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%.  

BOLINGER BANDS
These are standard deviation bands wrapped around a moving average line.  They help identify high volatility levels (bands get wider) and identify when prices are relatively high or low relative to your moving average or stock price.  We will use a Bolinger bands based on 2 standard deviations where the standard deviation is calculated based on the previous 20 days.
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You can also add these to your moving average lines.  Blue lines are the Bolinger bands.
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CANDLESTICKS

These were actually used by the Japanese to trade rice in the 17th century.  The following is from stockcharts.com.

In order to create a candlestick chart, you must have a data set that contains open, high, low and close values for each time period you want to display. The hollow or filled portion of the candlestick is called "the body" (also referred to as "the real body"). The long thin lines above and below the body represent the high/low range and are called "shadows" (also referred to as "wicks" and "tails"). The high is marked by the top of the upper shadow and the low by the bottom of the lower shadow. If the stock closes higher than its opening price, a hollow candlestick is drawn with the bottom of the body representing the opening price and the top of the body representing the closing price. If the stock closes lower than its opening price, a filled candlestick is drawn with the top of the body representing the opening price and the bottom of the body representing the closing price. 
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There are lots of rules with these things.  A bullish indicator is when a clear candle stick follows a dark candlestick and is larger than the dark candlestick.  Many say it needs to also be associated with increasing volume.


This is taken from On-line Trading Concepts

The Bullish Engulfing Candlestick Pattern is a bullish reversal pattern, usually occuring at the bottom of a downtrend. The pattern consists of two Candlesticks: 

· Smaller Bearish Candle (Day 1) 

· Larger Bullish Candle (Day 2) 
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The bearish candle real body of Day 1 is usually contained within the real body of the bullish candle of Day 2.

On Day 2, the market gaps down; however, the bears do not get very far before bulls take over and push prices higher, filling in the gap down from the morning's open and pushing prices past the previous day's open.

The power of the Bullish Engulfing Pattern comes from the incredible change of sentiment from a bearish gap down in the morning, to a large bullish real body candle that closes at the highs of the day. Bears have overstayed their welcome and bulls have taken control of the market. 
 Here are several more.  As I said before, limited only by the imagination.
· Bullish Engulfing Pattern Bearish Engulfing Pattern 

· Dark Cloud Cover Doji Dragonfly Doji 

· Evening Star Gravestone Doji 

· Hammer Hanging Man Harami Inverted Hammer 

· Morning Star Piercing Pattern Shooting Star 

· Tweezer Tops & Bottoms Windows 

RELATIVE STRENGTH INDEX, RSI


This measure determines the average return when the market is up over a particular period and divides it by the average return when the market is down.  The actual formula is 
RSI = 100 -  100/(1 + RS)
Where RS = average gain/average loss.  Keep in mind, average gains and losses are divided by N, not just the number of days the stock was up or down.  For example, if using a 20 day RS and the stock was only up 5 days, you would still divide the total gain by 20.

The RSI is used to show when the stock is “overbought” or “oversold.”  A number above 70 indicates overbought while a number below 30 indicates oversold.
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Notice above, Nov. 29, MSFT would be considered overbought.
MOVING AVERAGE CONVERGENCE/DIVERGENCE (MACD)

This indicator helps identify momentum in stocks.  It is calculated by subtracting a longer exponential moving average (EMA) from a shorter EMA.  Usually a 26 and 12-day EMA are used.  This line is then usually plotted along with yet another EMA of the MACD.  Again there are a number of signals including bullish crossover, bearish crossover, positive divergence, bullish centerline crossover, etc.  
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In the chart above, the black line is the MACD.  Sept. 24 is a bullish signal since the black line crossed its own 9 day EMA.  Nov. 10 or so was a bearish signal.  If the black line is rising, it shows positive momentum.  If the line is above zero and rising, it shows positive momentum and that the gap between the 26 day and 12 day EMA is widening.  In essences, the rate of change for the 12 day EMA is faster than the rate of chance for the 26 day EMA.  If you have further interest in all the signals, please click here

http://stockcharts.com/school/doku.php?id=chart_school:technical_indicators:moving_average_conve
