oscillators changedirection doesn't
always mean that prices will also. Normally, a reversal in the
momentum trend is evidence of a price-trend reversal signal. In
effect, this momentum signal acts as a supplementary “witness" in
our weight-of-the evidence approach to determine the validity of a
trend reversal. | willhave more to say on this a little later, but for now
take special note of this fact: Actual buy and sell signals can come
only from a reversal in trend of the actual price, not from a reversal
in the momentum series.

Overbought and Oversold

All momentum series have the characteristics of an oscillator as
they move from one extreme to another. Figure 1.1 illustrates this
point. These extremes are known as “overbought” and “oversold
levels”™. In my seminars | often equate these zones with a leash
attached to an unruly dog taking a walk. The animal continually
strains at the leash, moving from one side of the sidewalk to the
other. One moment he roams to the curb on his extreme left, and
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Figure 1.1
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the next he scampers back toward the lawns on his right as far as
the leash will allow him. Market momentum works in a similar
manner.

Some indicators, such as the RSI, are calculated in such a way
that they have finite extremes above or below which the momen-
tum cannct go. In these cases there is an established “default”
level for the overbought and oversold lines. For the most com-
monly used 14-day time span, these lines are drawn at 70 for
overbought and 30 for oversold. Conversely, otherindicators, such
as the rate-of-change, have no such theoretical boundaries, at
least on the upside. This means that we must judge for ourselves
where to establish the levels for overbought and oversold. Chapter
3 describes how to use the ROC indicator. For now, let us simply
say that these lines should be drawn so that the space between
them includes the bulk of the trading activity. In this case, try to
think of the oscillator as a rubber leash that from time to time will be
stretched beyond its normal length. Drawing lines to represent the
extremes is not particularly helpful. What we must do is find the
metaphorical equivalent of the end of the leash; that is, the points that
include most of the rallies and reactions in the market under study.

W, TRADIN@-SOFTUW A RE-COLLECTION. GO


Andrey
trading software col


6 Martin Pring on Market Momentum

The characterand magnitude of an oscillator swing depends on
three factors. These are: (1) the nature of the formula relating to
the indicator’'s construction, (2) the volatility of the security being
monitored, and (3) the time span being used. It is not usually
possible, for example, to compare the oscillator of a docile utility
stock with that of a volatile mining stock. The latter’s volatility stems
from the fact that the earnings of mining companies are much more
difficult to predict than those of the somewhat staid utilities. The
greater uncertainty that results allows for a wide variance in views
and attitudes toward such companies. Even when earnings can be
predicted, mining company profits tend to fluctuate wildly in com-
parison with those of utilities. A final contributor to the stability of
utility prices is the factthat investors in these issues are, in general,
far more conservative than people who invest in mining securities.
They will be looking for safety and yield, whereas actual and
potential owners of mining stocks are more concerned with a quick
capital gain. Since the perception of what constitutes a sharp price
move will be different for a conservative investor than for a trader
or speculator, momentum levels between widely differing securi-
ties cannot be meaningfully contrasted. The best way to determine
momentum in this case is to compare the current reading to an
historical range.

Time spans are also important in determining the magnitude of
a swing in momentum series. For instance, it is conceivable that
the price of a stock could increase by 30% during the course of a
year. Thusa 12-month rate-of-change may easily rallyto the range
of 30% or higher. However, it is highly unlikely, except in the case
of atakeover or other unusual event, for the price to rally 30% in the
course of five-day period. While an oscillator based on a short-term
time span is subject to more oscillations than one constructed from
a long-term one, the magnitude of these fluctuations will be much
smaller.

The technical interpretation of overbought and oversold lines is
that they represent an intelligent point for anticipating a trend
reversal. An overbought condition is where you should consider
taking profits or reducing your exposure. For example, if you are
holding three gold contracts and the price rallies to where it
generates an overbought reading, you might wish to take some
partial profits. Even though the trend may continue, orthe price has
failed to cross below its moving average, or it violates a trendline,
the overbought reading by itself indicates that the odds of a reversal
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have increased. If the risks of a top have grown, then it makes
sense to reduce your exposure. If press stories concerning the
bullish nature of the security are beginning to emerge, and your
emotions are telling you to buy more, use these signs as further
confirming evidence that it is a good time to begin to decrease
rather than increase your exposure.

Onthe other hand, if you believe that the main trend is down and
you have been waiting for a short-term bounce as a time to sell, an
overboughtreading is as good atime as any. Forthe same reason,
it would normally be a grave mistake to even consider making a
purchase when an oscillator signals an overbought condition. The
problem with this interpretation is that this is precisely the time
when most people have the urge to buy, because rising prices
attract optimism, positive news stories, and bullish sentiment.

The oppositeis true for an oversold condition. Few people want
to buy after prices have been falling and the news is inevitably
discouraging. Unfortunately, this is the time when we need to
control our shaking hands, pick up the phone, and call our friendly
broker. This is also the moment when we should overcome (at all
costs) the temptation to take a short position. In fact, the correct
action is to cover part of any outstanding short positions. At the
time, you may think that it is possible to make more money by
holding on to your investment, but, believe me, taking some partial
profits will put you in a far more objective frame of mind when that
inevitable rally gets underway. Figure 1.2 shows that when the
momentum indicator moves through its overbought or oversold
level and then re-crosses it on its way back to the equilibrium level
that this often represents a good buying or selling signal.

The importance of an overbought/oversold reading will depend
on the time frame under consideration. For example, if the period
used in constructing the indicator is five days, the implications from
extreme readings will be nowhere near as profound as those from
a momentum indicator spanning twelve months.

Oscillators that move in the direction of prevailing market trends
tend to move to a greater extreme and stay there longer than those
that move against the trend. In figure 1.3, we see that the main
trend is up. Note how the overbought and oversold extremes are
positioned equidistant from the equilibrium level shown by the solid
line. Rallies in the indicator have a tendency to move well into
overbought territory and remain there for a longer time than do
reactions. Reactions are almost always reversed at the oversold
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line or sometimes even before the oscillator reaches that point.
This trait itself is a primary characteristic of a bull market.

You may also notice that the initial thrust off the final market low
accompanies what | call a "mega-overbought condition.” A mega-
overbought condition is a sign of a very young and vibrant bull
market. The fact that an oscillator is able to generate such a
condition can be used with additional evidence of a trend reversal
to indicate that the bulls are running once more. In effect, such
action signals that the state of equilibrium between buyers and
sellers has unequivocally shifted in favor of buyers. This is about
the only instance when an investor can justify opening a long
position if a particular market is saturated with buyers. Even so, the
only rationale for opening long in this case is that the investor has
a long-term time horizon. Whenever an oscillator experiences a
mega-overbought condition, higher prices almost always follow at
some point down the road.

In the case of oversold extremes, the same condition also
applies in reverse. In other words, a characteristic of a bear market
is an oscillator that tends to (1) move beyond the accepted norm,
(2) remain in an oversold state for an extended period, or (3) do
both. Another sign of a bear market occurs when a price decline
following a new bull-market high pushes a momentum indicator to
an extreme low that is well beyond anything seen in the previous
sixmonths orso. This implies that seliers now have the upper hand.
The fact that it is possible for the momentum indicator to plunge so
sharply and so deeply is by itself a sign that the character of the
market has changed. This is illustrated in figure 1.4. An actual
marketplace example is shown in chart 3.2.

Divergences

When price and momentum are moving in the same directicn, they
are said to be “in gear.” There is nothing important to be learned
from this state of affairs except that the trend is healthy. However,
when momentum does not confirm the price, beware: The prevail-
ing trend may be about to reverse. Inthe description of overbought
and oversold conditions we assumed that the oscillator peaks and
troughs at roughly the same time as the price. This is not often the
case, however. An equally likely possibility is that the momentum
indicator will turn ahead of the price. Think of a pen thrown into the
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Figure 1.4
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air. The pen reaches its point of maximum velocity the instant it
leaves the hand. It continues to rise—but at a slower and slower
rate—until it is overcome by the force of gravity. Only then does it
begin to fall back toward the ground. The same effect occurs
figuratively in the marketplace, where the price action is the pen
and the momentum indicator depicts the velocity of its rise in a
graphic way. Figure 1.5 looks at momentum in a slightly different
way. It shows the price appreciating in every period,—first in
increasing amounts, later in smaller increments. This example
shows quite clearly not only how the price continues to rise but how
the speed or velocity of the advance decelerates before the final
peak. Allthat a momentum indicator is trying to do, is measure this
acceleration and deceleration factor and present it in a graphic
format.

Figure 1.6 shows how this works in practice. Point A marks the
point of maximum velocity, but the price continues to rally at a
slower and slower pace until point C. This conflict between momen-
tum and price is known as a “divergence,” since the oscillator is out
of sync with the price. It is also called a “negative divergence,”
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because rising prices are supported by weaker and weaker under-
lying momentum. The deteriorating momentum represents an
early warning sign of some underlying weakness in the price trend.

In one respect markets are like houses: They take longer to
build than they do to tear down. Markets spend most of their time
advancing rather than declining. This means that the lead charac-
teristics of momentum indicators are usually more pronounced at
market peaks than at troughs. Even so, divergences also occur at
market bottoms where they are called "positive,” because momen-
tum hits bottom before price does. This phenomenon can be
likened to a car in neutral gear being pushed over a hill. As the
vehicle progresses down the slope, it gradually picks up speed, or
momentum. Then, as the gradient levels toward the bottom of the
hill, the car slows down. Even though the speed is decreasing, the
car continues to move before it finally slows to a halt. In this
example the speed of the car should be thought of as market
momentum and its position as the price. Positive divergences, as
shown in figure 1.7, tell us that even though a price is declining it
is declining at a slower and slower rate. In this instance, the
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Figure 1.7
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technical position is said to be “improving” or getting “stronger”.
Indeed, if you think a market is in the process of reaching its bottom
and you do not see a divergence, you may want to reconsider your
analysis, because most market bottoms are preceded by at least
one positive divergence.

It is very important to note that although they indicate either a
deteriorating or an improving market condition, divergences in and
of themselves do not signal that the prevailing trend has reversed.
That signal can come only from some kind of trend-reversal sign
generated by the price itself. This cue could take the form of a price-
pattern completion, a moving-average crossover, or some other
signal. When this occurs technicians say that the divergence has
been “confirmed” by the price.

Interpreting negative-momentum divergences can be com-
pared to watching a moving car that has a mechanical problem.
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The car has justbegun to make a clanking noise. Nevertheless, the
driver is still able to propel the car faster and faster because the
problemisin its early stages. To an observer from afar who cannot
hear the noise, it appears that the car is in great shape.

Similarly, in the case of a negative-momentum divergence a
market observer can see that the price is moving higher and higher.
Tohim it would seem that the trend is perfectly healthy. Indeed, the
fact that prices are advancing gives a misplaced sense of confi-
dence. Yet, if he could see that the underlying momentum is
deteriorating, he would be far more inclined to sell. By the same
token, the driver of the car, aware from the din under the hood that
some serious trouble was developing, would be inclined to visit the
repair shop or risk a breakdown. The lesson is this: If we accept
the premise that a malfunctioning car is likely to require more
attention the longer an engine problem is ignored, then we should
agree that the greater the number of divergences an indicator
shows the more serious the consequences of a reversal in trend
when it inevitably takes place.

Another sign of a mature trend occurs when the momentum
index moves strongly in one direction but the price fails to follow
through with any degree of gusto. This indicates that the price is
tired of movingin the direction of the prevailing trend; for despite the
strong momentum, thrust prices are unable to respond. This is an
unusual but nevertheless powerful phenomenon. Figures 1.8 and
1.9 indicate this phenomenum for both market tops and bottoms
respectively.

Significance of a Divergence

Divergences are significant for three reasons: their number, the
time span separating them, and the closeness of the momentum
reading to the equilibrium level at the final turning point in price.
Let’'s consider each one in turn.

Generally, the more divergences that occur, the greater their
significance. In the case of a market peak, a large number of
negative divergences indicates a trend that is undergoing a very
long and serious weakening process. We might think of this
situation as analogous to a sick person who needs to undergo
surgery but keeps postponing the operation. Timely medical atten-
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tion could soon remedy the problem, but the continual postpone-
ments only aggravate the condition. Hence, a cure becomes much
more difficult to attain, and the suffering increases commensurately.

The same can be said of negative divergences. The initial
divergence indicates a need for corrective action in the market, but
the failure of the price to respond indicates that fewer and fewer
informed investors are purchasing the security as more and more
uninformed buyers move in. This additional “distribution” means
that the corrective process, when it finally does begin, is likely to be
that much more severe. The same principle applies to positive
divergences at market bottoms. The more plentiful they are, the
stronger the technical position.

The time period separating the divergence is also important.
Usually, the greater the time span between the peak in momentum
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and the peak in price, the greater the significance. By the same
token, it is important to use a little common sense by relating the
series of divergences to the prevailing trend.

In figure 1.10, for instance, the actual peak in momentum
appears at point A1, but that momentum peak reflects the rally that
occurred between points Aand B. The divergences are important
from the point of view of the prevailing trend (i.e., the rallies
between C and D are B1, B2, and B3). This returns to the idea
discussed earlier of determining whether the trend you are analyz-
ing is short, intermediate, or long-term. For the purpose of this
example, we might make the assumption that the momentum
indicator reflects the short-term trend. Consequently, the A-B and
C-D price movements are really intermediate up trends. The thick
line represents an intermediate down trend. This means that it is
not really valid from the point of view of divergence analysis to
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compare peaks in the momentum of two short-term trends with two
different intermediate trends.

Thetype oftrend being monitored raises the final point concern-
ing the length of time separating divergences. If a trader is
analyzing short-term price movements he would expect the diver-
gences to take place over the course of a week or so at most. On
the other hand, an investor is primarily concerned with the primary
trend, so he would look for divergences associated with a momen-
tum graph constructed from an intermediate time frame. In this
case three divergences in an intermediate oscillator are obviously
more significant than three divergences in a short-term momentum
series.

It should be clear, that the length of the time span separating
divergences is a function of the trend itself. In other words, when
there are two, three, or four divergences within one short-term
trend, their primary significance rests in their relation to the next
short-term trend. Their secondary importance relates to the type
of trend under consideration. For example, divergences between
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intermediate trends have significance for the next primary trend,
whereas divergences in short-term momentum are important for
the next intermediate trend and so on.

Our final point concerning the importance of divergences
concerns the level at which the last divergence takes place. At
market peaks, rallies in a momentum indicator that are barely able
to move above the zero level are often followed by a very sharp
decline, as shown in figure 1.11. This is one of the few instances
in technical analysis when a clue hints at the character of the next
move. | must stress that such instances are not always followed by
a sharp drop. Remember: Technical analysis is far from perfect.
However, in most cases when weak momentum of this nature is
confirmed by a trend-break in the price, be on your guard for a
larger-than-normal sell-off.

The same principle, only in reverse, holds for market bottoms.
This occurs when the price hits a new low following a number of
positive divergences. Inthis case, though, the latest decline barely
takes the momentum indicator below the equilibrium point. When
the action has been confirmed by a positive break in the price trend,
an explosive advance usually follows, see figure 1.12.

Figure 1.11
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In summing up the significance of divergences, we could use
the following meteorological analogy. A woman leaves her house
inthe morning. As she steps outside she looks up to see a sky filled
with dark clouds. The woman naturally concludes that there is a
good chance of rain and takes an umbrella or raincoat with her as
an insurance policy against getting soaked.

The same scenario applies to money management. If you see a
number of negative divergences clouding the market, it makes sense
to bring along some “insurance.” This protection could take the forms
of modest profit-taking, tightening stops, or hedging your position.

Of course, it is quite possible for a high-pressure front to arrive
andblow the clouds away. The womanbelieves rainis in the offing,
but she does not actually know this to be a fact until she holds out
her hand, actually feels the drops begin to fall, and runs for cover
or puts up her umbrella. That's why it is of paramount importance
to wait for an actual reversal in the price trend to confirm that the
underlying momentum is weak.

Taking the analogy a step further, it is generally accepted that
the darker the clouds, the heavier the rain shower if it does
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materialize. The same is true for the relationship between price and
momentum. The completion of any given trendline price pattern
signals a reversal in trend. However, the more divergences that
precede this break, when combined with the other principles of
momentum significance discussed, the more emphasis is placed
on the significance and intensity of the break.

The Divergence Trap

Most ofthe time divergences proceed in a fairly orderly way. By this
I meanthat they get progressively lower or higher depending on the
direction of the trend. Then, just as you expect the price to drop as
at point A in figure 1.13, a final rally develops out of the blue.
Normally, this advance will push the momentum indicator back
above at least one of the two previous peaks, causing the wary
trader to surrender his bearish sentiment. Typically, this latest rally
will prove to be a “divergence trap” after which the price will thenfall
in the manner previously expected. This final burst will probably

Figure 1.13
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result from some unanticipated news event that causes short
covering. When the short-covering ends, there is very little to
support the price and down it goes. Figure 1.14 shows this same
phenomenon for a market in the process of bottoming.

Complex Divergences

Price trends are determined by the interaction of many different
time cycles. Most momentum indicators, however, reflect only one
cycle, since they are constructed using a specific time span. One
way to solve this problem is to overlay two different momentum
indicators constructed from two different time spans and compare
them. Normally, both series willmove in a broadly similar direction.
A divergence in the indicator signals an impending trend reversal.

Figure 1.15 shows two oscillators. Most of the time they are
moving in the same direction, which tells us very little. On the other
hand, when the shorter of the two reaches a peak and then falls
toward the zero level while the series with the longer time span

Figure 1.14
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Figure 1.15
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continues to rally to a new high, this indicates that the two cycles
reflected by the oscillators are “out of gear” with each other.
Remember the analogy of the car with the engine problem? The
concept of complex divergences works in a similar way.

There are several factors to consider in analyzing complex
divergences.

1. It is important to compare two time spans that are separated
by a long interval. In this sense the term “long interval” is a
relative one. By definition, what is lengthy for a short-term
trend will be brief for a long-term trend. For example, it makes
sense to compare two oscillators based on a 10- and 20-day
time span for a short-term trend because the indicators are
separated by a substantial time span. As a result, they will
reflect two totally different time cycles. If we compare a 10-day
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with a 12-day span, thiswould not be the case becausethe two
are so close that they would reflect price trends caused by
more or less the same cycle. A 10- and 12-week comparison
would also be counterproductive. Even though the two indica-
tors are separated by ten days by definition, they would be
trying to monitor intermediate-term price movements where a
time difference of two weeks is immaterial. In this respect chart
1.1 shows how the two series are far too similar to give us any
meaningful complex divergences. Compare this chart though
with chart 1.2, which shows a 12 and 30-day ROC where their
paths can move very differently. Note the complex divergence
in February 1992,

2. The peak in the longer-term indicator must be substantial in
relation to the shorter one. For example, if you are comparing
a 13-week oscillator with one constructed from a 26-week time
span, the latter should achieve a new high lasting at least six
months or longer.

Chart 1.1 Treasury Bonds 3-Month Perpetual Contract and a
10-Day vs. a 1 2-Day Rate-of-Change
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Chart 1.2 Toronto Stock Exchange Index and a

12-Day vs. a 30-Day Rate-of-Change
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. The oscillator with the shorter time span must be at the

equilibrium level or close to it when its longer-term counterpart
is peaking.

. Complexdivergences also occur at market bottoms, but in this

case all the conditions are reversed. In other words, the
indicator with the longer time span should be registering a
bottom of relatively long duration as its shorter-term counter-
part is rallying close to the equilibrium level.

. Perhaps most important of all, complex divergences must be

confirmed by a reversal in price. In figure 1.16, a complex
divergence appears at point A exactly as described above, but
the price continues to rally. In this instance, the divergence is
telling us that a large price movement is underway, but in this
case it is in the same direction as the previous one. Note that
in this situation no indication of a reversal in the price trend
itself was given.
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Figure 1.16
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Summary

1. Momentum is a generic term that comprises a number of
different indicators. It measures the rate at which prices rise
and fall, often giving advance warning of latent strength and
weakness in a specific price trend.

2. The principles of interpretation apply to all types of momentum
indicators to some degree or another.

3. Momentum interpretation can be broken down into three
primary areas; overbought/oversold, divergences, and mo-
mentum trend analysis.

4. Extreme readings and momentum divergences do not in and
of themselves represent actual buy and sell signals. These
can come only from a trend-reversal in the price itself. Mo-
mentum characteristics do, however, emphasize the signifi-
cance of price signals when they are given.
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Some General Thoughts

Momentum, like price, moves in trends. This means that the
techniques used for analyzing price trends can be used for apprais-
ing momentum trends. Despite this fact, we must still keep in mind
that a trend reversal in momentum is usually, but not always,
associated with a similar reversal in the price. Occasionally, an
analysis of an oscillator trend will accurately tell us that momentum
has reversed, and a reversal in price may indeed follow. However,
the lag between the signal of a reversal in momentum and the
actual turning point in price may be so great that trading decisions
based on this signal will be unprofitable.

In this chapter we will consider some technigues for analyzing
trend reversals that can help us to better understand the momen-
tum process.

Trendlines

Trendlines are perhaps the most easily invoked tool of technical
analysis. After all, it is a relatively simple matter to pull out a ruler
and draw a line connecting a series of peaks or troughs. Despite
its simplicity, the effectiveness of this approach never ceases to
amaze me. Figure 2.1 represents a momentum series where it is
possible to construct a trendline joining several momentum bot-
toms. The figure shows that when the trendline is violated, the
uptrend in momentum is reversed. Of course, this tells us only
about momentum and nothing about the trend in price. For this we
must try to isolate some kind of trend reversal as well. | have found
that one of the most effective technigues for this is to try and match
a violation of the trendline in momentum with a similar violation in
price. When both are penetrated, the market usually reverses trend
or, at the very least, consolidates for a while. In effect, the
momentum signal represents additional confirmation in our “weight
of the evidence" theory of trend reversals discussed earlier.
When trendlines are violated one of two things normally hap-
pens. Either the price trend reverses, or it halts temporarily before
resuming. In momentum analysis a reversal in the momentum
trend is more likely than a consolidation. The nature of a momen-
tum trend accounts for this likelihood. Whether the direction of the

28
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Figure 2.1
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market's momentum is up or down, the trend requires increasingly
faster velocity in order to continue. By definition itis farmore difficult
to maintain rising or falling velocity than rising or falling price.
(Remember the example of the pen thrown in the air in chapter 1.)
It is normally a wiser choice to assume that a trendline violation in
momentum signifies a reversal rather than a consolidation in the
trend of momentum.

The Significance of a Trendline

Any trendline obtains its significance from a combination of three
factors: its length, the number of times it has been touched or
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approached by the price (orin this case the oscillator), and its angle
of ascent or descent. Let's examine each of these factors in turn.

If we make the assumption that a trendline is a graphic way of
portraying the underlying trend, then it follows naturally that the
longer the period used when constructing the line, the more
significant the trend. Since reversals of long trends have greater
significance than reversals of short trends, the same must hold true
for the length of the lines reflected by these trends. For the
purposes of this discussion it is assumed that the line remains
inviolate.

Figure 2.2 shows that a trendline really represents a support
and resistance point, depending on whether the line is rising or

Figure 2.2
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falling. The more a line has been touched or approached, the
greater the significance of that line as a support or resistance point,
hence, the greater the implication of its violation. A line that has
been touched or approached only twice has nowhere near the
importance of one that has made contact with an oscillator (or the
price) four or five times. We tend to think of support and resistance
as horizontal levels, but trendline analysis points to the fact that
support and resistance can alter their levels with the passage of
time. A good trendline reflects this phenomenaon.

Finally, the angle of ascent or descent is important in assessing
the significance of a line. In figure 2.3, the dotted line AB represents
a very steep slope. A trend in price that rises sharply is less
sustainable than one which rises in a gentle fashion. This means
that trendlines constructed with a sharp angle of ascent or descent
carry less weight than ones drawn with a smaller angle. Just think
of a runner racing to victory in the 100 meters. He can keep up this
speed for a short period but could never maintain such a pace for
along distance race. Markets actin the same way. They can sprint
for short periods, but then they have to rest. A signal based on this
quick dash will be less significant than one showing a price trend

Figure 2.3
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that has advanced slowly over a much longer period. We can
conclude that if there is any time when it is wiser to assume that the
violation of a line will be followed by a consolidation as opposed to
a reversal in trend it is when an un usually steep line is penetrated.
In this instance the dotted line AC in figure 2.3 has much more
significance, since it has a much lower angle of ascent.

Most people disregard a trendline once it has been violated. |
believe this to be a mistake, since an extended trendline has as
much significance as it did prior to the violation. In figure 2.4, we
can see that after trendline AB was penetrated the momentum
indicator fell. It subsequently rallied and found resistance in the
area of the extended line. If the line was important prior to the
violation, it will be equally as important after it. The trendline’s role
merely shifted from one of support to one of resistance. It works the
same way in the real world. For example, if you jumpon a floor and

Figure 2.4
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the floor gives way, you will fall through to the level below. From
your new position the ceiling has become a barrier. In other words,
it was support; now it's resistance.

When a momentum series experiences a rally such as the one
shown in figure 2.4, most traders naturally assume that the pen-
etration was a whipsaw. However, if they had taken the trouble to
extend the line, they would have discovered that the return point
was an excellent place for anticipating a price decline. Figure 2.5
depicts the same type of situation, but in this case the line shows
a reversal from a downtrend to an uptrend.

Obviously, these rules are general in nature. They need to be
applied with both eyes open and with a dose of common sense. It
is not impossible for a severe market decline to follow the penetra-
tion of a short, sharp, momentum trendline that has been touched
twice. Nor is it impossible for an explosive rally to develop from a
similar set of conditions. However, by and large you will find that the
penetration of lines that contain the elements of the three factors
discussed will generally be followed by a commensurately signifi-
cant move in momentum and price.

Figure 2.5
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Measuring Objectives

In some instances when dealing with trendline violations in price,
It is possible to come up with measuring objectives. This concept
can also be applied to momentum analysis. For instance, it is a
normal practice to measure the maximum distance between the
trendline and the price (Point AA1 in figure 2.6) and extend it
downwards at the point of penetration (Point AA2). (The process
would be reversed for a down trendline as in figure 2.7.)

Figure 2.8 shows this same approach applied to an oscillator.
Of course, the measuring objective only has implications for the
oscillator, but quite often momentum and price reverse simulta-
neously. Moreover, these measuring objectives sometimes repeat
several times and also serve as important pivotal points, as shown
in figure 2.9. In all these examples the measuring objective should
be used as a possible turning point or an additional piece of
testimony in our weight-of-the-evidence concept. Since the reli-
ability of this technique is somewhat limited it should neverbe used
in isolation as a basis for making a forecast.

Generally, the more significant the momentum trendline, the
stronger the possibility that it will be followed by an important
reversalin price. Ifthe trendline for price is just as impressive, then
the odds of a major reversal relative to the time span under
consideration will be that much greater.

Figure 2.6
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Figure 2.9
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Price Patterns

One of the basic price-reversal techniques used in technical
analysis is price formations, or price patterns. These same tech-
niques also can be applied to momentum analysis. Price forma-
tions do not occur very often in oscillators, but when they doiit's time
to sit up and pay attention, because the formations carry great
portent for future price activity. | wantto stress once again that the
momentum reversal is just that, a reversal in momentum, not in
price. However, when a reversal is confirmed by a price break, it
almost always has important consequences for the market under
consideration.

Price patterns in momentum indicators take the standard
forms: rectangles, head-and-shoulders, triple tops, triangles, and
so forth. The same principles used in price analysis also apply. For
example, any formation gains its significance from its size and
depth. However, since trends in momentum are, generally speak-
ing, less sustainable than trends in price, momentum configura-
tions are not generally as large, and they are certainly far less
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plentiful. Figures2.10and 2.11 show several possibilities for both
rising and falling markets.

These figures also connect the breakout point of the momen-
tum pattern with the trend reversal signal in the price. It is very
important to understand that there is usually a lag between the
point when the price formation in the momentum indicator is
completed and the actual reversal in the price. The momentum
series nearly always gives an advance warning that the underlying
technical picture is improving or deteriorating.

One very important principle applies more to momentum forma-
tions than formations that develop in a price series: A pattern must
have something to reverse. Consider, the situation in figure 2.12
where a breakout from a reverse head-and-shoulders pattern
occurs close to an overbought line. Based on the material dis-
cussed in chapter 1, this is a point at which we should be thinking
more about selling than buying, yet this particular configuration is
indicating a “buy.” In this case a good rule to follow is this: A “buy”

Figure 2.10
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or “sell” signal is less reliable the closer it occurs to an extreme in
a momentum indicator.

In effect, the rule is telling us to use a little common sense, and
not to blindly assume that every price-pattern breakout will result
in a reliable move. As a general guideline, | tend to ignore upside
price breakouts in momentum that occur much above the equilib-
rium line and downside breakouts that develop much below it. In
conclusion, price patterns are a fairly rare occurrence in oscillator
series. Provided they are not formed near an overbought or
oversold zone, it certainly pays to respect them.

Peak and Trough Analysis

The central building block of technical analysis is the concept that
a rising trend consists of a series of rising peaks and troughs and
a falling one of declining peaks and troughs, as represented in
figure 2.13. When the prevailing trend of rising tops and bottoms is
broken and the price experiences a lower peak and lower trough,
it is assumed that a new downward trend is underway, and vice
versa. The significance of this new trend will depend directly on the
nature of the rallies and reactions. If they are of an intra-day variety,

Figure 2.13
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the reversal will be very short-term in duration. On the other hand,
if the peaks and troughs are associated with rallies and reactions
lasting six weeks or more, then it will be of a primary-trend in nature.

Peak and trough analysis also can be applied to momentum
indicators. Infigure 2.13 we see a series that is at firstin an uptrend
because each succeeding peak is higher than its predecessor.
Then a rally develops, which for the first time fails to exceed its
predecessor. During the next reaction the indicator falls below the
previous bottom at Point X; the series of rising peaks and troughs
has now reversed. This downtrend remains in force until the
fluctuations signal rising peaks and troughs again at Point Y. This
simple technique signifies only that the trend in momentum may
have reversed. It is not a signal that the price trend itself has
changed direction, although in most instances it will. | should add
that although this is a legitimate technique for both price and
momentum analysis, it appears to be more reliable for the former.
In most instances trendline analysis is the most reliable method for
identifying momentum trend reversals.

Some traders do not wait for a reversal in both rising peaks and
troughs before concluding that the trend has reversed. Instead,
they treat the break to a new low, at point X in figure 2.14, as the
indication that the trend has changed direction. The same would be

Figure 2.14
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true in reverse at point Y. My view is that this represents half a
signal because at X, the rising peaks are still in force, only the
troughs have been broken. However, if there is other evidence to
back up this half-signal, it is perfectly legitimate to use it. My
preference, all things being equal, is to wait for the trend of both
peaks and troughstoreverse (point Z), since oscillators in their raw,
or unsettled, state tend to be far more random in nature than
movements in the price. Because of this it makes more sense to
rely on trend-reversal signals that are more reliable.

Advance Breakdowns and Breakouts

Occasionally, an indication of an impending trend reversal in price
occurs when the momentum indicator breaks a series of rising
peaks and troughs, but the price indicator does not. In figure 2.15
we can see that the oscillator breaks below its previous bottom at
Point A, but the price does not. What often happens in such
instances is that the next rally in price proves to be the final one for
that specific trend. | term these momentum failures “advance
breakdowns,” because they represent very subtle warnings that
the trend in momentum has reversed. Figure 2.16 depicts a
reversal from a downtrend to an uptrend signalled by an "advance
breakout.” The principle is identical, only the direction is reversed.

Moving Averages and Momentum Indicators

Because raw momentum indicators are often quite jagged and
seemingly random affairs, the practice of smoothing them with
moving averages has evolved. This makes it easier to get a better
sense of the underlying momentum trend.

There are several ways to determine a moving average. The
most obvious is to calculate some form of moving average of the
oscillator, using the crossover points as indications of where the
momentum trend has reversed, asinfigure 2.17. This method is not
generally successful, because the momentum series is so jagged
that it generates more whipsaws than reliable signals. This hap-
pens because purely random factors have greater influence on
short time spans than they do on longer ones. Therefore, this flaw
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typically recedes in importance as the time span of the raw
momentum series increases. For example, an oscillator based on
a 5-day time span is more likely to be affected by rumors and
manipulation by floor traders than one calculated over on a 30-day
period. Such biases are nonexistent if the period under consider-
ation is a year ormore. This is not to imply that long-term time spans
are perfectly free from irregular fluctuations, merely that they are
less likely to be subject to them.

A secondary influence will be the type of security being moni-
tored. Take pork bellies, they are notoriously volatile, much more
so than, say, three-month Treasury Bill contracts. As a result, we
may well find that it is possible to discern some kind of trend using
a moving-average crossover over a 30-day time span for the
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Treasury Bill prices than we can for pork bellies during the same
time period. Once again we see thattechnical analysis requires the
application of a little common sense and experimentation.

The position of the momentum indicator at the time of the
crossover is also an important contributing factor to the reliability of
the signal. The farther from the equilibrium line an indicator is, the
more difficult it will be to maintain that particular trend. Conse-
quently, the more extreme the momentum reading atthe time of the
crossover, the more reliable that crossover is likely to be. In figure
2.18 we see four crossovers, all from an overbought or oversold
extreme. Note that the last one failed.This example was used
deliberately to indicate that every rule in technical analysis is
broken from time totime. Itagain emphasizes the need and indeed,
the requirement to consider the position of several indicators in a
weight-of-the-evidence approach that emphasizes consensus.

The reliability of crossovers also can be improved by increasing
the time span ofthe moving average, but even here problems arise.
This is because the choice of a moving average is always a trade-
off between sensitivity and reliability. Consequently, while a longer



44 Martin Pring on Market Momentum

Figure 2.17
Price
o Whipscre Signoks
Mamentum Buy — b

time span always means that buy and sell signals are more reliable,
in the case of raw oscillator data where volatility reigns supreme,
it is doubtful that enough whipsaws can be filtered out to make the
trade-off profitable.

My view is that moving averages should be used in a specific
andnotin a general way. By this | mean that you must examine the
relationship between momentum and the price of the security being
monitored along with the time span being used in determining the
moving average. As long as the movements in the raw momentum
data are not too jagged, as in a 12-month rate-of-change analysis
of most stock and bond markets, it is possible to use the moving-
average approach. On the other hand, it is unlikely that you will be
able to find anything that works successfully in the day-to-day
combat of the futures pits. Other concepts are, | believe, more
practical and reliable for short-term trading.

There are four ways to use moving averages to greater advan-
tage in momentum analysis. They are: (1) double moving average
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Figure 2.18
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crossovers, (2) a change in direction of a moving average, (3) a
predetermined benchmark crossover, and (4) the construction ofa
moving-average derivative. Let's examine each of them.

Double Moving Average Crossover

This approach deals with the problem of misleading moving-
average crossover signals, described earlier in this chapter, by
calming the raw oscillator data with a short-term moving average.
Signals are generated when the short-term average crosses above
and below its long-term counterpart. This concept is shown in
figure 2.19. As you can see, the large number of whipsaws that
would have occured around the time of the second sell signal are
filtered out, yet the system does not lose much in the way of
timeliness. This method forms the basis of the trend deviation and
Moving Average Convergence Divergence (MACD) indicators that
are discussed in chapter 4.
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Figure 2.19
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We have established that moving-average crossovers of raw
oscillators are often quite useless due to their numerous whipsaw
signals. However, if the moving average itself is considered, it is
apparent that a change in its direction offers a promising approach
for providing reliable and timely signals for momentum-trend
reversals. (see figure 2.20.) There are two points here worth
expanding. First, the quality of the signal will depend on the relative
distance of the turning point from the equilibrium level. The further
the distance, other things being equal, the more significant the
signal. Second, in many instances a moving average will still be
unable to remove all of the volatility. Consequently, several false or
“late” signals will be triggered. On the one hand, this is a disadvan-
tage, because we were looking for a method that gives us a few
reliable but relatively timely signals. On the other hand, it is an
advantage because it is often possible to observe divergences
between the smoothed momentum and the price series. In effect,
the smoothing gives us a bird's-eye view of specific rallies and
reactions in momentum. In this way it is easier to spot trends
showing improving or deteriorating momentum. In some cases it is
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even possible to construct trendlines joining a series of peaks or
troughs in the moving average. When violated, these lines will
generally carry greater significance than those constructed from
the raw data over a similar time frame.

If the smoothed momentum series fails to give reliable signals
from a change in direction and the object of the exercise is to make
it do so, then the solution is either to expand the time frame or
smooth the average with an additional exponent. | will explore the
possibilities of using specific spans for specific trends in later
chapters.

Overbought/Oversold Crossovers

There are other ways in which long-term moving averages can
signal reversals in the momentum trend. One approach is to
establish overbought and oversold levels. As discussed in the
previous chapter, this is typically done on a trial-and-error basis
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with the specific security being monitored. The buy-and-sell indica-
tions are given when the average moves through one of the
extremes and then recrosses it on its return journey to the equilib-
rium level. These points are indicated by the arrows in figure 2.21.
The main drawback of this method is that very often price
fluctuations in the security in question are of insufficient magnitude
to enable the momentum indicator to reach an extreme. In such
instances a buy signal is generated, but there is no countervailing
sell signal, and vice versa. This means that this type of approach
is not appropriate for a mechanical trading system unless subsid-
iary rules are developed to account for such situations. Neverthe-
less, it can be of invaluable help in picking out reliable buy-and-sell
points in a more general way. Pay attention to these signals when
they occur and use the indicator in the weight-of-the-evidence
approach. Do not necessarily wait for a countervailing signalto take
you out of the market because it may very well fail to materialize.

Figure 2.21
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Equilibrium Crossover Signals

Another signal-generating possibility comes from an equilibrium
crossover as shown in figure 2.22. Buy alerts are given when the
indicator moves above zero and sell signals when it moves below
zero. This method avoids the problem of countervailing signals
from the overbought/oversold crossover technique, but unless the
selection of a moving average is made very carefully there is a
chance that most of the signals could be quite late. It is also
possible to use this technique for unsmoothed oscillator data but
unless the time span is chosen very carefully, you will find that there
are a substantial number of whipsaws.

Figure 2.22
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Derivatives of Moving Averages

This process involves a “double smoothing,” which is a moving
average of a moving average. It is even possible to take the
process a step further by smoothing the result for a third time.
There is no end to the possibilities, but also remember there is no
Holy Grail. It is usually best to keep things as simple as possible.
Interpreting indicators based on these types of calculations is the
same as interpreting them for a simple moving average. Signals
can be generated by changes in direction, moving-average cross-
overs, overbought/oversold crossovers, zero crossovers, and so
on. Research is the key. Examine several markets over a long
period of time—2-3 years for daily data, 10-20 years for weekly
figures, and 20-30 years for monthly statistics—to make sure that
the method you have chosen works in practice.

Summary

1. Trend-determining technigues, normally used to ascertain
price trends, can be applied to momentum indicators. These
include trendlines, price patterns, moving averages, aswell as
peak-and-trough analysis.

2. Trend reversals in momentum are usually followed by a trend
reversal in the price, but normally with a lag between the two.

3. Always make sure that trend reversals in momentum are
confirmed by price action.

4. Since raw momentum figures can be quite jagged, it is usually
a good idea to incorporate some form of smoothing into the
analysis.
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Introduction

Rate-of-change (ROC) is probably the easiest momentum indica-
tor to construct. Do not let this fact lead you to believe that ROC is
inaccurate, because this indicator is definitely one of the most
effective. Many people believe that a mathematically simple for-
mulaisinferiorto acomplex one because of its simplicity. The facts,
however, disprove this belief.

We often use complexity as a crutch to substitute for simple
reasoning. This inclination is certainly evident in the practice of
technical analysis, where a belief exists that if an indicator is
constructed from a long and complex formula, it is somehow more
likely to signal the precise turning points that we all crave. Unfor-
tunately, this is a myth. There are no indicators that can consis-
tently and mechanically generate profitable buy and sell signals.
Donottoss aside anindicator justbecause itis simple. Reject it only
when it consistently fails.

Construction

Rate-of-change compares today's price with yesterday’s. For
example, a 10-day ROC is calculated by comparing the price today
with the price of 10 days ago. Tomorrow's price would be compared
with that of 9 days ago, while the price the day after tomorrow would
be compared with the price of 8 days ago, and so forth. The result
is then plotted as a continuous series that oscillates above and
below the equilibrium level. Table 3.1 shows how this calculation
would be done for a 10-day rate-of-change.

Scaling for the ROC takes one of two forms. In figure 3.1 the
equilibrium line is plotted at zero. Positive periods appearas +1, +2,
etc., while negative periods are represented as minus numbers.
The alternative, shown in figure 3.2, is for the equilibrium level to
be plotted as 100 and positive and negative numbers to appear as
percentages. Readings in excess of 100 indicate arising trend, and
those below it indicate a negative one. From an interpretive point
of view it is immaterial which method of scaling is used because the
general movements are identical. | prefer to use positive and
negative numbers rather than the percentage method, since this
gives a better sense of bullish and bearish tendencies. In any

g2
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Table 3.1
Date Price (A) Price 10 days ago (B) ROC (A + B) x 100
Jan 1st 80
2nd 81
3 83
4 80
5 78
8 82
9 84
10 87
11 91
12 95
15 94 80 117.5
16 90 81 112.5
17 89 83 107.2
18 86 80 107.5
19 B4 78 107.6
22 82 82 100.0
23 81 84 96.4
24 BE6 87 91.9
Figure 3.1
+3
42
+1
0
-1
=2
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Figure 3.2
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event, the scaling will probably be decided by the type of computer
software you use. The comparison in the ROC calculation can be
done either by subtraction or division. In several charting software
packages this method of ROC calculation is called the “momen-
tum” indicator.

In this case the formula is M = V — Vin, where V is the latest
closing price and Vn, the closing price n periods ago. If the two
prices are identical, the momentum oscillator would be plotted right
at the equilibrium, or zero line. If the latest price were greater than
the price n periods ago, then the oscillator would be in positive
territory (i.e., above the equilibrium line). If the latest price were
smaller than the price n periods ago, then the oscillator would be
plotted below the equilibrium line.

My personal preference is to use the division method, because
the division calculation gives you a sense of proportion. It is a
known fact that price trends in markets are as much a function of
psychology as is any other element, and market psychology tends
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to move in proportions. Garfield Drew, a well-known writer and
technician, once said that “stocks don't sell for what they are worth,
they sell for what people think they are worth.” There is consider-
able merit to this observation, as anyone who has experienced
irrational price movements will testify. | emphasize the word
“irrational” because most of us think that the markets are irrational
when they move in the opposite direction to our position or where
we think they ‘ought’ to go. More specifically, though, the term here
reflects the fact that investment and trading ideas often take the
form of fads, fashions, or phobias that later prove to be illogical.

In any event, the idea that prices are determined by the attitude
of traders to the emerging fundamentals means that markets are
subject to collective mood swings from fear to greed. Going one
step further, we could say that these emotions are subject to
proportional swings that can be monitored by the ROC indicator.

This is precisely why the division calculation is superior to the
subtraction method. The division method permits a realistic com-
parison between different securities as well as the same security
during different time periods. For example, if you were to compare
the performance between a $10 and $100 stock using the subtrac-
tion method, the ROC would give you distorted results. This is
because a $2 move in the lower-priced stock represents a 20%
movement, whereas it reflects only a 2% price change in the more
expensive equity. A rally in the former security would generate an
extreme overbought reading on a 10-day basis, but it would create
hardly a ripple in the $100 equity.

The same principle applies when we compare the performance
of a security over two different time periods when the value of the
security has changed considerably between periods. Let's look at
the technical characteristics of Wal Mart stock over a 20-year time
span between 1972 and 1992. This stock appreciated well over
tenfold in price during this period. Consequently, comparing a $1
move inthese two periods using the subtraction approach would be
quite meaningless. This is a case where the division method is far
superior, since proportional price moves are represented by an
equal rise or fallin the oscillator, regardless of the level of the actual
price.

For short-term traders who rarely look at charts covering
anything more than, say, a 100-day time period, the subtraction
method is unlikely to give any significant distortions. Therefore,
using either the subtraction or division method of calculating the
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ROC indicator will produce results that are more or less identical.
However, if you are comparing two or more stocks or two periods
for the same security in which the price is significantly different,
then | recommend using the division method.

Overbought and Oversold Levels

The ROC indicator lends itself handsomely to overbought and
oversold interpretation. The problem is that there are no hard-and-
fast rules about where the lines should be drawn, since the
magnitude of the oscillations will vary according to the volatility of
the underlying security and the time span being considered.
Generally, the longer the time span, the greater the higher and
lower readings, or extreme, in the oscillator.

For this reason overbought and oversold lines are constructed
on the basis of judgement. Wherever possible it is important to
place them equidistant from the equilibrium level. This is because
fear and greed tend to move in proportion and should be repre-
sented graphically to reflect this fact. In instances where the
security being monitored is in a linear trend, this is not always
possible. A “linear trend” is defined as a trend whose corrections
are mild or almost nonexistent. Chart 3.1, shows the 1980's bull
market for the Nikkei.

Note how relatively easy it was to construct an overbought line
at the +20% level. However, plotting an oversold line at the
proportional eguivalent of —20% would have served no useful
purpose, since the oscillator failed to decline to that point during the
whole period. It would have been better to place the oversold line
at —10%, where reversals would have at least given us some
indication of when a correction ended.

Chart 3.2 shows the same market, only for a different period.
Negative long-term momentum characteristics would have offered
some indication that the main trend was in the process of reversing.
Butthe decline in the 13-week ROC in early 1990—which read well
below its "normal” oversold readings of the 1980's—would have
confirmed that something was happening totally beyond the nor-
mal experience of the bull market. This type of extremely weak
momentum was discussed in chapter 1. Note that after 1990 it is
now possible to construct a meaningful oversold line at —20%.



Rate-of-Change

Chart 3.1 Nikkei Weekly and a |13-Week Rate-of-Change
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Remember the analogy of the dog on the leash in chapter 1?2
Ideally, we want the plotting of the overbought/oversold extremes
to correspond to the limited lengths that the dog can wander when
he comes to the end of his leash. Unfortunately, the ROC oscillator
acts like a rubber leash, allowing the extremes too much flexibility,
so it is necessary to be a little creative. Conceptually, the lines
should be drawn at such a level that they encompass as many large
rallies and reactions as possible, yet do not include so many
fluctuations that they dilute the meaning of the terms “overbought”
and “oversold.” This is very much a trial-and-error process based
on your own judgement and common sense.

Itis impossible in a book of this kind to give you precise pointers
on how to accomplish this, but let's at least take a look at a couple
of examples. In chart 3.3 | have drawn in an overbought level at
about 50%. Since this is constructed at a point that includes only
the unusually large 1987 summer rally, it is unlikely to be reached
again except in the most unusual circumstances. It would, there-
fore, make more sense to ignore this freak condition and draw the
overbought/oversold lines at about +/-20%. Now, most reversals
in the indicator occur as they reach the line which is exactly what

Chart 3.3 Silver Weekly and a 12-Week Rate-of-Change
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we want. In chart 3.4, on the other hand, the lines are constructed
at the +/—10% level, which clearly includes almost every twist and
turn. While the oversold line ‘works’ pretty well the overbought line
is relatively useless in signaling trend reversal points.

Finally, in chart 3.5 the lines have been drawn at levels that
represent a realistic compromise. In practice, you will discover that
a substantial number of these overbought/oversold lines will turn
out to be a compromise. But as long as they reflect most of the
turning points in price, they will be of invaluable help.

Choice of Time Spans

This section has been subdivided into the three types of trends:
short, intermediate, and long. While several ROC time spans are
suggested, it should be understood that there is no one span that
applies perfectly to all occasions. It is always possible to find a
length that works for a precise period in time for a specific security.
However, this success would reflect a specific situation that oc-

Chart 3.4 Commerzbank Index Weekly and a
10-Week Rate-of-Change

rE00

Commeszbank Index e 2 .n.\_‘.-ll i

2000 r'l\l'lll'u\ !"'m-»l"1L Py - oy HH‘ L i | zaoa
"_H i Y oo 0

£ L)

J
| / e
T i ol

Y

4, )’J/ |
y0
1000 ..\/""N T, 18

T TuE T e T »s Yy T 3z

1_{] Week Hate-o-Change i R This Ane catchps foo ] as .o

M '
3 m Je o
|

Tak

=@

-l |

=50 ———

L] e L] i = LT iLE ) g ‘81 L



&0 Martin Pring on Market Momentum

Chart 3.5 Commerzbank Index Weekly and a | 0-Week Rate-of-Change
with Adjusted Overbought/Oversold Lines
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curredinthe past and would be of doubtful practicality for predicting
the future. On the other hand, it is not possible to find a time span
that is satisfactory in all markets at all times. This means that we
need to confine ourselves to those periods that work well most of
the time in the majority of markets. The concept of compromise
once again comes to the fore. The following suggastions, then, are
made with that proviso.

Short-Term Trends

Excluding hourly intraday trends, short-term market movements
typically extend 3—6 weeks but can be as short as 5 days and be
as long as 45 days. Since this covers a fairly wide range, there are
several possible time frames that can be chosen. The most popular
are spans of 5, 10, 12, 14, 25, 28, and 30 days. The 5-day ROC is
used to monitor extremely short-term price movements lasting
between 7 and 10-days. The 12-day span is used for trends
extending between 15- and 25-days. In this respect, | prefer a 10-
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day span because it encompasses two weeks of normal trading
data. The 25, 28 and 30-day span is used for short-term trends in
excess of 25 days. Many analysts claim that the lunar cycle of 28
days has a strong psychological effect on the markets, which
perhaps accounts for the fact that these three spans seem to work
so well. We know, for example, that hospitals report that more
accident-prone people appear in theiremergency rooms during the
full-moon period of the month than at any other time, so is it not
unreasonable to believe that the lunar cycle also has some
influence on the psychology that determines price trends in mar-
kets. The only problem is that the lunar cycle includes weekends
and holidays (28 days) whereas momentum indicators are based
on trading days i.e., about 20 per cycle.

Even so, this is only one of a number of cycles that are
simultaneously affecting prices at any one time. Consequently,
analysis should notbe limited to oscillators based on onetime span
but should include other periods in order to obtain a more complete
picture of what is happening. For example, a trader may be using
a 5-day ROC as shown in the second panel in chart 3.6. Because
of its brief time span, this indicator easily moves between the
overbought and oversold extremes. However, just because the
cycle reflected by the 5-day ROC is oversold the price will not
immediately react to the downside. Much of the price action will
depend on the position of additional short-term cycles. This is why
it is often a good idea to monitor several different ROC indicators
simultanecusly.

Chart 3.6 further demonstrates this point. In mid-June the 5-day
ROC was oversold. Based on the other market turning points,
when this series was moving back toward zero from an overbought
or oversold zone, it would have been reasonable to anticipate a
rally. One did not materialize, however, because the 30-day series
was still overbought and clearly putting substantial downside
influence on the price. This was not the case at the August bottom
when both series were showing an oversold reading.

Another reason why it makes good sense to compare several
ROC time spans is that some series may be giving extremely
strong signals of an impending trend reversal while others may not.
In chapter 2, | pointed out that price patterns are a fairly rare
momentum phenomenon. When they do appear in the charts
though, their trend reversal implications are quite significant. If the
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Chart 3.6 CRB Index and Two Momentum Indicators
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analysis is limited to just one oscillator measuring one time span,
the overall picture may be missing a key element. However, if
several time frames are considered it may well turn out that one of
the oscillators is in the process of completing a price formation, a
quadruple divergence, or a very significant trendline break. What-
ever the signal, if it is a significant one, it will give us a more explicit
indication that the prevailing trend may be about to reverse.

We can take this even one step further. The odds that the price
is about to reverse its trend increase significantly if two, or even
three different time spans are simultaneously giving strong signals
that a reversal in the momentum trend is imminent. An example is
shown in chart 3.7. Note the impaortant top in the mark at the
beginning of 1992.

Intermediate-Term Trends

Technical lore has it that intermediate trends range in length from
as short as three weeks to as long as six months, sometimes a little
longer. | like to use ROC time spans that reflect calendar quarters
or fractions thereof. This involves spans of 6, 13, and 26 weeks.
The intermediate time frame can also be expanded to include a 39-
week ROC, but this length of time is better utilized to monitor long-
term trends that are below average duration. The same is true of
the 30-day short-term ROC and the 6-week intermediate ROC (i.e.,
when expressed in 5-day trading weeks, both reflect an identical
time span). Calendar quarters are useful, | believe, because they
reflect the seasonality of the year and therefore the dominant
cycles that influence intermediate trends.

The same concept of comparing several ROC indicators of
varying time spans discussed previously can be applied to interme-
diate analysis. In this respect, chart 3.8 shows the relationship
between the 6, 13, and 26-week ROC indicators for the S&P
Composite between 1981 and 1983. Note how all three are in gear
at the major 1982 low.

Long-Term Trends

Most people understand the long-term trend to mean a primary bull
or bear market. This implies a cycle that extends for approximately
four years from trough to trough. In fact, the 4-year cycle, which has



64

Martin Pring on Market Momentum

Chart 3.7 Deutsche Mark Daily and Three Momentum Indicators
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Chart 3.8 S&P Weekly and Three Momentum Indicators
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been modeled onthe U.S. business cycle since the early part of the
19th Century, is 41 months.

The most commonly used long-term time frame is a 12-month
ROC. The annualized rate-of-change is a useful measure because
it eliminates all seasonal variations. For very seasonal markets,
such as heating oil or agricultural commodities, seasonal factors
can have a very important influence. Since the year also comprises
52 weeks, it too can be used in ROC calculations.

| have found that the 39-week (9-month) time span is often a
very useful interval to follow. Some analysts have argued that this
is an important emotional period because it is the length of the
natural cycle in a woman's pregnancy. That, after all, is the first
cycle that any of us experience. In many instances, | have found
that this 9-month period brings out momentum characteristics that
are superior to those highlighted by a 26 or 52-week ROC. Chart
3.9 featuring the weekly gold price is a fine example. Commonly
used long-term ROC spans also include 18 and 24 months.
Multiples of annualized rates-of-change in the form of 36 and 48-
month spans occasionally supplement the analysis.

Chart 3.9 Gold Weekly and a 39-Week (9-Month| Rate-of-Change
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The idea of monitoring several indicators based on different
time spans is just as relevant to long-term trends as it is short and
intermediate trends.

Trendline Construction

ROC indicators lend themselves to trendline construction as much
as any other momentum indicator. The principles discussed in
chapter 2 are, therefore, quite relevant. One note of caution arises
from the fact that ROC indicators are on our rubber leash, where
they occasionally move to unusual extremes that are well beyond
the normal overbought or oversold levels. This meansthatitis often
quite easy to construct a very steep trendline joining two or three
reversal points. Since the lines have a very sharp angle and the
extreme connecting point (point A in figure 3.3) is somewhat
random in nature, some degree of caution should be exercised in
the interpretation of such violations. Often it is better to construct
a shorter line, such as CD, at a less extreme angle of descent,
provided it has been touched or approached on at least two

Figure 3.3
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occasions. These same principles would hold in reverse following

an unusually severe selling climax.
Chart 3.10 shows how the joint penetration of an ROC and price

trendline often gives valuable buy and sell signals. Always remem-
ber that a price trendline violation often occurs well after the
momentum violation. More reliable signals seem to develop when
the trendline for either price or momentum is violated simulta-

neously with the completion of a price formation.

Price Patterns

With the possible exception of the RSI, price formations probably
occur more in ROC oscillators than in any other indicator. Ex-
amples of this phenomenon in action are shown in chart 3.11.
Always remember to look at the level where the breakout occurs.
A completion pattern that develops near an overbought level in a
rising trend is far less likely to work than if it takes place at an
oversold or even neutral level. The opposite is true for a reversal

in a declining market.

Chart 3.10 GTE Corporation and a 39-Week Rate-of-Change
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Chart 3.11 Swiss Franc and a 12-Day Rate-of-Change
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The principle of “commonality” can also have an important
effect on price patterns. The commonality principle states that the
more a specific characteristic can be observed, the greater the
significance when the trend reverses. For example, if the ROC
indicator of one stock in an industry group was tracing out a head-
and-shoulders formation, this would imply either that the company
itself was heading for trouble or that the whole industry was in for
bad times. On the other hand, if the majority of the stocks in the
industry were showing the same signs, there would be little doubt
that this particular sector was due for a correction.

We could take it one step further and state that if a huge number
of equities in the stock universe were experiencing “toppy” momen-
tum then the stock market itself would be vulnerable. In fact, this
happened on an international scale in the 1986-87 period just
before the crash. Almost all markets around the world experienced
some kind of intermediate momentum top or trendline break prior
to the actual break. Several are shown in charts 3.12 and 3.13.
Needless to say, a significant decline in prices followed this near
“agreement.”
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Chart 3.12 S&P Weekly with a 26-Week Rate-of-Change and the
Commerzbank Index Weekly with a 39-Week
Rateof-Change
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Chart 3.13 Nikkei Weekly with a 39-Week Rate-of-Change and
the Financial Times AllF-Ordinary with a 65\Week
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Divergences

Divergences represent an integral part of ROC analysis; the
examples in this chapter are testimony enough. However, it is
important to note that the ROC indicator is often an excellent
vehicle for portraying an oscillator that wams of an impending
sharp reversal in trend. This occurs when the price makes a new
high or new low for the move, but the oscillator—after one negative
or positive divergence—is barely able to rally above or slip below
the equilibrium point.

Technical analysis rarely gives us clues to the character or
steepness of an impending move, but divergences do just that. For
this reason, it is well worthwhile to watch for them, because when
they materialize and are also confirmed by a trend break in the price
series, expect an unusually powerful move to follow. Examples are
shown in chart 3.14 at Points A, B, and C and chart 3.15 at X and
Y. Note that Y represents the right shoulder of a head-and-
shoulders top.

Chart 3.14 ECU Bonds and 3-Month Perpetual
Contract and a |12-Day Rate-of-Change
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Chart 3.15 Australian Dollar and a 12-Day Rate-of-Change
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Complex Divergences

Complex divergences work quite well with the rate-of-change
concept. In this respect, chart 3.16 illustrates how a 10 and 20-day
time span can be integrated for the timing of short-term price
movements. It is important to make sure that the time spans for the
two oscillators are sufficiently far enough apart to reflect two
different cycles and that when a complex divergence appears, it is
also confirmed by some kind of reversal in the price trend.

Moving Averages of ROC Indicators

The ROC lends itself very easily to the smoothing process. Even
though we will be devoting a whole chapter to this concept in the
form of the KST System, a few comments are relevant at this point.
As mentioned in chapter 2, the volatility common to short-term time
spans makes these oscillators subject to a significant amount of
whipsaw crossovers. A better approach is to use the moving
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Chart 3.16 Deutsche Mark and Two Momentum Indicators
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average itself as a signaling device. In chart 3.17, changes in
direction of the 12-month moving average of a 12-month ROC are
used as the signaling points. These are indicated by the arrows. In
chart 3.18 a 12-day moving average of a 12-day ROC and an 8-day
moving average of both the Moving Average and ROC are fea-
tured. Signals are generated when the shorter-term average
crosses above or below the longer-term one. Chart 3.19, on the
other hand, features a longer-term time frame. Signals are gener-
ated when the oscillator, having moved into overbought or oversold
territory, then moves back through the barrier lines on its way back
towards the equilibrium level. The oscillator is a 12-month ROC
Smoothed with a 6-month moving average. One of the drawbacks
of this approach is that it can fail to signal countervailing signals.
Thus the mid-1980 buy signal was not offset by a sell signal and so
forth.

A variation of this approach involves an additional smoothing.
The advantage of the double-smoothing is that it filters out several
false or temporary changes in the direction of the unsmoothed
version. The disadvantage is that the signals appear at a later date
and can occur well after the signal you are waiting for. This
drawback becomes a major disadvantage if this approach is being
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Chart 3.17 Comit Index Monthly and a 1 2-Month Moving
Average of a 12-Month Rate-of-Change
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Chart 3.19 AAA Bonds and a 1 2-Month Moving Average
of a 12-Month Rate-of-Change
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used as part of a mechanical trading system in conjunction with a
signal confirming a reversal in the price trend. On the other hand,
if the chosen combination offers reliable but sometimes untimely
signals, just use the timely ones for the purpose of making a trade
or an investment. This method will not, by definition, be able to offer
a suitable exit point, since you will not know whether the
countervailing signal will be timely or late. However, if we work on
the assumption that the timely entry point will be followed by a
worthwhile price move, it should be a fairly simple matter to use
some other method to signal a good time to take profits.

This idea of "smoothing” an ROC indicator at least once opens
up a whole series of possible variations. These include choosing
time spans for specific rate-of-change indicators, picking various
time spans for the smoothing, and, of course, deciding whether to
smooth once, twice, three times, and so forth. Obviously, the
potential combinations are innumerable. | would add, though, that
it is a wise philosophy to keep things as simple as possible. Most
people believe that they will not be successful unless they try out
as many possibilities and combinations as they can. In the days
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when the calculations were done with pen and paper these
possibilities were limited, but in this age of powerful personal
computers, it is very easy to toy with a thousand variations looking
for the perfection that | guarantee you does not exist. In my view,
the better approach is the simple and thoughtful one: Spend your
time and effort on studying and analysis.

Summary

1. Rate-of-change is a simple concept that measures the accel-
eration or deceleration of a price trend over time.

2. It can be calculated for any period and is subject to all of the
principles of interpretation described in chapters 1 and 2.

3. It lends itself well to trendline construction and price-pattern
recognition.

4. The principal disadvantage of the ROC indicator is that it does
not provide pre-defined levels that can be used for the con-
struction of overbought and oversold lines.
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chapter 4

THE RSI InDICATO

= |Introduction

= RSI Calculation

= Pros and Cons of the RSI

= Interpreting the RSI

= Equilibrium Crossovers

= Comparing RSI Time Spans




Introduction

The RSI indicator, commonly known as the “Relative Strength
Indicator,” was introduced by Welles Wilder in his 1978 book New
Concepts in Technical Trading.' RSI indicates momentum only. It
should never be confused with the principle of (Comparative)
Relative Strength, where one series is divided by another. Relative
strength is most commonly used to compare the performance of a
stock with a market average. Figure 4.1 shows that it is plotted as
a continuous line. A rising line indicates that the stock is outper-
forming the market; a falling line signifies an underperforming
stock. The RSI, on the other hand, is a front-weighted, price-
velocity ratio for a specific security. In effect, it is a momentum
indicator that compares the price of a security relative to itself and
is, therefore, “relative” to its past performance.

Figure 4.1

Price

Relative Strength

Buy

' Wilder, Wells, New Concepts in Technical Trading. Greenshoro, NC: Trend
Research, 1978,

an
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RSI Calculation
The formula for the RSl is as follows:

100
RSI=100-| ——
s I [1+HS]

RS equals the average of the closes of the up days divided by
the average of the closes of the down days. In the standard
calculation originally presented by Wilder, the time span for the
total was set at 14. Thus, RS would be the average of the closes
of the up days over a 14-day period divided by the average of the
down days over a 14-day span. This 14-day period represents half
the lunar cycle, or 28 days, although the time span can be set for
any period. Wilder selected this particular time span because he
considered the 28-day cycle as the most prevalent one for short-
term markets. This is difficult to rationalize though, since the
indicator is calculated on the basis of tradingnot calendar days and
there are only about 20 trading days in a month. Since the
introduction of the RSI, traders have experimented with a number
of alternative time spans, thus creating the very popular 9- and 22-
day periods.

Today, most traders and investors use a software package
such as MetaStock or Computrack to automatically plot market
indicators. But for those who prefer to use pen and paper here is
the method of calculation for a 14-day RSI:

1. Add the closing values for the up days and divide the total by
14.
2. Repeat this process for the down days.
3. Divide the resultingup-day average by the down-day average.
This quotient is the “RS" in the formula.

4. Add one to the quotient obtained from step three (i.e., add 1

to the RS).

5. Divide 100 by the sum resulting from step four.

6. Subtract the result of step five from 100.

7. Repeat steps 1-6 the next day, adding the data for day 15 and
dropping the data for day 1. This process can be continued ad
infinitum. (For a short cut to this manual method of computing
the RSI, refer to Wilder's book pp 66-67.)
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Pros and Cons of the RSI

The RSI has several advantages over a simple ROC calculation.
They do not make this method a better momentum indicator,
because the ROC has some benefits that the RSl lacks. Neverthe-
less, the RS offers many advantages:

1. ltis less volatile than the ROC. Consider the example of a 10-
day rate-of-change as shown in table 4.1. As the table shows,
the price of the particular stock falls sharply from 102 to 80
between Day 11 and Day 12. The ROC calculation calls for the
value on Day 12 to be divided by the stock's price on Day 3.
Because the closing price is identical on both days, the
calculation results in a reading of 100. Thisis an increase over
the previous day’s reading of 79, but, as we see, the stock's
price is declining. Of course, a lot will depend on the specific
day of comparison. In most instances this problem will not
arise because the ROC will not usually give such a distorted
picture.

Because the RSI takes the average of the up and down
days, its results are less affected by a sharp dip or rise on a
specific day. As a result, this method tends to be a more stable
momentum indicator than the ROC calculation.

Table 4.1 Calculation of a 10-Day ROC

Price ROC
Day 1 100
Day 2 101
Day 3 80
Day 4 80
Day 5 95
Day 6 97
Day 7 96
Day 8 95
Day 9 98
Day 10 100
Day 11 102
Day 12 80 79

Day 13 80 100
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2. In chapter 1 we discussed the analogy of a dog on a leash and
its relationship to overbought and oversold levels. We also
saw in chapter 3 that one of the problems with the ROC is that
it is possible for this indicator to move to unusual extremes,
making it act like a rubber leash. Some securities perform this
way and are more volatile than others. In other words, the
leashes vary in their elasticity. This means that it is often not
possible to compare the volatility of two different securities
because their oscillators are plotted on different scales. To
quote Wilder: “There must be some common denominator to
apply to all commodities so the amplitude of the oscillator is
relative and meaningful."

The RSI avoeids this drawback, because its absolute levels are
set at 100 and 0, although in practice these extremes are rarely
attained. With the RSl it is possible to gauge whether one security
is more volatile than another by comparing their up and down
movements. A more important benefit that flows from this charac-
teristic is that it is much easier to establish universal standards for
the overbought and oversold benchmarks. Using the 14-day de-
fault, these levels are traditionally set at 30 for oversold and 70 for
overbought as in figure 4.2 and chart 4.1.

Itis important to note that the magnitude of the oscillations of the
RSI relative to the time span are inverse to that of most other
momentum series. To illustrate, over a long time span the rate-of-
change indicator is subject to wider fluctuations than the relative
strength indicator. The opposite is true for the RSI. Charts 4.2 and
4.3 show this for a 9-day and a 65-day RSl and ROC. Note how the
overbought and oversold lines for the 65-day ROC are placed at
twice the distance from the zero level (5.0) than for the 9-day series
(2.5). In the case of the RSI these lines are plotted closer to the 50
(equilibrium point) for the longer span (i.e., 57.5 and 42.5 vs B0 and
20 respectively). The nature of the oscillations of the ROC and RSI
do not change materially with different time spans. This can be
seen by comparing the broad movements of both 65-day series.

In New Commodity Trading Systems, Perry Kaufman ques-
tions the 14-day time span selection. He points out that a maximum
divergence occurs when the moving average is exactly half the

* Ibid.
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Figure 4.2
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Chart 4.2 Treasury Bonds 3-Month Perpetual
Contract and the RSI Indicator

** [ Treasury Bands

MMJW"’” “\f\«m N ““33

L) """l.iJ i

Chart 4.3 Treasury Bonds 3-Month Perpetual
Contract and 2 ROC Indicators




86 Martin Pring on Market Momentum

time span of the dominant cycle.?In other words, if you accept the
assumption that the primary trend of the stock market revolves
aroundthe 4-year business cycle, amoving average of a 24-month
period will give you the greatest divergence between the high and
low points of the cycle. In the case of the 28-day cycle, 14 days is
the correct choice, but it is important to understand that there are
many other cycles other than the lunar cycle. Working on this
assumption, this would mean that a 14-hour RS would be inappro-
priate if the dominant cycle was something other than 28-hours.
The same would be true for weekly and monthly data.

Interpreting the RSI

Many of the basic principles of momentum interpretation described
in chapters 1-2 and expanded somewhat in chapter 3 apply to the
RSI. To avoid repetition, those readers who have skimmed through
those sections should review that material. | will cover just a few of
the points that are most germane to the RSI.

Wilder lists five basic interpretations of the RSI. They are as
follows:

1. Tops and Bottoms. Tops occur when the indicator moves
above 70, bottoms when it falls below 30. This, of course, is
another way of expressing the overbought and oversold
characteristics described earlier. Since momentum typically
turns ahead of the price, these “tops” and “bottoms” often give
advance warning of a strengthening or deterioration in the
underlying technical structure.

Itis important to remember that the longer the time span in
the RS calculation, the shallower the swing in momentum. Of
course, the opposite is also true. Consequently, the 70/30
combination is inappropriate when the time span is either
shorter or longer than the standard 14-day period. Chart 4.4
demonstrates a 5-day RSI where an 80/20 combination gives
a much better feel for the overbought/oversold extreme than

* Kaufman, Perry, New Commodity Trading Systems. New York : John Wiley,
1987.
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Chart 4.4 Swiss Franc and 5-Day RS
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the 70/30 default value. This is because shorter time spans
result in wider RSI oscillations. In chart 4.5, on the other hand,
a 30-day span returns an RSI where the extremes of 80 and
20 are rarely achieved. Even though the 80 level was reached
in late 1991, a more appropriate point for the overbought/
oversold lines appears to be 65 and 35.

When referring to the type of data under consideration the
terms “long” and “short” are relative. For example, a 60-day
RSl would represent an extremely long span for daily data, but
for monthly numbers, a 60-day period (i.e., two months) would
be very short. Therefore, some consideration should be given
to this factor when choosing an RSI time span. Ideally, you
want to choose an interval where the peaks and troughs of the
RSI more or less occur simultaneously with tops and bottoms
in the actual price. Alternatively, you might wish to select a
shorter time span, which allows for the accumulation of
divergences. In the real world, where the duration of any given
price-trend classification fluctuates over short, intermediate,
orlongterms, itis not possible to come up with the perfect span
for either instance. Chart 4.6 shows that tops and bottoms do
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Chart 4.5 Japanese Yen and 30-Day RSI
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not generally signal important reversal points. The late-1990
peak is one exception, but generally the 14-day RSI used here
is more suitable for the analysis of a divergence or a near-
divergence. On the other hand, chart 4.7 uses the same data
but expands the time span to a 60-day period. Now we can see
that the peaks and troughs in the RSI more or less correspond
to those of the yen. Even here, the record is not perfect, since
the early 1991 bottom is associated with a positive diver-
gence. Even so, a comparison of these two time spans
indicates that one is more suited to divergence analysis than
the other.

. Chart Formations. The RSl is one of the few indicators that can

be used to chart pattern construction. Such configurations do
not appear to form as often as in the ROC indicator, but they
nevertheless represent a useful addition to the RSI analysis.
In New Concepts in Technical Trading, Wilder points out that
the RSI is subject to “head-and-shoulders tops or bottoms,
pennants or triangles often show up on the index.™ Charts 4.8

Chart 4.7 Japanese Yen and 60-Day RSI
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Chart 4.8 British Pound and 14-Day RS
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and 4.9 show some classic examples. Chart 4.8 shows a 14-
day RSI for pound sterling. Note how the September 1992
peak was associated with a giant head-and-shoulders top in
the RSI. Once the neckline at 50 was penetrated and the (AB)
trendline in the currency was violated, there was only one
possible outcome, especially since the price had simulta-
neously completed a broadening formation with a flat top.
These patterns form when a horizontal line of support diverges
from an ascending trendline which “roughly” connects two or
more ascending peaks. It is, in effect, a head-and-shoulders
top where the technical position is so weak that the price does
not have enough time to form the right shoulder.

Chart 4.9 also shows a broadening formation with a flat
bottom but this time for the RSI. These are very dangerous
configurations, and in the rare case when they put in an
appearance they should be treated with great respect. Price
movements that follow are usually very significant and long
lasting. A head-and-shoulders top in both the RSI and the
Dollar Index are also a feature of this chart.
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Chart 4.9 Dollar Index Weekly and 26-\Week RSl
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3. Failure Swings. Wilder's “failure swing” is illustrated in figure
4.3. This swing occurs at both tops and bottoms. It is, in effect,
a variation of the peak-and-trough analysis described in
chapter 2. The accepted wisdom is that failure swings are
most significant after the RSI has moved through an over-
bought or oversold level (i.e., a level above 70 for a rally or
below 30 in the case of a decline for the standard 14-day
span). Once the peak reaches 70 or higher, a reaction sets in.
A failure swing occurs when the next rally fails to surpass its
predecessor and the second reaction pushes the RSI below
the previous low. The second, or failing rally can take the form
of one large movement or several small ones. The key to
determining whether a failure swing has been signaled lies in
the fact that the second rally does not exceed the first. Failure
swings also occur at bottoms where the exact opposite set of
conditions appear. This would involve a decline below the
oversold level, a subsequent rally, a successful “test” of the
previous low, and finally a rally that takes the index above the
previous high. Generally, the more extreme the reading at the



82 Martin Pring on Market Momentum
Figure 4.3
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time of the failure swing, the greater its significance. Chart
4.10 shows an actual example of a 9-day RSl for the German
Dax Index. The first failure swing is signaled at point D, and the
second at H. Note that two tops denoted by A and C are really
the head and the right shoulder of a head-and-shoulders top.
On the other hand, H marks the breakout from a double-
bottom formation in the RSI. This failure-swing principle im-
plies, that it is a perfectly correct assumption that peak-and-
trough analysis can be applied justifiably to RS| interpretation.
Chart 4.10 also shows how the late 1991-early 1992 rally
experiences a series of four ascending peaks in the RSI.
These were reversed at point D at the time of the failure swing.
The second failure swing at point H also signaled that the
series of declining peaks and troughs in the RS| between June
and July had been reversed.

While the concepts of peak-and-trough analysis and failure
swings can be quite useful, in many instances they are not as
reliable as we might like. For this reason, | believe that they
should be used in conjunction with other RSI techniques, such
astrendlines and price patterns. When more than one of these
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Chart 4.10 German DAX and ?—Day RSl
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phenomena are present, the signals are likely to be signifi-
cantly more reliable.

. Support and Resistance. We touched on this concept in

chapter 2 as it applied to trendlines. However, horizontal
support and resistance areas can also be applied to momen-
tum. It is more apparent in the RSI than in the ROC indicator
because the 0—-100 parameters of the RSI means that the
same points are crossed and recrossed a greater number of
times than in the case of an ROC with a similar time span.
Wilder emphasizes that the support and resistance lines
constructed from the Index often correspond to trendlines
drawn on the price series. In New Concepts he does not
differentiate between support and resistance levels that are
actual numbers such as 50/35, for example, and support and
resistance that is reflected in trendlines or moving averages.
“Support and resistance” as described here refers to actual
horizontal levels.

An example of this is shown in chart 4.11. | have drawn the
lines to correspond to the approximate 20, and 50 levels.
Smaller lines have also been placed at various other points
where the Index finds support or resistance. You can also see
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Chart 4.11 Comex Gold and 1 4-Day RSl
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thatthe 30 and 70 levels can act as pivotal points on occasion.
Clearly, it is one thing to know that these benchmarks exist but
quite another to put them to practical use, since their repeated
appearance is often quite random in nature. For this reason |
do not consider support-and-resistance characteristics to be
particularly helpful in charting momentum.

. Divergence. One of the most useful functions of the RS is to

point out divergences between the price and momentum. This
subject was discussed at length in chapter 1 and examples
occur in most of the charts in this chapter. In particular we
might consider the August-September bottom in the British
stock market featured in chart 4.12. The actual low in late
August was preceded by an RSl that had begun to walk uphill.
Even more impressive was the fact that each time the Index
touched the 2375 area, the RSI continued to record increas-
ingly higher numbers. These points have been flagged on the
chartas X1 through X4. This characteristic does not represent
an actual divergence between price and momentum, but it
does reflect the concept that the longer the trend of an
improving momentum is after a sharp setback, the more
bullish the technical position becomes.



The RSI Indicator g5

Chart 4.12 Financial Times Stock Exchange 100 and 14-Day RSI
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By the same token, it is important to note that if this trend
of improving momentum falters, the consequences are equally
as bearish as they were potentially bullish. | like to compare
this situation to that of a spring being wound. If the spring is
wound up tightly and then allowed to unwind in a powerful but
controlled way, the result is highly favorable. On the other
hand, if the spring snaps while being wound, the effect is highly
destructive. Chart 4,13 gives a good demonstration. The RSI
was gradually walking uphill between December 1991 and
March of 1992, yet the Nikkei was marking time. Finally, the
trendline for both the RSI and Index were violated. This
indicated that the technical structure had completely broken
down.

6. Trendlines. As discussed above, Wilder extends the idea of
trendline construction for the RSI under the banner of support
and resistance. It is true that support and resistance are
reflected in trendlines, but this is a concept that technicians
generally reserve for actual levels. For example, between
1966 and 1983 the Dow 1,000 level proved to be a major
psychological barrier of resistance. Experience in the market-
place demonstrates that the concept of RSI trendline con-
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Chart 4.13 Nikkei Stocks Index and 14-Day RSI

1T840
RS0
e L
xE00
100
200

1FE0

FETT
ireQ
1F00

[§ 120

':‘ e : : : f’"lfm

o8 /J’ v Wim o T W

Nikkai ﬁl"ﬁt | II Broahdown Egg:
A -

stpms LA ELURE, A0hmny dy PR D  B
nEC gt L] TR HFE

struction is an unquestionably valid approach to plotting
momentum. Arguably, it is the most important of all.

We can see some trendlines in operation incharts 4.13 and
4.14. In chart 4.14 the violation of line AB signified that the
downward trend in momentum was probably being reversed.
As we can see, this turned out to be the case. However, this
did not signal the actual price low. The low was signaled only
after the price had violated a trendline. This episode stresses
the reason why momentum must be confirmed by price. Note
the two head-and-shoulders tops that occurred in July and
December 1990 for both momentum and price. Additional
examples of trendlines in action are presented in chart 4.15 for
the weekly Gold Fix and a 39-week RSI.

. RSl and Moving Averages. It is possible to extend the idea of

moving-average crossovers to the RSI. However, even though
this indicator is more docile than the ROC in the sense that it
is less erratic, it is still not smooth enough to avoid a significant
number of whipsaws. Furthermore, since the RSl is confined
within the parameters of 0 to 100, trends are less sustainable
than those calculated using the ROC indicator. Hence, a
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Chart 4.14 S&P 500 and 14-Day RSl
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moving average serves to smooth the RSI calculations, mak-
ing it a more reliable alternative to the ROC. The raw data is
then discarded and the moving average is used to trigger buy-
and-sell alerts. In chart 4.16, the 14-day RSI of the gold price
has been smoothed with a 10-day simple moving average.
Signals are given when the average reverses direction from
an extreme zone and crosses back on its way towards the 50
level, or level of equilibrium. At first glance this approach looks
to be almost perfect, but if the relationship is examined a little
more closely, we discover that some of the signals, such as
those of early 1990, resultin a consolidation rather than a rally.
The buy signal in early 1992, on the other hand, was a little too
early, and so forth.

In this example the overbought and oversold zones have been
tightened to a 65/35 combination. Despite the fact that the time
span for the RSl is 14-days, the smoothing effect from the moving
average results in smaller swings, so naturally the overbought/
oversold zones need to be closer to the equilibrium point.

Chart 4.17 shows a 9-day RSI smoothed by an 8-day moving
average for the Australian dollar. The buy and sell alerts based on

Chart 4.16 Comex Gold and 10-Day Moving Average of RS|
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Chart 4.17 Australian Dollar and Smoothed RSI
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the overbought/oversold crossover principle also appear to work
reasonably well. However, a study of the chart also brings out some
other very useful ideas. First, even though this is a short-term
indicator, it reflects the concepts of bull- and bear-market charac-
teristics discussed in chapter 1. Note how the early 1990 reaction
was associated only with a moderately oversold condition, yet this
was sufficient to stem the decline in the Australian currency.

Contrast this bull-market movement with the late 1981 decline.
In this instance, a deep oversold condition, far greater than
anything seen in the recent past, failed to trigger a meaningful rally.
This condition was even more cbvious in the two mid-1992 over-
sold readings and is characteristic of bear-market activity.

The chart highlights another notable point: The first overbought
rally in the summer of 1990 did not result in a sell-off of any
magnitude. Such action indicates a bull market and is in stark
contrast to the three rallies that penetrated the 70 area in 1991 and
1992. This extreme sensitivity to an overbought condition is again
characteristic of a bear market.

Finally, the turning point between bull and bear was signaled
loud and clear in the fall of 1990. As you can see, the rally at point
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A was just barely able to push the RSl above the 50, or equilibrium,
level. When this was followed by a trendbreak at point B in both the
indicator and price, this particular calculation indicated that the
currency would experience a very sharp setback, which it did.

The above points are important enough to reiterate:

1. Overbought or oversold conditions in a bull or bear market do
not customarily generate meaningful reactions unless pre-
ceded by divergences.

2. In bull or bear markets meaningful rallies are usually signaled
once an overbought or oversold condition has been gener-
ated.

3. One of the first signs of a new bull (bear) market occurs when
a short-term oscillator moves to the type of extreme over-
bought (oversold) condition that has not been seen since the
previous bear (bull) market.

There are countless other ways in which the RSl could be used
in conjunction with moving averages on the lines discussed in the
previous two chapters. The possibilities are limited only by the
imagination of the user.

Equilibrium Crossovers

In the Encyclopedia of Technical Indicators, Colby and Meyers
tested various overbought/oversold combinations.® They based
their research on weekly periods using several decades of stock
market data, but they were unable to find any combination of time
span and overbought/oversold level that resulted in significant
profits. Given what we have learned about the characteristics of
bull and bear market momentum, these results are not surprising.
Technical analysis is an art, not a science. That means it is very
important to consider the manner in which an indicator moves into
an overbought or oversold zone rather than treat the signal as a
mechanical device requiring no interpretation.

Indeed, Colby and Meyers found that the best results came
from a simple equilibrium (50) crossover: Buy when above 50, sell

® Colby, Robert and Meyers, Thomas, Encyclopedia of Technical Indicators,
Homewood II: Dow Jones-Irwin, 1988,



The RS Indicator 101

when below. The best time spans were clustered on either side of
the 20 weeks, with the 21-week span providing the highest profit of
all. Of the 75 trades 21 of them, or 28%, produced a profit.

Comparing RSI Time Spans

The greater volatility of shorter-term RSI indicators over the ROC
has been previously noted. So, too, has the fact that*he overbought
and oversold levels should be adjusted to fit the time span. In this
respect the shorter the span, the larger the swing and the more
extreme the level. A third point to remember is that time spans are
always relative to the chosen data format (i.e., day, week, month
and so on). In other words, a 5-day RSl is likely to be just as volatile
as a 5-week or 5-month RSI, even though in terms of actual time
passed their spans are far different.

Comparison of different spans can also be useful from two
aspects. The first deals with perspective. For example, a 14-day
ARSI gives you little inclination as to the direction or maturity of the
main trend. On the other hand, a 12-month RSI, such as the one
shown in chart 4.18, often can warn of an imminent turning point.

Chart 4.18 5&P Composite Mr::-nml},r and 12-Month RSl
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This, in turn, puts signals from a shorter-term series into perspec-
tive. Short-term traders entering a long position in the market are
better able to do so when both the short- and long-term RSls are
in an oversold condition. As discussed earlier, if a trader is going
to make a mistake itis much easier to do so when going against the
primary trend. Monitoring the action of a long-term RSI will not
provide all the answers by any means, but it will certainly help to
warn a trader that the prevailing trend is very mature and that
perhaps the odds are against a short-term position. | will have more
to say on this idea of relating primary to short-term trends when
discussing the KST system in chapter 8.

The second point of time-span comparisons revolves around
the fact that at any juncture there are a number of different cycles
simultaneously operating on the price. If we just consider a 5-day
RSI, we completely overlook any information that might be gleaned
from other time spans. In some cases it might be possible to spot
a price pattern in one period that does not show up in another.
Trendlines and divergences are additional characteristics that may
appear more prominently in some series than in others. This point
was discussed in greater detail in chapter 3, but it applies equally
to the RSI and the ROC.

Summary

1. The RSl fluctuates between the extreme levels of 0 and 100.

2. The magnitude of the RSIs movements vary inversely with the
time span. The shorter the period the more extreme the
oscillation; the longer the period the more moderate the
oscillation.

3. The RSI can be calculated for any period, but the accepted
standard is 14-days. 9- and 22-day intervals are also widely
used.

4. The establishment of overbought and oversold benchmarks
varies with the time span used in constructing the RSI. The
default value for a 14-day period is 70 and 30.

5. The RSI can be interpreted using most of the principles
discussed in the first two chapters.
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Introduction

In this chapter, | will explain the various ways to construct trend-
deviation indicators and describe the advantages and disadvan-
tages of these indicators. | will also cover principles of interpreta-
tion. The final sectionis devoted to the Moving Average Convergent
Divergent (MACD) method, one of the most popular momentum
indicators in the technical arsenal.

So far the discussion has been limited to indicators that are
constructed from a comparison of the current price to a previous
one. Another possibility is to relate the current price to some form
of trend measurement. This concept works on the assumption that
while prices move in trends, they do not move in a straight line.
Rather, they fluctuate around that trend. These fluctuations form
the basis for trend-deviation momentum oscillators. The types of
trends and the way that the price relates to them gives rise to the
variety of methods for calculating these oscillators. When a rate-of-
change momentum indicator is compared to a trend-deviation
series, the results are more or less the same as long as the time
frames areidentical. There are, of course, some subtle differences.
That is why it is often a useful idea to compare indicators based on
these different construction methods.

Trend Deviation and a Moving Average

The simplest form of calculating a trend deviation involves the
relationship between the current price and a moving average. The
oscillator is constructed by comparing the latest price by the
average. This comparison is shown in figure 5.1.

Calculating a trend-deviation oscillator can be done using
either subtraction or division. The merits of each method were
discussed in chapter 3, which covered the rate-of-change indica-
tor. Since the principles of interpretation for both the ROC and
trend-deviation methods are essentially the same, they will both
give the same conclusion. For very short-term trends there is very
little difference, but for longer-term price movements the division
calculation is much preferred because it is better reflecting any
proportionate price movements. Table 5.1 shows how the calculation
would be done for a deviation from a 15-day simple moving average.

104
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Figure 5.1
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Table 5.1 Simple |15-Day Moving Average Deviation

Date Price 15-Day Moving Price + Moving
Average Average x 100

March 1 25 20 125%

2 26 21 123.8%

3 28 22 127.3%

4 26 23 1.13%

5 24 24 100%

8 21 24 87.5%

9 18 23 78.3%

Quite simply, when the price and the average are identical, the
oscillator is plotted at zero. When it is above the average, the
momentum series is in positive territory, and vice versa. Zero or
equilibrium crossovers, therefore, indicate when the price crosses
above and below its moving average. This approach has an
advantage over the ROC method because zero crossovers, by
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definition, also offer a price trend reversal signal. In effect, simple
trend deviation oscillators represent both momentum and trend
reversal signals in one indicator.

The principles of momentum interpretation, outlined in the first
two chapters, by and large apply to oscillators constructed from the
trend-deviation method. We shall delve a little deeper into this
matter later. First, though, let's take a look at the implications of the
length and type of moving averages used in the construction of these
indicators. | would like to start with a few words on moving averages.

Moving Averages

A "moving average” is a technique that helps to smooth out or
eliminate random day-to-day fluctuations in price. In effect, it is the
technician’'s way of trying to graphically come up with a mechanism
that can represent the underlying trend. It is important to remem-
ber, though, that there is no such thing as a perfect moving
average. In his 1930's book Profits in the Stock Market, H.M.
Gartley said this about the moving average:

“If stock market cycles were absolutely regular, as to both
time and amplitude, it would be possible to select a moving
average which, when plotted on the charts, would be an absolute
straight line. But as the likeliness of successive stock market
cycles is only coincident, and rarely are there two cyclical move-
ments in stock prices which even closely resemble each other,
there is practically never a case where a moving average, when
applied to a trend in stock prices, forms a straight line.

"However, the selection of moving averages of certain dura-
tion frequently results in a line which is far more straight than the
actual price fluctuations upon which the moving average is
based.™

Gartley is referring to stock prices, but the comments apply to
any freely traded market. The simple average is just a continuous-
mean average of a set of data over a specific period. A 10-day
moving average fortoday is the average of the current and previous

' Gartley, H. M., Profits in the Stock Market, Lambert-Gann Publishing.
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9-days of data (closing prices are almost always used). Tomorrow's
average will include tomorrow’s closing price, but the price nine
days ago from today will be dropped in order to keep the span to
10 days. The process is continued each day as demonstrated in
table 5.2. The simple moving average treats each day's data
equally, but other moving-average calculations give greater em-
phasis to the more recent data.

There are many ways to do this, but the most popular are the
“weighted” and “exponential” methods. In its simplest form the
weighted average places gradually greater emphasis on the more
recent data. In this way, the latest period carries the greatest
weight. For example, in a 10-day weighted moving-average calcu-
lation we might give the first day a weight of 1, the second a weight
of 2, and so on all the way up to the current day which would be
weighted by a factor of 10. This idea is shown in table 5.3. The
advantage of the weighted moving average is that it reverses
direction faster than a simple moving average. The disadvantage,
apart from the drudgery of the calculation, is that it reverses
direction many more times than the simple average. As a result of
this sensitivity, it is subject to many more whipsaws. In technical
analysis there is no way to escape the need to balance timeliness
and sensitivity. This comparison, of course, assumes that the time
frames are identical. A weighted moving average with a substan-

Table 5.2 Simple 10-Day Moving Average Calculation

Date Price 10-Day Total 10-Day Average
Jan 2 121

3 124

4 123

5 128

8 130

9 132
10 129
11 127
12 125
15 124 1,263 126.3
16 126 1,268 126.8
17 128 1,272 127.2
18 130 1,279 127.9
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Table 5.3 10-Day Weighted Moving Average Calculation

Coli ColL2 Col3 Col4 Col§5 Cold Col7 Col8 Col# Col10 Coli11 Col12 Col

Dam Price 10x x i Tx x Sx A Ix 2x 1% Total 12+

Col,1 Col1 Col.1 Col.1 ©Col1 Coli1 Col.1 Co.i1 Coli Col. 1 Col. Sum ol

Twh Zwhs Jwhke dwhke Swke Swke Twhke BSwhka Swke 211 e

GO o ago Ao Ao apo g g0 mga Tolal

Welghts
Jan 2 2 1210 1210
3 1 1240 108 2320
4 123 1230 1116 ] 334
E 128 1280 1107 iy a7 4226
8 130 1300 1152 212 858 T2 5030
2 132 1320 1170 1024 B&1 Tad BO& Br2d
10 128 1280 1188 040 BEHE T34 £20 484 B256
1 127 1270 1161 1066 o TE8 B15 496 363 BE3R
12 125 1250 1142 1032 w24 TBO B40 492 arz 242 BETS

15 124 1240 1125 18 T &850 512 368 248 121 BBTE 1268

16 128 1260 1116 1000 BRG 774 &0 520 kL2 246 124 GB4E 1268

17 128 1280 1134 aa2 E7S TE2 545 B2 ] 256 123 &BAS 1270

tially longer time span will always be less sensitive than a simple
moving average using a shorter time frame.

The third popular method of moving-average calculation is the
“exponential average,” commonly referred to as an EMA. The EMA
is really a shortcut to obtaining a form of a weighted moving
average. It utilizes a smoothing constant (the alpha sign) that
approximates the number of periods (days, weeks or months) for
a simple moving average. The difference between today's closing
price and yesterday’'s moving average is multiplied by the exponent
or constant according to the following formula: EMA (today) = EMA
(yesterday) + alpha sign (today-EMA yesterday).

The first step involves the calculation of a simple moving average.
Table 5.4 is for a 10-week EMA. The result is then placed in column
2 for the next day, which in this table is Jan. 2. Itis then compared with
the closing price for the difference (i.e., 121 - 120 = 1.0) recorded in
column 3. The next stage is to multiply the result by the exponent,
which for 10 periods is .2. The exponent will vary based on the
period under consideration. It will be the same whether the period
is 10 days, weeks, months, or even years. Exponents for some
selected periods are shown in table 5.5. The exponentially treated
difference is then added (or subtracted for a negative number) to
the EMA for the previous period and the calculation repeated ad
infinitum.

Exponents for periods other than those shown in table 5.5 can
be calculated by dividing 2 by the desired time span. For example,
a5-day EMA will be twice as sensitive as a 10-day EMA. Therefore,

TRADINE-SOFTW ARE-COLLECTION. COII


Andrey
trading software col


Trend Deviation and the MACD Indicator 109

Table 5.4
Col1 Col. 2 Col. 3 Col. 4 Col.5 Col.&
Date Price EMAfor Difference Exponent Col.3x Col.2
Previous (Col. 1 Col. 4 +
Week + Col. 2) + Col. 5
EMA
Jan2 121 120 +1.0 0.2 +.2 120.2
3 124 120.2 +3.8 0.2 +.8 121.0
4 123 121.0 +2.0 0.2 +.4 121.4
5 128 121.4 +6.6 0.2 +1.3 122.7
Table 5.5
Number of Weeks Exponent
5 0.4
10 0.2
15 0.13
20 0.1
40 0.05
B8O 0.025

the exponent 2 divided by 5 (0.4) will be twice as great, since 2
divided by 10 gives an exponent of 0.2.

Fortunately, most of us do not need to worry about making
tedious calculations because the computer now does it for us.

Interpretation

We discovered in chapter 3 that the magnitude of an ROC oscilla-
tion is, other things being equal, a function of the time span under
consideration. In other words, the longer the span, the greater the
swing and vice versa. A similar principle applies to trend-deviation
oscillators. The big difference here is that the time span is a function
of the length of the moving average. In this case, the longer the
average, the greater the fluctuation. Since the weighted and EMA
averages are more sensitive than a simple moving average, this
also means that the magnitude of the oscillations associated with
them will be less than a comparable time span. Moreover, their
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greater sensitivity also results in greater timeliness gained, of
course, at the expense of more whipsaw signals.

Chart 5.1 shows a simple moving average deviation for a 12-
day time frame in the lower panel and a weighted one in the lower
box. The subtle differences in scale and volatility are evident. Most
futures traders seem to prefer the EMA as opposed to the simple
moving-average deviation. | have never seen any evidence that
suggests that one is more accurate than the other. This is probably
true because a substantial part of the sensitivity benefit offered by
the EMA approach is offset by the numerous whipsaws it gives off.
Of course, it is always possible to smooth the exponential average
twice (i.e., use two exponents) but this too becomes counterpro-
ductive, since reliability is gained at the expense of less timely
signals.

My belief is that the EMA is more popular because it offers
“faster” signals in the highly leveraged, short-term-oriented futures
arena. The more complicated math used in its construction also
has some appeal. Working on the theory that there is no Holy Grail
and that simple is superior to complex, | have tended to use simple
moving averages in my work much more than exponentially based
indicators. Indeed, in their book The Encyclopedia of Technical
Market Indicators, Robert Colby and Thomas A. Meyers point out
that in the 19 years leading up to 1980 there was really no
significant difference between simple, weighted, and EMA cross-
overs when tested for a range of time spans (1-75 weeks) using
weekly data. During that period the best weighted average crossover
(69 weeks) tumed in the best points profit, 118 points inthe S & P
Composite. This result compared with 112 and 111 for a 42-week
EMA and a 45-week simple moving average, respectively.

However, when other measures such as risk/reward per trade
and simple average return are considered, there was little mean-
ingful difference among the three approaches. We must also bear
in mind that even though it makes sense to search for a time span
or method of construction that avoids inferior results, it is doubtful
whether the time spent on ultra fine tuning or debating the advan-
tages of simple-versus-exponential calculations will result in sig-
nificantly greater profits. Always use indicators you feel comfort-
able with and have confidence in. If you lack confidence in your
indicators, you will have no staying power when the markets turn
against you.
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Chart 5.1 12-Day Trend Deviation Single vs. Weighted and
Eurodollar Three-Manth Perpetual Contract
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One of the best ways to gain faith in an indicator is to test it to
your own satisfaction. Don't take my word for it, prove it to yourself
first; after all, it is you who will be losing money if you are wrong. If
the indicators you use worked reasonably well in the past and are
not overly complex, they are likely to help you in the future.

Remember, the most simple trend-deviation method is to
compare the closing price to a moving average. The graph repre-
senting this calculation is really another way of depicting a price
series and moving average surrounded by an envelope. Chart 5.2
shows this concept. The envelope occurs at a vertical distance
(i.e., 2% above and below the average). The two envelopes act as
support and resistance areas. The lower panel in Chart 5.2 shows
how the oscillator is constructed by dividing the closing price by the
average price. The overbought and oversold lines have been
drawn at the same level as the envelope (i.e., at £2% of the 30-day
EMA). When the closing price falls below the upper envelope on its
way back to the moving average, the oscillator also drops below its
+2% overbought line on its way back to zero. The placement of the
envelopes will vary just as it does for overbought and oversold lines
because the same principle applies to both the envelope and trend-
deviation calculations.

Chart 5.2 S & P Compaosite and a Price Oscillator
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Obviously, if we just consider zero crossovers as buy and sell
signals, we are merely substituting an oscillator for a moving-
average crossover system, since the moving average and the
equilibrium level basically amount to the same thing. In some
respects looking at the oscillator can prove to be quite frustrating,
since it shows us more vividly the significant number of whipsaw
crossovers that can and do happen. Normally, when we look at the
same information on a price chart our minds conveniently gloss
over this reality.

Apart from keeping us honest, the oscillator also offers an
additional advantage over a simple price-versus-moving average
presentation. This benefit comes about because the oscillator
gives us an inside look at the dynamics of the relationship between
the price and the average. Remember, it is a very simple matter to
analyze trends in momentum through trendline construction, diver-
gences, price patterns, overbought/oversold analysis, and so on.
Using these technigues gives us some advance warning of when
amoving average (i.e., the zero level) might be penetrated. Several
examples are shown in charts 5.3 and 5.4.

Chart 5.3 Treasury Bonds Three-Month Perpetual
Contract and a Price Oscillator

o7 | Treasury Bonds
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Chart 5.4 39-\Week Single Trend Deviation and GTE Corp.
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Chart 5.4 shows a 1-week/39-week simple moving-average
oscillator of GTEs stock performance. Trend-deviation indicators
can be used for any type of data—be it daily, weekly, monthly or
even quarterly and annually. In this example, note the completion
of the momentum top at Point A, which was confirmed, not by a
price pattern in GTE but by a trendline violation instead. Since it
occurred at an overbought level, the decline, as might be expected,
was quite long and severe. Halfway down, it looked as if the
technical position was improving, since the oscillator seemed to
diverge positively with the price. However, this constructive action
was completely destroyed at Point X as both price and momentum
simultaneously broke their small uptrends. This is a good example
of the uncontrolled “spring-winding” principle discussed in chapter 4.

There are several techniques that can be used to make the
process more efficient. One method is to “lead”the moving average
for the purpose of the deviation calculation. Let's say we want to
lead the average by five days. This means that instead of dividing
today's close by today's average, we divide the closing price by the
average five days ago. This technique does have the disadvantage
of delaying zero (moving average) crossover signals, but this
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drawback is often more than outweighed by the elimination of a
substantial number of whipsaws. Clearly, the combination of
moving-average time spans and periods in which the average is led
will affect the efficiency of this approach. This can best be achieved
on a trial-and-error basis or though a system-testing module such as
those included in the MetaStock or Computrac charting packages.

This concept of leading moving averages was promoted by
Gartley in the 1930s. Describing the result, he claimed, “By a slight
adaptation in plotting, [moving-average crossovers] can be made
into a working tool of considerable significance.™ He used a 5-day
moving average advanced by two days. In other words, the moving
average for the seventh day would be plotted on the fifth, that for
the eighth on the sixth, and so forth. In Gartley’s day, there were no
computers in general use so he used a light table and overlaid the
moving average on the price. In this way, he was able to see which
period offered the most reliable lead. This method allowed him to
determine the best candidates visually and to forego the tedium of
making a lot of pen-and-paper calculations.

He believed that the best combination of moving average and
lead came from a 25-day simple moving average advanced by 3
days. He came to this conclusion from research covering the stock
market from the late 1920s to the early 1930s—a period that
covered major bull, bear, andtransitional markets. Chart 5.5 shows
the principle of advancing a simple 25-day moving average by
three days for U.S. Treasury Bonds in 1992, Points A, B, and C
were all whipsaws under the 25-day moving-average crossover
approach, whereas a simple 3-day lead filtered them out. At the
same time, we also have to note that the simple lead failed in
filtering out the whipsaws at Points D, F, and G. Generally, the
leading principle seems to be most effective during a long decline
or just after it. At these times quick retracement rallies such as the
one that peaked at Point A or base building rallies such as the one
at Point B temporarily push the price above the average. However,
leading the average seems to provide a quick indication of where
the price series is really headed. An additional advantage to this
approachisthat you knowthe average value ofthe movingaverage
for the next three days ahead of time. For trading purposes this
means you can place stops several days in advance.

? |bid.
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Chart 5.5 Treasury Bonds Three-Month Perpetual Contract
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Since this process of advancing a moving average is a useful
addition to your moving-average arsenal, it follows that it can be
applied equally to trend-deviation analysis. A calculation for a 25-
day simple moving average advanced by 3 days is shown in table
5.5. An example of this principle operating in the marketplace is
shown in chart 5.6 and described in the caption.

The second method of filtering out whipsaw signals is to
substitute a short-term moving average for the closing price in the
trend-deviation calculation. The optimum combination of averages
can be determined only by trial and error for the type of trend being
monitored. Substituting a 2-day moving average for the closing
price in a 25-day deviation will not be of much help, since the
resulting oscillator will still be quite jagged. You can see this
characteristic in the middle panel in chart 5.7. On the other hand,
lengthening the averages so that they become too close certainly
smoothes out the oscillator but it becomes useless as a timing
device. This problem is shown in the lower panel in chart 5.7.

The best approach is to arrange the calculation so that the
spread between the averages is somewhere between two and five
times. Acommonly used combination is a 5-period average divided
by a 25-period average. The resulting oscillator generates its best
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Chart 5.6 CRB and Two Price Oscillators
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advanced seven days. The bottor panel shows a simple 1 x 25 day oscillator, Note
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118 Martin Pring on Market Momentum

Chart 5.7 Sydney All-Ordinary Index and Two Price Oscillators
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signals from reversals in trend, divergences, and the like. It is also
possible to run a moving average through such an oscillator, using
crossovers as buy and sell signals.

Because of their characteristic smoothness, these indicators
do not normally lend themselves to trendline construction or price-
pattern completion. However, on those rare occasions when it is
possible to construct a trendline and observe its violation such
signals are usually followed by a significant trend reversal. An
example is shown in chart 5.8.

So far, we have considered only trend-deviation measure-
ments for short-term movements, but the technigue can just as
easily be applied to weekly and monthly data. Chart 5.9 shows a
26-week moving average of the closing price divided by a 40-week
average. This happens to be a composite index of basic industry
stocks such as steels, chemicals, papers, etc. Buy and sell signals
are generated when the oscillator crosses above and below its 10-
week moving average.

Chart 5.10 shows essentially the same combination, except
that the 40-week moving average was advanced by 10 weeks.
Note how the late-1985 and 1988 whipsaws are filtered out.

Chart 5.8 DAX and a Price Oscillator
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Chart 5.9 Dow Jones Basic Materials Index
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Martin J. Pring, Technical Analysis Explained, 3rd. adition, McGraw-Hill, New York,
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Chart 5.10 Dow Jones Basic Materials Index
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When Colby and Meyers tested for the best combination of
moving-average crossovers using weekly data for the S & P
Composite, they found that between 1968 and 1986 the combina-
tion of a 15/36 week simple moving average worked best. They
used the division instead of the subtraction calculation, basing buy
and sell signals on a zero crossover. An example of this combina-
tion is shown in chart 5.11. Note how the oscillator formed a small
base inthe 1981-82 period. This was unique to the period covered
by the chart and was also followed by an uncommon price move.

It seems that when price patterns and trendline viclations are
formed by smoothed oscillators, they have much more signifi-
cance and reliability than those constructed from raw data such as
a 1-week average divided by a 40-week moving average. This is
because the patterns and lines formed by smoothed indicators
more obviously reflect a deliberate trend, whereas formations and
lines originating from raw data are more random and therefore less
trustworthy.

Chart 5.11 S & P Composite and a Price Oscilator

- 5&F Composite

_____ s A f:-wmmw'i i
s | |

0.0 — i i . T - P

ooe|=— ¥ !n. 7 v, A T . 'J[ .




122 Martin Pring on Market Momentum

The MACD Indicator

MACD stands for “Moving Average Convergent Divergent” method.
This method is simply another way of expressing a trend-deviation
oscillator. The system obtains its name from the fact that the two
moving averages used in the calculation are continually converg-
ing with and diverging from each other. Normally, the two averages
are calculated on an exponential basis. Chart 5.12 represents both
a figure and marketplace example for the gold price combined with
a 9- and 15-day EMA. The top panel in chart 5.12 shows the
relationship between the two averages, but this time the closing
price has been eliminated. The lower panel shows the oscillator
derived from the division of the 9-day by the 15-day average. This
oscillator is the MACD.

The zero line represents those periods when the two EMAs are
identical. When the MACD is above the equilibrium line, the shorter
average is above the longer one and vice versa. The dotted line
represents a 15-day EMA of the MACD and is known as the signal
line. It gets this name because MACD crossovers generate buy
and sell signals. In my experience | have not found these cross-
overs to be particularly reliable, and | regard them as overrated. |
prefer to use the MACD from the point of view of trendline
violations, or even price-pattern construction. Another possibility is
to use the MACD signal-line crossovers as an alert that smoother
oscillators based on a longer time span may be poised to give a
signal. In this respect | am thinking specifically about the short-term
KST constructed from daily data. The KST indicator is discussed
in chapter 7.

Obviously, an MACD can be constructed from many different
combinations. Gerald Appel of Signalert, arguably its chief propo-
nent, has done a substantial amount of work on the indicator. He
recommends a combination of 8-, 17-, and 9-day EMAs, but he
believes that sell signals are more reliable using a 12-25-9-day
combination. His belief is interesting because the “selling” MACD
contains a longer time span. This reiterates the point made in an
earlier chapter; namely, that markets spend more time in a rising
than in a falling mode. The longer time span effectively delays the
sell indications, thereby making them more timely.

Charts 5.13and 5.14 show some examples of MACD indicators
in the marketplace. Here the calculation for the MACD is made by
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Chart 5.12 Comex Gold and a 9-to 15-Day MACD
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Chart 5.13 Three-Month London Lead (in U.S. Dollars) and an MACD
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subtracting a 26-day exponential average from a 12-day one. The
calculation happens to be the default (standard one) used in the
MetaStock charting package. The MACD also can be plotted in a
histogram format (See charts 5.15 and 5.16). This arrangement
has the advantage of emphasizing the peaks and troughs, but it
suffers from the disadvantage that it is more difficult to identify
price-pattern formations and trendline violations.

Chart 5.15
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Homestake Mining and an MACD in histogram format. This chart shows a
classic up-ward sloping H & S pattern. Note that the MACD histegram
gradually became weaker as the pattern progressed. This was only a short-
tarm sell signal, but the price eventually fell below the signal level. Martin J.
Pring, Technical Analysis Explained, 3rd. edition, McGraw-Hill, New York,
1891, (Original source Telescan).




126

Martin Pring on Market Momentum

Chart 5.16
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Homestake Mining and an MACD in histogram format. This chart plots a
histogram of the difference between the signal line and the histogram in chart
5.15. Zero crossovers occur when the histogram in chart 5.15 crosses above
or below the signal line. Note that the momentum indicator in this chart gets
progressively weaker to the extant that it is well into negative territory when the
right shoulder is baing formed. Martin J. Pring, Technical Analysis Explained,
3rd. edition, McGraw-Hill. New York, 1991, (Original source Telescan).

Summary

1

o

. Oscillators can be constructed from the relationship of the

current price with a trend, usually a moving average.

The comparison can be done using either a subtraction or
division method. Generally, the division calculation gives
superior results.

. Trend-deviation oscillators are subject to the normal prin-

ciples of momentum interpretation.

. Variations can be derived by advancing a moving average or

by comparing two moving averages and expressing them in
oscillator form.
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Introduction

The “Stochastic Indicator,” made popular by George Lane (Invest-
ment Educators, P.O. Box 2354, Des Plaines, IL), measures the
relative position of the closing price within a given interval. The
period is normally a daily one, but a Stochastic Indicator can be
constructed for any time period as long as high, low, and closing
data are available. The term “stochastic” is actually a misnomer
because it is a synonym for “random,” which is not a concept that
traders feel comfortable with.

This indicator became extremely popular in the 1980s, prob-
ably because its simple, deliberate style appears to offer profitable
and easy-to-follow signals. The Stochastic method rests on the
assumption that prices tend to close near the upper part of the
trading range during an uptrend and near the lower part during a
downtrend. This range refers to the trading period under consider-
ation. Forexample, daily data would have a trading range for a day,
weekly data for the week, and so forth. As the trend approaches a
turning point, the price closes further away from its extreme (i.e.,
away from the daily high in a rising market and from the daily low
in a declining one). The objective of the Stochastic formula is to
identify these points in an advancing market when the closes are
clustered nearer to the lows than to the highs, since this indicates that
atrend reversal is athand. For down markets the process is reversed.

The indicator is plotted in the form of two lines, known as
“Percent D" and “Percent K.” An example is shown in chart 6.1. In
a June 1984 article in Technical Analysis of Stocks and Commodi-
ties, Lane explains that he experimented with 28 different oscillators,
each using a different letter of the alphabet." It just happened that “D"
and “K” turned out to be the best. This thinking also formed the basis
for Larry William’s %R which, William claims, refines and improves
Lane's original. This indicator is described later in this chapter.

The %K is the more sensitive of Lane's two oscillators, but it is
the %D line that carries the greater weight and gives the major
signals. The formula for the %K is as follows:

C-L
%K = n
1[]('1Hn _Ln:|

' Lane, George. “Lane's Stochastics,” Technical Analysis of Stocks and
Commodities, June 1984, pp. 87-90.

128
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Chart 6.1 Matif 3-Month Perpetual Contract and 5%K 3%D Stochaslic
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In this equation C is today’s close, L the lowest low for the last
n days, and H_ is the highest high over the same n day trading
period. For short-term trading purposes Lane recommends that n
should be 3. A 5-period %K line has also become quite popular.
Since the time span is longer, the indicator is less volatile than the
formula using the 3-period calculation. Of course, other time
periods may also be used. In the March 1991 edition of Technical
Analysis of Stocks and Commodities, editor Thom Hartle uses a
14-day span and makes the point that some traders extend the
period as far as twenty-eight days.

It is important to note that the Stochastic differs from other
indicators that we have considered so far because it requires the
high and low for the trading period in question as well as the closing
price. The %D line is a smoothed version of %K. Its calculation uses

the following formula:
H
%D =100| —=2
{2
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In this expression, H, is the 3-period sum of (C—L ) in the %K
calculation, and L, is the 3-period sum of (H_—L ). In a sense you
could equate the %D line with a 3-period smoothing of %K.

The Slow Stochastic

The Slow Stochastic is a smoothed variation of the regular series.
In this calculation the original %K line is eliminated and the old %D
substituted. This renamed or “slowed” %K is then averaged by
three days to form the %D slow. The resulting indicator is less
volatile and subject to whipsaws. The process need not stop there,
of course, since there is nothing to prevent the innovative trader
from experimenting with other smoothings and time-period com-
parisons.

The Stochastic Indicator, therefore, takes the form of two
oscillators. The %K is usually plotted as a solid line, and its slower
%D counterpart is expressed as a dashed or dotted line. | often
have trouble remembering which line is which. A useful way to
remember is to think of K as K(wick) and D as D(awdling). When
plotted, the Stochastic Indicator always falls in the range of 0 to
100, like the RSI. A reading near 80 is generally regarded as
overbought and 20 as oversold.

Interpretation

In the article referred to earlier, Lane strongly emphasizes that
there is only one valid signalthat can be obtained from the %D. This
is a divergence between %D and the price of the security being
monitored. All other signals, he points out, are merely “guideposts
or warnings that an important signal is near.” My view is that al/
signals from any momentum indicator should be used as an alert
or warning of an impending trend reversal. Remember that mo-
mentum measures velocity, not price trends. Price measures price
trends. Momentum signals are useful primarily because they
emphasize the importance of a price trend-reversal signal. As
such, they can and should be used in a prudent way for part profit

? Ibid.
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taking or partial entry of a new position, never as the sole basis for
a major decision. In most cases a good momentum signal, such as
a %D divergence, will be associated with a trend reversal. How-
ever, in a large number of “inconvenient” situations the price
continues to make one more high or low, bringing on a “stopped-
out” position. Alternatively, the trend is of the linear variety, such as
the Japanese bull market in stocks in the 1980s. In that event no
amount of overboughts or divergences can help.

The one exception to the rule concerning momentum requiring
price confirmation occurs with trend-deviation indicators. When
they cross through the zero level, this tells us that the trend in price
as well as momentum has been reversed. Even so, before entering
a position it is important to make sure that prices have not moved
significantly away from their ultimate turning point.

Divergence

Divergences between the %D and the price are similar to those
discussed in chapter 1. The main difference between a Stochastic
and an RS divergence is that there are usually fewer divergences
using the Stochastic Indicator. In fact, it is probably true to say that
in the vast majority of cases, the %D experiences only one or, at the
most, two divergences, as shown in figure 6.1.

According to Lane, the Stochastic signal requires action when
the %K crosses from the right-hand side of the peak in the %D line.
Buy signals are triggered when the %K crosses the right-hand side
of the low point of the %D line at market bottoms. Figure 6.2 shows
crossovers from both the right and left for tops as well as bottoms.
In this interpretation the left-hand crossover occurs before the turning
point in the %D line, and the right-hand crossover occurs afterit. Lane
emphasizes that the right-hand crossovers are more reliable.

The Hinge

The “hinge" is a slowing down in the velocity of either line. This
implies a reversal in the next trading period, which is the next day
for daily data, the next week for weekly data, and so forth. (See
figure 6.3.) Chart 6.2 shows some hinge examples in action.
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Figure 6.1
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Warning

In the case of a rising market, a warning occurs when the %K line
has been rising for a while, and then one day (or week or month,
depending on the time frame being used) reverses sharply. (See
figure 6.4) Inthese instances a sharp reversal is defined as one that
falls in the range of 2%—12%. This represents a warning that only
one or two more days of rising movement are likely prior to a
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Figure 6.3
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Figure 6.4

reversal in trend. The opposite, as shown in the right-hand side of
figure 6.4, is the case in a declining market.

%K Reaching an Extreme

Normally, when an indicator reaches an overbought or oversold
extreme it indicates a possible trend reversal. However, when the
%K line moves to the extreme of 0%, Lane emphasizes that this
signals “pronounced weakness.” Chart 6.1 shows an example.
Typically, the %K will bounce up 20% to 25% from the zero level,
later falling back toward zero again. He stresses that the odds are
extremely good that this testing process will, in fact, take place.
Lane estimates that it normally takes 2-4 days (or weeks or
months) for the testing process torun its course, after which a small
rally should be expected.

The opposite is true of rising markets in relation to the 100%
extreme. Lane goes out of his way to underscore the point that the
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initial 0% and 100% readings in the %K do not signal a top or
bottom in the price. In fact, he goes on to point out that they mean
the “exact opposite.” At most, they indicate that a slight pause or
hesitation in the prevailing trend will develop, shortly to be followed
by a resumption of that trend.

The Set-Up

In a rising market the “Set-up” occurs as the price makes a low
simultaneously with the %D. Both series then go on to make new
highs, but on the subsequent reaction the %D breaks below its
previous low while the security does not. The implication is that the
next rally in price will probably turn out to be an important top. This
isknown as a “Bear Set-up." Figure 6.5 depicts this concept for both
bottoms and tops. Chart 6.3 shows an example of a bullish set-up
for 3-month Eurodollar prices at the mid-1992 low.

Figure 6.5
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Chart 6.3 Eurodollar 3-Month Perpetual Contract
and a 5%K 3%D Stochastic
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Failure

Rising and falling peaks and troughs reflect the underlying techni-
cal strength or weakness in a market. Lane’s Stochastic “failure” is
no exception to this principle. At market bottoms failure occurs
when the %K line crosses above the %D and then falls back for a
couple of days while still managing to remain above the %D line.
It represents a kind of test that, if successful, indicates that the new
uptrend is likely to continue. Figure 6.6 also shows this for a market
peak, where the "failure” means that the %K is unable to rally again
above %D. Chart 6.4 shows an actual marketplace example.

Trendlines

Clearly, the Stochastic method works well with divergence and

moving-average crossover analysis. However, it is not normally
suited for trendline construction.
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Figure 6.6
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How Does It Test?

In Encyclopedia of Technical Market Indicators Colby and Meyers
tested the Stochastic Indicator for the effectiveness of a number of
rules and parameters, and found that the vast majority of combina-
tions were unprofitable. This research was based not only on
1977-86 weekly data for the NYSE, but also on the experience of
Schwager and Strahm (Technical Analysis of Stocks and Com-
modities, July 1986). Colby and Meyers finally discovered a
profitable combination, although it did not compare favorably with
most of the other indicators that they tested. The rules they
established called for a buy signal when the 39-week unsmoothed
%K line (n = 39 with no moving average) crosses above 50%, and
the %K and closing price are both above their previous closing
levels. They decided to both sell and sell short when these
conditions are reversed (i.e., when %K moves below 50% and the
%K and closing prices are below their previous week's levels).
They note that fairly consistent profits were achieved for periods (in
other words, the n value) ranging from 38 to 66 weeks, but they
reported that the 39-week span proved to be the most profitable
period used. Note that the %D was not used in this particular rule.

How To Use the Stochastic Effectively

The Stochastic is most effective when you keep daily series in
conjunction with weekly and monthly. In this way the daily indicator
monitors the short-term trend, the weekly indicator the intermedi-
ate term, and the monthly the long-term trend. As we will discover
in the next chapter on the KST Market Cycle Model System, trading
in the direction of the main trend is very important. This approach
is not possible with all momentum indicators, but the Stochastic
lends itself well to this important discipline. However, itis important
to remember that the Stochastic calculation requires period highs
and lows in addition to the closing price.
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Tradingin the direction of the main trend means that buy signals
in the daily and weekly stochastics should be ignored if the monthly
series is in a topping-out or declining phase. If the decline in the
monthly Stochastic is very mature and showing signs of bottoming,
and if this condition is confirmed by other long-term characteristics
of a primary trend reversal, buy signals in the daily and weekly
series will probably result in a profitable trade, as seen inchart 6.5.

Investors can reverse this process by using the two shorter
series for more precise timing of a primary low. For example, every
bear market ends when the first short-term rally in the new bull
market takes place. Consequently, if the monthly series is showing
signs of bottoming, wait for the intermediate and short-term
Stochastics to reverse direction to the upside. The working as-
sumption is that the strength in the implied short or intermediate
rallies will be sufficient to shift the balance for the monthly series as
well. Charts 6.6-6.8 show various examples of the Stochastics
Indicator in the market place.

Williams %R

This indicator is a variation of the Stochastic method previously
described. It is sometimes referred to as the William's Overbought/
Oversold Index. The concept is principally the same for both series.
The Williams system also uses a %K based on a 5-period time
span. The formula for the %K using 5-periods is:

where

G-l
%K =1 2
OC{HE—LJ
C = Today's close

L, = Lowest low in the last 5 periods
H = Highest high in the last 5 periods.

The %R differs from the %K because the ratios determined in
each formula are inverse. In other words, %K compares the close
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Chart 6.5 Japanese Yen with Daily and Weekly Stochastics
Reflecting Short-, Intermediate-, and Long-Term Trends
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This chart shows a daily, weekly, and monthly stochastic reflecting a shori-,
intermediate-, and long-term trend. Note the huge top in the daily series in February
1992,
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Chart 6.6 S&P Composite, 5%K 3%D Stochastic
and 15%K 9%D Stochastic
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This chart compares two different indicators using different time frames to obtain

greater perspective. The first is a 3 x 5 x 3 using a single moving average. The lower
panel triples these values for a 8 x 15 x 9 construction.
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Chart 6.7 Chevron Corporation and 10%K 15%D Stochastic

Martin Pring on Market Momentum
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This chart shows an unusual head-and-shoulders top completion in the stochastic just as
it violated a 1 1/2 year uptrendline. Finally, at the beginning of 1992 we see a bullish fail-

ure.

Chart 6.8 Amer. Business Products and 10%K 15%D Stochastic
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In this exarmple of a 10 x 15 x 15 weekly stochastic, we see four RS| type failure swings
sach followed by a decline of some magnitude. This is not an “official” way of interpreting
stochastics, but often works, which is what really counts.
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with the lowest low, whereas %R compares the close with the
highest high. The %R formula is as follows:

= 22 H,—C
%Fl_mﬂ-[Hr_Lr]

where
r = The time period selected
H_= The highest high of that period
L = The lowest low of that period
C = Today's close.

When plotted, this means that the Williams formula appears
with overbought in the 20 zone and oversold in the 80 zone. In the
June 1991 issue of Technical Analysis of Stocks and Commodities,
Tom Hartle examined the variations between the %R and the %K
Stochastics, and found that the only difference between the two is
that high readings in the %R are bullish and low readings are
bearish.

His point, which is a very valid one, is that too many traders try
to use a large number of indicators that essentially accomplish the
same task. Obviously, if one indicator is the mirror image of
another, overkill has overtaken the analysis. Do we really need two
indicators basically telling us the same thing?

Summary

1. The construction of the Stochastic Indicator is based on the
assumption that prices close away from their highs as a
security is reversing from an uptrend to a downtrend, and vice
versa.

2. Stochastics can be calculated for any time frame and are
especially useful when daily trends are related to weekly and
monthly data.

3. In objective tests the Stochastic underperforms most other
indicators.

4. The Williams %R is a mirror image of the Stochastic.
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Introduction

The KST System combines many of the concepts discussed in
earlier chapters into one specific approach. In this chapter you will
learn howto create a series that not only combines several different
cycles into one indicator, but also acts as a guide offering perspec-
tive which is important to both traders and investors. The benefitto
investors is obvious. To traders a knowledge of the maturity and
direction of the main trend can be of the utmost importance since
most mistakes are made moving against the direction of the main
trend. Even if the direction of the primary trend is obvious, you still
need to have some idea of its maturity because if it is in a terminal
phase the risks of trading in its direction will be greater with lower
odds of success. An additional advantage of the KST is that it also
can be used for short-term trading decisions.

Price Is Determined by the Interaction
of Many Cycles

We discovered in chapter 3 that when ROC indicators of varying
time spans are plotted on one chart different characteristics are
highlighted that are not apparent when just one indicator is consid-
ered in isolation. This is because any specific time frame used in
the ROC calculation reflects only one cycle. If that particular cycle
is not operating or is dominated by another cycle or combination of
cycles that specific ROC indicator is of little value. An example
showing several rate-of-change indicators plotted on one chart is
shown in chart 7.1. Note how the 1982 low was associated with an
accumulation pattern in the 6-month rate-of-change and that the
24-month series violated its bear market trendline. On the other
hand, if we had been looking at only the 12-month series in isolation
we would have seen very little evidence that a major reversal was
about to get underway.

There is also another major advantage to this arrangement. |
have mentioned several times in earlier chapters that the price
trend at any one point in time is determined by the interaction of
many different time cycles. Sometimes when a trend reverses it is
followed by a small price movement; at other times it is followed by

146
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Chart 7.1 S & P Composite Index and 6-, 12-,
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a large one. Why is this so? And is it possible to spot the big turning
points? The answer to these questions is found in the number and
size of the cycles that are turning at a particular point. If one cycle
with a small time span is reversing, it is unlikely to have much
influence because it will be offset by all the others. On the other
hand, if two or three cycles with a longer-term duration are turning,
a significant price movement is likely to follow, other things being
equal.

Obviously, it is impossible to track all of these cycles and the
varying combinations unless we have a super mainframe com-
puter. Even then the math could be overwhelming. What we can do,
though, is arrange several ROC indicators on one chart and
observe what happens at major market turning points. This brings
us back to chart 7.1. Here we have a 6- , 12- , and 24-month rate-
of-change of the S & P Composite Index. Note that there are really
five major turning points in the 1976-90 period. The 1978, 1982,
and 1987 bottoms and the 1981 and 1987 tops. Also that four of
these turning points are associated with sympathetic moves in all
of the momentum series. | use the word “sympathetic” because
sometimes the indicators reverse simultaneously with the price
while at other times they have already turned. Take the 1981 top,
forinstance. It was associated with a peak in allthree indicators, but
it was not immediately followed by a sharp decline because the 12-
and 24-month series moved sideways. The 12-month indicator
actually traced out a double top. It was only when all three were in
a declining mode that the S & P began to accelerate on the
downside.

A similar situation arose following the 1984 low. In this instance
we find that the market advances, but not as aggressively. This is
because the very strong 24-month indicator is declining while the
two shorter series are rallying. However, in the middle of 1985 all
three series turn, and the market advances far more sharply. The
one major turning point that this arrangement did not explain was
the 1987 bottom. This is because of the time frames involved. The
1987 crash was an extremely short-term affair by historical stan-
dards. Bear markets usually take a long time to unfold, typically 1-
2 years. This means that the longer-term indicators have time to
work off their overbought condition and move toward an oversold
extreme. In the case of the 1987 bottom, we see three things: the
actual low, which occurred in late 1987; a slow but deliberate
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recovery rally untilthe end of 1988; and a final accelerated rally into
1989. In this respect the cycles reflected by the three indicators are
presenting a relatively true picture of market conditions because all
three have bottomed by the beginning of 1989 when the upside
acceleration takes place. Obviously, it would have been more
convenient if all three had bottomed in October 1987, but the
unprecedented brevity of the decline did not permit it. This also
illustrates the fact that this approach is far from perfect, but it still
points us in the right direction most of the time. The unexpected
severity of the 1987 decline was obviously caused by a combina-
tion of down cycles that this grouping of three indicators was unable
to pick up.

One way to improve this presentation is to smooth the data so
that the numbers send more deliberate signals as the momentum
series change direction. While whipsaw signals can still occur, they
are significantly reduced offering more reliable indications of trend
reversals for each of the indicators. Generally, the further the
smoothed rate-of-change is from the equilibrium (zero) level, the
more reliable the signal.

Chart 7.2 shows the same three momentum indicators calcu-
lated for different time spans. The smoothing process gives us a
greater perspective on the true trend of each period than we would
have had without it. As expected, the 6-month series is usually the
first to turn, followed by the 12- and 24-month series. The 6-month
ROC is much more sensitive to prices on most occasions than
longer-term series and is more timely. At other times it turns way
before the data series gives an unduly premature signal. Prices on
the 6-month indicator are not always reflected in the 12- or 24-
month momentum series because markets experience different
cyclical phenomenon simultaneously.

The 6-month series explains virtually every intermediate-trend
price movement, but the longer-term 24-month indicator reveals
only the major market trends.

On observation these relationships reveal several characteristics:

1. The smoothed 24-month ROC sets the backdrop for the major
move.

2. The strongest price trends usually occur when all three curves
move simultaneously in the same direction, (e.g., 1973-74,
late 1977, early 1975, and late 1982).
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Chart 7.2 5&P Compasite and 6-, 12-, and 24-Month Rate-of-Change
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This chart shows three momentum indicators calculated for the 6-month,
12-month and 24-month rate-of-change oscillators. Both the 6-month and the
12-month ROC are smoothed by a 8-month moving average, whila the 24-month
is smoothed by a 9-month moving average.
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3. If the 24-month ROC peaks when either the 6- and/or the
12-month series are rising, the sell-off is normally mild be-
cause the cycles are conflicting. A classic example occurred
in early 1982 when the 24-month ROC indicator was falling,
but the 6-month series had already risen.

4. When the 24-month indicator is in a rising mode but the 6- and
9-month indicators peak, the implied decline is usually mild.
An example occurred in 1971 when a decline was signalled by
the peaking action of its 6- and 12-month indicators. But the
24-month indicator was only beginning to cross above its zero
reference indicating that the bull market was in a relatively
early stage. The ensuing reaction proved to be an intermedi-
ate decline within a bull market. A similar instance occurred in
1976 when the 24-month momentum made a strong upturn,
but the 6- and 12-month ROCs were falling sharply. The result
was a distributional top.

The same principle can be applied to daily and weekly data.
Chart 7.3 shows the daily close for the S & P Composite between
Januaryand July 1990. Note how the late April low was associated
with a bottom in all three indicators. However, the market did not
respond negatively to the May peak in the 10-day indicator be-
causethe 15-and 30-day oscillators were still rising. The result was
a stand off between them and the S & P responded with a modest
rally. Just after the 15-day ratio peaked, the market experienced its
final run-up.

Later, in mid-June all three indicators were finally in down-
trends and the S & P experienced a sharp sell-off. The July peak
was once again associated with a top in all three momentum
indicators when the market underwent a very sharp decline. These
examples show quite clearly that the strength and sustainability of
a market trend is determined by the simultaneous, combined
reaction of a number of different cycles.

Long-Term Indicators
It is a very complicated process to plot and follow indicators

reflecting many different time spans, but it is possible to come up
with a satisfactory compromise. This alternative involves the
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Chart 7.3 5&P Composite vs. 10, 15, and 30-Day Rate-of-Change
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This chart shows the daily close for the S & P Composite between January and July
1990, Note how the April low appears to be associated with a bottom in all three
indicators.
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construction of one single indicator that combines four different
ROC series and weights them according to the length of their time
span.

If we closely study chart 7.4A we can see that movements of the
9-month moving average of the 24-month rate-of-change in the
bottom panel closely monitor the primary bull and bear swings of
the market. However, since the market is slow to reverse direction,
signals of trend reversals are often given well after the fact.
Considerthe late 1989 reversal, forexample. It occurred justintime
to catch the tail end of the rally, hardly great for timing purposes.
One way around this problem is to combine four smoothed rates-
of-change in one indicator, weighting each one in rough proportion
to its time span. This approach enables the longer-term smoothed
momentum to turn faster as it keeps whipsaw signals to aminimum.
In effect, it still retains its ability to reflect the major trends, but it
signals such reversals on a more timely basis. Because such an
indicator also includes several rates-of-change covering different
time spans, it also reflects the interaction of several time cycles.

Chart 7.4B shows a summed ROC for the S & P Composite
using this concept. The momentum series has been constructed
from smoothed 9-, 12-, 18-, and 24-month rates-of-change. In this
calculation, the first 3 periods are smoothed with a 6-month moving
average and the 24-month time span with a 9-month moving
average. These series are then weighted in proportion to their
respective time spans. This means that the 24-month ROC has a
far larger weighting of (4) than its 9-month counterpart which is (1).

Direction reversals of the indicator alert traders to most of the
major movements in the stock market on a relatively timely basis
without suffering too much from whipsaw activity. Note how the
combined indicator reverses direction almost a year earlier than
the smoothed 24-month rate-of-change following the 1987 low.

Periods of accumulation and distribution occur between the
time that the summed ROC and its moving average change
direction. There are three levels of signals. The first level is
triggered when the indicator changes direction, the second when
it crosses its moving average, and the third when the average also
reverses direction. In most cases the moving-average crossover
offers the best combination of timely signals with a minimum of
whipsaws.
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Chart 7.4A S&P Composite and 3 Rate-of-Change Indicators
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Three smeothed rate-of-change indicators are presented below the S & P 500
Composite Index. The 9-month moving average of the 24-month rate-of-change
closely follows the primary bull and bear market swings but can lag important

market turns as it did in late 1989,
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Chart 7.4B S & P Composite and Long-Term K5T

——— 5+P COMPOGITE 2 MTH MA T
Ilﬁ/‘r’\/

f

|
Maora himaly signgd
than the 24-monith

s -‘Iw af lchart A
/—”I\i\\‘j“ W M ROC i
=TT [LONG

G-TERM KST 9 MIA MA

N AN

The KST indicater is a weighted summed rate-of-change oscillator that is
designedto identify meaningfulturns. Various smocthed rate-of-change indicators
can be combined to form different measurements of cycles. The long-term KST
crossad above its 9-month ROC is shown above.

The indicator generally offers timely signals and an accurate
perspective, but as with any technical approach, it is not perfect.
For instance, during a prolonged uptrend (as occurred for Japa-
nese equities in 1980s), this method is bound to give false or very
premature signals. We can see this occurring in chart 7.5, where
false signals were triggered in 1985 and 1987.

Another drawback is the fact that the indicator turns very slowly
and is unable to respond to random events. Two examples that
come to mind are the effect of the 1989 Tiananmen Square
massacre on the Hong Kong stock market and the abrupt change
in Federal Reserve policy that occurred in 1981 when interest rates
reversed their primary downtrend on a dime. The Hong Kong
experience is shown in chart 7.6.

Fortunately, the vast majority of market movements operate
within the normal business cycle, so the summed Rate-Of-Change
concept gives us a reasonably accurate picture of what is happen-
ing in a market. For this reason | have called this indicator the KST.
The letters stand for “Know Sure Thing.” Most of the time it is
reliable, but it's also important to know that this approach is not a
sure thing.
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Chart 7.5 Nikkei and Long-Term KST
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As with any technical indicator, the KST is not intallible. If there is a prolonged trend,
the indicator may give false signals of a trend reversal.

Chart 7.6 Hang Seng and Long-Term KST
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Short- and Intermediate-Term Indicators

Chart 7.7 shows that the same concept can be applied to daily
charts for short-term swings, and chart 7.8 demonstrates that it can
be used for intermediate-term price movements as well. The short-
term KST constructed from daily data is particularly useful for
filtering out entry and exit points when trading in the futures
markets. | emphasize the term “filtering” because | strongly believe
that trades should be based on the condition of more than one
indicator. When the KST reverses its prevailing trend, especially
from an extreme overbought or oversold zone, this is a signal to
take a look and see what the other indicators are saying.

It is also mandatory to ensure that KST signals are confirmed
by some kind of trend reversal in the price series. This could take
the form of a moving average crossover, trendline violation, or
similar confirming signal.

Chart 7.7 S & P Composite and Short-Term KST
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The KST can be tailored for any time frame. Here the daily KST is presented with the
S & P Composite. The daily KST indicator should be used as a complement to additional
technical indicators.
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Chart 7.8 Deutsche Mark and Intermediate-Term KST
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One method of using the KST is to apply trendline analysis to the indicator. Here,
the intermediate KST has trendlines drawn upon it along with trendlines drawn on
the Deutsche mark. Joint trendline breaks are often reliable signals.

The KST should be interpreted using the same principles that
you would apply to other oscillators. Divergences, overbought and
oversold conditions, trendline violations, and price-pattern analy-
sis are as relevant to the KST as they are to the rate-of-change,
RSI, MACD, and so forth. Trendline violations in the KST do not
occur very often; but when they do, they have the effect of strong
reinforcment for the KST moving average crossover signals previ-
ously discussed. Chart 7.9 demonstrates this effect quite clearly.
Since the long-term KSTs based on monthly data are far more
smooth and deliberate in their movements, trendline construction
and price-pattern configurations are rarely, if ever, apparent. On
the other hand, we can see that the short-term KST indicators are
far more susceptible to such possibilities because of their more
volatile nature.

The formulae set out in table 7.1 are not the last words on the
KST. | am sure that someone who wants to optimize the time
frames, moving averages, and weightings could come up with
statistically superior results. Even though they are offered here as
a starting point for additional experimentation, remember there is
no Holy Grail. Substituting the impossible objective of statistical
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Chart 7.9 Toronto Stock Exchange and Dally KST
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Table 7.1 Suggested KST Formulas*®

ROC MA Weight ROC MA Weight FI-I‘.'I'C MA Weight Roc MA Weight

Short-term’ 10 10 1 15 10 2 10 3 3 15 4
Short-term? a T 1 4 HN 2 E & 3 10 &8 4
Intermediate-tarm® 10 10 1 13 13 2 15 15 3 20 20 4
Intermediate-term' 10 10" 1 1 1 2 15 15' 13 20 200 4
Long-term? 9 (] 1 12 6 2 18 -] a 24 9 4
Long-term? m 28 1 52 26" 2 78 28 3 104 39 4

* It is possible to program all KST formulas inte MetaStock and the Computrac Snap
Module (see Resources, at the end of the book).

t Based on daily data.

t Based on weekly data.

* Based on monthly data.

TEMA.

perfection for sound and reasoned analysis is certain to lead to
trouble.

Now we can proceed to what | think is the most valuable part of
the KST System and that is to combine three KST indicators into
one overall arrangement in order to gain a better understanding of
the complete market cycle. Think of the combination in this way: If
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you were in a strange city and did not have a map for guidance, you
would have a problem getting from the train station to the hotel on
your own. Most of us operate in the marketplace without such a
map. Let's see how the KST System can help in this respect.

Three Main Trends

We have already discussed the fact that there are several trends
operating in the market at any particular time. They range from
intra-day and hourly trends to very long-term or secular ones
evolving over a 20- or 30-year period. For investment purposes the
most widely recognized are short-, intermediate-, and long-term
trends. Short-term trends (3 to 6 weeks) are usually monitored with
daily prices, intermediate (6 weeks to 6 months) with weekly prices,
and long-term (1-3 years) with monthly prices. Figure 7.1 shows a
hypothetical bell curve incorporating all three trends.

From both an investment and trading point of view, it is
important to understand the direction and maturity of the main, or

Figure 7.1
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primary, trend. It is said that a rising tide lifts all boats. In a similar
vein, short-term rallies are much more profitable in a bull market
than they are when the market tide is retreating (i.e., in a bear
market). If you want proof, try comparing the results of short-term
buy signals for mechanical trading systems in a bull market and
then in a bear market. An indicator that can give you reliable
evidence of not only the direction but also the maturity of the
primary trend can be of invaluable help.

Combining the Three Trends (Market Cycle Model)

Ideally, it would be very helpful to track the KST for monthly,
weekly, and daily data on the same chart, but plotting constraints
make this difficult. It is possible, though, to simulate these three
trends by using different time spans based on weekly data. Chart
7.10 shows how this is done for the S & P Composite Index. These
indicators differ from those presented earlier because they are
smoothed by exponential rather than simple moving averages.
This arrangement, which is possible using the popular Metastock
Professional charting software, facilitates identifying both the di-
rection and the maturity of the primary trend (shown at the bottom
of the chart), as well as the interrelationship between the short and
intermediate ones. Reversals in trend are signaled some time
between the point where the KST and its moving average change
direction. The best signals are given when the KST crosses above
or below its exponential moving average (EMA). This alternative
construction gives a very good indication for the prevailing stage of
the specific trend that it is measuring. Like any indicator, however,
it is far from perfect, especially in highly volatile markets or markets
that fail to undergo a specific cyclic correction.

The long-term KST monitors the primary trend of the market;
that is, price movements lasting one, two, or three years. Its current
position gives us some perspective onthe maturity ofthe trend. The
intermediate- and short-term indicators are used more for timing
purposes. For example, if a short-term “buy” is triggered when the
long-term indicator is rising from just above the zero level, this
indicates a bull market rally. On the other hand, a short-term “buy”
that occurs when the long-term indicator is declining tells us that a
bear market rally is underway. The difference is important, since
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Chart 7.10 S & P Composite and Three KSTs
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The best opportunities occur when the primary trend is in a rising mode but is not
overextended and the intermediate- and short-lerm KSTs are turning up. You can draw
trendlines on the short-term KST to identify important turns, The short-term KST uses
an 8-week exponential moving average for the crossover, the intermediate-term uses
a 10-week moving average and the long-term a 26-week moving average for the
crossover.
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the former is usually profitable and the latter deceptive, unreliable,
and unprofitable. This arrangement of three KST oscillators into
what | call the “market-cycle model” not only helps the trader or
investor to position himself in the direction of the main trend, but
also gives some indication of the trend's maturity. An example is
when a long-term KST is overextended on the upside and an
intermediate sell signal is generated, the odds are fairly high that
the implied intermediate correction will turn out to be the start of a
major reversal formation or the first downleg of a new bear market.

The best trades and investments are made when the primary
trend is in a rising mode but is not overextended and when the
intermediate- and short-term market movements are bottoming
out. During a primary bear market, shorting is best accomplished
when intermediate- and short-term trends are at their final peak. In
a sense, any investments made during the early and middle stages
of a bull market are bailed out by the fact that the primary trend is
rising, whereas investors have to be much more agile during a bear
market in order to capitalize on the rising intermediate-term swings.

Bullish intermediate signals that met the two criteria of correct
positioning on the long-term indicator and moving average cross-
over on the intermediate-term indicator occurred in late 1985 and
December 1986, shown in chart 7.10. Both signals were followed
by powerful rallies. The last one in 1980 did not do the same
primarily because the long-term indicator reached its peak in early
1990.

Intermediate-term sell signals are less powerful when they
occur against a backdrop of a rising primary trend KST. These
signals occurred in 1985, early 1986, and early 1987.

This arrangement is helpful for trying to assess the maturity of
a primary bull or bear market. In the classic conceptual sense, a
primary bull market consists of three intermediate uptrends and, in
certain cases, a fourth. During the 198487 period there were, in
fact, three rallies in the intermediate-term indicator.

During a bear market the same conditions should work in
reverse, by having three intermediate-term declines. However,
during the 1983-1984, and late 1987 periods, the primary declines
were accompanied by only one downtrend. The position of the
long-term indicator can also provide a valuable clue to the maturity
of a primary trend. Otherthings being equal, the furtheritis from the
equilibrium level, the more mature the trend.
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The intermediate- and short-term momentum series can also
flag positive and negative divergences and occasionally can help
in constructing important trendlines. This is especially true of the
more volatile short-term KST. For instance, it was possible to
construct four trendlines in the 1982-89 period, each of which was
followed by an important rally.

Obviously, it is not easy to determine when the long-term KST
will reverse direction, but if it is in an overbought condition at a time
when both the short-term and intermediate-term series are also
reversing, the odds of a long-term reversal are that much better. If
you can spot some trendline violations in these intermediate- and
short-term KSTs, so much the better.

| have found this KST arrangement to work well for virtually all
markets, whether it be individual stocks, currencies, commaodities,
and so forth. As with any indicator, some entities work better than
others, so the KST market cycle should not be blindly adopted for
everything. See if it has worked historically; if there is a good fit, the
chances are good that it will work well in the future.

Some Examples from the Marketplace

Chart 7.11 shows weekly data for First Michigan Bank. The first
thing to note is the fact that it is possible to construct some pretty
good overbought/oversold zones with this data at £100. This is not
always an option; but in this case, we can see that virtually every
time this series reverses from one of these boundary lines a new
short-term trend gets underway. The magnitude of the price
movement depends on the position of the other two indicators; that
is, are they in an uptrend or a downtrend, or in an overbought or
oversold condition? Another factor is the nature of the change in the
trend for the short-term KST indicator. For example, the horizontal
lines marked A, B, and C above the price indicate those times when
the short-term KST has violated a small rising trendline. In these
instances the price did not reach a new high until about a year later.
Trendline breaks, therefore, have the effect of emphasizing a
breakdown in momentum and imply a larger correction than would
normally be signaled by a short-term sell signal alone.

The same concept, but in reverse, occurred in late 1990 and
early 1992. In the first example the short-term KST violated a
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Chart 7.11 First Michigan Bank and Three KSTs
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downtrendline, and in the second it completed a small base. Both
were followed by a larger than average rally.

The intermediate series can also help to gauge the potential for
anew trend. Atthe beginning of 1990 this series completed a head-
and-shoulderstop. The nature of the sell signal—at a time when the
long-term KST was in a relatively overbought condition—indicated
that a fairly important decline or consolidation was likely. This
breakdown was associated with a violation of trendline (XY) in the
price and was followed by the worst decline in the whole period.
This major sell signal was also preceded by a small trend break in
the short-term indicator.

Because it requires nearly three years of data to calculate, the
long-term KST does not appear on the chart until late 1988. As you
can see, it pretty well reflects the primary-trend ups and downs after
this point. One of the key questions that needs to be addressed is:
When will the long-term indicator reverse trend? Unfortunately,
there is no clear-cut answer. Obviously, the more overextended
(i.e., overbought or oversold), the greater the odds of a reversal. In
many cases, | have learned to expect a reversal in the long-term
trend when the intermediate series, having been above or below
zero for a considerable time, crosses through the equilibrium point.
Examples occurred at Points U and V. Point S was an exception,
because the long-term indicator did not violate its EMA, even
though it did reverse direction.

This underscores the fact that the zero-intermediate crossover
is not a hard-and-fast rule. It seems to work most of the time, but
there are a lot of exceptions. Examine the security you are
monitoring to see how accurate this method has been in the past.
If it has failed quite often, do not use it. On the other hand, if it has
been reasonably accurate there is a good chance that it will
continue to work.

Quite often, the long-term KST will move toward its EMA,
looking as if it is about to cross. If the short- and intermediate-term
series have begun to reverse, the chances of a crossover will be
greatly reduced. The experience of the early 1992 period exempli-
fies this point. During that period the long-term indicator fell toward
its EMA, but the short-term series broke out from a base and the
intermediate gave a buy signal. In this instance the long-term
series was not very overbought so it was able to recover. If this
positive short/intermediate combination had occurred when the
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long-term was overextended, the outcome would probably not
have been as positive.

Chart 7.12 shows a market cycle model for First Virginia Bank.
Note again how the zero crossovers of the intermediate series
correspond with reversals in the long-term KST. We can also see
some important trendline applications at work for the short-term
KST. For example, there was a joint break in both the short and
intermediate series at the beginning of 1989. Both series hardly fell
below their zero lines just before the take-off in prices. The reverse
set of circumstances developed at the end of 1989. Not surpris-
ingly, this action was followed by the most severe decline in the
chart.

Finally, the short-term KST traced out a head-and-shoulders
top at the beginning of 1991. This should have resulted in a fairly
important short-term decline, however, there are two points to bear
in mind. First, the trendline that was later viclated was quite steep.
Normally, steep trendline violations are followed by consolidations,
not reversals. In this case the horizontal line at Point A, just above
the price, indicates a consolidation. Second, there were two signs
that a bull market was in its early stages. The first indication was
that the long-term KST had clearly reversed to an upward direction.
The reversal was also associated with a positive zero- intermediate
KST crossover. The second sign was that the short-term and
intermediate series managed to reach unusually high readings,
typical of the early stages of a bull market.

Chart 7.13 shows the short- and intermediate-term KSTs for the
Lehman Bond Index, a benchmark for the U.S Government bond
market. This period brings out several interpretive principles. First,
in early 1989 the short-term KST completed and broke down from
a head-and-shoulders top. By rights this should have been fol-
lowed by a sharp down move, but it was not. | have included this
example to show that not all momentum breakdowns are followed
by serious declines. This one just happened to be an exception.
The time to have concluded that it was a whipsaw was when both
the AB trendlines were violated on the upside.

Second, there was a marginal short-term buy signal at the end
of 1989. Taken on its own merit, this signal should have produced
a worthwhile rally. It did not because the intermediate series not
only was very overextended, but also was in a clear-cut downtrend
at the time.
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Chart 7.12 First Virginia Bank and Three KSTs
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Chart 7.13 Lehman Bond Index with a Short-Term and
Intermediate-Term KST
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Short-Term KST Signals Using Daily Data

The formula for a short-term KST based on daily data is included
in table 7.1. It is shown here to indicate that, apart from helping
traders to gain perspective, the KST system can also be used as
a short-term trading tool in its own right. | often use it in conjunction
with an MACD indicator as shown in chart 7.14. The MACD is used
because it is a more sensitive series than the KST, and it usually
reverses direction ahead of it. This can be of invaluable help when
the KST is very overextended, as it was in August 1992. It makes
sense to look at the MACD to see when it reverses direction,
because it is quite likely that the KST will soon follow.

The MACD is also helpful because it often lends itself to
trendline construction, more so than the KST. In this way, we are
better able to discover when important reversals in momentum are
likely to get underway. When this occurs in conjunction with a KST
buy or sell signal, the strength of the signal is emphasized.

Finally, | have noticed that when the short-term KST crosses
zero it is often signaling that a relatively sustainable short-term
trend is underway. The quality of the signal will depend largely on
how close to the bottom or top in the actual price it is triggered. In
chart 7.15 featuring the gold price, we can see that the zero
crossovers setthe scene for bullish and bearish environments. The
June buy signal developed very close to the final low and could
have been used with great benefit. On the other hand, although the
August zero crossover was associated with a major decline, it
unfortunately came after most of the sell-off had taken place. The
same was true, but in reverse, for the next buy signal. The rule then
is to use zero crossovers as an indication that an important short-
term trend reversal is underway, but to take no action if the price
has already moved a great deal.

The KST and Relative Strength

The Concept of Relative Strength

So far we have considered the KST indicator from the standpoint
of the absolute price, but the analysis can also be extended to
relative pricing as well. As we have learned in chapter 4, relative
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Chart 7.14 Treasury Bonds Three-Month Perpetual Contract
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Chart 7.15 Comex Gold Three-Month Perpetual Contract
and Short-Term KST
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strength (RS) measures the relationship between two price series
and should in no way be confused with the relative strength
indicator (RSI), which compares the current price of a security with
its past price. An RS line typically compares a specific item such as
a stock with a base; normally some measure of the market. The line
is calculated by dividing the stock by the market; the result is plotted
as a continuous line as shown in figure 7.2. When the line is rising
the stock is outperforming the market, and when the line is falling
the market is outperforming the stock. A rising RS line does not tell
us that the absolute or actual price of the stock is appreciating, only
that it is outperforming the market. For example, the market may
decline 20% but the stock loses only 10% of its value. Both are
losers, but the stock's losses are less than those of the market.
Relative strength can also be used to compare two different
price series. The gold/silver ratio is a relative strength relationship:
so too is the “Ted Spread," where T-bill prices are compared with
those of Eurodollars. Even currencies are an expression of relative
strength: the dollar vs. the yen, the yen vs. the pound, and so forth.
Since relative strength moves in trends just like absolute prices,
it follows that the KST market cycle model approach can be
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Figure 7.2

Pricea

Reiative Strength T

extended to this area as well. In my analysis | take a “top-down”
approach. This involves an examination of the long-term position
ofthe market as a whole, followed by industry groups andfinally the
individual stocks included in the group. Let's consider the second
stage; that is, isolating potentially attractive stock groups.

Relative KST Indicators

In many ways the KST approach is more suitable for analyzing
trends in relative than absolute prices. This is because the group
rotation process that occurs as the business cycle unfolds is
normally far more subject to cyclic rhythms than the actual prices
of the various indexes and stock prices themselves. Chart 7.16A
shows the market-cycle model for the Dow Jones Financial Sector
relative strength. The series in the top panel is the RS; the other
three are the KST indicators. When the line is rising, it indicates that
finacial stocks are outperforming the market and vice versa. The
best buying opportunities occur when the long-term KST of the RS
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Chart 7.16A Dow Jones Financial Relative Strength and Three KSTs
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Rates-of-change analysis can also be applied to a relative strength chart. The most
reliable buying opportunities are when the long-term KST indicator is below zero
andis turning up. Negative indications occur when the long-term KST is above zaro
and turning down.
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is below zero and has started to cross above its moving average
while the short- and intermediate-term series are simultaneously
consistent with a trend that has yet to reach overextension. Itisalso
important to make sure that the RS has generated some kind of buy
signal such as an EMA crossover or trendline break. In a similar
vein, the probabilities of success do not favor situations in which the
long-term KST is in an overextended reading way above zero. At
such junctures the indicators are telling us that the trend of superior
RS is well advanced. It could well continue for some time, but the
law of averages does not favor such a development. Atthis juncture
it would be far better to search for a group in which the long-term
KST is depressed and turning up.

The best approach is to isolate those groups for which the
market cycle model is in a positive mode not only for the relative
price (Chart 7.16A), but also for the absolute price (Chart 7.16B) as
in late 1988 and early 1991. Each instance was followed by
superior results. In mid-1986 and early 1990 both conditions
reversed since both long-term KST indicators peaked out.

In any given situation there is a constant rotation among the
various industry groups in terms of RS action. This can be appre-
ciated by comparing two groups that traditionally perform at differ-
ent stages in the cycle. At the beginning of a bull market, interest-
sensitive issues such as financials typically outperform the market.
As the cycle matures this leadership gives way to inflation-sensitive
issues such as those in the energy sector as shown in chart 7.17.
Chart 7.18 compares the long-term KST of RS for both series. Note
that there is a tendency for them to move in opposite directions. For
example, the KST for the financial series peaked in late 1989 while
energy was bottoming. The reverse held true in early 1991. For the
next few years after 1991, financial issues outperformed and
energy lagged.

The relative KST analysis can be used not only for timing the
purchase and sale of securities that make up industry groups, but
also for determining the prevailing stage of the market cycle. When
the long-term KST for the RS of financial securities is bottoming,
this indicates that a new cycle is beginning; and when the energy
sector is reversing to the upside, this is a warning that the cycle is
rapidly maturing.
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Chart 7.16B Dow Jones Financial Sector and Three K5Ts
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The KST indicator is a summed weighted measure of rate-of-change. Varying the
weights and the rates-of-change can produce indicators that measure rate-of-
change for short-term, intermediate-term and long-term time horizons.
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Chart 7.17 Dow Jones Energy Sector Relative
Strength and Three KSTs
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When a bull market in stocks begins to mature, energy stocks tend to take over
the leadership role. The long-term KST should begin to turn up, indicating better
relative performance by the energy group.
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Chart 7.18 Dow Jones Financial vs. Energy Relative Strength
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Plotting the long-term KSTs for both the financial relative strength line and the
energy relative strength line displays the rotation of these two stock groups.
Strength in one group coincides with weakness in the other,

In this chapter | have barely been able to scratch the surface of
KST analysis. The concept is far from perfect, but it does provide
suitable Jong-term perspective of a specific market, enabling us to
make well-informed, short-term decisions.
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Volatility

In a very brief but informative article in the January 1991 issue of
Technical Analysis of Stocks and Commodities, Arthur Merrill
considered the question of whether the degree of volatility in the
stock market is a useful indication of the market's future course.
Based on a 10-year study, he wrote that day-to-day volatility does
have good “crystal ball” characteristics, and there is no reason that
Merrill's conclusions could not apply to other types of markets or
even individual stocks.

Testing for a 1-day ROC, Merrill multiplied the result by 1,000
to create a meaningful scale. The data were also smoothed by a
33% exponential moving average, which roughly corresponds to a
5-week time span. He then tested for unusually high and low data
points using the standard deviation method above and below the
mean. The indicator proved correct 70% of the time in predicting
13-and 26-week periods. The accuracy rate for the 52-week period
was 78%.

One of the key problems faced by all traders is whether the
security they have chosen to be involved with will experience
trending or trading range characteristics. The distinction is very
important. Atrading-range market would be attacked by selling into
an overbought reading and buying into an oversold one. Short
positions would be initiated with an overbought condition and
covered with an oversold one. On the other hand, if it is known
ahead of time that a market is likely to trend, greater emphasis
could be placed on trend-following devices such as moving aver-
ages and trendlines with less significance on oscillators.

After all, if you believe that a market will continue to rally, why
make trading decisions based on a momentum indicator that is
likely to undergo several negative divergences with the price
before the final peak?

Of course, there is no precise way to foresee with any consis-
tency whether a market is likely to fall into either the trending or
trading range. However, in New Concepts in Technical Trading
Welles Wilder outlines an approach that tries to determine at least
when a market is likely to break out of a trading range. He calls it
the "Directional Movement System.” The objective of the system is
to categorize a number of different markets or stocks by their
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trending characteristics. The directional movement system mea-
sures each security on a scale of 0 to 100. Those with likely trading-
range characteristics are ranked at the lower end of the range and
those with trending-range characteristics at the higher end. Know-
ing where a specific security may fall enables you to decide
intelligently whether to trade the stock from a trending or trading
range perspective. Any security that falls into either extreme offers
good opportunities for low-risk profits because trading tactics can
be adapted to suit the indicated characteristics. Those securities
that fall in the middle would be ignored. Since all securities
alternate between trading and trending range characteristics, the
system is dynamic because it monitors these characteristics on a
continual basis.

Most of the approaches described in this book explain how
various technical systems work, but the directional movement
approach tries to match the right system to the likely market action.
In other words, if we apply a particular system to a market it's rather
like trying to ski regardless of whether it's summer or winter, which
is really putting the cart before the horse. The Directional Move-
ment System, on the other hand, tries to tell us what the prevailing
season is likely to be, so we can decide whether to get out the skis
(momentum indicators) or the sail boat (e.g., moving averages).

\What Is Directional Movement?

Tomeasure directional movement, two periods of data are needed
in order to make a comparison. In most futures trading the period
would be in days, but there is no reason why it could not be in weeks
or even months. Taken to the other extreme, the comparison could
be made between hourly bars in an intraday chart and so forth.

In this explanation | will use days, but please remember that
these directional principles can be applied to any time series. In
essence the directional movement is defined as the difference
between the extreme part of the current period (today) that falls
outside the range of the previous period (yesterday). Let's consider
some examples.

In figure 8.1 the range of day one is line AB and of day two, line
ED. Part ofthe price range in day two, namely the distance between
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Figure 8.1

A +DM

C and D, retraces some of the ground covered in day one. It is the
distance between C and E in day two that really earmarks the
directionalmovement (DM). The difference between Point E, orthe
high, in day two and Point A in day one is called “plus DM" (+DM)
because the price is moving up. Minus DM (—-DM) would occur
when the price declined between the two periods as in figure 8.2.
In effect, the distance between the low today and the low yesterday
would represent the minus DM.

There are some other possibilities to consider, and these are
shown in figures 8.3 and 8.4. In these examples the trading range
in day two is so great that it encompasses all of day one and then
some. These are known as “outside” days and often warn of short-
term reversals in price. How should these be treated? In essence,
this situation offers both a +DM and a -DM, so for the purposes of
the calculation we take the greater of the two. In figure 8.3 this is
a +DM (CE) and in figure 8.4 it is a ~DM (CD).

The opposite of an outside day is an “inside” day where the
trading range of day two is completely encompassed by that of day
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Figure 8.2
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Figure 8.4
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one. Alternatively, we might get an example of two identical trading
ranges. These two possibilities are shown in figures 8.5 and 8.6,
respectively. In each of these instances there is no directional
movement, so the DM value is zero.

In futures trading many contracts are subject to “limit" moves
that also must be addressed. Figures 8.7 and 8.8 show limit up and
down days, respectively. In an up day, the +DM is notthe extent of
the limit; in other words, it is not the distance between day one's
close and CD in day two. Rather, it is the difference between day
one’s high (Point A) and the limit itself. In this example, it is
assumed that the price trades “limit up” all day. Figure 8.8 shows
an example of a —-DM in which both day one and day two represent
limit moves.
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Figure 8.5
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Figure 8.7
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Figure 8.8

AB —

-DM




Volatility and the Directional Movement System 187

True Range

Price movement is best measured in proportions rather than
arithmetic numbers. This enables us to make a more realistic
comparison between two periods or two securities of differing price
magnitude. For example, a +DM measurement of $1 for IBM stock
trading at $100 would have a very different implication than a $1
move for an issue worth $2, since the former would representa 1%
move and the latter a 50% one.

Wilder deals with this problem by comparing the +DM and -DM
with what he calls the “true range.” He defines this as the maximum
range that the price has moved either during one day's trading or
from the close of the previous day's trading to the extreme point
reached the following day. This means, in effect, that the "true
range” in price is the greatest of the following:

1. The distance between today's high and today's low.
2. The distance between yesterday's close and today's high.
3. The distance between yesterday's close and today's low.

The directional indicator (DI) is calculated by dividing the
directional movement by the true range. The formula for one day is:

+DM
+Dl, = 1
g, Y
and
-DM
DI, = ——L
R

TR, reflects the true range for today and the DM, the directional
movement for day one. The +DI, formula would be used for the up
days and the DI, for the down days, since directional movement
can occur only in one direction during one day. It is also important
tonote that directional movement can only be positive. This means
that the —DM refers only to a down day, not a negative number.

One day does not make a trend, so it is normal practice to
calculate the formula over a number of days. Wilder recommended
14 days, since that represents half the 28-day lunar cycle. This
formula reads as follows:
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+DM
+0l,, =—14
* TR,
and
-DM
Dl i M-
= TH“

Here the DM,, is the sum total of 14 days of directional
movement and TR,, the sum total of 14 days of true ranges.

The accumu[atmn method gives us the formula for day 15. That
method works like this: Take yesterday's +DM. ,, divide it by 14 and
subtract this quotient from yesterday's +DM,, then add back
today's DM,. This sum is the DM, for today. Eaiculatrng the TR,,
is done in the same manner. Of course there is no reason why
othertime spans such as 30-day or 10-day periods cannot be used,
or even other forms of data such as weeks, months, etc. The
advantage to using this method of calculation is that it does not
require us to process and maintain 14 days’ worth of back data
once we have made the first DI, calculation. A second benefit is
that it gives the final indicator a smoothing effect. The actual
formulas are as follows:

Previous +DM,,
14

+DM,, (today) = Previous +DM,, —[ ]+DM1

and
-DM,,(today) = Previous -DM,, —{

F’rv&mm:mu:::4 -DM,, } +-DM,

These two formulas are then each divided by the TR,, and
multiply the result by 100 to get the plus and minus dlf&ﬂtlﬂl‘lai
indicators. If the answer to the +DM formula, for example, is 15%
and the DI, is 25%, this means that 15% of the true range prices
over the last 14 days were up and 25% were down. Thus, 40% of
the 14 days was directional and the balance of 60% was
nondirectional.

The figure we are looking for, though, is the difference between
+Dl,, and-DI,, because that figure reflects the true direction of the
price movement. For instance, if +Dl,, and DI, are identical it
would mean that up days more or Iess oﬂset dcwn days. In other
words, there was no directional movement at all. By the same
token, if the direction is up for 10 to 12 days the +DI would have a
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high value and the -DM would be very low, resulting in a very high
directional movement.

All of these calculations result in an indicator called the direc-
tional movement index (DX) that measures the difference between
the two Dls. The DX is calculated by dividing the difference
between +DI_, and -DI,, by the sum of the DI, and -DlI,,. The sum
reflects the total of the percentage of days that experienced
directional movement: the difference is the net result of the type of
movement, either plus or minus. By the very nature of the calcula-
tion, the DX will always fall between 0 and 100. The higher the
number, the greater the directional movement. The direction of the
price movement has no bearing on the DX itself, since the DX
indicates only the trending characteristics. In chart 8.1 note that
each of the two highs at Points A and B in the index are associated
with a top and bottom.

Let's examine the DX further to see how it works. If the price
moves down sharply and then stabilizes, the DX will move from a
high number as it did between Points B and C in chart 8.1. Then,
as the price continues to rally or starts to decline again, as it did in
this example, the DX rallies once again. The low DX numbers
between Points C and D indicate low directional movement. Only

Chart 8.1 Swiss Franc and 14-Unit Directional Movement Index
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after prices resume their decline does the DX rally once more. This
low reading between C and D is because the difference between
+Dl,, and DI, is decreasing, occasionally touching zero.

The time span used in the construction of the DX has important
implications for directional movement in the same waythatchanges
inthe time span of a moving average, ROC, or stochastics do. If the
standard time span of 14 days is used, the assumption is that the
28-day lunar cycle is the predominant one for short-term trends.
However, all cycles can and do fail to operate because price trends
are determined by the interaction of many different cycles, each of
which has a varying influence on the trend. Thus, if other cycles in
a combination have a larger than normal influence because of the
way in which they are combined, it will mean that the 28-day cycle
will fail to have its normal strong influence. Consequently, indica-
tors constructed to reflect this cycle will not have their usual reliable
characteristics.

Wilder recommends smoothing out the action of the DX in order
to make it indicative of price movements to both the high and low
extremes. To do this he suggests calculating DX using a period
twice as long as the one used for calculating DI,

A short-cut is to take a 14-day average of DX. This average is
known as the average directional movement index (ADX).

Average Directional Movement Index Rating

Another feature of the directional movement system is the calcu-
lation of the average directional movement index rating (ADXR).
The ADXR is the indicator used to rate the directional characteris-
tics of all of the securities we might want to trade. The formula for
the ADXR is as follows:

ADX o0y + ADX,, Days Ago

DXR =
& 2

I have used 14 days as the Wilder-recommended default. It is
possible, of course, to substitute any time period you prefer.
According to Wilder, the first step is to identify securities that have
a high directional movement, and then to determine when that
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directional movement is likely to develop. The ratio is calculated by
dividing the sum of the ADX today and the ADX 14 days ago by 2.

When the ADX and ADXR are plotted together, the ADXR has
the appearance of a moving average running through an indicator
(the ADX) that is fluctuating around it, or a sort of sine curve as in
chart 8.2. The chart shows that peaks and troughs in the ADX
indicate changes in direction. Remember, though, that the ADX
measures directional changes only and not the direction of the
change. Thus, in a bull market a peak indicates a reversal to the
downside, butin a bear market it reflects a change from down to up.
The larger the difference between the highs and lows in the ADX,
the greater the reactions resulting in greater trending characteris-
tics. In general, it is usually wiser to trade only in the direction of the
main trend, but if the amplitude of the movements in the ADX are
substantial it means that profitable trend-following trades could be
made in either direction.

The ADXR according to Wilder, is exclusively a rating device
and should only be used as a measurement of directional move-

Chart 8.2 Swiss Franc and 14-Unit Average Directional
Movement Index Rating
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ment. The greater the distance between the ADXR and zero the
greater the directional movement of the security being monitored.

Plus and Minus DI Crossovers

The “equilibrium point” is when +Dl,, and DI, are the same level.
Buy and sell signals are genarated when +D| , and -DI , cross.
This means that good tradeable directional movemem is nat only
just a question of straight up and down price movement, but also
movement in excess of the equilibrium point.

Infigure 8.9 Points A, B, and C represent the equilibrium points
(i.e., the places where the Dls cross). This example shows that
there is a fair degree of volatility, but unfortunately the profit
potential from buying at A, selling at B, and selling short at B while
covering at C is not very great. According to Wilder, this type of
market would have a low ADX rating.

Figure 8.10, on the other hand, shows a situation where the
profit potential between the equilibrium points is pretty good. In this
instance the ADX is assumed to have a highrating. In other words,

Figure 8.9
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Figure 8.10

Profit from long posificn

the high ADX reading indicates not only that a market is volatile, but
also that this volatility enhances the market's tradeability.

Figure 8.11 shows the best situation of all. This occurs in a
strong-trending market where the two Dls are continually moving
toward each other but rarely cross. At Points W, X, Y, and Z they
almost cross, but at the last moment they diverge once again so
that the position is maintained. According to Wilder, this type of
market condition indicates a very high ADX rating.

Finally, in figure 8.12 we see an example of a volatile but
unprofitable market. The AB long trade breaks even but the BC
short sale loses money. In New Concepts Wilder points out that this
type of market action reflects a situation in which the ADX is less
than 20. He argues that when the ADX rallies above the 25 level the
equilibrium points widen.

Interpretation

Wilder believes that the first step in interpreting the directional
movement system is to select a security with a high ADX and ADXR
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Figure 8.11

Figure 8.12
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reading. This provides sufficient directional movement to make
tradeable profits from trend-following signals. Buy signals in an up
market are generated when the +DI., crosses above the -DI,, and
sell signals when the +DI,, moves below the -DI_,. In a declining
market, negative crossovers would be used to take short positions
that subsequently would be covered when the +DI , crosses back
above the-DI,,. In short, ADX is used to identify securities that are
likely to trend, and the Dis are used for actual timing purposes, just
as we might use a moving average crossover, trendline violation,
or price pattern completion.

There is one more feature of the directional movement system
calledthe “extreme point rule.” This rule states that on the day that the
DI's cross, use the extreme price that the security reached that day
as the reversal point. Long positions would use the low of the day;
short positions the high. These are shown in figure 8.13. These
positions are the stop points that should be used for the next several
days, even if the Dis signal that the position should be liquidated.

Figure 8.13
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Wilder rationalizes taking this action on the basis that the initial
equilibrium or crossover day tends to be an important one, regard-
less of whether or not a market is going to reverse. As a result, the
extreme price point reached on that day is not normally breached.

Important turns are often indicated when the ADX reverses
direction afterit has moved above both DI's. In figure 8.14, the ADX
reverses direction at Point A, and after one more rally the price also
peaks. The actual signal would have occurred when the +DI
crossed below the DI, ,, but it would not have been a bad idea to
take some profits at A since the timing was better. In a really strong
market, like the one shown in figure 8.14, the ADX will reverse
direction from a high level, decline, and then move back up, yet the
Dis do not cross until much later as at Point B. Conversely, when
the ADX line moves below both Dis, Wilder recommends staying
away from trend-following systems.

Insummary, itis possible to set out a series of rules as explicitly
proposed by Wilder:

1. Trade only trend-following systems in securities with a high

ADX rating. The ADX level reflects the degree of directional
movement, not the direction itself.

Figure B.14
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2. Use crossovers of the +DI,, and -DI,, as timing points for
entering and exiting the markets.

3. The exception to rule 2 occurs when the extreme-point trading
rule takes effect. This states that on the day of the DI cross-
over, use the extreme price point in the opposite direction to
your position as a stop point. Long positions should use the
low of the day and short ones the high. This becomes the stop
point even if the DlIs subsequently re-cross.

4. An early indication that a trend reversal is about to take place
and some profit-taking is in order is when the ADX moves
above both Dls and reverses direction. Final liquidation would
occur in the event of a DI crossover or an extreme point
violation. If the +DI_, is above the DI, , at the time of the ADX
reversal, this would mean a change in trend from up to down.
The same principle works in reverse.

5. Ifthe ADX is above both Dis and is at an extreme reading, this
means that the trend has been in force for some time. This is
not a good point for entering new trades, because the Dls
could re-cross in the direction of the prevailing trend. In other
words, the high reading in the ADX is a form of overbought or
oversold reading where new trades in the direction of the
prevailing trend are usually not profitable.

6. When the ADX is below both Dls avoid trend-following sys-
tems because little directional movement is indicated.

7. When the ADX is below the 20-25 area avoid trend-following
systems, since little or no directional movement is indicated,
regardless of the ADX position relative to the Dls.

Alternative Interpretation

Technical analysis is an art rather than a science, so it would not
be surprising if other methods of interpretation of the directional
movement system were to evolve. In my own research | found
different ways to use the DM system. These comments are in no
way intended to denigrate Mr. Wilder's contribution; they are meant
more to elaborate and expand on his ideas. You, of course, are free
to choose whatever principles you find most useful.

Chart 8.3 takes us back to the DI arrangement. This chart
shows that buy signals are generated when the solid +DI crosses
above the dashed -Dl, and vice versa. The arrows show that this
approach would have worked quite well for the Canadian dollar



198 Martin Pring on Market Momentum

Chart 8.3 Canadian Dollar Spot and 14-Unit
Directional Movement Index

14-Unif Dis

= FRECT R N iy B <Ll gk | I fi
s | Td-Lind / ¢ | 1 \ f i L I,- \
™y -..'”\-1|I

1 - o | / =Y b
i | Lk L ol Ilr J =
oy | i | o

Canadian Dollar Spot |

Buny a2 By Sal
=t | ¥ o [ L]
A 4
Aol K : =ty By =
] b \ | 3 B
\
Be ] &
1
I|
uE S, Lo a5
Yadt ok
84 Y hA ‘ ._.J'WL(\, 1| A a4
WiV L W
<] P "
g ALA SED ocT MR/ DEC 'az FER AR AR Y TN

between 1991 and 1992. There were some whipsaw signals, but
by and large the “system” would have kept you in for the major
trending moves. After all, this was a very trendy period for the dollar
so virtually any technical system would have done quite well.

Chart 8.4, shows atrading range market for the S&P Composite
Indexin 1992. Here we see that the system was not very successful
because a substantial number of whipsaw signals were generated
(indicated by the circles). One way around this drawback is to
smooth the Dls. This has been done in chart 8.5, where we can see
that most of the whipsaws have been filtered out. The system
barely makes money, but we have to remember that this was an
extremely difficult period. However, when the market does begin to
trend in the last quarter of 1992 the system participates in a large
part of the move.

These simple crossovers form only part of the system, of
course, and should be related to the ADX. From my own observa-
tions | have not found the concept of a high ADX rating as a
selection tool for securities with a strong directional movement to
be particularly helpful. Any momentum indicator in an overbought
or oversold extreme can tell you that a market has been trending.
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Chart 8.4 S & P Composite and 14-Unit Directional Movement Index
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Chart 8.5 S & P Composite and 8-Day EMA of a Positive Directional
Movement Index vs. 8-Day EMA of a Negative Directional
Movermenit Index
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It is a fact that once a market has had a good run that the chances
are also good that it will subsequently consolidate its gains or
losses. In most cases | find that a reversal in the ADX from an
extreme high level is followed by a consolidation. Reversals can be
of invaluable help if you are selling options because the price of an
option declines over time if there is no price movement.

Take a look at charts 8.6 and 8.7. Almost every time the ADX
peaks from an extreme the security in question experiences some
kind of consolidation. This was especially true for the U.S. stock
market in the 1990-92 period. Every time the ADX topped out this
was followed by some kind of sideways movement in the price.

Conversely, | have found that some of the best trend following
moves begin when the ADX is at a low number and starts to reverse
to the upside. In chart 8.8 we can see that four important trending
moves are all signaled by a DI crossover that occurs when the ADX
is at or below a 25 reading. | find that low readings are very useful
since they tell us in a fairly graphic way those times when a market
has not been trending. For other oscillators, such as an RS,
directionless markets are reflected in dull activity around the zero

Chart 8.6 CRE Index and 1 4-Unit Average Directional
Movement Index

crol CFE Index
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Chart 8.7 S & P Composite and 14-Unit Average
Directional Movement Index
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This chart shows that the ADX peaks from a high level the price will often consclidate
before continuing in the direction of the previous trend.

level, which is relatively difficult to spot. In the case of the ADX it is
easier to detect because the indicator falls close to zero. The near-
zero readings tell us to be on the alert for a trending move to begin
any time. When the ADX starts to rally it warns us thata directional
move is on the way. The nature of the direction can be obtained
from a review of other momentum series.

In figure 8.15 we can see that good trending DI signals come
from points when the ADX is low and begins to turn. Quite often the
DI crossovers occur before the ADX reverses 1o the upside. In such
situations it is usually best to wait for a reversal, even if this means
giving up a little potential profit. This is because the declining ADX
indicates that the directional movement is still in a declining phase.
Only when it turns up is it telling us that a directional move is
underway.

If we refer back to chart 8.8 we can see that most of the best DI
crossover signals occurred when the ADX was at a very low
reading and then began to turn. These signals are marked by the
]- letters A, B, C, and D. Not all signals generated in this way resulted
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Chart 8.8 Sydney All Ordinary and Average Directional Movement
Index and Negative Directional Movement Index
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Figure B.15

in such strong moves. Chart 8.9 represents part of the period
covered in chart 8.8 in a little more detail. Note that the two
indicated signals were generated not at the time of the crossover
but afterthe ADX had begun to rise. Here the DI crossover was an
alert which was later confirmed by the turn in the ADX. In most
instances these types of signals will be triggered with a lag, as the
ADX plays catch up.

The DI system should always be used in conjunction with other
momentum indicators. In this way, it is possible to gain some
valuable clues as to the nature of the forthcoming trend. For
example, we would expect to see a far stronger trend develop after
a momentum indicator has reached an oversold condition and
perhaps diverged positively with the price several times. A low and
reversing ADX in combination with a positive DI crossover would
probably be followed by a healthy advance.



204 Martin Pring on Market Momentum

Chart 8.9 Sydney All Ordinary and 14-Unit Average Directional
Movement Index and 14-Unit Negative Directional
Movermnent Index
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In his excellent book Trading for a Living (John Wiley & Sons,
1993), Alex Elder gives an excellent account of the directional
movement system. He regards the best signals as those that occur
when the ADX falls beneath the two Dls. As he says, “The longer
it stays there, the stronger the base for the next move.”’ Once the
ADX begins to rise by about 4 points to, say, 8-12 points from its
low, it signals the beginning of a major new trend. Under his rules
traders should buy if +DI , is above -Dl , (note that he uses a
different time frame) and place a stop beneath the previous minor
low. Short sales would be instigated if the —DI_, is above the +DI ..
The stop point would be the previous minor high.

A buy-signal of this nature was given by the mark in May 1992.
This signal is shown in chart 8.10 at Point A. The ensuing price
move was extremely worthwhile. Later, a sell signal was triggered

Chart 8.10 Deutsche Mark and 13-Unit Directional Moverment Index
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at Point B. Note how the ADX had begun to rise from below both
series. Since the —DI,; was on top, this move by the ADX consti-
tuted a sell signal.

It should be noted that these should be used only as general
signals that an important change in trend is likely. Consequently a
trader would not buy at point A with a view to selling at B. Instead
he would buy at A and look for a point to sell based on other criteria.
This is because a sell signal of the B variety may not come for many
months after. In short, the two signals (A and B) are not related.
They just tell you when the environment is changing.

There is no doubt that the directional movement system can
offer some fairly accurate trading signals. However, as with all
technical indicators, this approach is best used in conjunction with
other momentum indicators.
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The Commodity Selection Index

The Commodity Selection Index is another Welles Wilder innova-
tion. The original name “commodity” can apply to any security for
any time frame. Wilder points out in New Concepts in Technical
Trading that volatility is a measurement of movement, since it is
always accompanied by movement; but movement is not always
associated with volatility. A security can advance or decline very
slowly in a firm direction but still lack volatility.

The objective of the Commodity Selection Index is to identify
which securities will get the greatest bang for the buck. The
characteristics measured by the indicator are basically directional,
but it also takes into consideration volatility, margin requirements,
and commission costs. The result, in theory at least, is an indicator
that allows for comparison and selection.

Calculation

The formula for the Selection Index uses a number of the concepts
used in the directional movement system:

CSl= ADXR x ATH“[::“'H xm}

Where ADXR = Average Directional Movement Index Rating
ATR,, = the average true range for 14 periods

M = margin requirement (in dollars)
V = conversion factor (value of a 1 cent move in dollars),

and
C = commissions (in dollars).

Interpretation

According to the system’s rules, trading activity should be concen-
trated in those securities that have the highest selection rating,
since they will offer greater directional movement and substantial
volatility than those with low selection ratings. In other words, the
objective of the Selection Index is to direct the trader to the place
where the greatest action is likely to be.

L Tale]
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In New Concepts Wilder uses the example of coffee vs.
soybeans to illustrate how the system operates. Coffee, it is
assumed, has an ADXR of 70% and soybeans an ADXR of 50%.
However, in Wilder's example he assumes that a trader would have
been exposed to both contracts for 10 days. The coffee contract
has an average true range of 3.75 cents. Atthattimea 1-cent move
was worth $375. This would mean that the average dollar move per
day would be $375 x 3.75, or $1,406.25. For beans the assumed
dollar range was $750 per day. At first glance it would be reason-
able to concludethat coffee is the commodity of choice because the
average dollar movement for each day is almost twice as much. This
is where the margin-requirement component benefits because coffee
had a margin requirement of $3,000, whereas the requirement for
beans was only $3,000. In effect, it was possible to trade three
contracts of beans for the same margin requirement needed to trade
one contract of coffee. This meant that the average leveraged dollar
movement for a margin requirement remained at $1,406.25 for
coffee, while for beans it increased to $2,250, or $750 x 3.

This indicator was not originally designed to be used as a timing
device, but as a method for determining where the most leverage
can be obtained in relation to the implied volatility and trending
characteristics of various contracts. My view is that this is a poor
method for selecting potential trades because it places emphasis
on the greed factor; that is, “How quickly and easily can | make
money?" Anyone who has studied the psychology of trading or who
has learned from their own errors in the markets knows without a
doubt that objectivity is one of most important psychological
attributes for a trader to possess. (For further reading see chapter
2 of my book Investment Psychology Explained [John Wiley &
Sons, 1992].) Any hint of the greed factor substantially increases
the odds of failure. Patience and discipline, not greed and speed,
are the orders of the day for a successful trader. Having said that
though, | have noticed that in some cases the Commodity Selection
Index, when used in conjunction with other momentum series, can
aid in timing decisions.

Chart 9.1 shows the Nikkei from 1989 to 1993. Extreme peaks
in the Selection Index often occur at very important turning points.
Here we see that the two highest readings in 1990 were associated
with two intermediate-term lows illustrating the fact that changes in
the direction of this series at virtually any point is associated with



210 Martin Pring on Market Momentum

Chart 9.1 Nikkei Stock Index and a 14-Day
Commodity Selection Index
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a market turning point. What it does not tell us is which direction,
since the mid-1992 peak in the indicator corresponded to a short-
term top in the index. Remember, direction can only be ascertained
in regard to the prevailing trend. For example, if the market has
been rallying and the Selection Index has begun to turn in either
direction, we should expect the market to reverse direction as well.

| feel that an efficient way of using the Selection Index is to
combine it with other momentum series, so in chart 9.2, a short-
term KST has been included. The first thing to notice is that both the
April and October 1990 lows were associated with extreme peaks
in the Selection Index and KST buy signals. The same was true at
the April 1992 low and the September high, except that the latter
was accompanied by a sell signal. Now, if we consider the two
significant declines inthe Nikkeithat began in mid 1990, we see two
very similar technical characteristics. These are a bottoming in the
Selection Index and an extremely weak rally in the KST at Point A
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Chart 9.2 Nikkei Stock Index, Short-Term KST, and
14-Day Commodity Selection Index
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that barely moved it from the zero level. The decline in the Selection
Index reveals the fact that the market is losing its sense of direction,
while the subsequent rally indicates that it has regained it. How-
ever, the weak KST buy signal followed by a sell signal indicates
that this new direction is down. A similar situation developed in
March 1992 (Point B) where the KST, after a series of weak rallies,
violates a small trendline at the same time the Selection Index
reversestothe upside. In this example the market had experienced
a small consolidation with a downward bias. However, when the
Selection Index reverses and the KST violates the line, the decline
in the Nikkei accelerates.

Not all turning points are flagged in this way. The final bottom
in late August was associated with a KST buy signal, but the
Selection Index continued to rally. Also the signals do not always
work as well as we may want them to do. For example, the KST and
Selection Index both “did their bit" in July 1991 by confirming each
other. However, the subsequent rally did not amount to very much.,
This is because the main trend was down. If amomentum indicator
Is going to fail, it probably will when moving in a contra-trend
fashion, as it did here. A second failure occurred at Point F in
September 1990 when both the Selection and KST Indicators gave
clear, but, as it turned out, false indications. Unfortunately, such
incidents are a fact of life that cannot be explained or avoided. The
one warning is that the direction of the primary trend was down.
Once again, we need to stress the fact that if a failure is going to
take place, it is likely to be in a contra-trend direction.

Chart 9.3 shows a similar combination, only this time for the
S & P Composite Index. Note that the most precipitous decline
of the entire period, in August 1990, occurs in a technical environ-
ment similar to that of the Nikkei in the previous example. This was
a failed KST rally from around zero, combined with a Selection
Index reversal from a low level. A similar reversal failure occured
when the Selection Index appears to reverse direction in late
August just as the KST gives a buy signal at point F. In this instance
the primary trend is down and the signal is a contra-trend one. The
actual bottom does not materialize until Point J, when the Selection
Index reverses from an even higher high and the KST is still in a
moderately oversold, but bullish position.
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Chart 9.3 S & P Composite, Short-Term KST, and
14-Day Commodity Selection Index
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A final point brought out by this chart is the fact that an extreme
reading in the Selection Index is not necessarily followed by a
reversal in trend. A consolidation can, and sometimes does, follow.
All that the reversal from an extreme high reading really tells us is
that the strong directional move is over. In the case of bottoms this
is usually followed by an upmove. However, because tops are often
more lengthy affairs, a reversal to the downside by the Selection
Index may be followed by a period of consolidation. For those who
write options either scenario is a recipe for profits as can be seen
in early 1991 and 1992.

Chart 9.4 shows this principle in action for the Hong Kong
market. Here the time frame has been changed from 14 days to 28.
Notice how all the extreme peaks except that of (the circled) March
1992 were followed by a sideways correction. You can also see that
the low points in the Selection Index, which occurred around the
1000 level, were all associated with a meaningful rally.

Finally, chart 9.5 shows how it is possible to use the Selection
Index with a moving average to generate buy and sell points. The
center panel shows a 14-day Index with a 15-day simple moving
average, and the lower one depicts a 28-day series with a 25-day

Chart 9.4 Hang Seng and 28-Day Commodity Selection Index
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Chart 9.5 Hang Seng and Two Commodity Selection Indexes
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average. The 28-day series gives a number of very good moving
average signals, at A1, A2, B1, B2, C1 and C2. Just to be fair, you
should look at the false moving-average crossover signal in the
middle of 1991. This signal relates to the direction of the CSI notthe
Hang Seng.

Summary

1. The original concept of the Commodity Selection Index was to
identify the commodity markets where a combination of vola-
tility relative to margin requirements would offer the best
returns.

2. An alternative is to use changes in direction of the Selection
Index in combination with other momentum indicators. This
practice often leads to better-timed trading decisions.

The Parabolic System

Introduction

In the previous chapter we examined the concept of directional
movement and discovered that there are two steps involved when
putting on a trade. The first is to select a security with a high
directional weighting; the second is to wait for that particular
security to signal that a new trend is underway. This is a wonderful
concept in theory which often works in practice. Welles Wilder
estimates that the market is only trending about 30% of the time
and from my own observations, | cannot quibble with this estimate.
“Directional” signals filter out a lot of trading-range activity, but like
all technical tools they can and do fail to operate reliably. Conse-
quently, some kind of escape mechanism is required to help
protect the trader from such failures.

This is where the parabolic system comes in. Since it is not a
momentum indicator, the system does not really fall within the
scope of this book. However, | am mentioning it briefly because it
has become a very popular trading mechanism and can be used
successfully with momentum indicators.

One of the most valid criticisms of any trend-following system
is that the implied lags obliterate a significant amount of the
potential profitability of the trade. The Parabolic System is de-
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signed to address this problem by increasing the speed of the stop
after the first few trading days. The stop is a function of both price
and time and it never goes backwards. So whenever prices reach
new highs or lows the stop moves a certain incremental amount
each day depending on the direction of the trade. The concept
draws on the idea that time is an enemy, and unless a trade can
continue to generate more profits over time it should be liquidated.

| said earlier that the Parabolic Method can be used in conjunc-
tion with the Directional Movement System. However, sinceitis a
stop-loss system it can theoretically be used with any momentum
series once that indicator has been used to filter out a good entry
point for a trade.

Parabolic Stop Reversal

The Parabolic Stop Reversal System (SAR) is a trailing stop
technique. The formula is designed so that the stop is constantly
being tightened as the market moves in your favor. When the
position is first initiated, it is given a relatively long leash, so to
speak. Then, as time passes, the stop is gradually tightened. The
expression “parabolic” derives from the shape of the curve the
stops create as they appear on the chart. In a rising market the stop
is continually raised, never lowered. In a declining market the
opposite holds true.

The Parabolic System is termed a “stop-and-reverse” system
because it assumes that you are always in the market. Every short
sell stop, for instance, is expected to produce a long position when
activated, and each long stop induces a short trade. Wilder termed
these stop points SARs for “stop and reverse.”

Calculation

The calculation works as follows: The first step involves establish-
ing a reference point. Wilder instructs us to take the extreme high
or low from the previous trade. For example, if you had been short
earlier and now are long, the reference point would be the extreme
low for the previous (down) move. Every trade has to start some-
where, so if there was no previous trade the logical point ought to
be the previous minor low. In figure 9.1 this would come at Point X
on day 4.
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Figure 9.1

For the sake of argument, our trade is initiated on day 8. On this
particular day the SAR would be placed at the previous minor low
established on day 4. The SAR for the next day, day 9, will be the
high experienced on day 8 minus the SAR multiplied by an
acceleration factor. Wilder stated that the acceleration factor
should begin at 0.2 on the first day of the trade. This factor is
gradually increased by 0.2 each day that a new high for the trade
is recorded, until the position is either stopped out or the maximum
of 2.0 is reached. After that, the acceleration factor remains
constant at 2.0. This means that in our example if the price
continues to make new highs the acceleration factor rises to 0.8 on
day 12. If a new high for the trade is not recorded between, say,
days 8 and 12 the acceleration factor remains constant at 0.2.
Then, if on day 13 a new high is achieved, the acceleration factor
would increase by 0.2 above its previous level.

The formula can be summarized as follows:

SAR iomomow = SAR04ay, + Acceleration Factor [(the
extreme point for the trade — the SAR ..
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In the case of a long trade, the extreme point is the high for the
trade, and for a short position the extreme point is the lowest low
that occurred since the trade was made. This means that in a long
trade, even if the price does not reach a new high, the stop point will
continue to rise because the acceleration factor is still part of the
calculation. In effect, this makes the formula return an exponential
average of the SARs. Only after the price makes a new “post-trade”
high is the acceleration factor again raised until the maximum of 2.0
is reached.

There are really three ways to set an SAR. The first two have
already been covered. The initial stop is set at the extreme point for
the previous trade. Then the stop is moved in the direction of the
trade, with reference to the extreme price for the new trade and the
acceleration factor. The final rule for long positions states that you
should never move the SAR for tomorrow above the yesterday's or
today’s low. In the event that the calculation calls for the SAR to be
plotted above the previous day's or today's low, then use the lower
oftoday or the previous day. The next day's calculation should then
be based on this SAR. The reverse is true for short positions.

Acceleration Factors Wilder recommends using an accelera-
tion factor of 0.02 with a maximum of no more than 0.2. In the
December, 1989 edition of Stocks and Commodities, Peter Aan
tested several markets for various acceleration factors from 0.01 to
0.03 and maximum values from 0.10 to 0.30 for the 5-year period
covering January 1984 to December 1988. He used $100 for
commissions and slippage and found the combinations presented
in table 9.1 to be the most profitable.

These are the most profitable optimizations, and we must
recognize the fact that they will probably change over time.
Nevertheless, as Mr. Aan points out the tests he performed
“indicate that the Parabolic remains one of the most unique and
interesting concepts in trend-following trading systems...and is
very worthy of careful consideration by serious traders.™

Interpretation

The interpretation of the Parabolic System is purely mechanical.
Chart 9.6 shows the S & P Composite Index during the 1990 mini-

' Aan, Peter, “Parabolic Stop/Reversal," In Stocks and Commodilies,
November 1983, pp. 411-413.
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Table 9.1 Parabolic Time/Price Performance Results

Commodity AF Masxdmom Tolsl F Tredes % Wine Aversge Larpest Largest Maximum — Closed

AF Profit Win Win Loss Drewdown Drewdcwn

Soybeans oo 0.20 3,500 84 a1 1 480 B, 102 =018 =14 074 =12,023
Live caftle 0,000 020 =7, 148 130 a4 573 2,920 =1.348 —15,600 -14,432
Cales 0022 0,10 104 870 -1 A7 4211 3.am —8,755 =23, 200 =14,183
Sugar 0016 0.10 a.13a 83 ] 1,084 3.000 -a73 =6 340 =5 363
Catton 008 010 10,045 oz &0 1,360 7,086 -2.280  —76 —B.700
Sikvar 0,030 020 3,070 108 A4 1,820 10,835 =7 B0 =21, 780 =14 815
Giold oMo 020 =20 BT N 1 ﬂllﬁ m =2, 700 =17,140 —-15,050
Crude OFf 0.4 [+ 4] 24 510 23 44 =1 20 —£.710 —7. 74D
Swess Franc  0.010 030 42 512 i 45 i ﬂ Fﬁ! 33 5 —‘I'!ﬁ =10,324
Jd. ¥an o.o2 o.10 4T 1B BE a7 2,854 10412 =2, 100 -7 887 =5 5EZ
T-baonds 0024 .10 ar.Tan 108 a4 2 456 13870 -4 TED =13,100 =B, B4
SAPSO0 QO2E 030 13310 133 33 4132 97750 -BO45 -E3@EE  -32.D85

Test results based on January 1984-December 1988 perpetual contracts, $100 per

trade for slippage and commissions.

Cotton produced the highest percentage of winning trades under the parabelic stop
method, although coffee showed the greatest profit betwaen 1984 and 1988,
Peter Aan, “Parabolic Stop/Reversal” Technical Analysis of Stocks & Commodities,

MNov. 1988, pg 412.

Chart 9.6 S & P Composite and Parabolic Stop Points
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bear market and the beginning of the subsequent bull market.
During the sharp August decline and the advance in early 1991, the
system did remarkably well but during the intervening trading range
it did not. This is not surprising since the system is supposed to be
a trend-following and not a trading-range scheme.
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One problem | have with the system is that the initial stop point
can often occur a long way from the entry point. In chart 8.7, for
example, a trader would have gone long at the mark near the 70-
cent level in late September, but the stop would have been close
to 65 cents. That's a very wide margin of error for a system that has
the objective of tight stops. Because of the acceleration factor the
position would have been stopped at 67 cents, still a sizeable loss.
The short sale from which the long position was reversed would
have involved even more risk, since the stop point was the 72-cent
high. As it turned out, this trade was profitable because of the very
sharp decline that followed and was eventually covered at around
64 cents. However, when you consider that the initial risk was close
to 5 cents and the eventual profit about 3 cents, you can readily
appreciate that the risk reward was not particularly attractive.

| believe that the SAR should be used as a stop only (SO)
method. In other words, it should be used in conjunction with other
indicators. For example, if the violation of a price and an RSI
downtrendline generates a buy signal then the Parabolic System
could be setin motion, using the previous low as the stop point. The
system would be used only if the stop were fairly close. If it is
necessary to enter a trade using a wide stop, this automatically

Chart 9.7 Deutsche Mark and Parabolic Stop Points
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means that the potential risk-reward equation has shifted in favor
of the risk side. Under such circumstances the best advice is to
stand aside.

Itis also possible to calculate the parabolic stop for the previous
trade and use that as the stop point. In either case the only way to
trade successfully in any systematic way is to use low-risk ideas,
meaning low risk relative to a potentially high reward. Conse-
quently, even if the trade does look promising in terms of positive
momentum characteristics and price-trend reversals, other indica-
tors won't touch it if the logical stop point is a long way off.
Remember, technical analysis is not a science, and your interpre-
tation or the market may be wrong. This means the stop that
couldn’t possibly be triggered almost always will be.

Chart 9.8 shows the Nikkei Index with a Commodity Selection
Index and a Parabolic. Points A1 and A2 represent the entry and
SAR points, respectively. The vertical distance between the two
mean that the trade involves a high degree of risk. In this particular
instance the trade never stays on long enough for the SAR to begin
its acceleration process and as a consequence a large loss is
taken.

Chart 9.8 Nikkei Stock Index and a 14-Day
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On the other hand, in July we see how a Selection Index can be
used profitably in combination with the Parabolic. The Selection
Index bottoms out and the Parabolic gives a sell signal. We learned
earlier that reversals in the direction of the Selection Index can offer
indications that a new trend is about to begin. In this case the sell
signal from the SAR (at B) indicates that the trend would be down
not up. The critical point is that the stop indicated by the SAR is an
extremely close one. Since this is also accompanied by a sell signal
and weak rally by the MACD indicator, as well as a timely negative
DI crossover, the whole situation amounts to a low-risk trade with
a high-reward potential. The latter two indicators are shown on
Chart 9.9. Note how neither the MACD- nor the DI combination
confirm the Parabolic by giving a decisive buy signal in March.

Combining Parabolic with Directional Movement

The Directional Parabolic System (Welles Wilder Chart Trading
Workshop 1980 Trend Research, Greensboro, NC, 1980) is the
name given to the combination of the Directional Movement and
Parabolic Systems. It involves the integration of the following
indicators:

+DI ,— The upward directional indicator based on a
14-day time span.

~DI,,—The downward directional indicator based on a
14-day time span.

ADX — The Average Directional Movement

DPS — The Directional Parabolic Stop

The first three concepts are discussed at length in chapter 8. The
DPS is effectively half of an SAR which is a stop that calls for the
reversal of the position when it is triggered. The DPS, on the other
hand, is a one-directional stop.

The Directional Parabolic System comprises the following
rules:

1. If the ADX is up (i.e., if +Dl_, is greater than the -Dl_,), trade
from only the long side when a parabolic stop is triggered.

2. If the ADX is down (i.e., if +DI_, is less than the -DI_,), then
trade short only when indicated by the Parabolic System.
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Chart 9.9 Nikkei Stock Index, MACD, and 14-Day
Directional Movement Index

Nikkei S:tctck Inde;( : Initial $top for
: » - short pasition
"ﬂ'f';;.-- IF:aIsa buy signal : : : 00
”*.‘.1.:1 - A e
! L2 . Hhﬁ
0 / ;1*1. 3000
Go short I
: ; lhil‘u
Sell signal
50| MACD CISIve | g
5 sell signal
U No comesponding \

decisive buy signal /"

14:Day D]

No buy

ot .

|

signal

Sell signal

"9 s Y JN

G

L
This chart shows how parabolic signals can be used effectively when combined with the
other momentum indicators,
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3. If the systems conflict stand aside until they agree. This
follows the tried-and-true maxim: “When in doubt stay out!”

4. Liquidation of positions is executed through the DPS (i.e.,
parabolic stop).

5. If no position is held use the Directional Movement equilibrium
point (i.e., the high or low on the day), the +DI_, crosses above
or below its DI, counterpart.

Wilder later added a rule that involved the ADX. Briefly stated,
if the ADX is above the two DI, s liquidation should begin when the
ADX reverses direction. This rule is based on the theory that the
ADX is really an oscillator in its own right, so reversals in its
direction represent a leading indicator of a trend reversal. If the
ADX subsequently reverses prior to the DI, crossover, this indi-
cates a very strong trend, and final liquidation should wait for such
a crossover. However, a reversal of the actual trade from long to
short or short to long should not be undertaken until the DI
crossover is confirmed by a parabolic signal.

This formal combination of oscillator and trend-following sys-
tem often permits traders to close out at amore favorable price than
they would have gotten using normal trend-following signals. The
main criticism is that if the trade is stopped out prematurely a
convenient low risk re-entry point may not present itself. This
drawback again reminds us of the age-old conflict between sensi-
tivity and timeliness.
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Introduction

In a book of this kind, there is always the temptation to try to cover
the waterfront by describing as many indicators as possible.
However, | have always believed that technical analysis—if it is to
be practiced in a successful and profitable way—should adhere to
simple principles and common-sense interpretation. For this rea-
son the assortment of indicators described here in generalfocus on
those that show the most promise.

Inthe last few years traders and technicians have developed a
host of new momentum indicators, many of which are based on
complicated mathematical formulas. Ironically, there seems to be
an inverse relationship between the complexity of these formulas
and their reliability. In this chapter we will consider some of the
lesser known indicators that add new dimensions to the technical
approach. | have deliberately avoided mentioning the more com-
plicated varieties, since for the most part | have never found them
to be any more reliable than their more basic counterparts.

In describing indicators, many of their enthusiastic instigators
use sophisticated sounding terms such as “measuring money
flow,” “moving from strong hands to weak hands,” and so on. In
almost all cases such terminology has more of a foundation in
sales and promotion than in trading and research. Sometimes
these indicators do deliver what they promise, but on most
occasions they do not. My advice is to adopt a skeptical attitude
and never accept these claims at face value. Let the indicators
described in this book prove their worth to your satisfaction. Only
then will you be in a position to fully appreciate their true strengths
and weaknesses.

Herrick Payoff Index

Calculating the Herrick Payoff Index (HPI) requires the use of
“‘open interest.” This indicator is designed only for futures markets
where open interest data is available. Open interest is defined as
“the total number of contracts outstanding for allmonths of a futures
market."

D0
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Rules for Interpreting Open Interest

1.

If prices are rising and open interest is increasing at a rate
faster than its five-year seasonal average, this is a bullish sign.
More participants are entering the market, involving additional
buying and any purchases are generally aggressive in nature.

. If the open interest numbers flatten following a rising trend in

both price and open interest, take this as a warning sign of an
impending top.

. High open interest at market tops is a bearish signal if the price

drop is sudden, since this will force many “weak” longs to
liquidate. Occasionally, such conditions set off a self- feeding,
downward spiral.

. An unusually high or record open interest in a bull market is a

danger signal. When the rising trend of open interest begins to
reverse, expect a bear trend to get underway.

. A breakout from a trading range will be much stronger if open

interest rises during the consolidation. This is because many
traders will be caught on the wrong side of the market when the
breakout finally takes place. When the price moves out of the
trading range these traders are forced to abandon their posi-
tions. It is possible to take this rule one step further and say that
the greater the rise in open interest during the consolidation,
the greater the potential for the subsequent move.

. Rising prices and a decline in open interest at a rate greater

than the seasonal norm is bearish. This market condition
develops because short-covering and not fundamental de-
mand is fueling the rising price trend. In these circumstances
money is flowing out of the market. Consequently, when the
short-covering has run its course prices will decline.

. If prices are declining and the open interest rises more than the

seasonal average, this indicates that new short positions are
being opened. As long as this process continues it is a bearish
factor, but once the shorts begin to cover it turns bullish.

. A decline in both price and open interest indicates liquidation

by discouraged traders with long positions. As long as this
trend continues, it is a bearish sign. Once open interest
stabilizes at a low level, the liquidation is over and prices are
then in a position to rally again.
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Calculation

The Payoff Index uses open interest to achieve its objective of
measuring the money flowing in or out of a futures market. It does
this by computing the difference in dollar volume in each period
(usually one day). The formula is:

K, +(K,-K

e = Kot (Ks ’)S.
100,000

where K, = Yesterday's HPI

S = User - entered smoothing factor (0.1 is the default)
y = Yesterday's value

and
K'=CV(M-M, )[1+ 2']
G

Inthis case M represents the mean and is calculated as half the
value of the high plus the low. C = the value of a 1 cent move, V =
volume, and | = the absolute value of today's open interest or
yesterday’s open interest, whichever is greater. G = the greater of
today’'s or yesterday's open interest.

The plus in the right-hand part of the formula occurs if M, or the
mean price, is greater than M, (yesterday's mean). It would be
minus if yesterday's mean was less than today's mean (M_ < M).
Fortunately for those of us who are not mathematically inclined—
and | count myself as a leading contender—the Herrick Payoff
Index is featured on most popular charting software such as
MetaStock and Computrac. In the MetaStock package, the user is
required to enter just two variables; the amount of a 1 cent move
and the multiplying or smoothing factor. The latter more or less
corresponds to a moving-average time span. A 10-day multiplying
factor corresponds to a 10-day moving average, an 11-day factor
to an 11-day moving average, and so on.

The Payoff's calculation assumes that the amount of money
active in a contract is represented by the volume of trading. It
monitors the flow of money in and out of a market by calculating the
difference in the dollar value for each period. Again, periods are
measured usually in days. This is represented in the formula as
“mean price times volume."” The figures for money flow are subse-
guently adjusted by changes in open interest and then smoothed
exponentially by the smoothing factor previously discussed. The
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second user-determined variable is the value of a 1 cent move for
the futures contract being monitored, (e.g., $400 for cattle or $50
for soybeans).

One problem in calculating this indicator stems from the fact
that most data services provide statistics only for total volume and
open interest on allcontracts. This causes a predicament for many
agricultural commodities, where for seasonal reasons, price move-
ments in the nearby contracts can differ considerably from more
distant ones. This dilemma is not as acute for financial futures
because their price movements are more interrelated between the
various contract months, generally fluctuating because of changes
in interest rate differentials. Where commodities are subject to
such seasonal differences, a single-contract system is recom-
mended. In other words, use the volume and open interest pertain-
ing to that specific contract.

This can be quite an onerous task unless the data can be
conveniently downloaded electronically from a data vendor. If that
is not possible, it is probably better to limit Payoff analysis to
financial futures and other markets not seriously affected by
seasonal variations. Except when it nears expiration, the nearby
contract typically attracts the bulk of the trading volume. For most
futures contracts where there is little or no seasonal variation, a
three-month perpetual contract provides a satistactory compro-
mise. The perpetual contract is a continuous contract with a
theoretical life of three months. Carrying costs and other differen-
tials are calculated with reference to more distant contract months.
This arrangement is a good compromise because it offers a
continuous series for contracts that would otherwise expire every
three months. CSI Data of Boca Raton, Florida, is one firm that
provides data for these contracts.

Finally, one should always be on the lookout for contracts that
often undergo a sharp reduction in open interest purely because
of quarterly contract expiration. This occurs fairly regularly, for
example, on the S & P Stock Index Futures Contract. (See
chart 10.1).

Interpretation

The first step in interpreting the Herrick Payoff Index is to determine
whether the indicator is above or below zero, since this gives a
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Chart 10.1 S & P Composite and Open Interest
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good long-term indication of whether money is flowing in or out of
the market. Readings above zero indicate that interest in the
market in question is growing and are regarded as a positive sign.
Readings below zero are a bearish sign indicating a contraction of
activity.

The Index often shows whether a rally signaled by other short-
term indicators will turn out to be worthwhile or not. The reverse is
true for short positions during declines. Decisive zero-crossovers,
therefore, can be of invaluable help when combined with momen-
tum indicators constructed from a larger time span.

For example, if a weekly ROC indicator gave an intermediate-
term buy signal a confirmation by the Payoff Index would add
substantial weight to the view that the market was likely to rally for
the next six weeks or so. Clearly, the time span used in the
construction of the Index will play an important part. A Payoff Index
using an 8-day smoothing as shown in chart 10.2 would not carry
the significance of one constructed from a 26-day span (chart
10.3). Notice that the number of whipsaw zero-crossovers in-
creases in inverse proportion to the time span. The arrows on chart
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Chart 10.2 British Pound (Spot) and 8-Day Herrick Payoff Index
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10.3 show how reliable zero-crossovers would have been for the
pound sterling between 1991 and 1992 based on a 26-day time
span. This is an extreme example of reliability, and you should not
expect to see this degree of accuracy repeated too often.

Generally, decisive zero-crossovers tend to give long-term
signals relative to the time frame under consideration. In any event,
each security needs to be analyzed on its own merits from the point
of view of the reliability and timeliness of zero-crossovers. If a
particular time span or market proves undependable, then disre-
gard or significantly downplay the zero-crossover concept. While
| regard zero-crossovers as a useful concept for analyzing many
markets, it should be noted that John Herrick, the innovator of the
Payoff system, has discounted their importance.

Here, then, is where supplementary analysis plays a role in
assuring both reliability and timeliness. This analysis can utilize
positive and negative divergences as well as trendline violations
and price configurations. It is also possible to look for moving
average crossovers. The degree of usefulness will depend on the
smoothing factor used in the formula. This is because Payoff
Indexes calculated over a long time span are much smoother and
more deliberate than those based on a short one. You can see this
by comparing the difference in characteristics between charts 10.4
and 10.5, which are constructed from spans of 2 and 10 weeks,
respectively. Chart 10.4 uses a 13-week moving average cross-
over; Chart 10.5, a 26-week crossover. There is little doubt that the
longer term one is more reliable.

Noted technician Tom Aspray, in a March 1988 article in Stocks
and Commodities magazine, recommends a 21-day period. He
places great importance on the zero-crossover mechanism as a
good starting point for payoff analysis. His market letter Boardwatch
(P.O. Box 2141, Spokane, WA 99210-2141) is one of the few that
| have seen that regularly features this indicator.

One other important characteristic of the Payoff Index that
appears to be very useful from a short-term trading aspect is the
factthat from timetotime the Index moves to an extreme, then often
reverses quite sharply. This can be seeninchart 10.6, which shows
a 10-day Index for Italian government bonds traded on the LIFFE
exchange in London. Five examples of extreme reversals are
presented on the chart. On each occasion they indicate that the
price reached a short-term buying or selling climax. Chart 10.7
shows the same market but in the November 1991 to June 1992
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Chart 10.4 British Pound (Spot), 2-Week Herrick Payoff Index,
and 13-Week Moving Average
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Chart 10.6 Italian Government Bonds Three-Month Perpetual
Contract and 10-Day Herrick Payoff Index
(Oct 1991 to Dec 1992)
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period. The chart demonstrates that trendline violations in the
Payoff Index, when accompanied by a similar break in the price,
can offer very good short-term buy and sell indications.

While zero-crossovers are not particularly useful, here we can
see three instances at Points A, B, and C where they emphasize
the importance of trend breaks in both the indicator and more
importantly the price. In the cases of A and B the zero crossovers
occur almost to the day that the price broke above the declining
trendlines.

The arrows on chart 10.8 indicate decisive zero-crossovers.
Some work quite well because they occur close to a turning point.
The mid-June buy signal (A1) is a good example. On the other
hand, the mid-August sell signal (B) occurs well after the fact and
is totally useless. The important point to grasp about these ex-
amples is that the best signals occur in conjunction with the
completion of a pattern in the price. Using them in combination with
price-trend reversal signals is | believe, the best way to treat zero-
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Chart 10.7 Italian Government Bonds Three-Month Perpetual
Contract and 10-Day Herrick Payoff Index
(Oct 1991 to Jun 1992)
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crossovers. The chart also shows some positive divergences at
work in the form of Points X, Y, and Z, which clearly emphasize the
bullishness of the zero-crossover and the price breakout at Point
A1 when it finally occurs.

This period also brings out one of the characteristics discussed
earlier. This is the tendency of the HPI to reach an extreme reading
from time to time and then reverse on a dime. We see this happen
at the July peak and the August bottom. In these instances the
movements aretoo sharpto offeranyindications of atrend reversal
such as a trendline break or a moving average crossover. In most
instances of a parabolic rise or precipitous drop, it would seem that
aone- ortwo-day move in the opposite direction is usually sufficient
to signal a reversal. In any event, the fact that the indicator has
moved to such an extreme should be important enough to short-
term traders to at least take some profits.

Chart 10.9 shows a 21-day Payoff Index for U.S. Treasury Bond
prices. In this example the two decisive zero-crossovers are

Chart 10.9 Treasury Bonds Three-Month Perpetual Contract
and 21-Day Herrick Payoff Index
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accompanied by important short-term moves and price breakouts
at Points A and B. Normally, it would be reasonable to anticipate a
more substantial decline than the one that occurs in the chart
during October 1992. After all the Payoff Index shows a significant
number of negative divergences and the price traces out an
impressive head-and-shoulders top. However, the November low
actually touches the bull market trendline that began two years
earlier, and the primary trend is still positive. In effect, bond prices
reached important support within a bull trend, thus reducing the
negative influence of short-term factors. This example shows how
very important it is to integrate short-term trends into the longer
term technical environment.

Accumulation Swing Index

This indicator is a variation of Welles Wilder's Swing Index (SI), so
| will begin this section with a few words on the Swing Index itself.
The objective of this indicator is to determine the true market
direction and changes in direction by comparing the most signifi-
cant changes between today's price action and yesterday'’s price
moves. The formula uses open, high, low, and closing data, so the
indicator can be used only with securities where opening price data
is readily available. For this reason the Swing Index is principally
associated with the futures markets.

The manual provided with the MetaStock charting package
describes the indicator's three basic characteristics:

1. It provides numerical value-quantifying price swings.

2. It defines short-term swing points.

3. It simplifies the relationships between high, low, open, and
closing prices, indicating the real strength and direction of the
security in guestion.

Calculation

In New Concepts (pages 87-95), Wilder describes in detail the
theory itself and how to calculate the indicator. More mathemati-
cally inclined readers may wish to look it up. The actual formula is:
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Swing Index =

where
C, and C, = The closing prices yesterday (C,) and today (C,)
O, and O, = Opening prices for yesterday (O,) and today (O, )
K = The greater of H, (high for day 2) minus C, or L,
(low for day 2) minus C,
L = The value of a limit move in one direction
R =The largest of H, - C,, L, - C,, or H, - L,.’

C,-C,+0.5(C, - 0,)+0.25(C, —G,}]E
A L

The plotted result is a very volatile and at times spiky line that
fluctuates between —-100 and +100 as shown in chart 10.10.
Extreme spikes indicate short-term exhaustion points. They are
normally reversal points and are followed by a reaction in the
direction opposite to the previous trend. In some cases a swing
spike is followed by a near-term consolidation. At first glance it
looks as though this indicator is of limited use because it gives the
impression of simply triggering signals of a very short-term nature.
If that were the case, its use would be restricted to highly leveraged
traders with a time horizon of no more than a few days. It is,
however, of greater use when used in conjunction with the Accu-
mulation Swing Index (ASI).

The ASI is calculated from a cumulative running total of the
Swing Index. On days when the Swing Index is rising, this will have
a positive effect on the Accumulation Index and vice versa.

Interpretation

According to Wilder's interpretation, the ASI sends out a buy signal
when it exceeds its value on the day a previous significant high in
the Swing Index was achieved as shown in chart 10.10 at Point B.

This concept does not always work out as one can see from the
XY combination. The price does rally a bit after the Y buy signal.
This was the day the AS| exceeded its value and the Swing Index
made its previous important peak, shown here at Point X. A
downside breakout develops when the value of the ASI drops
below the level that it achieved when a significant low was seen in

! Ibid.
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Chart 10.10 Comex Gold Three-Month Perpetual Contract, Swing
Index, and Accumulation Swing Index
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the raw Swing Index. In effect an emotional extreme point in the
Swing Index is regarded as an important pivotal point, similar to a
support or resistance area. When the ASI moves through the price
achieved on this extreme swing day, the system assumes that this
psychological barrier has been breached and will no longer repre-
sent an obstacle to the prevailing trend in prices.

Wilder also set up specific rules for the Swing Index System
where price and the ASI were related. These rules are:

1. Go long when the ASI moves above the level it attained on the
day of the previous significant high in the Swing Index (Point
C in figure 10.1).

2. Use the value of the ASI on the day of the previous important
low in the Swing Index to set an initial stop level and the point
at which the position would be reversed (Point B in figure
10.1). Wilder calls this the SAR (i.e., the index stop-and-
reverse point).

3. Setatrailing stop 60 (ASI) points below the extreme high in the
ASI. These appear as rising and horizontal dots in figure 10.1,
depending on whether new highs are being recorded or the

Figure 10.1
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5.

ASl is in a congestion mode. Note that the trailing stops are
based on the action of the ASI rather than the price.

. The first low swing point after a high swing point (Point E in

figure 10.1) should be used to raise the level of the Index SAR.
This remains the stop point until the ASI goes on to make a
new high. When in doubt, take the closer of the higher of the
60 point rule or the low swing point (i.e., the tighter of the two
stops). In this instance both forms of stops will result in a
reversal in the position from long to short.

Once a short position has been triggered by the stop point, the
previous swing high becomes the initial SAR.

6. Rules 1-5 are reversed during declining markets.

Normally, the reversal in the ASI and the price occur on the

same day so there is no problem translating AS| interpretation into
market-oriented action. However, on occasion the price may make
anew intraday low afterthe ASI. This occurs when the price closes
higher on the day and causes the ASl torally. In figure 10.2, the ASI

Figure 10.2
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bottoms out on the fourth day, but the intraday low occurs on the
fifth. In this example the stop would be based on the low for the fifth
day and not the low on the day the ASI bottomed. Figure 10.3
shows how this would look in a down market,

One final way to use the ASI is to compare trendlines on the ASI
with price trendlines. When each line is violated, it is often a good
sign of a trend reversal. The nature of the reversal will, of course,
be a function of the length of the lines, the number oftimes they have
been touched or approached, and the angle of ascent or descent.

TRIX Index

The TRIX index was introduced to the world in Stocks and Com-
modities Magazine by then editor Jack Hutson. It is a 1-day rate-
of-change calculation of a triple exponentially smoothed moving
average of a closing price. Triple-smoothing involves repeating the
exponential smoothing process discussed in chapter 5 an addi-

Figure 10.3
ASl
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tional two times. The result is an oscillator that essentially reflects
the slope of the smoothed price search. Some traders use the
subtraction method for the ROC calculation, then multiply the result
by 1,000 in order to obtain a meaningful scale. | prefer using
division (i.e., day two divided by day one, day three divided by day
two, and so on).

Whichever method is selected, the result is a very smooth curve
that filters out all cycles that are less than the time span chosen for
the EMA. As | have said before, indicators always represent a
trade-off between sensitivity, or reliability, and timeliness. One
would think that the triple-EMA smoothing would give the indicator
good reliability characteristics but leave it lacking in the timeliness
department. Obviously, the longer the time span, the less timely an
indicator will be. Nevertheless, it is surprising how well the Trix can
balance these conflicting characteristics.

Chart 10.11, shows that a daily TRIX based on a 12-period EMA
catches most of the moves in the gold price for 1992. A 9-day EMA
has been superimposed on the TRIX to offer a kind of signal line
similar to the MACD discussed in chapter 5. As always the choice

Chart 10.11 Comex Gold Three-Month Perpetual Contract,
1 2-Day TRIX, and 9-Day EMA
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of time span is critical to the interpretation. Chart 10.11 uses the
default value of 12 in the MetaStock charting package.

Chart 10.12 shows a 30-day TRIX. This series reflects the
broad price swings in the yen between late 1989 and 1992. This
time span is good for showing intermediate-term price swings, but
it is occasionally late. In this respect, it is sometimes a good idea
to relate movements in the 30-day span to those of a shorter-term
one, in this case twelve days. Since the 12-day span is much more
sensitive, it often gives an advance warning of when the 30-day
series is about to reverse direction. This sometimes occurs when
the shorter average is just about to cross zero, as at Point A. This
also coincides with a trendline violation in the 12-day TRIX and a
very important trendline violation in the price. At the end of 1990,
a trendbreak in the price and 12-day Trix also takes place at a time
when the 30-day Trix is reversing from an extreme level. This
combination serves to underscore the point made earlier that the
greater the number of indicators that are in agreement the more
reliable the buy and sell signal.

This concept of a trendline violation in price can also be taken
a step further. If a series such as the slow-moving 30-day TRIX is
overbought but still rallying, then a trendline violation in the price
will almost certainly lead or correspond with a peak in the TRIX.
This is because a trendline violation signals a break in upside
momentum. The penetration will be followed by either a decline or
a temporary sideways move. In both cases this implies that the
additional upside momentum required for an advancing TRIX is no
longer available. This principle is not limited to TRIX but can apply
to any momentum indicator, whether it be a raw ROC closely
hugging a trendline, a smoothed Stochastic or a KST.

Finally, chart 10.13 shows the TRIX Indicator using weekly
data. The second panel is a 26-week series and an 8-week
indicator. At first glance, it looks as though the indicator calls turns
in the price of Gannet stock very well, but on closer scrutiny we can
see that the 1987 and 1989 reversals are somewhat late. In both
cases the price traces out and breaks down from a head-and-
shoulders top. These distribution patterns in themselves are not
that significant, but when they are compared with the extremely
high readings in the TRIX they tell us two things. First, they indicate
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Chart 10.12 Japanese Yen, 30-Day TRIX and 12-Day TRIX
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Chart 10.13 Gannett, Inc., 26-Week TRIX and 8-Week TRIX
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that even a small downward move following the completion of the
formation would be of sufficient force to reverse the upward
direction of the TRIX. Second, the very fact that the TRIX, an
important intermediate-term indicator, is peaking from an extreme
level itself serves as a warning that the downside potential from the
head-and-shoulders top is far greater than its size suggests. The
violation of the two uptrendlines in the 8-week Trix further under-
scores the fact that the technical situation is precarious.

Commodity Channel Index

The Commodity Channel Index (CCI) was developed by Donald
Lambert and made public in an article in the October 1980 edition
of Futures magazine. The CCl is a momentum system that was
originally designed for futures contracts that demonstrated cyclical
or seasonal characteristics. Its noble objective is to detect when
these cycles start and finish using a statistical technique that
incorporates a moving average divisor reflecting both the possible
and actual trading ranges. In recent years it has been adopted to
monitor securities other than those traded in the futures markets.

The Index is calculated by establishing the difference between
the mean price of a security and the average of the mean price over
a previous time period. Lambert used a moving average as
opposed to an EMA for the averaging process because, as he says
in his article, “To be useful in cyclical markets, an index must
examine current prices in the light of past prices but must not allow
data from the distant past to confuse present patterns.”

Calculation

The first two steps involve finding each day's “typical price” by
taking an average of the high, low, and close and then calculating
a moving average of the result. Step 3 is more complex and

2 Lambert, Donald, “The Commodity Channel Index," Futures, October 1980.
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involves computing the mean deviation for the number of days
desired from each day's new updated moving average.

A 0.015 constant in the CCI formula means that the vast
majority of fluctuations fall in the range of plus and minus 100.

Lambert believes that the 5-day CCI has the “highest theoreti-
cal efficiency level,” but he concludes that such a short time span
makes the indicator unduly subject to whipsaws. He recommends
any span between 5 and 20 days but chooses 20 as his default.

For those interested in the math the formula is:

Four steps to calculate CCI
1. Compute today's "typical” price, using high, low and close:

X, =%{H+L+C]

2. Compute a moving average of the N most recent typical prices:

- 1 h
x=ﬁ§xl

3. Compute the mean deviation of the N most recent typical prices:

Mo~ 3 - X
N i=1

4. Compute the Commodity Channel Index:

CCl= oK),
L015xMD
where
N = number of days in data base
X, = today's typical price
X, = yesterday's typical price
X, = day before yesterday's price...
X, = oldest typical price in the data base

iStands for the sum of items following the symbol,

starting with 1 and ending with N, e.g.

=1
M
Zx;=x1+x2+x3...+)(~
=1

should be added as if all were

signifies "absolute value": difference
positive numbers.

Source: Computrac Manual,
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Interpretation

The above description sounds fine, but the bottom line is, does it
work? The answer, as far as | can see, is that the CCl is no more
incisive than a simple ROC indicator or an RSI. The generally
accepted methods of interpretation are divergence and over-
bought/oversold analysis. In this respect the basic idea is that the
CCI gives a buy signal when it moves through its oversold level on
its way back to zero. Sell signals are generated when it re-crosses
the overbought line on its return to zero. Chart 10.14 shows that its
forecasting ability appears to work reasonably well over very short
terms, since most of the signals are followed by a reversal in trend
lasting at least several days. Some last much longer in their effect.
Generally, | can find little difference between the performance of
the CCl and, say, the RSI. The two do differ in price movement qu ite
a bit for any given time span, which in chart 10.14 is 20 days. In this
way it makes sense to compare the two in order to obtain a more
complete understanding of the underlying technical structure. The
bottom panel features a 9-day RSI. A comparison with the 20-day
CCl shows that the broad swings are almost identical, and the only
differences except the positive divergence in the CCI of the April
1991 low appear to be those of magnitude.

The Ultimate Oscillator

This seems to be a great way to end a chapter on miscellaneous
indicators. The title “Ultimate Oscillator” (Ul) would appear to allow
us to end on a note of glory. Let's see whether the Ul lives up to its
description.

The concept is certainly very sound. Larry Williams, its inventor,
contends that an oscillator based on one time span is subjectto a
number of false signals. By combining three such oscillators, each
based on different time frames, the “ultimate oscillator” should offer
more reliable signals.

Williams describes this indicator in the August 1985 edition of
Stocks and Commodities. He begins by explaining that Owen
Taylor, one of the pioneers of momentum analysis in the 1920s,
used a 7-day oscillator based on breadth data. The problem with
Taylor's approach was that the maximum price move that could be
caught by such a brief time span was about nine days. This meant
that the indicator peaked well ahead of the price, usually setting up
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Chart 10.14 Toronto Stock Exchange Index,
20-Day CCl and 9-Day RSl
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several divergences prior to the ultimate peak. On the other hand,
Williams notes, indicators based on longer time spans do catch the
big swings but often reverse direction well after market turning
points. To quote Williams: “As an example, if the market shows a
tremendous amount of strength your oscillator would expand the
time base, thereby not allowing the short-term fluctuation to influ-
ence the fact that the market has turned the corner on a long-term
basis.” The reasoning is similar to my own for the KST market cycle
model discussed in chapter 7. Charts 10.15 and 10.16 show the
oscillator in action for the Australian an U.S. stock markets for 1992.

Calculation

Williams chooses three different time spans that he believes reflect
the dominant cycles for most commodities. They are 7, 14, and 28
days. He then weighted the 7-day series by 4 and the 14-day
indicator by 2. The 28-day indicator was not weighted. This meant
that all cycles were “equalized.” The individual oscillators are
calculated as follows:

1. Establish today's buying pressure (B)), by subtracting the “true
low” from the close. The “true low” is today's low or yesterday's
close, whichever is lower.

2. Calculate the “true range” (R), which is either the greatest of
one of the following: today's range (the high minus the low),
today's high and yesterday's close, or yesterday's close and
today's low.

3. Total the buying pressure (B,) separately over the three cyclic
intervals (i.e., 7, 14, and 28 days [SB,, SB,,, and SB,]).

4. Repeat the totaling process for the true range over the same
periods (i.e., SR,, SR,,, and SR,,).

5. Finally, divide the buying pressure by the true range for each
cycle (i.e., SB,/SR, and so on). They are then weighted by the
aforementioned factors 4, 2, and 1.

In their book Encyclopedia of Market Indicators, Colby and
Meyers point out that the nearest seven values for the buying
pressure and the true range are each used on seven different

*Williams, Larry, “The Ultimate Oscillator," Stocks and Commaodities, August
1985.
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Chart 10.15 Sydney All-Ordinary and the Ultimate Oscillator
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occasions. In other words, they are the sum of their weights. They
go on to point out that the indicator is a step-weighted momentum,
where the values 7, 3, and 1 are assignedto the first 7 days, second
7 days, and last 14 days, respectively. This means that the last 14
days account for only 10% of the total. They regard this as an
important flaw in its construction.

Interpretation

Buy and sell signals have basically two requirements. The first is
the presence of a divergence between the price and the oscillator.
The second is a trend break in the oscillator itself. Williams does not
define the trend break in the UO specifically, but we may infer that
for long positions it is the breaking of a previous high in the indicator
and the violation of a low in sales or the initiation of short positions.

1. A buy signal is triggered when the oscillator moves below the
30% oversold line, subsequently rallies and then fails to take
out its previous bottom on the next decline. A buy order is
executed when it is apparent that the indicator has diverged
positively.

2. Sell signals develop when the indicator crosses above the
50% area, declines below 50%, and the following rally reaches
a lower high than the first one. When it is apparent that a
negative divergence has occurred, execute a sell order.

3. Long positions are closed out either when a sell signal is
generated as the indicator moves up tothe 70% level or when
it falls below 30% (having previously been above 50%),
whichever comes first. The last rule is a stop-loss mechanism.

4. Short positions are closed out when a buy signal is triggered,
when the 30% level is reached, or when the indicator rallies
above 65% after moving below 50%, whichever comes first.
The 65% rule is also a stop-loss mechanism.

Colby and Meyers criticize the Ultimate Indicator for two other
reasons. The first is the subjectivity of the interpretation. | do not
find this a problem, since many of the indicators and approaches



256 Martin Pring on Market Momentum

described in this book are very subjective. If we treat technical
analysis as the art of building a picture from many scientifically
derived indicators, this aspect should cause no problem. Since
their book is concerned with mechanically testing a number of
indicators, the subjectivity problem is an insurmountable one for
them.

Their second criticism carries more weight. They point out that
the stop-loss rules apply only after the oscillator has crossed 50%.
If the oscillator immediately goes against the position, there is no
risk control.
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Introduction

Most of the indicators that we have looked at so far are constructed
from a statistical manipulation of price alone. This meansthat each
of them is a variation on a theme. Volume, on the other hand, not
only monitors the enthusiasm of buyers and sellers, but it also acts
as a variable that is totally independent from price. Therefore, it
makes a great deal of sense to examine the velocity or momentum
of volume in order to gain additional insight into the underlying
technical picture.

I mentioned earlier that it is mandatory to use the weight of the
evidence when attempting to identify market turning points. Insert-
ing volume into the analysis is one way to get some new evidence
from a dimension that is not bound to price-manipulated statistics.
This provides two benefits. First, when we look at indicators that
measure both price and volume momentum, we can see whether
the two are in agreement. If they are, this increases the odds that
any trend-reversal signals will be reliable. Second, when they
disagree it warns us of an underlying weakness in the prevailing
trend. In this way an advance notice of a potential trend reversal
is given.

Volume is usually represented as a series of histograms
appearing just under the price series. This arrangement is gener-
ally acceptable because it highlights significant expansions and
contractions in trading activity. These, in turn, confirm or question
the sustainability of the price trend. Volume may also be expressed
in a momentum format, which has the effect of accentuating
fluctuations in activity levels more graphically.

Before we examine some of these volume-momentum indica-
tors, | would first like to describe some of the principles governing
the relationship between price and volume.

Principles of Volume Interpretation

The most important principle is that volume normally accompanies
the trend. In a rising market, volume should be expanding and in
a declining market it should be contracting. Rising volume refers
to the average daily, weekly, or monthly transaction level relative
to itself. Prices move in trends, but they do not generally rise and

aER
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fall in a straight line as reactions to the prevailing trend develop.
The same principle applies to volume.

On the left side of figure 11.1, for instance, the dashed line
shows thatthe volume trend is up. Bythe same token, itis apparent
that the level of activity does not expand every day. There are quiet
days and there are active ones, but the generalthrust s up. Onthe
right side of the diagram the trend is down, butirregularly so. When
we talk of rising or contracting volume we are, therefore, referring
to the trend. Volume trends, like those of price, can be of a short-,
intermediate-, or long-term duration.

Activity should always be measured in relation to the recent
past; otherwise, it has little meaning. For example, the number of
stocks listed on the NYSE in 1990 was much higher than the
number of securities listed at the beginning of the century. The
increase in volume due to an expansion in the number of listed
companies, therefore, has no significance from a technical per-

Figure 11.1
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spective. Furthermore, NYSE trading activity expanded in the
1970s and 1980s because of the advent of options and futures. A
substantial amount of this activity is associated with hedging and
arbitrage. Thus, comparing volume before and after the introduc-
tion of these derivative products for the purpose of identifying
trends becomes a meaningless exercise.

The same principle applies to a comparison of the volume in a
newly launched contract on the futures exchange with the volume
of that same contract several years later after the commodity
gained widespread popularity. Volume-momentum indicators
overcome these problems because they express volume changes
in relation to a trend or measure the ratio of volume over a limited
period.

Chart 11.1 for the Hang Seng Index indicates that through the
1989-92 period volume, as measured by the vertical bars, is in a
gradually expanding uptrend. On the other hand, the 12-week rate-
of-change of volume indicates that the climactic expansion in activity
occurs, not in late 1992, when volume is heaviest, but in the summer
of 1990 when the momentum indicator reaches its highest point.
From that moment, the spiked peaks become lower and lower.

Chart 11.1 Hang Seng Index and 13-Day Volume Rate-of-Change
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The following are some broad rules for volume interpretation.

They relate both to the actual level of activity and volume as might
be reflected in a momentum indicator:

1. Rising volume and price are a normal phenomenon. This

combination indicates that the market is “in gear” and has no
forecasting value, except that it is normal to expect the final top
in prices to be preceded by a volume peak. Consequently, if
the two are in gear it is reasonable to expect at least one more
rally that reaches a new price high where they are not in gear.

. Volume normally leads price. A new high in price that is not
confirmed by volume should be regarded as a red flag and a
warning that the prevailing trend may be about to reverse
(figure 11.2).

. Rising prices and falling volume are abnormal and indicate a
weak and suspect rally (figure 11.3). Volume measures the

Figure 11.2

i
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Figure 11.3
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enthusiasm of buyers relative to sellers. Conseguently, rising
prices and declining volume indicate that the market is rallying
because of a lack of selling pressure, not because buyers are
enthusiastic. Sooner or later the market will reach a price level
that stimulates selling. After this occurs prices will fall substantially.
4. A parabolic rise in prices and a sharp increase in volume are
unsustainable and eventually will result in an exhaustion move
(figure 11.4). Exhaustion is a characteristic of an important
market turning point. Its significance will depend on the nature
of the buying frenzy relative to its time span. A buying panic
spread over four or five days will have far less significance than
one that gradually builds up over, say, a period of six weeks.
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Figure 11.4
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5. The reverse set of circumstances epitomizes a selling climax
(figure 11.5a). The implications and principles for a buying
panic hold for a selling climax, but in this case the trend
reverses from down to up. Selling climaxes normally, but not
always, represent the final low of a declining price trend (figure
11.5b). By definition, the rise in price following a selling climax
is accompanied by declining volume. This is one of the few
times that a volume and price divergence is normal. Having
said that, | stress that it is still of paramount importance that
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Figure 11.5a
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subsequent rallies be accompanied by expanding volume,
even though the actual level will be below that experienced
during the selling climax.

6. When a test of an important low is accompanied by lower
volume, this is a bullish sign (figure 11.6). It is not important
whether the first low is marginally violated by the second or
whether the second low holds just above the first. There is an
old saying on Wall Street, “Never shortadullmarket.” Itapplies
very much to this type of situation where a previous low is being
tested. The almost nonexistent volume indicates a complete
lack of selling interest.

7. An expansion of volume following a price peak—when the
expansion occurs during a consolidation or accompanies a
downward price-pattern completion—is a bearish sign because
it indicates that volume is not going with the trend (figure 11.7).

8. Churning market activity is characterized by a price that has
been in a rallying phase for “some time” and by additional
increases that are anemic and accompanied by heavy volume.

Figure 11.6
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Figure 11.7

10.

These are bearish signs as seen in figure 11.8. The definition
of “some time" depends on the nature of the price trend under
consideration.

. If, after a lengthy decline, prices stabilize and volume expands

to abnormal proportions, the market is in an accumulation
phase. This is also a bullish sign. It is an extremely positive
sign if the price subsequently breaks out on the upside accom-
panied by even higher volume as in figure 11.9.

Record volume coming off a major low is generally an ex-
tremely reliable signal that a very significant bottom has been
seen. For instance, the 1982 U.S. stock market low was
accompanied by record volume, as was the 1987 bear market
low in Treasury Bond futures. This, by definition, is a very
unusual event. One confirming sign is a widespread disbelief
in the rally by traders, investors, and the media. Record volume
is a very reliable indicator and should never be overlooked.
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An important factor to remember is that volume reflects an
exchange between buyers and sellers. By definition the amount of
money flowing into the market must always equal the amount of
money flowing out. This is true whether volume is heavy or light.
Itis the relative enthusiasm of buyers to sellers that determines the
direction of prices. Heavy volume accompanied by rising prices
implies that a substantial amount of potential selling is being
absorbed. This means that there is likely to be less overhead
resistance as prices climb further.

In a similar way, a selling climax involves liquidation by almost
all the "weak"” holders. As a result, any additional bad news will
unlikely cause any significant selling. A market that can take
bearish news in its stride indicates a strong technical position.

To be meaningful, volume should be expressed in relation to a
previous period. There are two principal methods for doing this:
volume expressed either as a rate-of-change or as a deviation from
trend. First, let's consider volume from a rate-of-change aspect.

Rate-of-Change of Volume

Chart 11.2 shows volume expressed as a 10-day rate-of-change.
This is a very jagged and misleading indicator. Occasionally,
though, it is possible to construct trendlines and to observe
divergences. In addition, the peaks at A, B, and C could guide
traders with a very short-term time horizon, since they are all
followed by a consolidation lasting at least two days; but by and
large, the volatile nature of the indicator means that it is not very
helpful. If the time span is extended to 30 days as in chart 11.3,
different characteristics appear, but the overall effect still remains
one of irregularity. One characteristic brought out is the cluster of
declining peaks in the volume-momentum indicator that precedes
the July and October peaks in the yen. Trendline and divergence
analysis are also featured in the chart.

One solution to the problem of irregular movement of the raw
numbers is to smooth the indicator with a moving average. Chart
11.4 features a 10-day rate-of-change smoothed with a 10-day
simple moving average. Now we can see the contracting volume
that precedes the July and October peaks much more clearly. In
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Chart 11.2 Japanese Yen (Spot] and 10-Day Volume Rate-of-Change
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Chart 11.4 Japanese Yen (Spot) and a 10-Day Moving Average
of a 10-Day Rate-of-Change of Volume

[ Japanese Yen (Spot) . Sl Volame sxpanding

(At

' /¥ Wy
| i |.1"‘P41t W ﬁwh’uuﬁ.p wil
y wd'"ahﬂ W V,I'k"l

o | g b, f -
L |}I~r1f I, Vallme decinimg i

. B

a0.0

ik
FE G | L]li At o
imL“l"HiLl![lil Ilihlul unhllll|l|MHH|Ijuﬂiﬂlhlllhh..umhuh.IJﬂﬂLJLl.uh.uMhhHmHl |lll“.‘iJ|u1. hai |

l.r' il daciiming

voo | 10-Day MA of 10-Day ROC of Volume ..'!

'5 A by Pk f
i llf'u&\ / b

| i il V.. W
\/ \[ / Ll

|\./' \ I|I " -"' .- > f u
||I- Valumie sxpariding

= ey —t 2 |
nay fan TEL =um FECF T riw BEC L

a
&
i
———
-
|4

fact, chart 11.4 shows that at the time when both price peaks are
being formed, volume on a smoothed rate-of-change basis is
actually declining.

Chart 11.5 shows the same data, but this time the zero
crossovers are highlighted. Normally, a positive crossover should
be associated with a rising market and a negative crossover with
a declining one. The solid arrows on the chart indicate when
volume goes with the trend and the dashed line when it is going
against it. In this example, expanding activity is defined as a
volume-oscillator above zero and contracting volume defined as a
volume-oscillator below zero. Consequently, a rising oscillator and
declining volume are represented in the chart by a declining
dashed arrow because the price and volume are in conflict. Solid
declining arrows reflect periods when volume and price are in sync
on the downside.

When the price breaks out of a trading pattern and this is
accompanied by a positive-volume zero-crossover, the expanding
volume strongly backs up the price action, indicating that the
breakout will likely be a valid one. In this respect, the completion
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Chart 11.5 Japanese Yen (Spot) and a 10-Day Moving Average
of a 10-Day Rate-of-Change of Volume
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of a small base in mid-August 1992 is accompanied by a positive
zero-crossover in the volume oscillator.

At the other end of the scale, declining volume accompanying
rising prices is a bearish factor and throws considerable suspicion
on the rally. When this action is subsequently followed by an
expansion of volume and prices peak out and start to decline, that
is when we get what | call the “double-whammy volume effect.” An
example of the double whammy at work is shown in chart 11.6,
which features the October 1992 top in the yen. It can be
represented symbolically with a letter “N" over the price and the
letter “V" above the volume. The double part of the whammy comes
because prices are rising but volume is bearishly declining. Then
when the price declines, volume expands, which is again an
abnormal and bearish characteristic.

Another important feature of volume interpretation is that over-
bought readings in volume momentum indicators can occur around
tops or bottoms. In chart 11.7, featuring the S & P Composite, the
first peak in the volume momentum indicates a selling climax; the
second and third, exhaustion moves. The September high also
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Chart 11.6 Japanese Yen (Spot) and a 10-Day Moving Average
of a 10-Day Rate-of-Change of Volume
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Chart 11.7 S&P Composite and a 10-Day Moving Average
of a 10-Day Rate-of-Change of Volume
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underscores the fact that not all price peaks are preceded by
volume, for in this case both top out simultaneously.

Volume momentum can also be expressed in other time frames.
Even with monthly data the raw figures are usually fairly jagged, so
it is still a good idea to smooth it in order to obtain a better feel for
the underlying trend. Chart 11.8 features a 9-month rate-of-
change of monthly NY SE volume, smoothed by a 6-month moving
average. A similar measure is overlaid for the S & P Composite
Index. Most of the time volume and price momentum are moving
in the same direction. This tells us very little except that the
prevailing trend is intact. Itis when they diverge that we really need
to pay attention. In this respect the relationship between these two
momentum series is consistent with the general principle that
volume momentum normally leads price momentum at market
peaks. (The evidence is more contradictory at bottoms.) As long
as the price is in a positive trend (e.g., above a long-term moving
average), and the volume oscillator is rising, a major decline is
unlikely. Once the volume oscillator starts to decline, it is time to
take a more cautious stance because the odds of a bear market
have increased. When both series are declining simultaneously,
this also has been associated, in most instances, with a bear
market or sharp, intermediate correction.

Chart 11.8 S & P Composite
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Technical analysis is far from perfect, and there are bound to be
exceptions to every rule. Inthis respect the joint decline in price and
volume momentum in 1985 and 1986 were not followed by a sell-
off, as would normally be expected. This again underscores the
point that weak momentum should always be confirmed by a break
in price.

Volume Oscillator

A slightly better approach to interpreting volume is to express
volume in an oscillator form, where two moving averages are
related to each other. This is a trend-deviation method in which
volume is substituted for price in the calculation. This technigue
also offers a way in which subtle changes in volume levels can be
accentuated in a graphic way.

The simplest form of calculation involves the division of one
period (moving average) of volume, such as a day or week, by a
moving average constructed from a number of different periods.
The result is a jagged curve, similar to those shown in charts 11.1
and 11.2. A superior method is featured in figure 11.10. The

Figure 11.10
T aiemy mavin
veoge
Dally Volumea f ‘
| | |
I
| | | |
11 |
10y mowing average (MA) 25-day momqm'eraga{hﬂ}+

Volurme Osclliator
(10-cday MA25-day M.’/\/\,\

m—rﬁ:ym same as 25y MA\/-EJ




Volume Momentum 275

process involves the construction of two moving averages, the
shorter being divided by the longer. The equilibrium line represents
points when the two moving averages are at identical levels. Move-
ments above and below this horizontal line indicate that the two
averages are crossing each other. The time spans of the averages
can be varied to reflect short-term, intermediate-, and long-term
trends. For daily charts | favor the combination of a 10-day divided by
a 25-day simple moving average. This may be too long a span for
very short-term traders who may prefer a 5/20 EMA combination.

In a normal market environment volume and price should move
in roughly the same direction. For instance, in the case of a rally
the volume oscillator should rise. When it reverses from an
overbought condition this would typically signal that a correction of
some kind is in the cards. This type of condition occurred for the
Nikkei in the August-September period of 1992 (see chart 11.9).
On the other hand, when prices move sideways or decline, volume
should contract. There are few instances of this phenomenon in
chart 11.9, because the Nikkei is in a bear market. Such abnormal
volume characteristics signal the probability of a declining primary
trend environment.

Chart 11.9 Nikkei Stock Index and a 10 x 25-Day Volume Oscillator
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As discussed earlier, the major difference between volume and
price oscillators is that an “overbought “ volume reading can be,
and often is, associated with an oversold market. This occurred in
April 1992 for the Nikkei average (chart 11.9). Remember, we are
measuring changes in volume, and volume expands during a
selling climax. It is a well-known technical characteristic that an
increase in price associated with declining volume is bearish. This
means that we can also get an “oversold” volume reading at a
market high. This occurred at the November 1991 and May 1992
peaks. Any interpretation of the volume oscillator should relate its
direction and level to the prevailing trend in price.

Chart 11.10 also includes a price oscillator, constructed on the
same lines as those used for volume but using price data. It shows
a classic negative divergence between price and volume during the
mid-April to mid-June 1992 periods. The arrows show that the
volume oscillatoris rallying in the face of a declining price oscillator.
Typically, when the volume oscillator bottoms at around the same
time that the price oscillator is peaking from an overbought condi-
tion, the market or security being monitored will move sideways as
itdidin December 1991 or, more often, experience a sharp decline.
In mid-May, when the advance is virtually over, volume begins to
expand. Rising volume and falling prices is not a normal phenom-
enon and is bearish. Not surprisingly this is later followed by a
substantial price correction.

I have noticed that it is a useful exercise to construct trendlines
for the volume oscillator. When a line is violated it should be
confirmed by some kind of trend reversal in the price as well since
these signals are usually followed by a strong price move. We can
see this in practice from trendlines AB and CD in chart 11.11.

Upside/Downside Volume

Ideally, technicians would like to be able to dissect the volume
numbers to see whether they are being initiated at the option of
buyers or sellers. Some very sophisticated techniques based on
the upticks and downticks of individual transactions have been
calculated by individuals with access to computer power and large
data bases.
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Chart 11.10 Nikkei Stock Index, 10 x 25 Volume Oscillator
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Chart 11.11  Financial Times Stock Exchange 100, 10 x 15 Volume
Oscillator and a 10 x 25 Price Oscillator
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Here, the 10 x 25-day moving average ratio of the volume (velume oscillator) and
the 10 x 25-day moving average ratio of the price (price oscillator) are plotted.,
Volume expansion and the price breakdown (trendline AB) are nagative indications.
Contracting volume during a price rally (trendline CD) is also a negative indication.
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Unfortunately, this kind of information is not available to the
general public. It is possible, though, to break down volume
information on the three principal U.S. stock exchanges (NYSE,
NASDAQ, and Amex) into volume that is attributable to stocks that
advance or decline on a particular day. This information is
published in the financial press and is also available on several
publicly accessible data bases, such as Compuserve or CS| Data.
The concept is that if more volume is moving into rising stocks this
should be a bullish sign, and if the activity is greater in declining
stocks it is a bearish sign. In a general sense this is usually true.
However, it is possible to have a substantial amount of volume
moving into a declining stock where most of that volume occurs
between the low and the close (i.e., when the stock is rising). Inthis
instance the volume would be recorded as a negative, whereas the
true picture is actually positive. We have to accept the fact that all
indicators suffer from flaws, and this one is no exception.

The most common method of calculation is to divide a 10-day
moving average of upside volume by a similar measure for down-
side volume as in the following formula.

Upside Volume 10-Day MA
Downside Volume 10-Day MA

Chart 11.12 shows such a measure for 1984. Since volume
leads price, the most obvious characteristics to be on the lookout
for are divergences between the oscillator and the price. We
certainly see that between the April and May peaks and again
between June and August 1989 in chart 11.13. Typically, when the
index rallies to the 2.5 area, which indicates an unusually large
increase in volume, this is almost always followed by higher prices
within a few months.

The oscillator can sometimes be helpful duringmarket bottoms,
although its lead characteristics are less pronounced. At the
October 1990 low, for example, we see that as the market is making
its final bottom, the oscillator has already reversed to the upside,
indicating that selling pressure had started to dry up.

Chart 11.14 shows the 1981-82 bear market. Note that the
spring 1982 rally is preceded by a positive divergence between the
oscillatorand the S & P Composite Index, as was the final low in the
summer. What is remarkable about this period is not that the
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Chart 11.12 S&P Composite and a 10-Day
Upside/Downside Oscillator
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Chart 11.14 S&P Composite and a 10-Day
Upside/Downside Oscillator
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oscillator is able to rally above the 2.5 area, but that it does so on
two occasions within the space of a month. This unprecedented
action not only indicates that the market is headed higher, but also
that a highly significant shift in the supply/demand equation has
taken place.

Chart 11.14 portrays both bull and bear market environments,
whereas the other charts depict a bull market. This illustrates that
in normal circumstances the 2.0 level represents an overbought
level and the 0.50 zone an oversold. In a bear market the indicator
may linger in the 0.50 zone, but in a bull market the slightest touch
on this sensitive pointalmost always triggers a major rally or signals
that an intermediate-term consolidation-low has been reached.
This can be seen from the June 1982 bottom when an oversold
readily failed to trigger a rally of any significance.

Upside/downside volume oscillators can, of course, be calcu-
lated for any time span, as seen in chart 11.15 which shows a 30-
day series. Note how the July 1990 peak is associated with an
oscillator that is barely able to rally above the 1.0 equilibrium line.
This is a classic signal of extreme technical weakness, which is
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Chart 11.15 S&P Composite and a 30-Day
Upside/Downside Volume Oscillator
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often followed by a precipitous decline. The market's “excuse” at
the time was the invasion of Kuwait by Iraq. However, it is quite
clear from the technical action that it was already in a vulnerable
position.

Upside/downside data can also be expressed using weekly
data. The formula for a 6-week time span is:

: BM = UVOL
Oscillator = [m] -1

Here the number 1 is subtracted from the formula to give the
indicator a positive-negative feel. It does not change the direction
and amplitude of the oscillator but merely lowers the equilibrium
level to zero. There is no reason why this method of calculation
should not be done for daily data. The interpretation of this
oscillatoris precisely the same as the 10- and 30-day varieties. The
only difference is that the weekly arrangement makes it possible to
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compare the performance over a much longer period. It also
reflects intermediate-term as opposed to short-term trends.

One final variation is to calculate separate oscillators for upside
and downside data. In this case it is a good idea to include total
volume (T) in the calculation. The formula for a 6-week oscillator
based on upside volume is:

2 : 6M =< UVOL
Upside Volume Oscillator = M < TVOL

An example for both upside and downside volume is shown in
chart 11.16. This arrangement allows us to compare the relative
performance of the two series. When they both converge as they
do at the 1987 low, it is a sign of a selling climax, where almost all
the volume is associated with declining stocks and very little with
advancing issues. On the other hand, a divergence such as the
one that occurs in late 1985 is positive.

Itisalso possible to construct trendlines for both series and treat
their joint violations as confirmation. In the summer of 1984, for
instance, the downtrend in up volume and the uptrend in down
volume were both simultaneously violated. This arrangement can
also give more subtle signals of a potential trend reversal. Youcan
see this happening at the time of the early 1986 peak when the
upside volume indicator rallies up to its late 1985 high. Given the
“volume-leads-price” rule discussed earlier, there would have
been no warning that a consolidation or even price decline lay
ahead. However, if we look at the downside oscillator we can see
that it makes a higher low at the time of the price peak. This warns
us that even though the market is rallying, volume moving into
declining stocks is increasing.

Demand Index

The Demand Index was developed by Jim Sibbet, editor ofthe Let's
Talk Silver and Goldmarket letter, as amethod of simulating upside
and downside volume for markets and stocks where such data is
not generally available. This index combines price and volume into
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Chart 11.16 Wilshire 5000 and NYSE Up Volume
and NYSE Down Volume
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one indicator with the objective of leading market turning points.
The Demand Index is based on the premise that volume leads
price. Itisincluded in many charting packages including MetaStock
and Computrac and is interpreted in the following ways:
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1. Divergences between the indicator and the price indicate
underlying strength or weakness, depending on whetheritis a
positive or negative divergence.

2. A long-term divergence between the Index and the price
indicates a major top.

3. The Index sometimes forms price patterns, both at tops and
bottoms. They normally represent a reliable advance warning
of an impending price trend reversal.

4. A zero-crossover represents achange intrend. Normally, it will
occur after the fact, so it serves as a confirming indicator.

5. Constant fluctuations around the zero line indicate a weak
price trend that will soon reverse.

6. Overbought and oversold crossovers generate good buy and
sell signals in some markets. What represents an overbought
or oversold level will depend upon the volatility of the security
in question. The +25 level appears to be a good compromise
for most markets.

Chart 11.17 shows a Demand Index for the Canadian dollar for
1991. A number of interesting points stand out. First, note the
head-and-shoulders bottom in July; the breakout occurs simulta-
neously with the price. Prior to that, the price traces out a small top,
which is completed in June. The Demand Index does not form a
classifiable top but experiences an almost horizontal price move-
ment during June. This indicates that the balance between
demand and supply is extremely delicate. Consequently, when the
Index does finally cross below the overbought zone it offers a
reliable sell signal. Although this is not, strictly speaking, a
distribution pattern, | have called it a “smooth top” on the chart
because that is the role that it actually serves.

The November high is actually the top of the bull market. Quite
often at such important junctures a momentum indicator will trace
out a price pattern of unusual length and significance, sometimes
in advance, at other times coincidentally. In this case the pattern’s
base occurs at the zero level. When it was finally completed the
currency embarks on a precipitous decline. Note how zero
crossovers confirm important changes in the direction of the short-
term trend. Even so, this is not a perfect indicator as we can see
from the January and February whipsaw.
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Chart 11.17 Canadian Dallar (Spot] and Demand Index
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Chart 11.17 also shows why it is very important to make sure
that positive momentum characteristics are confirmed by price. In
this instance, the November price decline is associated with a
positive divergence in the Demand Index. However, this proves to
be a false dawn, since the currency is never able to rally above its
45-day moving average, i.e., the bear trendline. The signal that all
is not well would have come when the uptrendline in the demand
Index was violated in early December.

Chart 11.18 of the mark also brings out some useful points of
interpretation. First, it shows that overbought/oversold crossovers
are not always reliable. This can be seen not only from the
indecisive action in July and August, but also from the action in
October as well. The chart also brings out another very important
point. Between July and September 1990 the Demand Index
traces out a head-and-shoulders top. This looks pretty ominous,
especially when the currency appears to be going through the
same process. Tops inmomentum indicators are quite rare but this
particular one seems to have all the right ingredients. In this
instance, though, the August/September top in the currency is
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Chart 11.18 Deutsche Mark (Spot) and Demand Index
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never actually completed. Indeed, what we see is an unusual case
of a momentum head-and-shoulders top being immediately can-
celed or neutralized by a head-and-shoulders bottom. This mis-
leading action is, unfortunately, a fact of life. One can never blindly
assume that once a trend is set in motion it cannot reverse before
its indicated potential has been realized.

In this example, the signal that the trend is up and not down
would have been given at Point Z at the end of September. This
is where both the Demand Index and the currency break out from
a small base.

Finally, on the Demand Index we can see in chart 11.19 the
power in the combination of a momentum index that experiences
several positive divergences and an important trendbreak in price.
The chart shows that the Nikkei makes a series of five lower lows
between April and August 1992. At the same time the Demand
Index is, slowly but surely, “walking up hill,” as flagged by the rising
dotted line. This improving momentum is like pouring gasoline on
a fire; once the match has been lit the fire explodes. In this case
the match is the violation of the downtrend. The strength of this type
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Chart 11.19 Nikkei Stock Index and Demand Index
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of situation is determined by the length of the trendline, the number
of times it has been touched or approached, and the fact that the
final low is accompanied by just a small decline in momentum.
This example should be compared to the December 1990-
March 1991 period (chart 11.20) when it appears that a similarly
strong technical position is building. The difference is that the bear
market trendline in price is never violated. Furthermore, the
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Chart 11.20 Nikkei Stock Index and Demand Index
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uptrendline in the momentum index is broken in March at Point V.
Often, when a potentially bullish momentum structure appears to
be developing and then breaks down, it is followed by a nasty
decline. It is almost as if the market is winding up a spring which
at the right moment will be released to trigger explosively higher
prices, but before the spring can be fully wound it breaks.
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chapter 12

INTERNAL MARKET
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Introduction

All of the momentum indicators that we have examined so far are
constructed from price or volume data related to a specific security.
In some cases, though, a “market” comprises an aggregate measure
of a number of different components. A stock market, for instance,
consists of a universe of stocks. Similarly, a commeodity index is
calculated from the prices of a number of different commodities.

In these cases it is possible to extend our analysis of momen-
tum indicators by studying some or all of the components within a
particular momentum format. This concept is known as “breadth”
momentum analysis because it measures a broad spectrum of the
components of the specific market under consideration. In some
ways breadth momentum is far more revealing than price momen-
tum, since the index, or price, may be unduly influenced by a few
highly weighted elements. On the other hand, a momentum indica-
tor calculated from a “basket” of components can better reveal
more of what is occurring below the surface of a particular market,
since the indicator has more information to draw on. Generally, the
fewer issues participating in an uptrend, the greater the probability
that the trend is about to reverse. In a similar way, if fewer stocks
are declining in the face of a new low in the market averages, the
greater the possibility that the market is about to reverse to the
upside. Breadth momentum thus serves as an additional tool for
monitoring potential divergences.

Most of these types of analyses are undertaken with stock
markets, since securities are the most widely followed markets and
there is an abundance of extensively published data available.
Furthermore, the components (i.e., the individual stocks) tend to be
more homogeneous than, say, commodities. | have also experi-
mented with breadth momentum series for currencies, gold, and
other markets, but have found the indicators to be less reliable here
than stock market indicators. The reason for this is fairly obvious.
More data is available for the U.S. securities market than for any
other type of market in terms of both historical depth and the range
of data.

Nevertheless, breadth momentum analysis also works for other
stock markets. It is even possible to expand this process by
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combining a number of markets from different countries to calcu-
late global breadth momentum indicators. Since there is a close
relationship between the individual countries and the global stock
market cycle, such indicators work quite well.

Types of Breadth Momentum

Breadth momentum indicators fall into three general categories.
The first and most widely used category is comprised of indicators
that calculate the ratio of advancing issues to declining issues. The
resulting number is an oscillator based on an equilibrium line. The
calculation is identical to the one described for the upside-down-
side volume in the previous chapter except that the number of
advancing and declining stocks are substituted for upside and
downside volume. There are also variations of this concept, such
as the relationship between two moving averages of the ratio or a
smoothing of the ratio itself. Larger time spans result in more
reliable and smoother indicators. The disadvantage of using longer
spans, of course, is that the element of timeliness decreases in
effectiveness over time. Short time spans, on the other hand, result
in timely signals, but they also cause tremendous volatility and give
a large number of misleading indications.

The second category comprises indicators for measuring the
percentage of a basket of stocks in a positive trend. This form of
calculation is known as a “diffusion” index. What actually consti-
tutes as a trend in this context can be any measurable technical
tool, such as the percentage of stocks above a specific moving
average or the percentage of a basket of stocks with a positive rate-
of-change (i.e., an ROC above zero). The possibilities are virtually
endless.

The third form of internal breadth measurement | will call
“miscellaneous,” since none of the indicators fall conveniently into
either of the above two categories. They include such things as
high/low data; the Arms Index, which combines volume and
advance/decline data; and several others. Let's begin the exami-
nation of breadth momentum indicators with the first category—
indicators based on simple advance/decline data.
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Advance/Decline Momentum Indicators

Advance/decline momentum indicators can take many different
forms, but the most basic involves the calculation of a ratio of the
number of stocks advancing to the number of those issues in
decline. This calculation is made over a specific period such as a
day or a week. This ratio is then smoothed with a moving average
(the time span) and the result plotted as an oscillator. The calcula-
tion for the most commonly used period, a 10-day ratio, is shown
intable 12.1. Since the result appears as a percentage, 100 is often
deducted from the answer to give a positive/negative effect. The
100% or half-way level then becomes zero.

An alternative measurement of this data requires separately
calculating a 10-day moving average of the advances and declines
and then subtracting the latter from the former. An example is
represented in chart 12.1 and the calculation is shown in table 12.2.
In almost all cases the results will be very similar as a comparison
of the two methods, but there will be some subtle changes.

Table 12.1 Calculation of 10-Day A/D Ratio

Date Advancing Declining Ratio 10-Day Oscillator
Total of
Ratio
Jan 2 300 1200 25
3 500 800 62
4 700 800 87
5 900 600 150
8 1000 500 200
9 800 800 100
10 850 950 113
11 950 550 172
12 800 500 160
15 500 900 55 1124 +10 112
16 800 700 114 1213  +10 121
17 8900 600 150 1301 +10 130

18 1200 300 400 1551 +10 155
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Chart 12.1 S & P Composite and a 10-Day
Aclvance/Decline Oscillator
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Table 12.2 Calculation of 10-Day A/D Ratio

Date Advancing Declining 10-Day  10-Day Ratio Subtract

Total Total 1.0 from
Advancing Declining the Ratio
and x 100
Jan 2 300 1200
3 500 800
4 700 800
5 900 600
B 1000 500
9 800 800
10 850 750
11 950 550
12 800 500
15 500 900 7300 7400 .99 -1
16 800 700 7800 6900 1.13 +13
17 900 600 8200 6700 1.22 +22

18 1200 300 8700 6400 1.36 +36
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Some technicians prefer to include the number of issues that
are unchanged in price. In this case the formula would be as
follows:

A-D
U
where
A = advances
D= declines, and
U= unchanged.

The result is then smoothed by a moving average of some kind.
There are two reasons for including stocks with unchanged prices.
First, over long periods of time the number of issues on the
exchange increases. The inclusion of all issues in the calculation
means that long-term comparisons are consistent regardless of
the number of issues listed. Using long-term time periods is more
important for determining the calculation of a cumulative total of the
data, known as an advance/decline ling, than a short-term momen-
tumindicator, where changes inthe number of issues over the span
of one or two months have little effect.

The second reason for including unchanged prices is that a
market advance or decline loses momentum as it reaches maturity.
Breadth data reflects this fact by showing an increase in the
proportion of unchanged issues. Their inclusion in the formula
makes it possible to asses a slowdown in breadth momentum at an
earlier date.

In a strict sense, a breadth momentum indicator should be
compared with a market average that includes all stocks in the
basket such as the NYSE Composite Index, rather than the Dow
Jones Industrial Average which consists of only thirty blue chip
stocks. However, in practice it does not seem to matter too much.
In any event, the original objective of the breadth indicator is to
determine whether the overall environment for equities is favorable
or unfavorable. After all, very few people limit themselves to the
purchase of the thirty stocks that make up the Dow: therefore,
traders should find the broad market trend more important for their
decision making than the trend in the index. This will certainly be
true for traders involved in individual stocks or stock options, but
what of those who get involved in futures such as the XMl or S & P
Contracts? In this case the breadth momentum series of the whole
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market can be substituted by special breadth measurements
calculated purely from the components of the average. In the case
of the Dow, or XM, this would be represented by an A/D ratio of the
thirty components that are included in the calculation.

Similar measures could be concocted for the five-hundred
stocks that comprise the S & P Composite Index. Those of us who
do not have access to the data or to the computing power with the
number-crunching capability to calculate such measures will have
to fall back on general breadth measurements. This is fine as long
as we keep in mind that in a very minor way we are comparing
apples and oranges.

Most of the examples discussed here have all been concerned
with daily data, but it is also possible to construct these indicators
from weekly or even monthly numbers. Such indicators will be
useful for gaining perspective on market trends. A useful variation
on the A/U — D/U formula is to take a weekly ratio calculated in this
way and then compute the square root of the result. Since it is not
possible to take a square root of a negative number, the ratios for
down weeks are treated as a positive number and the result
subtracted from the moving average calculation. An example is
shown in table 12.3.

This approach first came to my attention through Hamilton
Bolton, founder of the Bank Credit Analyst. He discovered that
using the square root calculation enables the weekly advance/
decline line to closely reflect unweighted indexes such asthe Value
Line Composite. Since breadth data all the way back to the 1930s
is available and the data for the Value Line date from only the early
1960s, he was able to simulate the broad market inthe 1930s, '40s,

Table 12.3

Insums Advmnces D cdirean Col, § Cumulative

waded Advances Declines Unchanged - unchanged -+ unchanged -col§ 1|m¢. T AT e

[ {1} 12) e} ) {5 &) 7 () m

Jan. 7 2129 ikl a1 221 4448 418 a2 T 24758

14 2109 a2 1073 248 a5 433 =118 =108 24647

21 X D66 ol 253 B2 354 26 B 24508

28 2m B35 1036 232 3ED 447 &7 -a3 24605

Fab.4 2082 B0 ] 274 a2 330 2 14 2461.9

1 200 o2 1145 243 SRy 471 -18.2 =138 2448 4

18 2083 3H Ba5 268 N a8 20 4.5 ME28

26 208D Sid 1227 260 228 472 244 156 24373

Martin J. Pring, Technical Analysis Explained. 3rd edition, McGraw-Hill, New York,
1991,
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and '50s. An example of a 10-week ratio using this formula with the
S & P Composite is shown in chart 12.2.

The most active stocks on the exchange over a given period
often reflect what “big money” is doing in the market. Data is
published in the popular financial press on both a daily and weekly
basis. This information is worth consideration not only because it
reflects institutional activity, but also because it accounts for 20%
to 25% of the total NYSE volume. Indicators based on the most
active data, therefore, serve as a kind of rough benchmark of
whether institutions’ enthusiasm skews toward buying or selling.

Oscillators derived from this type of data are calculated by
subtracting the number of declining issues from the number of
advancing issues over a chosen period. For example, a 10-day
most active indicator would involve the separate addition of the
plurality of stocks that are advancing on a daily basis and those that
are declining. If more active stocks are declining than advancing,
this sum would be represented by a negative number. The indi-
vidual ratios are then totaled for a 10-day period and the result plotted
as a continuous oscillator. A 30-day most active indicator would
involve a 30-day total; an 8-day indicator, an 8-day total, and so forth.

An alternative approach for a 10-day time span requires sub-
tracting the total of all declining issues over a 10-day period from

Chart 12.2 The S & P Composite and a 1 0-Week Breadth Oscillator
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the number of advancing issues. Movements in the resulting
oscillator would be more or less the same as the most active
indicator. The indicator would then be interpreted in the same way
as any other momentum series. Chart 12.3 shows how decisive
zero-crossovers in the 30-day most active series offer reasonable
buy and sell signals. Since the market was in a bear trend at the
time, buy signals did not generally result in any worthwhile rallies.

McClellan Oscillator

A market indicator that has gained great popularity in recent years
is the McClellan Oscillator. The McClellan Oscillator calculates the
difference between two exponential moving averages using the
daily advances minus the daily declines. The two averages are for
19- and 39-day time spans, which represent a 10% and 5% trend
value respectively. The formula is:

McClellan Oscillator = [19 EMA of (A — D)] - [39 EMA of (A — D)]

An example of the McClellan Oscillator is shown in figure 12.1.
Positive values are recorded when the short-term average moves
above the longer-term one.

This 19-39 day calculation is the accepted default used by most
traders and computer software programs, but there is absolutely no

Chart 12.3 The NYSE Composite Versus the
30-Day Most Active Indicator
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1991,
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Figure 12.1
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reason why you cannot experiment with other time periods. The
oscillator is in effect the equivalent for breadth momentum of the
MACD indicator discussed in chapter 4.

The McClellan Oscillator is generally regarded as overbought
when it reaches the plus 70-100 range and oversold in the minus
70-100 range. Some analysts have extended this range to include
the plus 60-100 and minus 60—100. It is common practice to use
the overbought and oversold readings as entry and exit points. My
view is that you should treat McClellan’s interpretation as you
would any other momentum indicator by using trendline violations,
divergences, and so forth. This approach certainly seems to give
smoother results and a better underlying feeling for the market than
the straight 10-, 25-, or 30-day A/D breadth momentum ratios.
Movements are far less volatile, while at the same time the subtle
changes in the underlying technical picture are still evident. When
using the 19- and 39-EMA default values, the McClellan is re-
garded as a short-to-intermediate-term indicator.

The McClellan Oscillator is certainly no exception to the rule
that momentum leads price. Consequently, one of its characteris-
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tics is that major price peaks are typically preceded by several
divergences. Quite often, actual confirmations of market turning
points will be given as the oscillator crosses above and below zero.

Extreme readings in excess of +130 reflect very strong under-
lying momentum. Logically, such action would appear to indicate
an excellent buying or selling point, depending on whether the
reading is overbought or oversold. However, such movement is
usually a reliable sign that a new primary trend is underway. Under
these conditions it is normally better to await the subsequent
reaction and enter the market in the direction of the extreme
reading on the next tuming point in the oscillator (Figure 12.1
shows an example).

As | have said, it is always a good idea in any momentum
analysis to compare at least two indicators to see whether they are
in agreement. Chart 12.4 includes a McClellan Oscillator and a 12-
day rate-of-change indicator. Most of the time, both indicators are
“in gear,” but at Points A, B, and C itis apparent that the McClellan
Oscillator is acting much weaker than the ROC. These particular
discrepancies are short-term in nature and are followed by a brief,
but unpleasant, decline. The weaker action of the oscillator un-
doubtedly reflects the fact that the broad underlying market is not
as strong as the averages would have us believe.

McClellan Summation Index

The Summation Index is a slower moving version of the McClellan
Oscillator. It is calculated by accumulating the daily readings of the
McClellan Oscillator. When it is above the zero level, the Summa-
tion Index rises; when it is below zero, it falls. This is shown
graphically in figure 12.2. This means that changes in the direction
of the Summation Index will occur as the “raw” oscillator crosses
above and below zero. The slope of the Summation curve will
depend on the reading of the raw oscillator. The more overbought
itis (i.e., the greater the distance above zero), the steeper the slope
will be. Conversely, if the oscillator is just above zero it will not add
much to the Summation total so its angle of ascent will be very
narrow. Overbought and oversold readings in the Summation
Index will be determined by a combination of the length of time that
the raw oscillator remains above and below zero andthe level of the
readings.
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Chart 12.4 S & P Composite and McClellan Oscillator
Versus | 2-Day Rate-of-Change

"aE 03

0| S&P Composite .

e2 S N L

A
N

« [ 12-Day ROC

M%ﬂﬂﬂwj\mﬂ; ﬂﬁvhvm

“““““ McClellan Oscillator

AR
T

SR L1 |

' FEA FOL AUS EEF DDT EBY SEC TAN FEE RAR AFS WAY JUR TUL AlE IEF BCT ABU DEE



Internal Market Momentum 303

Figure 12.2
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Normally, the Summation Index moves in a slow, deliberate
manner, giving useful signals from the standpoint of intermediate-
term timing. However, on those rare occasions when the raw
oscillator vacillates around zero, the Summation Index will also
give a number of indecisive signals.

It is fairly easy to see from the action of the Summation Index
that a zero-based crossover system in the oscillator is not likely to
lead to many trading profits. My view is that the Summation Index
should be used primarily to gain some perspective about the nature
of the current short-term technical condition. For example, if the
Summation Index is at an extreme reading—above or below the
+500 or —500 zone—it indicates that the intermediate trend is at a
fairly mature stage. Therefore, it is dangerous to use short-term
buy signals to take a position in the direction of that trend. In other
words, if the trend is up, it is too late to go long. By the same token,
if the Summation Index is still rising it is premature to go short or
liquidate the position until a trend-reversal signal in the price is
given. Sometimes this also occurs when the Summation Index
reverses direction.

Quite often, when an intermediate-term, smoothed-momentum
indicator reverses direction from an extreme, it does so long after
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the peak has come and gone, making its timeliness questionable.
The great advantage of the Summation Index is that it reverses
direction when the McClellan Oscillator crosses zero. This means
that a Summation buy or sell signal is never given when the market
is short-term overbought or oversold. Of course, this timeliness
does not come without a price and that is whipsaw signals.
However, if you pay close attention to directional changes in the
Summation Index only when it is overbought, many of these
whipsaw signals will be filtered out.

Under such circumstances you can also use what | call the
‘domino” approach. That is, look for an extreme reading in the
Summation Index and some signs of a reversal in the shor-term
trend. When the short-term trend gives a signal, chances are that
it willhave a domino effect on the overextended intermediate-trend
and the Summation Index.

Occasionally, the Summation Index sounds an extremely loud
signal by failing to reach a very high level despite a long and sharp
rally in the market. A classic example is shown in chart 12.5 where
the summer high at point A is associated with a Summation reading
thatis barely above zero despite a rallyin the S& P Composite from
around 320 to 370. Rarely are such signals given, but when they

Chart 12.5 S & P Composite and McClellan Summation
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are it pays to give them your attention because they are usually
followed by a memorable decline.

The Summation Index can also be used in conjunction with
moving-average crossovers. Trial and error has shown that a 35-
day simple moving-average crossover offered very good results in
the 1980s (see chart 12.6). However, as with all purely mechanical
approaches there were some years when it did not operate wellat all.”
(See Technical Analysis Explained, 3rd Edition, pages 396-399.)

Another feature of the Summation Index is that it can be used
to show divergences and occasionally lend itself to trendline
construction. As with all smoothed indicators, this is quite a rare
phenomenon. When a line is violated and the violation can be
related in a timely fashion to a reversal in direction of a market
average, such combinations offer very reliable and often powerful
signals as shown in chart 12.7.

McClellan and Weekly Data

In an article in the September 1990 issue of Stocks and Commodi-
ties, Arthur Merrill tested the Oscillator using weekly data. Since the
short-term EMA roughly corresponds to four weeks and the long-
term average to eight weeks, he used these periods as his testing
base. The EMA factors were 0.4% and 0.22%, respectively. He
found that the best forecasting results were achieved not from
zero-crossovers but from extreme overbought and oversold read-
ings. They occurred over a five-week forecasting period using a full
standard deviation above and below zero. The benchmarks were
plus and minus 280. In other words, when the oscillator reached a
+280 overbought zone it was forecasting that the market would be
down five weeks later. The opposite would be true for a negative
280 reading. Chart 12.8 is reproduced from the article.

Diffusion Indicators

Diffusion indicators measure a basket of items within a specific
universe that are in a positive trend. The trend measurement could
be anything from a moving average, a positive rate-of-change,

' Martin J. Pring, Technical Analysis Explained, 3rd edition, McGraw-Hill,
Mew York, 1991, pp. 396-399.
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Chart 12.7 5 & P Composite, McClellan Summation and Trendlines
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positive stochastics characteristics, and so forth. The concept
behind these indicators is simply to try to characterize the momen-
tum of the broad market as opposed to a market average or index.
Logically, one would expect the best buying points to occur when
all the items are in a positive trend, but in actuality the exact
opposite is normally the case. It turns out that when most or all of
the items are in a positive trend things are about as bullish as they
can get. This means that the next step is certain to be a deteriora-
tion in some of the components and a subsequent decline in the
market as more and more issues follow suit.

In this regard it is important to remember that these comments
refer to a specific time frame. Just as a short-term indicator reflects,
say, a short-term overbought condition, it is still possible to have
intermediate- and long-term trends in an early stage of develop-
ment. Similarly, a 100% reading in the percentage of stocks above
a 10-day moving average tells us only about the short-term
condition of the market. For a longer-term view we would need to
look at stocks in relation to such traits as their 12-month moving
average, to choose one example.
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Diffusion indicators are subject to the same vagaries as other
momentum series and should be interpreted using the principles
outlined in chapters 1 and 2.

The most common form of diffusion indicator measures the
percentage of stocks that have risen above a specific moving
average. Just as short-term time spans in a rate-of-change calcu-
lation show more volatility than longer-term ones, a diffusion
indicator based on a 10-day moving average will be much more
volatile than one based on a 60-day average.

There is a natural tendency to include as many pars of a
universe as possible (e.g., all the stocks on the NYSE etc). | have
found that as long as the universe is carefully selected to reflect key
industrial segments there is not much difference in the results. This
was not important in the past, since such calculations required
maintaining a huge data base and some serious number crunch-
ing. Today, this task can be achieved much more easily with a
combination of automatic data collection and spreadsheet analy-
sis. It is now pessible for the individual investor to maintain these
indicators without much trouble once the system has been set up.

Some of this data is also available publicly. Investors Intelligence
publishes the percentage of NYSE stocks that are above their 10-and
30-week moving averages. These stocks are shown in chart 12.9.

Chart 12.9 S & P Composite and Three Breadth Indicators

T
/’MF’“L

v
g

EDD=
R, 75 =

237 .50 =

WEH. 75—

100
a0

L1

ﬁ
=
c% 3

g

KLT HLW b 50

=4
W]
)
S

B2 83 B4 85 86 87 88 B3 89
Martin J. Pring, Pring Market Review.



310 Martin Pring on Market Momentum

As you would expect, the 10-week series is much more volatile
than its 30-week counterpart. It is used to identify short-term selling
points. The indicator is said to be oversold when less than 20% of
NYSE issues are above their 10-week moving averages and
overbought when the number is greater than 80%. This diffusion
series is subject to the principles of divergences, trendline con-
struction, and so forth.

The 30-week series operates in a similar fashion but obviously
on a longer time frame with commensurately greater significance
at turning points. The chart also shows how the two series can be
compared. For instance, just after the 1984 low both indicators
broke above downtrendlines. Note also in the 10-week series how
the best buy signals from an oversold condition have a tendencyto
occur when the 30-week series is also close to an oversold reading.
Suchaneventoccurredatthe 1982 low. Sometimes, though, major
bottoms are confusing and volatile affairs, which means that not all
“double-oversold” conditions are immediately followed by a rally.
The premature signal from early 1984 is a fine example. In such
instances it is usually better to await a double-trendline violation
similar to the one that occurred later in 1984. It is even better still
to wait for a trend-reversal signal in the average being monitored.

Itis also important to note that 10-week oversold conditions do
not usually translate into much of a rally when the 30-week series
is in an overbought condition. Examples of this phenomenon
occurred in mid-1983, the spring of 1987, and the spring of 1988.

Momentum and Relative Strength

Relative strength (RS) measures the performance of one item in
relation to another. It should not be confused in any way with the
RSI, or Relative Strength Indicator, discussed in chapter 4. The
most common approach for using RS is to divide a stock price by
a popular market average such as the S & P Composite Index.
When the line plotted on the chart is rising, the stock is outperform-
ing the market, and vice versa. The RS does not reflect the actual
performance of the security (i.e., whether the stock itself is rising or
falling). Usually, a rising RS line is associated with a rising price, but
it is still possible to have a rising RS line at a time when both the
stock and the market are declining. All that the RS line would be
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telling us in this instance is that the stock is declining at a slower rate
than the market. Clearly, if a trader is optimistic about the market
he is better off to focus on a stock showing positive RS.

Since relative strength moves in trends, it follows that it is
subject to the same trend-identification techniques as the price.
This means that it is appropriate to construct momentum indicators
to determine when a particular stock is oversold or overbought on
a relative basis. Ideally, one would wish to enter a stock when both
its RS and its price are oversold and the trends for both the absolute
and relative price are showing a reversal to the upside. In my
experience it is very difficult to find such “perfect” situations, but this
does not mean that the RS momentum concept is useless. It can
certainly warn you of an overbought condition where the stock is
becoming overly popular. Also as charts 12.10and 12.11 indicate, RS
momentum and trendline violations in the RS can be very helpful at
certain junctures. One problem with the RS line is that it tends to be
far more volatile than the actual price of the stock. This is why you
must be careful in drawing conclusions based solely on RS data.

Chart 12.10 The Relative Strength of Texas Instruments and a
39-Week Rate-of-Change of Relative Strength
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Chart 12.11 S & P Financial Index and Three Indicators
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It is also possible to develop a diffusion indicator based on RS
relationships. We could develop such an indicator for the most
common form of RS relationship: the strength of a stock vis-a-vis
the market, for instance. However, we could also create an RS line
between stocks A and B and see whether the RS line charts above
a specific moving average. Then we could compare A to C in a
similar way. This process could be continued for a whole basket of
stocks and the percentage of positive RS relationships could be
totaled in the same way as the percentage of NYSE stocks above
their 10- and 30-week moving averages. The result would be an RS
Diffusion Indicator.

If properly constructed with the correct basket of stocks, the RS
Diffusion Indicator would tell us when a stock is out of favor (i.e.,
below its RS moving average in relation to most of the other stocks)
or when it is in. An example of this possibility is shown in chart
12.12. Inthis case the diffusion indicator measures the RS relation-
ship between the S & P Oil Composite and twenty other S & P
Industry group series. The demarcation point for determining a
positive and negative trend is the 12-month moving average. Thus,
when the Index is at 100% the RS of the Qil Composite, vis-a-vis
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Chart 12.12 Relative Strength of Qil Composite Versus S&P Composite
and Relative Strength Diffusion Index of Oil
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the other nineteen industry groups, is above its 12-month moving
average. The actual results are quite volatile, so the thin line in
chart 12.12 is actually a 6-month moving average of the raw data.
Note that this series is being measured against the RS of the Ol
Index to the S & P Composite and not the Oil Index itself.

This last example has taken us some distance from our basic
momentum explanation, but it is nevertheless useful from the point
of view of deciding what to buy as opposed to when.

The concept of RS and RS momentum can be just as easily
applied to the relationship between twomarkets. Inchart 12.13, the
second panel shows the RS of Treasury Bonds to crude oil. Above
it is the 25-day rate-of-change for this relationship. Between late
October 1991 and January of 1992 this line is rising, indicating that
bonds were outperforming oil. Then, in early January, both the RS
line and the ROC break below important trendlines, indicating that
oil will now likely do better than bond prices. In one sense these RS
relationships are useful because they often give us some clear
indications of which futures contract to buy or sell.

Such relationships can also be helpful in a broader sense. For
example, following the January reversal favoring oil over bonds it
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Chart 12.13 Bond/Oil Ratio and 25-Price ROC and
Treasury Bonds and 30-Price ROC
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would have also made sense to short bonds and buy an equivalent
amount of oil against it. After all, this signal does not tell us that the
bonds themselves are going to rally or even that oil prices will
decline. The only information provided by the RS relationship is
that the relative trend of bonds vs. oil has reversed in favor of oil.
The bottom two panels, on the other hand, indicate that taking a
short position in bonds would have made sense, since the price and
the momentum both break out on the downside.

Bond and oil prices are symbolic of deflationary and inflationary
pressures. A bond rally and a decline in oil characterize a deflation-
ary environment, while the converse is typical of an inflationary
environment. Changes in the trend of a relationship of this nature
can provide a valuable clue as to whether inflation-sensitive assets
are going to outperform deflation-sensitive ones. Inflation-sensi-
tive assets include commodity prices as well as mining and energy
stocks. Deflationary assets apart from bonds involve utility stocks
as well as insurance and financial issues. For example, if you are
considering the purchase of an electric utility stock because its
technical position is improving, your chances of success will be that
much greater if the bond-oil or bond-gold relationship has recently
reversed in favor of bonds. Over very short-term trends these
inflation-deflation relationships are not as important as a general
influence, but over an intermediate- or long-term horizon they can
sometimes be very powerful.

In summary, the RS relationship can be helpful in four ways:

1. When you are considering buying or shorting two items, it
indicates which one will outperform or underperform the other.

2. The relationship can be used as a benchmark for spread
trading (i.e., buying one item and shorting an equivalent
amount against it). In this way the trader is actually buying or
shorting the RS line.

3. Using certain RS relationships can confirm signals in an
absolute-price trend. For example, bond and oil prices usually
move in opposite directions. Confirmation of a trend reversal
in the absolute price of bonds by a bond/oil ratio reversal offers
additional technical evidence that can be used for a more
reliable indication of the momentum movement.

4. Using some relative relationships helps to establish whether
an environment favors inflation or deflationary assets.
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Miscellaneous Momentum Indicators

Net New Highs

Historically, the press has reported the number of stocks on the
NYSE that have recorded new highs and lows for the year. This
meant that the numbers were distorted at the beginning of the year
and so it became the practice to begin the new year in March. In
recent years the data has been calculated on a 52-week basis,
obviating the need for such an adjustment. The 52-week span is a
useful one, since it covers a complete calendar year and is not
subject to seasonal distortions. However, there is no reason why
other time spans can not be considered.

The concept behind examining new high data is that a consis-
tent number of stocks making new highs implies that a substantial
number of stocks are breaking out from price patterns. The more
stocks breaking out, the greater the chances that the market
averages willmove higher as well. Most times this idea works pretty
well, but occasionally extremely high or low numbers do occur at
major turning points. This approach has a tendency to develop
more at market bottoms than at tops. /n almost all instances we find
that net new high data leads market peaks. This willbe represented
in the charts by at least one divergence.

Normally, a net new high indicator is expressed as the number
of stocks making new highs over a specific period, such as one day
or one week, less those making a new low. From that point it is a
matter of personal preference whether the data is smoothed, and
if so, by what factor. | have found that smoothing daily data with a
10-day moving average is very helpful, as is using a 6-week
average for weekly data. Occasionally, technicians like to display
both the highs and lows on the same chart. This is because subtle
indications of weakness can be given in a rising or topping market
if the number of new lows begins to increase noticeably. At market
bottoms this would be represented by a slow but deliberate
expansion in new highs.

Interpretation of high-low data can take many forms, but the
most valuable appear to be divergences and zero-crossovers. It is
also possible to spot moving average crossovers and trendline
violations from time to time, but price-pattern formation is very rare
indeed.
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Chart 12.14 shows a weekly 6-week moving average of netnew
high data. Almost all bullmarket peaks are preceded by at least one
divergence in this indicator. This is true of nearly every market peak
since the 1960s. This means that as long as a new high in the
average is accompanied with a higher high in the net new high
indicator there is little danger that this represents the bull market
peak. This does not mean that a correction won't take place; it most
likely will. In fact, when this indicator peaks it is actually a signal of
slowing momentum, and the peak is almost invariably followed by
a sell-off or consolidation. For example, in chart 12.14 we can see
that the new high index reaches an important high in the beginning
of 1987, a small consolidation follows, and the market goes on to
make a new high in the summer. Since the net new high indicator
does not confirm this, it represents the kind of major warning sign
that was not present earlier in the year.

We see the same kind of effect at the end of 1982, where the
index reaches an extremely overbought level. The fact that it had
been able to attain such heights is in itself a testimony that a major
new uptrend is underway. Compare this to late 1983 when the
market reaches a marginal new high, but the new high index is

Chart 12.14 S & P Composite and a 6-Week Moving Average
of the Net New High/Low Ratio
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barely able to rally above the zero line. Not only does the index
deviate from the S & P Composite, but the divergence is also a
blatant one to boot!

At the beginning of 1984 the new high indicator falls below the
zero level. This means that the number of new lows has begun to
outpace new highs on a six-week basis. Quite often this drop into
negative territory is associated with a major top in the market
averages, and vice versa. In the 1982-91 period there were very
few major setbacks apart from the 1987 crash, which meant that a
decline below zero more often than not represented a false signal
of weakness. However, in more normal times such crossovers
have proven to be timely indicators of a major intermediate set-
back. | believe that they are likely to resume this role in the mid to
late 1990s.

These same principles of divergence and zero crossovers can
be applied to daily data. Chart 12.15 shows a chart of the S & P
Composite and a 10-day average of net new high data. Note the
head-and-shoulders top that is completed in May 1986. It is not
followed, as one might expect, by a serious decline but by a
consolidation instead. There are several false breakdowns below

Chart 12.15 S & P Compasite and 10-Day Net New High
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the zero level in the next few months, but there is no mistaking the
break above trendline CD after the indicator just crosses above
zero for the third time in three months. Note that by the time the
market makes its high in the summer of 1987 the new high indicator
has already diverged with the average. This is shown in chart
12.16.

| have concentrated here on new highs and lows experienced
over the period of a year, but other time spans are equally valid.
Charts 12.17 and 12.18 show examples in the Italian market where
26-week and 30-day smoothed net new high data work quite well.
The charts also demonstrate that the kind of data used in the U.S.
market can also be applied to other markets around the world.

The Arms (TRIN) Index

This indicator was developed by Richard Arms and is regularly
featured on the CNBC network’s market tape. Some quote ser-
vices refertoitas TRIN or MKDS. It is a combination of breadth and

Chart 12.16 S & P Composite and a 10-Day Moving Average
of Net New High/Low Ratio
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Chart 12.17 Indice Comit Index (Italy) and a 30-Day Net New High
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volume measurements because it requires both in its construction.
It is calculated by dividing the ratio of advancing and declining
stocks by the ratio of volume in advancing issues over volume in
declining issues. In almost all cases, daily data is used but there is
no reason why a weekly or even monthly series could not be
constructed. Normally, the Arms Index is used in conjunction with
NYSE data, but its principles can be applied to any market situation
where upside-downside volume and breadth data are available.
There is one important thing to note and that is that movements in
the Arms Index run contrary to those of the market. This means that
oversold conditions appear as peaks and overbought conditions as
valleys. This is contrary to virtually all other indicators described in
this book, so the charts for these examples are presented inversely
to their normal format in order to be consistent with the other
indicators as seen in charts 12.19 and 12.20.

The concept behind this indicator is to monitor the power of the
volume associated with advancing issues in relation to that of

Chart 12.19 S & P Composite Versus a 10-Day Arms Index (Inverted)
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Chart 12.20 S & P Composite Versus a 30-Day Arms Index (Inverted)
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declining ones. Ideally, you wantto see a healthy amount of volume
moving into rising issues relative to the volume associated with
declining stocks. If this is not the case the indicator will diverge
negatively with the market average, and vice versa.

This momentum series can be calculated for any period. For
example, the quote services and the number appearing on the
CNBC ticker represent an instant in time and are based on the
volume and number of issues experiencing an uptick or a downtick.
Unless you are fortunate enough to be able to chart this indicator
on a continuous basis through a “realtime service,” isolated quotes
of this nature are limited to gauging whether the market is intraday
overbought or oversold. In this respect 120 or higher is regarded as
oversold and 50 or below, overbought. (Remember that these
numbers are inverse to the numbers in the other momentum
indicators we have discussed.)

The Arms Index can also be used with a moving average where
the 10-day (open TRIN) time span is the most widely followed. It is
interpreted in much the same way as the 10-day A/D ratio dis-
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cussed earlier in this chapter. Most of the time these two series
move in a consistent manner, but from time to time the Arms Index
gives some subtle indications that the prevailing trend is about to
reverse.

In an October 1991 article in Stocks and Commodities Jack
Rusin asserted that the open TRIN is better calculated by using a
moving average of its components than by using a moving average
of the daily ratio. His rationale is a somewhat complex one based
on statistical theory, but there can be no denying that “day-
weighted” open TRIN, as he calls it, gives more timely signals than
the “issue-volume weighted" series. The two are compared in
charts 12.21 and 12.22, both of which are reproduced from the
article. When either series moves above 1, more volume is said to
be moving into declining issues, and vice versa. Note, though, that
in the period under scrutiny the issue-volume series offers more
timely buy signals than crossovers below the 1 level as indicated
by the arrows.

Chart 12.21 S & P Composite and a 21-Day
Moving Average Arms Index

410

1.4

Readings above 1 indicate that more volume is occuring in declining stocks,
while readings below 1 indicate the advancing stocks are receiving more
volume. The above chart uses a 21-day moving average of the daily Arms
Index. This smocthing of the daily Arms Index can produce late buy signals.
Jack Rusin, “An |ssus/Volume Weighted Long-Term Arms Index,” Technical
Analysis of Stocks & Commodities, Oct. 1991,
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Chart 12.22 S & P Composite and a 21-Day
Issue/Volume-Weighted Arms Index

Using 21-day averages of each of the components of the Arms Index to form
a21-day average issua/volume weighted index will indicate if advancing stocks
or declining stocks are receiving the most volume.

Summary

1. There are a wide variety of momentum indicators that are
available for analyzing individual stock markets. In addition to
the regular indicators based on price and aggregate volume,
others can be constructed from volume and breadth data.

2. The same principles of interpretation outlined in chapters 2
and 3 apply to these market indicators.
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Dealers in Financial Books

Edward Dobson
Traders Press, Inc.
P.O. Box 6206
Greenville, SC 29606
(803) 298-0222

Dr. Alexander Elder

Financial Trading Seminars
74-09 37th Avenue, Room 422
Jackson Heights, NY 11372
(718) 507-1033

James Fraser

Fraser Publishing
P.O. Box 494
Burlington, VT 05402
(802) 658-0322

Chris Myers

Expert Trading

5060 Symphony Woods Road, Suite 206
Columbia, MD 21044

(410) 964-0026



Resources

Charting Software

Computrac

1017 Pleasant Street
New Orleans, LA 70115
1-800-535-7990

(504) 895-1474

Downloader (data collection program)
MetaStock (technical analysis software)
The Technician (stock market analysis software)

The above three programs are available from:

International Institute for Economic Research
P.O. Box 624

Gloucester, VA 23061-0624

1-800-221-7514

(BD4) 694-0415

(804) 694-0028 (fax)

Audio and Video Courses

Financial Trading Seminars
74-09 37th Avenue, Room 422
Jackson Heights, NY 11372
1-800-458-0939

(718) 507-1033

Featuring Dr. Alexander Elder:

1. MACD and MACD-Histogram
2. Relative Strength Index

3. Stochastics

4. Triple-Screen Trading System
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Featuring Gerald Appel: Day-Trading

International Institute for Economic Research
P.O. Box 624

Gloucester, VA 23061-0624

1-800-221-7514

(804) 694-0415

(B04) 694-0028 (fax)

Featuring Martin J. Pring:

1. Video Course on Technical Analysis (5-tape course)
Lesson | The Basic Principles of Technical Analysis
Lesson Il Price Patterns
Lesson lll Support, Resistance, Trendlines, and

Moving Averages
Lesson IV Momentum, Relative Strength, and Volume
Lesson V Mechanical Trading Systems and Correct
Investment Attitudes

2. Video Course on Momentum
1) Basic Principles
2) Individual Indicators | (ROC, RSI Stochastics)

3) Individual Indicators Il (MACD, Directional Movement,
Demand Index, Direct Payoff)
3. KST Audio Tape and Explanatory Booklet

Data Vendors

Commodity Systems, Inc.

200 West Palmetto Park Road
Boca Raton, FL 33432-3788
(407) 392-8663

CompuServe
1-800-848-8199
(614) 457-8650

Dow Jones News/Retrieval
P.O. Box 300

Princeton, NJ 08543-0300
(609) 452-1511



Resources

Magazines

Technical Analysis of Stocks & Commodities
3517 S.W. Alaska Street

P.O. Box 46518

Seattle, WA 98146-0518

(206) 938-0570
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Aan, Peter, 219
Accumulation Swing Index (ASI),
239-244
Calculation, 238-40
Interpretation, 240-244
Objective, 239
Rules, 242-243
and Swing Index, 239, 242-243
Advance Breakouts and Breakdowns,
41
Advance/Decling Indicators, 294
Annualized Rate-of-Change, 66
Appel, Gerald, 122
Arms Index, 283, 319-323
Concept, 321-322
Interpretation, 322-323
Arms, Richard, 319
Aspray, Tom, 234
Average Directional Movement Indicator
(ADX), 190, 191, 193, 195-206
Rules, 196,197,223-225
Average Directional Movement Index
Rating (ADXR), 190-192
Formula, 180

B
Bear Market Characteristic, 99
Breadth Momentum, 292-305
Advance/Decline Indicators, 284
Calculation, 294-295, 287
Interpretation, 286-299
Concept, 292
Diffusion Indicators, 293
Types of, 293-299
Broadening Formations, 80
Bull Markat Characteristic, 99
Business Cycle, 66, 155
Buying Pressure, 253

C
Calendar Quarters, 63
CSl Data, 231, 279
Colby, Robert, 100, 110,121,138, 253,
255
Commadity Channel Index {CCI),
249-251
Calculation, 249-251
Choice of Time Spans, 250

INDEX

Compared To The ARSI, 251
Interpretation, 251
Objective, 249
Commoadity Selection Index, 208-216
Calculation, 208
Combined with Other Indicators,
210-213
Extreme Readings in, 214
Interpretation, 208-216
And Moving Average, 214-216
Objective, 208, 209
Commeonality, Principle of, 69
Complex Divergences
and Rate-Of-Change, 73
Computrac, 81, 115, 230, 284
Consensus Approach, 2
Crash, 69, 148
Cycles
Business, 66, 155
Dominant, 86
Interaction of with Price Trends, 146-
151
Lunar, 61, 86

D
Demand Index, 263-289
Interpretation, 285-288
Diffusion Indicators, 283, 305-310
Concept, 307
Defined, 305
Interpretation, 307
and Relative Strength, 313
Directional Indicator Crossovers,
196-197, 203
Directional Movement Index (DX), 188
Directional Movement System, 180-206
Alternative Interpretation, 197-206
Average Directional Moverment Index
(ADX), 190, 191, 223-225
Average Directional Movement Index
Rating (ADXR}), 190,191
Defined, 181-182
Directional Movement Index (DX), 188
Directional Movement Indicator
(ADX), 1980,191,193,195-206
Interpretation, 193-197
Minus DI, 192-197, 205-206, 223-226
Objective, 180-182
Plus DI, 192-197, 205-206, 223-226
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Ranking Securities by, 181
True Range, 187
Directional Parabolic Stop, 223
Divergences, 9-24
Complex, 21-24, 73
Aules of Interpretation, 22-25
And KST, 164
Level Takes Place,18
Negative, 14
Number of, 19-20
Positive, 10-12
Principles, 9-14
and Rate-of-Change, 73
and RS|, 94, 96
Significance of, 14-20
and Ralation to Trend, 17
Time Period Separating, 15-16
Trap, 20-21
Domino Approach, 304
Deuble Moving Average, 44
Double Whammy Effect, 271
Drew, Garfigld, 55

E

Elder, Alex, 205

Envelope Analysis, 112

Equilibrium Crossovers, 49-50

Exponential Moving Average (EMA),
245,161

F
Futures Magazine, 249

G
Gartley, 106
and Leading Moving Averages, 115

H
Hartle, Thom, 129, 143
Herrick, John, 234
Herrick Payoff Index, 228-239
Calculation, 228-231
Interpretation, 231-239
Divergences in, 238
Zero Crossovers, 228-234, 236
Extremes in, 234-237, 238
Problems in Calculating, 231
Smoothing Factor for, 230
and Open Interest, 229
Hutson, Jack, 244

Inside Day, 182
Intermediate Momentum Top, &9

Martin Pring on Market Momentum

Intermediate Trends, 3, 63
Investor's Intelligence, 309

K
Kaufman, Perry, 83
KST, 73, 102
Calculation, 151, 157
and Commedity Selaction Index,
210-213
Compared to the Ultimate Oscillator,
253
Drawbacks, 155
Formulae, 158-159
Intermediate-Term, 157-160
Interpretation, 158,163
Divargences, 164
Price Patterns, 167
Trendlines, 164
Industry Rotation, 175-178
Long-Term, 151-157
Market Cycle Model, 160-164
MNeed for Price Confirmation, 157
Ohjective, 146
Relationship of Cycles to Price,
146-151
and Relative Strength, 173-178
Short-Term, 157-160
for Short-Term Trading, 170
Three Levals of Signals, 153
with MACD, 170

L

Lambert, George, 249, 250
Lane, George, 128
Long-Term Trends, 3, 63, 66
Lunar Cycle, 61, B&

M
MACD, 122-125, 245, 45
Combined with KST, 170
Construction, 122
Signal Line, 122
McClellan Oscillator, 299
Calculation, 299
Interpratation, 299-301
McClallan Summation Index, 301-305
Calculation, 301
and Domino Approach, 304
Interpretation, 301-305
MCClellan and Weskly Data, 305
Mega Overbought, 9
Mega Oversold, 8
Merill, Arthur, 180, 305
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Matastock, 81, 115, 230, 239, 284 Simple, 106-197
Meyers, Thomas, 100, 110, 121, 138, Woeighted, 107-108
253, 255 Moving Average Convergent Divergent
Minus DI, 192-197, 205-206, 223-226 Method see MACD
Momentum
Advance Breakouts and Breakdowns, N
41 MNew High Index, 316-319
Characteristics, 4
Bear Markst, 9, 99 (8]
Bull Market, 9, 99 Open Interest, 228-231
Divergences, Principles of, 8-24 Defined, 228
Equilibrium Crossovers, 49, 100-101 Rules of Interpretation, 229
Moving Averages of, 41-50 Oscillator, 3, 4
Time Spans, 42 Oscillator Swings, &
Derivatives, 50 Outside Day, 182
Peak and Trough Analysis, 39-41 Overbought, 4-9
Need For Somathing to Reverse, Defined, 4
37 Importance of, 7
Relation to Overbought/Overseold Interpretation, 6-9
Zones, 37-39 Mega, 9
and Relative Strength, 310-316 Maving Average Crossovers, 47-48
Smoothad, 48 Drawbacks, 48
Top Intermediate, 69 and Rate-of-Change, 56-59
Toppy, 69 and RSI, B3, B&
Trend Determining Technigues, 4 Time Spans, 6-7
Swings, Determination of Magnitude, and Volume, 276
& Oversold, 4-9
and Trendlines, 28-35 Defined, 4
ﬁ.nﬂl& of Ascent or Descent, 31-32 |mponamﬂ of, 7
Extended, 32-3¢ Interpretation, 6-9
L&r“@.'h Df, a0 Maggr =1
Measuring Objectives of, 34 Maving Average Crossovers, 47-48
Return Move, 33 Drawbacks, 48
Significance of, 29-32 and Rate-of-Change, 56-59
and Support and Resistance, 31 and RSI, B3, B6
Violation of, 28-29 Time Spans. B-7
Momentum Indicator, 54 and Valume, 276
Most Active Indicator, 298-299
Moving Averages, 106-108 P
Change in Directicn of, 46-47, 74 Parabclic System, 216-225
Derivatives, 50 Acceleration Factor, 219
Double Moving Average, 44-45, 74 Calculation, 217-218
Equilibrium Crosscvers, 49 Combining with Commaodity Selection
Exponential, 108-109 Index, 222-223
and Momeantum, 47-50 Combining with Directional
Time Spans, 42 Movement, 223-225
Overbought/Oversold Crossovers, Directional Parabolic Stop (DPS), 223
47-48 Interpretation, 219-223
Drawbacks, 48 Objective, 217
Quality of Signal, 46 Stop Only Method, 221
and Rate-Of-Change, 73-77 Stop Reversal, 217-2189
and RSI, 96, 97 Formula, 218
Reliability of Crossover Signals, Test Results, 218, 220

43-44 Peak and Trough Analysis, 39-41
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Plus DI, 192-187, 205-206, 223-226
Pasition of Momentum Indicator, 43
Price Patterns, 36-39

MNeed for Something to Reverse, 37

Relation to Overbought/Oversold
Zones, 37-39
and ARSI, 83-90
Primary Trend, 146, 161
Pring, Martin J., 209
Proportional Price Swings, 54-55

R
Rate-of-Change
Choice of Time Spans, 59-60
Complex Divergences, 73
Construction, 53-56
Divergences, 72
Division vs. Subtraction Mathod,
54-55
Maoving Averages, 73-77
Changes in Direction, 74
Double Smocthing, 74, 76
Overbought and Oversold, 56-59
Price Patterns, 68
Where to Draw, 56-59
Price Patterns, 61-63, 68-69
Scaling, 52, 54
Seasonal Factors, 66
Time Spans, 101-102
Trendline Construction, 67-68
Trends
Intermediate-Term, 66
Short-Term, 60-63
Long-Term, 63, 66
Relative Strength (Comparative)
Concept, 170-171
and KST, 173-178
and Momentum, 310-315
Uses, 315
Resistance Zone, 93
Rusin, Jack, 323
RSI, 68
Calculation, 81
Interpretation, B6-100
Divergences, 94-95
Equilirium Crossovers, 100-101
Failure Swings, 91, 92
Moving Averages, 96, 57, 99
Peak and Trough Analysis, 92
Price Patterns, B3, 90
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Support and Rasistance, 93
Tops and Bottorns, B6-B9
Trendlines, 95, 96
Overbought/Oversold, 5
Pros and Cons of, 82-B6
Overbought/Oversold Benchmarks,
B3, 86, 98

S

Seasonal Factors, 66
Seasonality, 63
Signal Line, 122
Smoothed Momentum, 47-48
Stochastic, defined, 128
Formula, 128, 129
Interpretation, 130-139
Divergences, 131
the Extrema, 134
the Failure, 136
the Hinge, 131
the Setup, 135
the Warning, 132
Markat Cycle Model for, 138-1389
Slowed, 130
Tasts for, 138
Trendlines, 136
Schwager, 138
Short-Term Trends, 3, 60-63
Sibbet, James, 283
Stop Reversal Technique, 217-219
Formula, 218
Rules, 218-219
Stop Only Method, 221
Strahm, 138
Support Zone, 93
Swing Index, 239, 242

T
Taylor, Owen, 251
Technical Analysis, 256
Defined, 2
Drawbacks, 18, 274
Technical Analysis of Stocks and

Commuodities,128,128,138,143,180,

219, 234, 244, 251, 305, 323
Ted Spread,172
Time Spans,
Always a Compromise, 60
and RSI, 101-102
Toppy Momantum, 63
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Trends, 3
Intermadiate, 3, 63
Long-Term, 3, 63, 66
Primary, 1486, 161
Short, 3, 60-63
Trend Deviation
and Moving Averages, 104
and Leading Moving Averages,
114-116
and Envelope Analysis, 112
Interpretation, 109
Introduction, 104
vs. Rate-of-Change, 104
Trendlines, 28-35
Angle of Ascent or Descent, 31-32
Extended, 32-33
and KST, 164
Length of, 30
Measuring Objectives of, 34
and Rate-of-Change, 67-68
and RSI, 95, 96
FReturn Move, 33
Significance of, 29-32
and Support and Resistance, 31
Violation of, 28-29
Trin see Arms Index
Triple Smoothing, 244
Trix Index, 244-249
Calculation, 244-245
Inierpretation, 245, 249
and Price Patterns, 246, 249
and Trendline Analysis, 246-249
True Range, 187

U

Uttimate Oscillator (Ul), 251-256
Calculation, 253
Compared to the KST, 253
Drawbacks, 255-256
Interpretation, 255-256

Upside/Downside Volume, 276-283
Caleulation, 279, 282, 283
Interpretation, 279-283
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v
Velocity, 2
Volatility, 180, 196
Volume
Double Whammy Effect, 271
OCscillator, 274-276
Calculation, 274-275
Concept, 274
Interpretation, 275
Overbought/Overseld in Relation to,
276
Principles of Intarpratation, 258-268
Rate-of-Change, 268-274
Upside/Downside, 276-283
Calculation, 279, 282, 283
Interpretation, 279-283

W

Weight of the Evidance, 2, 3, 4

Whipsaw Signals, 113, 115, 116, 118,
149, 250

Wilder, Welles, 80, 86, 89, 93, 180, 191,
193, 197, 208, 209, 216, 223, 239,
240

Williams, Larry, 128, 251, 253

Williams %R, 139, 143

Formula, 139
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.see how you can benefit

from five “private lesscns’

by a master in the fieid of technical analysis

“THE VIDEO COURSE ON
TECHNICAL ANALYSIS”

by Martin J. Pring

Published by (he Intematicnal Instiute
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Martin Pring on Market Momentum

You'll learn market momentum from A to Z with Martin's 3-tape video course
and 335 page hardcover book, Martin Pring on Market Momentum. Each video
averages 50-minutes in length and 1s full of need-to-know interpretations, insight
and methodology!

For years traders and investors have used momentum, never realizing its full
potential. No more! In this first totally comprehensive course, Martin Pring has
covered this fascinating subject for the first time in
depth. Written in his usual down-to-earth and no-
nonsense style, Martin Pring on Marker Momentum
covers many of the established indicators as well as new
ways of interpreting old ones. Throughout all twelve
chapters, Martin gives his own unique interpretation
along with each indicator's strengths and weaknesses.
Ower 30 indicators are discussed in the book and the 13
most commonly used are covered in detail in the videos.

Even if you have been in the markets for years, you
are certain to gain at least several profitable ideas from
this unique series!

A must for any serious trader! m

Video 1 - Basic Principles of Momentum Interpretation

“I give this book
my highest
recommendation,
it will prove
equally valuable
to traders of
stock or futures.”

Edd Diabson, Fresidens
Troder's Press

Overbought/Oversold Moving Averages Advance Breakouts
Momentum Trendlines Divergences Momentum Price Patterns

Video 2 - Selected Indicators

Rate-of-Change Stochastics Leamn their construction, pros and cons
RSI and interpretation.

Video 3 - Selected Indicators |l

COMPLETE VIDEO COURSE
Trend Deviation Herrick Payoff ':::?HE?: {f ;zf;:fg 0
Demand Ind Directional M t ;
ndex irectional Movemen TEXTROOK ONLY $49.95

MACD




{ Why Fight the Trend? R

Let Martin Pring’s Intermarket Review and
Global Chart Book with their long-term perspective
work for you!

Throughout the past several decades,
investors who bought on dips and practiced the
buy/hold approach reaped substantial returns.
Times have changed though and today's
volatile and uncertain markets require us to
take a new direction.

You'll find all the solid information you need
to make sound investment decisions in Martin
Pring's Intermarket Review, a 12-page monthly
publication will bring you up to speed on the

US bond, stock and precious metal markets. INTRODUCTORY OFF
You'll also be kept on course with up-to-date 1 YR. IMR $199.00
information on currencies, international debt, CHARTBOOK & IMR $345.00

equity markets and commodity indexes.

This is the only monthly source which uses Martin's Six Stage Business
Cycle approach. Each of the six distinct stages should be closely followed to
plant new investment strategies or harvest profits. The Intermarket Review
identifies these stages and explains how they will affect your portfolio. Specific
recommendations are also made, along with market developments that you
need to be watching for, so you can quickly position yourself to get the most from
your investments.

The Intermarket Global Chart Book is your
one - stop global charting source!

The Global Chart Book is a 38-page, monthly charting service that puts the
historical perspective of the world's principal financial markets at your fingertips.

This unique reference source literally covers the whole world! There are over
150 charts featuring countless momentum indicators and moving averages. Most
markets featured have at least two charts; a monthly going back 12 years and a
weekly featuring Martin's own KST system with a 5 year history.

Combine the Intermarket Review and the Global Chart Book and you'll have
one of the most powerful monthly investment tools available right at your /

@er‘tips!




TWO EDUCATIONAL VIDEO COURSES

TO ADD TO YOUR

PERSONAL REFERENCE LIBRARY

Pubiished by the International Institute for Econamic Research
Presented

by Martin J. Pring

{50 MINUTES)

With each viewing you become more aware
of your own potential.

Unlike a costly and time-consuming lec-
ture or seminar, you can review the salient
points as often as you want to, at your own
convenience.

|46 MINUTES)

HOW TO
FORECAST
INTEREST
RATES

This beautifully produced tape introduces you stepby-step to
a thorough understanding of the basic forces that cause rmapor
Mngshhwutmm;nd..nminwhnl,mwum
sigmhaimaiwpnﬂ:smdm;glu.hmnplu:uhjectis
reduced Lo common-Sense and practical indicators,
The television medium takes you stepbystep through a
comprehensive set of animated diagrams and charts.

SOME OF THE QUESTIONS THAT WILL BE ANSWERED
m Why do inlerest rates usually

® How is the Yickd curve wsed in
forec Irterest rate treruds?
® When ;:.u a change in the
Discount Hate signal that a major
thmghk’ﬁ'ﬂﬂﬂtlﬂ!m
occurmed?

it @ recession?

19507
WHO CAN BENEFIT?

Thie inlormation presented in I.Iwr.alpe willl prove ensimoushy helpful fod
anyone whase plans are | by interest rate changes:

As a trader, investor or portfolio manager, you Wil be better
irlarmed to decide whether you showld bay, hold, or sell bonds,

Are you planning te finance or redfinance 4 mortgage? You sl learn
whal 1o ok for to determine whether you should take an adjustalie
rate mortgage or leck in low rates with a fieed rate morigage

Corporate Treasurers sill find practical guidelines on when to
bomow and ower whal Befm.

iterest rates head housing markets, H you are engaged in the highly
interest sensitive roal estate and construction markets, you need
o be correctiy informed on the future course of inferest rates.

peak if

m Which indicabor has led every
majar peak and trough in interest
rates excepl ane since the earfy

50 Page Supplementary Booklet (325 Value)
FREE WITH EACH VIDEO COURSE

covered in the video courses,

These supplements augment some of the main points

PRACTICAL
ASSET
ALLOCATION
AND THE
BUSINESS
CYCLE

Understanding the process of choosing a combination of
equity, bonds and inflation-hedge assets suitabie lor the
prevalling stage of the business cycle is paramount. The
business cycle goes through a set sequence of evenls just as
the calendar year experiences changing seasons. Everyone
knows there is a best time for planting and harvesting but most
investors are unaware of similar seasons in the business cycle.
The goal of this interpretive Lape s to provide an understanding
of these intermarket relationships and profit from them
throwgh a more favorable mix of assets (bonds, stocks and
inflation-hedge).

WHAT DOES THE COURSE DESCRIBE?

w During a typical business cycle. the financial markels progress
waum stages for which a different porticio mix of stocks, bonds
arud in rohedge assets Is approgeiate, With ankmated diaggrams and
charts, the course mﬁmﬁ:n these stages oorur, how you can
e Hhem and which asset classes are likely to do best,

m B owild el you why it is sibie for bonds ard cormmadities Lo rally
simuitanscusly; and which part of the cycle ks the most dangerous —
when all markets are declining and the economy is hy persensitive o
& inancial crisis.

WHO CAN BENEFIT?

Inwestors who want to get aeay from the tiresome day-to-tay battie
of instant news analysis and ‘seat of the pants’ decision-making, and
need bo focus on leng-term imestment strategy based on a proven
philosophy and sold framesork,

Traders whi are highly keveraged, but understand the importance of
being able to recognize the direction of the main trend. A tide
camies all boats, so 8 you are positioned in sympathy with the premary
trend, you are less likely to be shaken out by conlratiend moves,

Corparate Treasures and other business planness will be betier
armed for deciding when to undertake capital projects and the best
time Lo fnance them il they have a superior understanding ol the
nusiness cycle and its prevalling stage.

The boom busi real estate and construction markets ane hypersen
silive Lo interest rate changes and evolving business Cycle condiions,
If this is an amea in which you have a stake. either professionally o
personally, you will find this tape to be of engrmous walue

HOW TO FORECAST INTEREST RATES
peaimemic iIndicators back to the | 950

tusIsas Cpcle,

mathby in the Pring Mierked Review

of change and rend devistion techniques.

B A complete bistoricel prrspective of the chrnolagical sequence al Aeven
W An in depih explasation of bos he Bnancal mathels revolve arcund the

B Acompiete desciption of the cordepts and constraction of modets snd thes
composents used 1o identily vanous stages in the business cpcle, including
Basumeters for interesl rates, equilies and commodities, which are pubished

B A statistical review of ihe use and contruction of moving sverkges. rates

PRACTICAL ASSET ALLOCATION
AMD THE BUSINESS CYCLE

& A complete historcal perspective back bo the carty 19503 on the indicatos
discussed in the course
B A espanded explanation ol kow interes) rates revohve anounsd the Basiness
oyl
B A comgiete description of 15e concepts and construction of mesdeis and dheir
components ysed 10 identify wanous slages in the business cyche. The
Barometers o Interest Rates, Equities ared Commedities are pubished
mainthly in the Primg Morkel Révidw,
W A slatistical seview of the use and construction of mioving averages. rakes
af change, and trerd deviatban technigues.
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The All-Season Investor: Investment Strategies
For Every Stage in the Business Cycle

John Wiley & Sons, Inc. th \II :
hardcover, 352 pages L '

Season

$29.95
ol meston
Each business t_}'fft" progresses through six different stages in a e
similar manner o the four seasons of the calendar vear. Each one favoring a syl .
different asset class. The All-Season Investor describes these stages, why they Szl
repeat and how they can be recognized. b Fran
Based on research covering over forty vears of data, The All-Season f e

Investor recommends which assets (honds, stocks, cash, or inflation hedge)
shouold be emphasized as the cycle unfolds, i
Chapters describing the available investiment vehicles and their
charactenstics, risk management, the power of compounding and
diversification round out this useful down-to-earth practicum.

Investment Psychology Explained
John Wiley & Sons, Inc.

hardcover, 273 pages

$24.95

Investment F.!'_}'l’.’fi'{ih‘.ig_}' Explﬂfned puts the emphazis back on the
hasics of sound investment philosophy.

I1"s full of the wisdom from history’s most respected investment minds and
Martin's own vast experience. Investment Psychology Explained shows you
when 1o “go contrarian” or not, how 1o follow objective analysis rather than
your emotions and how to deal more effectively with your broker and money
manager,

Learn o use and understand  the classic trading rules that have been proven
effective over time, and how to create an investment plan and stick 1o it,
avoiding fads and guick-fix “expens”.

The appendix lists the rules followed by nine of the greatest marked
practitioners - from Bernard Baruch 1o W, D, Gann, Thiz wisdom alone 15 worth
the price!

Technical Analysis Explained 3rd Edition
Me-Graw-Hill

hardcover, 521 pages

$49.95

Since the first edition af this unigue book on technical analysis
appeared in 1979, it has established itself as the number one guide of its kind.
While it is describes many original concepis that will be of interest 1o
professionals, its clear, concise stvle makes it suitable for the serous investor
wishing 10 learmm about techmical analysis for the first time. 11 has also been
recommended by the Market Technicians Association for their professional
(CMT) certilication

Technical Analysis Explained covers in detail such topics as Dow Theory,
pr ice patlems, , moving averages, momentum L'}'L'lﬁ.\'. sentiment, Ep'.‘,-l'.'ul.'l.[lflh.
interest rates, the stock market, breadih, volume and technical analysis of
imternational stock markers.

The third edition also includes a chapier covering candiestick charting,
Aautomated trading svstems, and includes descnptions of popular oscillators such
a5 the R51. stochastics, and Martin's own KST system
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MONTHLY PUBLICATIONS
INTERMARKET REVIEW

O 1 Year (Introductory).... $ 199.00
{Imternational Shipping $30.00)

O 1 Year (Regular)........... $245.00
{ International Shipping $30.00)
FI G Months..................... $110.00
{International Shipping $15.00}
[0 3 Months.(Non-renewable). $ 55.00
(International Shipping § 7.50)
E-MAIL SERVICE
O 1 Year Introductory..... $175.00
O 1 Year Regular.......... $220.00
FAX SERVICE
Ll LR ..o vvisinnis $275.00
O International......... $420.00
INTERMARKET GLOBAL CHART BOOK
BRI ... ... o sasod $195.00
{ Internatiomal Shipping $45.00)
0 aMonths. ..o $120.00
{Inbernational Shipping $23.00)

[0 3 Months.(Non-renewable) $ 65.00
{International Shipping §12.00)

SPECIAL - INTERMARKET REVIEW &

GLOBAL CHART BOOK COMBO

O 1 Year...(Introductory) $310.00
{Iniernational Shipping $60.00)

BOOKS
Investment Psychology
Explained.................. $ 24.95
Martin Pring on

Market Momentum... § 4995
All Season Investor... § 29.95
Technical Analysis

Explained (374 Ed.).. $ 49.95

og 18 0O

Prices are subject to change without notice.

U.S. DOLLARS ONLY, PLEASE.

VIDEO COURSES

Martin Pring on
Market Momentum
. Yideo bl $ 95.00
O Video2......un. — $ 95.00
B} . Video 3 aikviiis $ 95.00
O Complete Video Course

with Book.............. $275.00
O Complete Video Course

without Book........ $245.00
Technical Analysis Explained
Ll "Epssont............. $ 95.00
O Lesson2....ccne $ 95.00
5 AT M—— $ 95.00
O Lesson4........c.. $115.00
O Lesson 5. $ 95.00
O Complete Video Course

with Book............ $395.00
OO0 Complete Video Course

without Book....... $375.00

How to Forecast Interest Rates
O Video and Booklet % 95.00

Practical Asset Allocation and
the Business Cycle
[0 Video and Booklet $ 95.00

MonNDAY MORNING UPDATE

0O B-Madl....iloneossiviion 59900
B3 PROBE......o500civivinvane, B RN
O Fax...Domestic.......... £135.00

International...... $176.0(

0 CD-ROM NEWI!!

LEARNING THEKST  § 69.9¢
{ Please add $7.00 Domestic,
£15.00 Int’l Air shipping)
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ABOUT THE AUTHOR

Martin J. Pring entered the financial markets in 1969 and has grown to become a leader
in America’s investment community. He is Editor and Publisher of the Pring Market
Review, a 48-page monthly financial newsletter that has been circulated internationally
since 1984, offering a long-term synopsis of the world’s financial markets. Martin is a prin-
cipal in Pring-Turner Capital Group, a conservative money management firm that utilizes
his business cycle philosophies. World traveled lecturer on technical analysis, he is also the
author of several outstanding financial books: Technical Analysis Explained, now in its third
edition, has become the standard for other works in the field, The All-Season Investor, a
guide dedicated to asset allocation and the business cycle and [nvestment Psychology
Explained, a must for those who want to get in control of their investing emotions,

Described in Barrons as a “technicians technician,” Martin has been featured in
Barron's, Futures Magazine and Technical Analysis of Stocks and Commodities. Over the
past two decades, his research has led to the development of reliable financial and eco-
nomic indicators for timely and effective forecasting.
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Martin Pring’s outstanding mrk
available in paperback

“Given the crucial vole that momentum plays in technical market analysis. Martin
Pring on Market Momentum is particularly timely and informative. Pring covers all
ol the popular price momentum tools (Relative Strength Index. Stochastics, Moving
Wverage Convergence/Divergence) as well as measures of volume and breadih
{McClellan Oscillator and Summation Index, The Arms Index). He provides an excellent
description of the Parabolic and Directional Movement Systems, which are invaluable
in determining whether to utilize momentum or trend-following approaches. Finally,
he throws in seme original ideas of his own with his KST indicator. Pring’s many
tans will want to add this volume to their collection of his other fine books. Readers
unfamiliar with Pring’s work can use this book to begin their acquaintance with this
vutstanding technical writer.”

JOHN J. MURPHY, autbor of Technical Anadysis of the Futures Markets

and tntermarket Technical Analysis. and technical analyst for CNBC-TV

“Understanding market momentum is one of the most basic secrets o successful
trading, and one concept that I would recommend every novice trader to master.
Martin Pring explains in a clear and straightforward fashion not only momentum but a
host of pepular indicators; in addition, the reader will gain insight from the way that
this veteran analyst and money manager applies those technigues.”

THOM HARTLE, editor of Technical Analysis of Stochs & Commodities

"Eureka! There's gold in these here pages! | have seldom been as excited about 4 new
book. For many years there has been an urgent need for this very book, and at last,
here it is! Esseatially. it is a full-length. in-depth weatment of the majority of the
technical studies and indicators that are included in virtally all stock and futures
analytical software programs. This book . . . is the definitive guide, in my opinion.
Market momentum is covered “from A tu " It begins with a primer on the basic
principles that apply to all momentum mdimum; Overbought/oversold conditions,
divergences (both elementary and complex), advance breakdowns and breakouts, are
all covered in detail. Combining momentum with trendlines, moving averages, price
patterns, and peak/trough analysis complete the basic survey. I give this book my
highest recommendation (to the appropriate audience}. It will prove equally valuable
to traders of stocks or futures.”

ED DOBSON, President of Traders Press

Cover Design Maricel Quuanzon
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