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SUMPTIONS : tions, which are as follows -
> Technical analysis is based on certain assumptions,
echnic ysis

hing
™ arket Discounts Everyt g . _
e M market discounts everything. This assumptigp, Sighife

quoted represents the hopes, feal:. inside i"fc’fmation
o cial analyst may be buying on the pop, .,

~ ¢ .. of the participants) The finan L -2/ lod .
nr:us:]c‘ p(::-\iflr :;:: to rcprels)ent its 4rle worth (on the assumption s ’ttls under-priced The
Lo;qpizf circle may be buying on the basis of inside information or to support the Prices,

her loss and’

y ; sales on the fear of a furt 50 on, Ay
bea rators may be covering their short-sa ' . |
thcsrco?:ctors are yreﬂected in the price at which the scrip changes :ands ‘;“ th?: trading

e buyers create the demand for the scrip and the sellers create the supply of i) What,

floor. . :
ever rg"sons prompt the buyer to buy and the seller to sell get represented or discotnteq ,
the price that the buyer pays for the scrip and the seller gets for it.

\ The first assumption is that Ih(..‘.
that the price at which the security IS

V‘l:h’e/ Market Moves Intend
The second important assumption is that the market moves in trends, and the trend

when established has a tendency to continue further in time and then reverses at SOI'.ne.poim
of time. To put it differently, the market movement is orderly and not random. 'I:hls is the
basic assumption without which analysing share price movement wmfld be meaningless. |f
the market movement were to be quite random, rising and falling without any trend there
would be no scope for predicting the future movements whatsoever.

story Keeps Repeating Itself
The third assumption is that history repeats itself over and over again. This assumption
arises from the fact that human psychology does not change. In a bull market, the mass
psychology that drives the prices upwards will be seen over and over again in other bull
markE_% On the same count, the mass psychology seen during a bear_market will repeat itself
in every successive bear market. To put this assumption differently i ¢_stated that the

;lsufkes made by the traders on the market will be repeated again and agai

~UTILITY OR SIGNIFICANCE OF TECHNICAL ANALYSIS AW

After defining technical analysis and laying down the assumptions :.:?hich form the
building stones for the subject, one has to understand the use or utility of technical analysis to
the trader or investor. The main uses are as follows :

ﬂowledge of Entry/Exit Things

The very definition of technical analysis states that it is the process of identifying trend
reversals at an early stage. Thus, the foremost use of technical analysis would be to make an
early entry in the market when the market is likely to rise, and an early exit from the market

ﬂ.

to make an entry near about the bottom and make an exit near about the top in every market
cycle. Now, this timing can be useful to both short-term traders and long term investors.
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Technical Halysie

ore investing and the fundamental analyst would bear ip mind fhe

\

technic : ;
are given in the following table :

) ic fundamentals bef . |
lﬂ\L wd 1‘35';- 'ﬂwi:inn of the market. However, the basic differences between the two PProache,
al pos

S _ Fundamental Analysis
o

“— Technical Annlys_is_

undamental analysis refers to tcchniqL{es
which study company’s profitability, ﬁnantflal
position, expected growth to determine
‘intrinsic” value of company’s shares.

Refouse(]

§-f 2. Fundamental analysis assumes that stoFk
Tofonw rice are mainly determined by financial
_._'——_:'____'_;.:-:'

— performance/position of the company.
j r(é sh damental analysis looks forward, since it
,;-_:.’;J discounts future earnings from stock to give
its present value.

Jﬁ 4, damental analysis generally takes long-
———— = term view point.

Technical analysis refers to techniques Whic;h
study movements in market price of share and
trading volume of share to predict the va),q of
share in future.

Technical analysis assumes that stock prices gre
mainly determined by demand and supply of
stocks.

Technical analysis looks backward, since j
analyses past price and volume trends.

Technical analysis takes short-term view point.

ORIES OF TECHNICAL ANALYSIS \

Technical analysis is based on the doctrines given by Charles H. Dow in 1984 known as

‘Dow _theory’ and R.N. Elliott discovered the ‘Wave theory’ in the early 1934. These two
theories, besides some others, are the basis of technical analysis, which are being discussed in

brief.
DOW THEORY

—

The initial form of technical analysis is referred to as Dow theory. Charles Dow developed
this theory which is regarded as the basis of all other techniques used by technical analysts:
Dow theory is based on the hypotheses that the stock market does not perform on a
random basis. Rather, it is guided by some specific frends. The likely “market trerd—iT Tature
an be predicted by following these trends. These specific trends are classified in following
three categories in Dow theory :

(a) The Primary Movements;

(b) The Secondary Movements; and

(c) The Daily Fluctuations.

(@) The Primary Movements show the general and long-teem trend in market prices of
shares and securities. In the case of marketable securities, a period of one to three
years is regarded as a long period. General trends in movements of securities prices

n the long period, prices in

istently rising trend is called

over this much long period are primary movements.
securities markets show definite phases of rise or fall. A ¢
as "Bull’ phase. A consistently declining trend is terme

on next page shows these phase?)

(A

as—Bear” phase. The ¢

give
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ested in securities when upward primary movement (bull-tren,
nveste : e . ’
4 is likely to persist for some time. Funds should be rcllascdhhy selling SECUritieg
wd i1s hikely ® ks : w T t
T o e rted. The supporters of Dow Jone’s Theory argue _l at the market Priceg
W U l be properly understood. An analysis of these pattery, iy

can be predicted if their patterns can ot T
called technical analysis that has been diSCUSS

ELLIOLT WAVE THEORY in price behaviour is the Elliol
: -term pattern in price e Elliolt Way
Anot.her t}?eogi;::;i,:r};zlal;:s I;h;,loglglioh inpthc early 1934. The basic doctrine of lhii
Theory .whu:h u:s tock prices in the markct can be described as a set of five way,e
theory is that t cfsbull market, the set of five waves is as: the first wave is upward, (he
c:fs:wzrd e third,is upward, the fourth is downward and the fifth wave i
’ attern follows. These wave pattern in by

reverse wave p

this theory, funds should be i

chapter 14.

patterns. In

second is do
inward. In case of bear market the

and bear market are shown in the chart given below and described :

Prices !

Prices !

(8)

(A)
Elliolt Wave Theory : Bull Market (A); and Bear Market (B)

Wave Description : Elliot Wave Theory describes the basic movement in share prices. It
states that there will be 5 waves in a given direction (going upward or downward). In case

of bull market (upward trend), these 5 ways can be described as follows :

Wave 1 :The stock price make initial move upwards. This may be caused by a relatively
small number of people that all of a sudden (for a variety of reasons) feel that the
previous price of the stock was cheap and therefore it is worth buying and thus
causing the price to go up.

Wave 2 : The stock is considered overvalued and enough investors who were in the original
wave to consider that the stock was overvalued take profits. This causes the stock
to go down. However, the stock will not make it to its previous lows.

Wave 3 : This may be the longest and strongest wave. More investors find out about the
stock and they buy it for a higher and higher price. This wave usually exceeds the
tops created at the end of wave 1.

Wave 4 : At this point, investors again take profits because the stock is again considered
expensive. This wave tends to be weak because there are usually more investors

that are still bullish on the stock.
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Tectangle marks equality

Candlestick.

d\‘-'pictg:i ic:':::::s;;f:cc:lan caI? be Prepared for a longer period and the volume data can also be
. 1art. Following figure shows a candlestick chart (with daily volume) for

a4 Security for 3 months period.

ol i ' 1 S -
opening and closing prices. This is known as 'doji' or neutral
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Candlestick Chart with Volume

\~PATTERN ANALYSIS

The past and present price-volume data provided by these above discussed charts can be used
by the investors to make logical predictions for making wise decisions. (ﬂuese charts can be
analysed in WO ways : (i) pattern analysis, and (ii) indicator analysis. The 'pattern analysis
reivgl].’lele“Zeudenqv of the p{'ic'é_m_m:e}izém in a particular direction or to repeat the same
formation over and over again. A chart pattern is a distinct formation on a stock chart that
reflects a trading signal or a sign of future price movements, The price patterns can be used
to forecast end of bull or bear phase; reversal of trend in prices) direction of the new change

and confirmation of the new trend. Some of the most widely used and easily recognisable
chart patterns are discussed hereunder.
-

TREND

' rend is a long-term price pattern over a period of one year to three years. The basic
tende of the prices can be identified as increasing or decreasing trend. There are three

types of trend : (i) up trends, (ii) down trends, and (iii) side ways/horizontal lrend:l
As the name imply, when each successive peak and trough is higher, it's referred to as !

an upward trend. If the peaks and troughs are getting lower, it's a downtrenq. When there is

little movement up or down in the peaks and troughs, it's a sideways or horizontal trend.

rend Lengths : Along with these three trend directions, there are three t){pes of trends.

~ A trend of any direction can be classified as— (i) long-term trend, (ii) mtE_rmedule lrcndx.fand_
(i) short-term trend. In terms of the stock market, a long-ferm trend is generally categorised
as one [asfing longer than a year. An infermediate trend is considered to last between one and

———
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.o and the volume of a se urit
Indicators : {ndicators are calculations based on [h]c' P”“-d' momentum. Indicator 'ircy -
L ility an : ' are ygey
- . .- nds, volatility @
measures such things as money flows, tre - ) additional informs
nd mcimms to the actual price movements and add ¢ S Mation g
as a secondan sures : ave— to con price mg
b ' i " WHVS A"
the analvsis of securities. Jndicators are used in wo main Wi €Ment

< 11 signals.
and the quality of chart patterns, and to form buy and scll sIg

< leading and lagging. A __ft-’_"_l_tff;‘fr_;: IT""’“flﬂ'tn-
uality, while a lagging indicator 7, ;
A leading indicator is thought g be

ding ranges. while the lagging

‘here are two main types of indicalor. _
precedes price movements, giving them a predictive_q
confirmation tool because it follows price movemengy
the strongest during periods of sideways or nop-trending tra

__indicators are still useful during trending periods i O
Oscillators : Oscillators indicate the market momentum OF Sl e extreme 'lo -
shows the share price movement across a reference pon?l' from folr:m e 2 another
The momentum indicates—(i) overbought and oversold condlticl_ns g : morl:xentu € Markey
ii) signalling the possible trend reversal; and (iii) rise or decline n t i : ;n

Generally, occillators are analysed along with the price chart. Ocsﬂlfnors 4. 1cate_ treng
reversals that have to be confirmed with the price movement of the scrip. Changes ' the
price should be correlated to changes in the momentum, and Fhen only buy and sell Slgni.!,ls
can be generated. Actions have to be taken only when the pr:ce.and momemu.m agree with
each other. With the daily, weekly or monthly closing prices oscillators are built. For shop.
term trading, daily price oscillators are useful. -

The indicators may be classified into two categories ie. individual stock indicators apg
maré;l'?ﬁdicators. Some individual indicators like moving average when calculated wiy,

reference to index may fall in both categories. The important indicators and oscillators ar
discussed here under. |

\vuowue AVERAGE

Moving average have been the most popular technical indicators for studying the
price movements. A moving average is the average price of a security over a se of
amount of time.\By plotting a security’s average price, the price movement is smootheq
out. Once the ddy-to-day fluctuations are removed, traders are better able to identify the
true trend and increase the profitability that it will work in their favouf. In order to calculate
the moving average, the sum of a specific number of previous closing prices is divided by ‘
the number of observati:ﬁrﬂA sequence of averages is calculated by calculating the average
on daily basis. For instdfice, if it is a five day moving average, on the sixth day the body
of data moves to include the sixth day observations eliminating the first day’s observations, 1"
likewise it continuous. Thus, each week the moving average is calculated by droping the ;

oldest week and adding a new week (latest). An example of the calculation of a S-week
Moving Average is given on next page :
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typically twice the length of the moving average
- . s '3 o

last for a significant period of time, typ

investor will lose money.

Moy
the

{ 05
ENCE (MACD) )
_MOVING AVERAGE CONVERGENCE DIVERG A i
‘K MACD is an oscillalor which measures the convergence an g Ciween tyy,
{g 1

: ine. The MACD is
rages and it oscillates around a horizontal referenceflme aTl’llz g mov.ncalculaled
mowvi averag & 2 g . :
by subtracting a 26-day moving average of a :';ecunl“)'sb T;C:nd e
of its price. The result is an indicator that oscillates abo J

: : 2-day moving average is higher th
; 95—,81"-' When the MACD is above zero, it means the 12-day an

g aVerage

b - . t current expectations (je
S :’“‘ B’e 26 day moving average. This is bullish 25 it shows tha the
g -

I2-day moving average) are more bullish than prevoius e)q:aez:ltattorr]lcsi (Iti.:éslht:v iseﬁati eay;r:ge]_
This implies a bullish, or upward, shifts in the supply or 'ema i [.he e K_?D
falls below zero, it means that the 12-day moving averagc.ls less n Y Moving
average, implying a bearish shift in the supply or demand lines.

\/m:iATWE STRENGTH ANALYSIS

|

Relative Strength Analysis (RSA) is based on the preposition that in stock market, some
shares perform better and some shares perform worse thar.i the. market. ([Some of the shares
are able to outperform the marker. In rising markets their BUICCSRINENG fﬂSlf-‘l' than others
and in falling markets, their prices decline slower than others. This gives an idea about the

strength of the share/This strength can be measured by—(i) Relative Strength Ratio; (ii) Relative
S
Strength Index.)

&Relative Strength Ratio

Relative Strength Ratio (RSR) is calculated as the ratio of the stock
index of overall market or a sectoral index.
share prices of M&M Ltd. and Sensex or
over time, it shows that the particular share
relative strength of a share may be conside

turning points. It arises out of the ability of

price to a stock
For examle, ratio may be calculated between the

between SBI and Bankex. If the ratio increases
is outperforming the market or that sector. The
red as its ability to outperform the market at

a share to recover earlier from a bear market or
to peak out earlier than the market. |t may be noted that the relative strength of a share is
at work during rising as well as decreasing markets,

0
Refative Strength Index _f) f,&mma-;\,bd MMJ tD ‘M’y

Relative Strength Index by Wells Wilder. It is an oscillator used
to identify the inherent

ess of a particular scrip or market. RS]
can be calculated for a scri i ng formula.

)\IQJ-UN(:}*& @ RSI =100 -(]T\lsi

:3 \]?ﬁ! 30 : - RS = Average gain per day
m : [

b ~ Average loss per day
oo o
soun 4y

g 0 &'W
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e imi fio of oulstandin
npﬁp.m p AP fioe. 0,2, ey, g"},"“_T_}Tmhc T T Tf:”hi:orical put-call raﬁr{e r::"
$ to ouistanding call options is called the pui-ca . 3

iaal it-call ratio

be calculated on the basis of say, last | year dataj A deviation of ﬂ;;:::zzl TF‘LL csignall ca:(:z
the historical ratio may be considered to be a signal of market s

used to forecast the market behaviour. * ) i I

Put-call ratio is generally below 1. For example, if pltoa rchased. A rise in put.cq]]

there are 65 put options purchased for very 100 call options P"'me BTahata, pit-call can b
ratio indicate a pessimism on the part of options spec_:utators‘.. For Zo R TR
used as a contrary indicator When put-call ratio is increasing and re ! e Y
bearish. However, it indicates a buy signal. The reason may be that w Ao increasing:
it is time for you to buy. When put-call ratio goes down.to. 0.30 or SO; S petid g
optimism of the option traders. For a contrarian investor, it is taken as .

\S}OHT SALES POSITION

E.S‘lhort selling is a technical indicator known as short interest. Short ISaleS r.efet; mh e
selling"of shares that are not owned. The bears are the short sellers who sell now :n e hope
of purchasing at a lower price in the future to make profits) The S!‘IOI’[ sellers have to Caver up
their positions. Short positions of scrips are published in the busmes_s_newspaperls. When the
demand for a particular share increases, the outstanding short positions also increase and

it indicates future rise of prices.| These indications cannot be exactly correct, but they show
the general situations.

Short sales of a particular month is selected and compared with the average daily
volume of the preceding month. This ratio shows, how many days of trading it would take
to use up total short sales. If the ratio is less than 1, market is said to be weak or overbought
and a decline can be expected. The value between 1 and 0.5 shows neutral condition of
the market. Values above | indicate bullish trend and if it is above 2 the market is said to be
oversold. At market tops, short selling is high and at market bottoms short selling is low.

\MUITUAL FUND LIQUIDITY

The mutual fund cash

position or liquidity can be used to forecast the market
behaviour. Mutual funds have e

merged an important group of investors in securities. Mutual

resulting in a low or negligible buying power in th
a decline in the market. On the other hand,
suggests that they are bearish. A contrarian
point and it is the time to buy.

WICISM OR WEAKNESSES OF TECHNICAL ANALYSIS

As discussed, there are various tools and techni

eir hands. This may be taken to indicate
when mutual funds have large cash positions, it
analyst would suggest that market is at a low

weaknesses of technical analysis which are as
follows:
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@) Behaviour of securities prices are unpredictable; :
(b) There is no ascertainable relationship between the present prices and future prices,
and .
() Fluctuations in securities prices are statistically independent of the past history. [n
other words, successive peaks and troughs are unconnected. : =3
Adoption of this theory prohibits the use of any forecasting cxermse fqr pre‘dlc;mg_the
future trend in securities prices. Believers in this theory do not u Ol prices
for determining timings for investment. The theory gets its name t:rom the con;panzon that
is established between behaviour pattern of prices, and the way in which a drunken-man
may walk in a blind lane. That is why this theory has been termed as random walk theory.

EFFICIENT MARKET HYPOTHESIS

The efficient market hypothesis (EMH) assumes that all pu‘blica”)f available mf;:rmatmn
is reflected in the securities pricesand it ts—diffienit—for—aminvéstor to out. perform the
market] On the other hand, a market is said to be inefficient when there is a time lag

between the availability of information and its absorption in the securjty prgs E :ﬁe notion
that security prices at a given instant in time reflect all available information erme

as the efficient market hypothesis (EMH). Based on the notion of what is meant .by the

term "all available information"@gene a has suggested_that it Js-useful to_distinguish

three levels of market efficiency:

(1)  Weak-from hypothesis asserts that prices reflect all information found in the record of
past prices, trading volumes, or short sales. The security prices may move randomly
and so sure prediction about the future prices of shares can be made on the basis of
past or existing prices. The weak form of efficiency discards the technical analysis
because if there is no volume of studying past prices and changes then there is no utility
of technical analysis.

(2) Semi-strong form hypothesis asserts that prices reflect all information on price and
volume as well as all publically available knowledge (fundamentals) about the
company being studied. The semi-strong form supports the view that there is no
learning lag among investors. Whenever a new information is generated, all the partici-
pants in the market assess the information with equal speed and efficiency.

(3) Strong-form hypothesis asserts that stock prices reflect all information, in public and
private (insider) domain, relevant to the firm. In such a market, no investor would be
able to learn abnormal return by using any information because that information is
already reflected in the securities price.

IMPLICATIONS FOR INVESTMENT POLICY

To the extent markets are efficient in dissemination of information, trading rules based
on price patterns ought to be self-destructing. The random walk school has demonstrated to
its own satisfaction that successive price changes over short periods, such as a day, a week,
or a month are independent. Further, in truly efficient markets, the fundamentalists can out-
perform the market only when the analyst has a unique insight into the future of the firm and
uses it to reach buy-hold-sell investment decisions.







