Technical Analysis/Behavioral Finance

I realized technical analysis didn't work when I turned the charts upside down and didn't get a different answer."   Warren Buffet
Technical trading rules are really only limited by one’s imagination.  To get a better feel for the variety of rules out there, log on to 
http://stockcharts.com/education/index.html
Below is a discussion of some of the major ones.

MOVING AVERAGES

Let's look at moving averages as they are the most popular and well known technical analysis tool.  Click on 

http://stockcharts.com/education/IndicatorAnalysis/indic_movingAvg.html
to get an overview.
Let’s look at an example:

1.   Calculate a four period moving average for the following weekly closing prices of UPS stock during a six month period in 2002.  (Period was chosen at random.)

	Date
	Price
	Date
	Price

	7/1/2002
	61.19
	10/7/2002
	61.83

	7/8/2002
	61.26
	10/14/2002
	63.10

	7/15/2002
	67.00
	10/21/2002
	62.69

	7/22/2002
	62.91
	10/28/2002
	60.94

	7/29/2002
	62.80
	11/4/2002
	62.34

	8/5/2002
	64.65
	11/11/2002
	63.23

	8/12/2002
	66.09
	11/18/2002
	63.95

	8/19/2002
	65.28
	11/25/2002
	63.36

	8/26/2002
	63.91
	12/2/2002
	64.08

	9/2/2002
	63.98
	12/9/2002
	63.55

	9/9/2002
	61.95
	12/16/2002
	63.78

	9/16/2002
	62.80
	12/23/2002
	63.01

	9/23/2002
	62.67
	12/30/2002
	63.82

	9/30/2002
	61.60
	
	


a.  If your rule is to buy the stock when the price exceeds its 4 week average, and sell the stock when the price is falls below its 4 week moving average, on what day/s would you buy the stock and on what day/s would you sell the stock?  Note:  Compare each price relative to the average of the previous 4 prices.

b.  Calculate how much you would have made or lost from the above rule.

c.  Calculate how much you would have made or lost if you had just bought the stock from day 1.

Answer:  

	Date
	Price
	Average
	Action
	Gain/Loss

	7/1/2002
	61.19
	
	
	

	7/8/2002
	61.26
	
	
	

	7/15/2002
	67.00
	
	
	

	7/22/2002
	62.91
	
	
	

	7/29/2002
	62.80
	63.09
	none
	

	8/5/2002
	64.65
	63.49
	buy
	

	8/12/2002
	66.09
	64.34
	hold
	

	8/19/2002
	65.28
	64.11
	hold
	

	8/26/2002
	63.91
	64.71
	sell
	-0.74

	9/2/2002
	63.98
	64.98
	none
	

	9/9/2002
	61.95
	64.82
	none
	

	9/16/2002
	62.80
	63.78
	none
	

	9/23/2002
	62.67
	63.16
	none
	

	9/30/2002
	61.60
	62.85
	none
	

	10/7/2002
	61.83
	62.26
	none
	

	10/14/2002
	63.10
	62.23
	buy
	

	10/21/2002
	62.69
	62.30
	hold
	

	10/28/2002
	60.94
	62.31
	sell
	-2.16

	11/4/2002
	62.34
	62.14
	buy
	

	11/11/2002
	63.23
	62.27
	hold
	

	11/18/2002
	63.95
	62.30
	hold
	

	11/25/2002
	63.36
	62.62
	hold
	

	12/2/2002
	64.08
	63.22
	hold
	

	12/9/2002
	63.55
	63.66
	sell
	1.21

	12/16/2002
	63.78
	63.74
	buy
	

	12/23/2002
	63.01
	63.69
	sell
	-0.77

	12/30/2002
	63.82
	63.61
	buy
	


b.  Lost $2.46 per share or approximate –4%.

c.  Buy at $61.19 and sell at 63.82.  Made $2.63 or 4.2%.  Be wary of technical trading rules!  Should have just bought the stock in the first place.

2.  What are the advantages and disadvantage of using a longer time period to calculate the moving average to determine when to get in and out of a stock?  Examine the graph of GE below which shows a 10 day and 25 day moving average for help with your answer.
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Answer:  

A longer time period to calculate the average price will reduce the number of transactions that are called for.  A stock usually needs to move to a much greater extent to break through a 25 day average as opposed to a 10 day average.  

3.  Examine the following graph of Enron.  As of Feb. 2001, what does the technical rule using a 50 day moving average suggest you do in terms of investing in Enron?
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Answer:  It implies you should sell or not buy Enron.  Using a 50-day moving average would have saved many individuals a major disaster.  Sometimes these technical rules can be very valuable.  Moving average rules are most valuable when a stock is trending in one direction or another.  Moving average rules for stocks that moves up and down a great deal usually do not work very well as you should have found out in the previous problem.  In this case, it worked very well.

DOUBLE MOVING AVERAGES
Technicians have endless imaginations.  This is a fairly popular technique.  This technique derives buy and sell signals when a shorter moving average crosses over a longer moving average.
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From stockcharts.com

In the graph above, a buy signal was given at $29.  This is where the 10 day moving average broke through the 50 day moving average.  10 day is in red, 50 day is in blue, and the dots are the stock price.  What moving average lengths to use????  There are no rules.  As the technicians will tell you, the one that works.

EXPONENTIAL MOVING AVERAGES (XMA or EMA)

Exponential moving averages are simple weighted average moving averages where higher weights are placed on the more recent stock prices.  There are a multitude of ways to calculate this.  As an example: assume you are calculating a 4-period EMA.  You could add up the days, 4+3+2+1 = 10.  Then weight the last price 40%, 4/10, the previous day 30%, 3/10, the day before that 20%, and the first day at 10%.  

