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Point and Figure charts are one of the great secrets of the Technical Analysis world. Highly sophisticated and with
a thoroughbred pedigree, they can, however, be overlooked by traders today. This should change with the long-
awaited publication of this book. Jeremy du Plessis — one of the foremost Point and Figure experts in the world
— has written what can truly be described as the definitive guide to the topic.

For the first time this book thoroughly demystifies the world of Point and Figure charting, with a detailed
explanation of the history and development of the technique from its invention to the modern day. The book
covers the make-up of the chart patterns, why they are created, and their interpretation. Throughout, readers are
encouraged to understand Point and Figure charts from first principles, rather than just remember the names of a
series of patterns. It is the first major work for 50 years to discuss in depth the original 1-box reversal method of
Point and Figure charting and contrast it with the more popular 3-box reversal method. Further, the explanation
of how to use Point and Figure charts to project targets and calculate risk-reward ratios is the most comprehensive
ever seen. Also covered in detail are:

* A step-by-step analysis of the FTSE 100 Index using the 3-box method, as well as the NASDAQ Composite
Index using the 1-box method.

* A detailed discussion of optimising techniques.

 Point and Figure’s contribution to market breadth with bullish percent.

+ Lesser known, more advanced techniques such as the use of moving averages, parabolic SAR and Bollinger
Bands on Point and Figure charts.

All this is illustrated with numerous colour charts and observations from years of trading experience.

According to du Plessis, Point and Figure charts are the ‘voice of the market’. This book helps you listen to, and
understand, that voice.

“Rarely does a book live up to its claim of being the “definitive’ guide to something. Jeremy du Plessis’ new book
lives up that claim and more. It’s almost impossible to imagine a more definitive treatment of point and figure
charting. The author pays homage to its early development and the pioneers who first wrote about it. He gives
extensive coverage to the original 1-point reversal method before moving on to the more modern methods. The
subject is examined from every conceivable angle. I’'m not aware of anyone who has even attempted to combine
pé&f charting with so many modern technical indicators. I expect that du Plessis’ book will not only become the
definitive book on point and figure, but will also become a classic in the field of technical analysis.”

John Murphy CMT, Author of Technical Analysis of the Financial Markets

“A superbly comprehensive book on this powerful technique from one of the world’s leading experts on the
subject. A must read for all serious technicians and investors.”

Adam Sorab, Chairman — UK Society of Technical Analysts
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“If you had to go to a desert island and were only
allowed to take one investment tool with you, then
it should be the Point and Figure chart. If you were
also allowed to take only one book, other than the
Bible and the works of Shakespeare, then make it
this Definitive Guide by Jeremy du Plessis.

The whole subject is covered from its early
historical beginnings as a way of noting the noise of
the ticker tape in the days of Charles Dow, then
called the Book method, through its evolution to
become the ‘Voice of the market’.

How to construct and use the charts and their
unequivocally clear buy and sell signals, revelation
of trend, reversal, support and resistance levels are
all revealed and well illustrated. The subject is
explained as an evidence gathering procedure, that
leads to a successful trading method, with accurate
entry, stop loss, and targets. It is also brought right
up to date with some new thinking involving
indicators such as OBV, Bollinger Bands, and
parabolic stop and reverse signals.

You will have such a great time working through it
on your desert island that you might not want to
come home.”

Robin Griffiths FSTA, Head of Asset Allocation,
Rathbone Investment Management

“Even though point and figure charting is 120 years
old, Mr. du Plessis has brought a truly fresh and
authoritative approach to a subject that is central to
technical analysis. Bravo!”

Bruce M. Kamich, CMT, Adjunct Professor of

Finance at Baruch College, Past President of the
Market Technicians Association

“Not only does Mr. du Plessis plumb the history and
elucidate the present state of point and figure
analysis, he looks at a craft many regard as passé
and sees a vibrant future. This eye-opener is a
welcome addition to the literature of technical
analysis.”

John Bollinger, CFA, CMT, President, Bollinger
Capital Management

Jeremy du Plessis CMT, FSTA

Jeremy trained as an automotive engineer, then an
economist, but gave them both up to become a
Technical Analyst. In 1983 he founded Indexia
Research and pioneered the development of PC-
based Technical Analysis software with the Indexia
range of Technical Analysis systems. During the
1980s he developed a number of technical tools
and indicators under the banner of Indexia, which
are still used in software to this day.

He is an expert on Point and Figure charts, and the
Indexia software was the first PC-based system to
draw them correctly and clearly in the early 1980s.
He lectures the Point and Figure module for the
Society of Technical Analysts and sets the Point
and Figure syllabus for the Intemmational Federation
of Technical Analysts. He has taught Technical
Analysis, and in particular Point and Figure, to
thousands of professional traders and investors
over the last 20 years. In 2001, after running
Indexia Research for nearly 20 years, he agreed to
merge the company with Updata plc, where he is
now Head of Technical Analysis and the designer
of the Updata Technical Analyst software.

He is a Fellow of the Society of Technical Analysts
(FSTA) in the UK, and a member of the American
Market Technicians Association (MTA). He is a
holder of the Chartered Market Technician (CMT)
designation awarded by the MTA.
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Preface

What this book is about

This book is about Point and Figure charts; anyone wishing to practise Technical Analysis of
the markets should be fully conversant with them. They may be the oldest method of charting
the market in the Western world, but that does not mean they should be ignored in our modern
world. On the contrary, once you understand more about them, you will wonder how you
survived without them.

Who this book is for

I have written this book so that it can be used and enjoyed by all levels of reader. Newcomers
may find that they do not need another text, as this book starts with the basics and covers
everything that they need to get a grip of Point and Figure Charts. Expert Technical Analysts,
who are familiar with Point and Figure charts, are likely to find that the book covers things
they may not be aware of, at the same time reminding them of things they may have
forgotten. I have tried to show as many examples as possible.

Structure of the book

The first thing you will notice about Point and Figure charts is that they look completely
different from any other type of chart you may be familiar with; the main reason being that
there is no time-scale along the horizontal axis. To understand why this is the case, it is
essential that you read chapter 1 — Introduction to Point and Figure charts. Thereafter it is
suggested that you read the book sequentially because each new chapter builds on the
chapters before and assumes that you have accumulated that knowledge.

If you are new to Technical Analysis

If you are new to Technical Analysis, you should read the section, Introduction to Technical
Analysis, which explains what Technical Analysis is all about, and why and how charts are
used. If you are an experienced Technical Analyst, you may skip the chapter and go straight
to chapter 1 — Introduction to Point and Figure charts.
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A summary of each chapter is given below.

Chapter 1 — Introduction to Point and Figure Charts

Chapter 1 explains the history and development of Point and Figure charts and how they
came to get their name. It is essential that you read this chapter as it sets the scene and
explains why Point and Figure charts look the way they do, and helps you understand more
about them. You will find with this knowledge that all other aspects of Point and Figure charts
become clearer.

Chapter 2 — Characteristics and Construction

Chapter 2 follows on directly from chapter 1 and starts by explaining the characteristics that
describe a Point and Figure chart. It then explains in detail how to construct one. You may be
surprised to learn that there are quite a few different ways — all valid — to construct a Point
and Figure chart. Even if you have software drawing the charts for you, it is important to
understand the various methods and the implications of using them. Some software,
unfortunately, does not draw them correctly and unless you know what is right, you may be
using charts that are incorrect without knowing it. Full details of arithmetic as well as log
scale construction methods are provided, as well as the difference between using tick-by-tick
data and end-of-day data.

Chapter 3 — Understanding Point and Figure Charts

Chapter 3 is about understanding Point and Figure charts and the patterns associated with
them. Instead of listing dozens of theoretical patterns, you are encouraged to understand how
the patterns develop and what happens when they do. There are differences in the pattern
make-up depending on the construction method. Chapter 3 explains those differences and
compares and contrasts them. The chapter explains how Point and Figure charts generate buy
and sell signals, and when signals should be ignored. Trend lines are essential to Point and
Figure analysis and a full explanation of their use is given.

Chapter 4 — Projecting Price Targets

Chapter 4 covers one of the unique features of Point and Figure charts; the ability to project
price targets using both the vertical and horizontal count methods. A full explanation of the
calculation, as well as where and how to apply the counts, is given. Once again, different
construction methods result in different ways of calculating the targets. The implications of
targets being exceeded or not achieved is explained and also how this adds to the analysis of
the chart as a whole. There is a full explanation of risk-reward ratios and how they can be
established on a Point and Figure chart.



Preface

Chapter 5 — Analysing Point and Figure Charts

Chapter 5 explains how to analyse a Point and Figure chart. It explains how to approach the
chart and how to decide what Point and Figure parameters to use when drawing the chart. It
explains the implications of altering the parameters. You are then taken through an exhaustive
step-by-step analysis of the FTSE 100 Index and the NASDAQ Composite using two
construction methods. Finally, there is an explanation of how to use stops with a Point and
Figure chart.

Chapter 6 — Point and Figure Charts of Indicators

Chapter 6 describes the benefits of drawing Point and Figure charts of indicators — calculated
lines — such as relative strength, on-balance volume and oscillators. It explains that Point and
Figure is simply a method of charting data and it should be used for drawing charts other than
Just price charts.

Chapter 7 — Optimisation of Point and Figure Charts

Chapter 7 discusses the case for and against optimisation; how Point and Figure parameters
may be optimised and what the benefits or disadvantages are of doing so. A number of
examples of optimised parameters are given and it is shown how these can be used to assist
analysis.

Chapter 8 — Point and Figure’s Contribution to Market Breadth

Chapter 8 covers Point and Figure's contribution to market breadth, namely, bullish percent.
It explains how the chart is calculated and how to read it.

Chapter 9 — Advanced Point and Figure Technigues

Chapter 9 covers advanced Point and Figure techniques such as the use of moving averages,
Parabolic SAR and Bollinger Bands on Point and Figure charts. It explains how using these
techniques can enhance the readability of the charts.

Chapter 10 — Chart Examples

Chapter 10 is there to answer the complaint so often levelled at authors; that there are not
enough real-life examples. Chapter 10 contains a number of chart examples from a number
of markets with a brief explanation of each to help you understand how to approach a Point
and Figure chart.
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Chapter 11 — Conclusion

Chapter 11 concludes the book with a summary of the major points made in the text.

Chapter 12 — References and Further Reading

There are many fine texts that preceded this one. Many have been used as references and you
are encouraged to read as many as possible.

Figures and charts in the book
Throughout the book you will see references to figures as well as charts.

»  Figures are diagrams | have drawn to illustrate a particular aspect of Point and Figure
charts.

. Charts are actual Point and Figure charts of indices, equities (stocks), exchange rates
and commodities from a number of international markets.

The colour used throughout the book makes reading the charts'so much easier.

The name and origin of the instrument used in any chart is not important. A chart is a chart,
no matter which market and which country it has come from. When looking at the charts, try
to ignore the instrument name. Do not assume that if you do not trade the particular
instrument, the chart is of no use to you. Point and Figure techniques apply across all
instrument types in the same way.



Introduction

The question I ask myself before reading a book such as this, is what qualifies the author to
write on the subject?

1 am not going to pretend that I started trading stocks when I was at junior school. I can't even
pretend that it was at high school; there were many more exciting things to do at that age. I
confess that I did not pay my way through university from the proceeds of trading either. In
fact, | graduated in 1975 and settled down to the life of an automotive engineer, blissfully
unaware that the stock market even existed. I was 27 before 1 became aware of financial
markets, when I returned to university in Britain to take an economics degree.

Some may therefore regard me as a relative novice. I only have 25 years of Technical
Analysis behind me. It was in 1979 that [ was first introduced to the subject and in 1980 I
bought a copy of How Charts can Help you in the Stock Market by William Jiler, which I
read many times over. | tinkered with charts without really understanding too much about
them, but I knew enough to tell me that this was what I wanted to do for the rest of my life.

After graduating in economics, I returned to South Africa and joined my brother who was
coincidentally in partnership with a South African Technical Analyst, Tony Henfrey,
publishing a Technical Analysis newsletter on gold and gold shares. It was there that I was
introduced to Point and Figure charts and have been intrigued by them ever since. We had a
team drawing and updating both Point and Figure charts as well as bar charts, by hand in
large chart books every day. We also used basic arithmetic and exponential moving averages
as well as momentum indicators, all of which were calculated by hand and logged in large
journals from which the charts were drawn. It took more than half of the day to produce the
charts, leaving the balance of the day for analysis. Eventually we bought a very basic
computer (pre-IBM) that we used to generate some of the calculations for our hand drawn
charts.

I learnt a lot about Technical Analysis and how markets worked during that time. We had a
stockbroker two floors above us with a Reuters Ticker or Telex machine, as well as a number
of Reuters Stockmasters. I would run up the stairs a number of times a day to record the latest
prices so we could update our charts — in pencil, because the market had not yet closed — to
see what the latest position was. The stockbroker was typical of the time; tea was served to
anyone in reception. It was a gathering place; a place to chat about the markets. The same
faces were there day after day. We called them the 'old boys'. They sat there watching the
ticker; some of them updating a few hand drawn charts. Very often, those charts were Point
and Figure charts. They had been around a long time and 1 learned so much from them.

At the time, we also had a very good relationship with a broker on the floor of the exchange
and seeing and experiencing the live open-outcry trading taught me a lot about how markets
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worked. We were able to speak directly to the floor and get a feel for what was happening.
They liked the chartists because our information combined with the floor intuition could give
them a head start.

Commodities were big then as well, especially metals. Trading LME silver was an exhausting
and very emotional experience. To be called up at 8pm, when you had a long position, only
to be told that silver was nearly limit down in New York, was chilling to say the least. The
decision was to either ignore the outside LME trading or try to open a contrary position in
the US market. It was bracing stuff.

Our intra-day charts were mostly Point and Figure charts because they were easy to update
and it didn't matter if you missed the occasional price. Although manually updating charts
tells you more about the emotions of the market than electronically drawn charts, I realised
that the only way forward for the company was to computerise. The IBM PC had just been
released and it seemed a good use for the computer, although not everyone thought so, and I
was told that charting could never be computerised. I didn't believe it and decided to spin off
a separate company, Indexia Research, with the specific aim of computerising Technical
Analysis for our internal use. Together with a brilliant computer programmer, John Johnson,
we worked on the first program and, in early 1983, we saw the first chart drawn. It was a
revelation. The chart took 12 seconds to draw! We were so excited that we took the rest of
the day off because we couldn't believe how quick it was. Although 12 seconds is laughable
now, remember that to produce the same chart by hand would have taken an hour. Being able
to change the periods of moving averages in seconds convinced us that we were on the right
track and soon all Technical Analysis would be done by computer.

We used the software we had written for our own analysis and produced charts and advisory
reports from the PC. Word soon spread that we had produced a Technical Analysis system
and we started to see a demand from other market analysts for a similar program. So, we
decided to give it a name, Indexia Research Market Analyser, IRMA for short, and start
selling it. But how? We had no experience of producing and selling software. What about a
manual? How did we stop the program from being copied? All these things crossed our minds
but, being young and naive, we forged ahead.

Our first system was written for a German designed MS-DOS-based PC, the NCR
DecisionMate V, mainly because it had a 640x400 full colour resolution compared to only
320 x 200 for the IBM. The problem was that we had to sell a PC as well as the software and
that was not easy. There was a big demand from brokers and banks who were fitted with IBM
PCs and were not prepared to go down the NCR route. So, we produced a monochrome IBM
version (I refused to allow anyone to see our charts in low resolution IBM colour). Soon
every broker and bank in South Africa had an Indexia program, together with a growing band
of private users that quickly grew into thousands.

In 1986, we released a new version of the program called INDEXIA II at an investment show
in Johannesburg. Nothing like it had been seen before. It had many innovative features as



Introduction

well as a number of Indexia indicators I had developed, the Indexia Market Tracker being one
of them. It was very successful and proved to be just what the market wanted. In order to
expand the business, we opened up agencies in the UK and Australia, but neither of these
markets matched the sales of South Africa. The UK, in the 1980s, was behind South Africa
in terms of Technical Analysis and we struggled to make it acceptable to the British investor.

I eventually decided that the only way to make Indexia and Technical Analysis acceptable in
the UK was to move; so John and I moved the company and our families to the UK. The
strategy worked and soon we had released a more powerful version INDEXIA II Plus.

Throughout the 1990s Indexia software was regarded as the best Technical Analysis software
available and, in 2001, Indexia won the first Shares Magazine annual award for the best
Investment software.

Then in 2001 I agreed that Indexia join forces with a public company, Updata plc. It was a
difficult decision to make, but having weighed up all the options, I realised that together we
would be more progressive; Updata's programming resources combined with Indexia's
reputation and Technical Analysis knowledge would make a formidable team and indeed it
has. As head of Technical Analysis at Updata plc I was able to design an all-new Technical
Analysis program, Updata Technical Analyst, which many regard as the leading Technical
Analysis software. Its compatibility with major services such as Bloomberg has brought me
into contact with some of the world's leading Technical Analysts from whom I have
continued to learn.

Another book on Point and Figure?

You could be excused for asking why there is a need for yet another book on Point and Figure
charts. I have read many excellent texts and there are some yet unread. This book has been
over 20 years in the making for no other reason than that it was easier to put off today what
could easily be accomplished tomorrow. If I had finished it 20 years ago, it would have been
one of a handful. Now there are dozens. The interesting thing is that, no matter how many
times I read about the same technique in different books, I pick up something new each time
due to the way the author is able to articulate it. [ hope that the same will apply to this book.
I have consciously and sub-consciously used information I have gained from reading other
books. I have listed these in the References section at the end and thank the authors for their
assistance.

I am, however, disappointed that of the many fine Point and Figure books available today,
none cover the original 1-box reversal charts in any detail. These are where Point and Figure
charts began and they still have a place today. This book goes into more depth on traditional
Point and Figure charts than any other book I have read. The aim is to ensure that you
understand the history, development, calculations and the analysis of Point and Figure charts.
You really need these basics to fully appreciate and apply this technique. Given all the facts,
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you, as the reader, may go out and apply every technique and assess for yourself whether it
is of any benefit to you. Many believe that no knowledge of the construction and make-up is
required because we all have computers to draw the charts. This is wrong. If you do not
understand what is behind a Point and Figure chart you should not use them.

Do not presume that this book can replace all the other fine books on Point and Figure charts.
It cannot. It can only supplement them. Although I believe this to be a complete work, you
will gain further knowledge by reading some or all of those listed in the References section
at the back of this book.

Desert Island charts

I have often described Point and Figure charts as my ‘desert island’ charts. This has nothing
to do with a special pattern I have discovered — as a student on a course once thought — but
more to do with their usefulness. In the UK there is a radio program called 'Desert Island
Discs’ where celebrities nominate the songs they would most like to hear if stranded on a
desert island. So just like we all have our favourite book, or our favourite song, I have my
favourite chart. If I were ever shipwrecked on a desert island with only one chart to guide me
through the markets, it would have to be a Point and Figure chart. No other single chart has
the ability to cut through the chaff and show what is really going on.

Technical Analysis software

Although, at the start of my Technical Analysis career, I drew Point and Figure charts by
hand, I no longer think it is necessary — unless of course you draw one just to 'keep your hand
in'. I believe that computers can draw them more clearly, more accurately, with more
flexibility and certainly a lot more quickly. As the designer and project manager of the Updata
Technical Analyst software, I can recommend no other. Updata Technical Analyst does what
every Point and Figure analyst requires in a clear and, most importantly, accurate way. Speed
and flexibility is key to good Point and Figure analysis, as you will see, and good PC software
can do this so much better than an internet-based system can.

The Point and Figure charts used throughout this book are taken from Updata Technical
Analyst. More information may be obtained from www.UpdataTA.com in the USA or
www.Updata.co.uk in the rest of the world, from where you can download a trial. You will
find that being able to draw and analyse charts while you are reading this book will help your
understanding. With the introduction in 2004 of a version of Updata Technical Analyst that
works with Bloomberg Terminal, it is used increasingly by some of the world's leading
market professionals. Indeed, some of the charts in this book were provided by professionals
using Bloomberg data.
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Introduction to Technical Analysis

In order to fully understand Point and Figure charts, it is essential that the reader understands
the basics of Technical Analysis. This brief introduction simply lays the foundations of
Technical Analysis and explains the philosophy behind it. If you are new to Technical
Analysis, it is essential that you also read one or more of the excellent texts on the subject,
such as Murphy or Pring listed in the References section.

Experienced readers may skip this section and go straight to chapter 1 — Introduction to Point
and Figure Charts.

Technical Analysis of markets has been around for well over a hundred years, but what really
popularised it was the advent of the IBM PC and the Technical Analysis software that
followed in the early 1980s. This allowed private investors to start doing their own analysis
and compete on equal or better terms with the professionals. Societies and associations of
Technical Analysts! gained popularity and met regularly to discuss the subject and publish
journals. Most countries now have their own organisations and there is an International
Federation of Technical Analysts, which holds a worldwide conference once a year. Even
universities are starting to embrace Technical Analysis and offering courses, but anyone
thinking that Technical Analysis is a short-cut to riches should think again; it is not. Technical
Analysis is a method that requires time and effort to be spent on it to be profitable.

Technical Analysis and the ‘F’ word

Technical Analysts are not normally appreciative of the ‘F’ word being used in their presence,
however there are some who tolerate it and indeed some who embrace it. This author
believes, however, that there is no place for ‘fundamental’ analysis if Technical Analysis is
used, but there are those who use both methods. Either way, they are very different and
although this is a book on Technical Analysis, it is important to understand the difference.

Fundamental Analysts look at macroeconomic, microeconomic and business factors in order
to determine the direction of the market and the prospects for a particular share. The objects
of their research include company reports and economic statistics.

Technical Analysts, on the other hand, look at price and volume changes to deduce from these
the direction of the market and the prospects for the price of any instrument; the only measure
that truly counts if you are an investor.

Technical Analysts argue that all these known and less known factors are reflected in the price
and if good, the price will rise, and if they are bad, the price will fall. Technical Analysts
argue that fundamental analysis lags the market to be of any use.

1 Web sites: Society of Technical Analysts (STA) www.sta-uk.org , Market Technicians Association (MTA) www.mta.org,
International Federation of Technical Analysts (IFTA) www.ifta.org
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There are, of course, stories that Technical Analysts love to tell. There is the one about the
Technical Analyst and the Fundamental Analyst having lunch one day. Accidentally, the
Fundamental Analyst knocks his steak knife off the table and it goes straight into his foot.
The Technical Analyst looks at him and says, “That must have hurt, why didn’t you move
your foot?” The Fundamental Analyst replies, “I thought it would go back up again”. No
matter how good the fundamentals are, a price in a strong downtrend is unlikely to reverse
back up again without demand behind it.

Another is told about a broker who phones his client and says, “Hi, Bob, I have some good
news and some bad news”. Bob replies, “Oh dear, give me the bad news first”. The broker
says, “You know that share I told you to buy yesterday? Well, it has halved in price this
morning”. “Oh no,” says Bob, “What’s the good news?” “The fundamentals are still good”,
replies the broker.

Well, he’s probably right. The fundamentals probably are still good because they have not had
time to change. As John Maynard Keynes once remarked, when criticised for altering his
position, “When the facts change, I change my mind. What do you do, Sir?” For a Technical
Analyst, the facts are the price. If the price breaks up through a price level, a Technical Analyst
may recommend buying. However, if, for some reason, the price pulls back again and goes in
the other direction, Technical Analysts will change their view and recommend selling — unlike
the broker, who, despite the change in direction, tells his client that the fundamentals are still
good. Technical Analysts are often criticised for changing their view, but in fact a speedy
adaptation to the movement in the price is the strength of Technical Analysis.

What is Technical Analysis?

Technical Analysts have never been very good at explaining what Technical Analysis is, so it
is not surprising that it is often misunderstood. Technical Analysis in the Western world goes
back to the 19th century, when Charles Dow, of Dow Jones fame, laid some of the
foundations for the subject. Since then, its history has been well-documented, and books from
the first half of the 20th century are excellent reading for anyone wishing to understand more
about the subject and its rich history. So what is Technical Analysis and why is it is the best
way to analyse markets?

When asked, most people will tell you that Technical Analysis is about charts, but it is likely
that they don’t know why. A book by Robert Edwards and John Magee, one of the definitive
Technical Analysis texts, described (Technical Analysis) as follows:

"Technical Analysis is the Science of recording, usually in graphic form, the actual history of
trading (meaning price changes, volumes etc.) in a certain share, or commodity etc. and then
deducing from that pictured history, the probable future trend."
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The definition is correct, but it doesn’t explain what Technical Analysis actually is. It’s a bit
like explaining that a car is a pile of steel, glass and rubber that gets you from A to B. A car
may be made of these things, but the definition does not communicate what a car really is; a
mode of transport.

Technical Analysis is the art of recognising repetitive shapes and patterns within a data series
represented by charts. It is the understanding that these patterns are created by price changes
which are in turn created by the market participants like you and me. The patterns created by
the market participants repeat themselves because human nature is constant; just like fashions
repeat, so market action repeats itself.

The important point to remember is that it’s people that create the price — their fear and greed,
their hopes and prayers, and the opinions of the market participants. The price, and therefore
the chart, is the weighted average sum of everyone’s feeling or opinion about a particular
share, future or commodity. It’s better than an opinion poll, because everyone with the
slightest interest in the share makes their mark by participating in the buying or selling thus
making the price go up or down. A chart, therefore, is a study of human behaviour, and that
is the key to Technical Analysis.

Technical Analysis is a bit like trying to cross the Champs Elysées in Paris. The safe way to
do it is to wait on the pavement for a few people to gather. Someone will take a step off the
pavement and step back as a car rushes past. And so it will continue. Individuals test the road
until the small group on the pavement becomes more powerful than the cars and start holding
up the traffic. Then, and only then, will the Technical Analyst step out and walk across the
road. Technical Analysts need some indicator that things are now in their favour, before they
act.

But why do Technical Analysts draw charts? The reason is that they can’t interview all the
market participants every day. All they can do is take the price and accept that at the end of
the day — when all the ‘fighting’ has stopped — the price represents the best estimate as to the
value of the company in question. It is then far easier and more informative to draw a chart
of this price on a day-to-day basis than simply to write down the price. A chart can show
things that the numbers cannot. For example, charts can show trends (and in 90% of cases
markets do trend).

So, charts represent price movement, but what causes the price to move? It’s simple. If there
are more buyers than sellers, the price will go up. If there are more sellers than buyers, the
price will go down. These are the simple laws of demand and supply that we all understand.
The markets are driven by the constant fight between the buyers and the sellers. It has little
to do with PE ratios, what a government minister has just said, or who a company’s directors
are. It is the interaction of the market participants and how they feel about all the available
information that drives the price.
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Trend

Trend is vital to good Technical Analysis. There is nothing unusual about that. You will hear
economists, company analysts and accountants using the word ‘trend’ — trend in earnings,
trend in the sales, trend in the exchange rate. Trends in fashion too. Anyone who has read
Memoirs of Extraordinary Popular Delusions and the Madness of Crowds by Charles
Mackay will have read about trends that have occurred in human behaviour, whether it is the
price trend of tulip bulbs or the trend — one could say fashion — of going on the crusades.
Trends do exist and are an integral part of human nature.

James Dines, in his 1972 book, How the Average Investor can use Technical Analysis for
Stock Profits, placed trends into four psychological phases.

1. Cognitive or awareness stage

This is where the public are aware that a trend exists, but they are hesitant to get involved for
one reason or another. It’s like the start of a new fashion trend. You see it in the street, but
wouldn’t wear it yourself. You need to see confirmation that it exists and is not a one-off. You
are aware that the market has been rising but, having been caught out before you are hesitant
to get involved again.

2. Mobilisation stage

This is when the public start moving with the trend or the fashion and even the most hesitant
get involved. Having seen the trend, they want to be part of it. They see others wearing the
latest fashion and start to do so themselves. Having continually heard about profits that others
are making in the market, you overcome your hesitation and get involved your