Lecture 6 - Patterns & Cycles - 6%

K Waves - theory that western capitalist economies have 50-60 year booms followed by a bust. Each wave broken down in 4 seasonal periods: 
1. Winter: concern, fear, panic & depression
2. Spring: depression and fragile confidence 
3. Summer: growing confidence
4. Autumn: increasing confidence, then turns to euphoria

DECENNIAL PATTERNS

· 10 twelve-month periods and three 40-month cycles, coinciding every ten years.
· Years ending in 3, 7, 10 and 6 are often down years in the market.
· Years ending in 2, 5, 8 and most of 9 are advancing years.


ELECTION YEAR PATTERN - Presidential Cycle


· Stock market returns related as a function of US presidential electoral timeline.
· Equity markets are:
· Strong during an ELECTION YEAR (Year 1) - 2012
· Weak in POST ELECTION & MID YEARS (Years 2 & 3) - 2013-14
· Strong during a PRE ELECTION YEAR (4) - 2015
· Many attribute this to incumbent administrations trying to sway voters with good economic policies and favorable interest rates to get re-elected.

SEASONAL PATTERNS


· In agricultural prices and commodities such corn, hogs and oil
· Allows the investor to profit from certain price trends that occur year after year.  
· August and September are generally the worst months for the stock market and October, November and January are the best.  This may be attributable to the fact that most fund managers establish their targets at the beginning of their fiscal year 

JANUARY BAROMETER & EFFECT


· JANUARY BAROMETER states, ‘as the S&P goes in January, so goes the year’. An up January will foreshadow a year of positive equity returns
 
· JANUARY EFFECT small cap equities tend to outperform the broader market in the first few days of the new trading year due to investors buying back stocks that were sold for tax loss reasons at the end of the previous fiscal year

Cycle Analysis finds recurring major & minor peaks and troughs in price movement 
· By adding short, medium and long term cycles together the actual price activity can be forecasted for better trade timing
· In a trading range, cycles are fairly regular in that the market peaks half way through the cycle. 
· When market is trending, the cycle peak tends to shift left or right depending on the direction of the larger trend  (left or right translation). 

2 Arguments against the cycle concept

· If prices behaved in pure cycles, like radio waves, the numbers would easily fit into mathematical formulas that would give us precise predictions similar to what we know about ocean tides and sunrises.  This has not happened.
· Unable to identify causes of specific cycles that many agree do exist in prices.

3 Cycle Qualities

· Cycles are measured from TROUGH TO TROUGH  Bottoms easily defined.

1. AMPLITUDE measures the height of a wave from peak to trough
[image: ]       2. The PERIOD of a wave is the time spent between troughs.
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3. The PHASE is a measure of the time location of a wave trough (The difference in time between troughs of different waves)
[image: ]

4 Principals to Cycles

1. SUMMATION: all price movement is a simple addition of all active cycles. By combining each cycle future price targets can be forecasted.
2. HARMONICITY: there are waves within waves and that they are usually related.  Adjacent cycles are often related by small whole numbers (usually 2), there is a constant ratio applied to cycles.
3. SYNCHRONICITY refers to the tendency for waves of differing lengths to bottom at the same time. The bellow is an example of non-synchronous cycles.
4. PROPORTIONALITY describes the relationship between cycle period and amplitude.  Longer-term cycles should also have greater amplitude.  There should be a proportional relationship between cycles of differing periods. 


· VARIATION states that the principles stated above are just strong tendencies and that they are not hard and fast rules.  Some ‘VARIATION’ does occur
· NOMINALITY: nominal set of harmonically related cycles that affect all markets
· TRANSLATION reason that we study lows in cycle analysis is because longer and shorter cycles tend to synchronize at their lows.  Peaks never synchronize.  
· Peaks should occur at the halfway period of the cycle.
· Right Translation: a cycle is when the peak is beyond the halfway point.  If the trend is up BULLISH the cycle is said to translate to the RIGHT.  
· Left Translation: when the cycle peak occurs before the halfway point.  If the trend is down BEARISH the cycle is said to translate to the LEFT.
· An INVERSION occurs when a peak occurs where a cycle low is expected.

How to find cycles in market data?

· OBSERVATION: Plot an envelope band, or oscillator 

· DETRENDING: Dividing current prices by a moving average of the cycle’s period.  The resulting plot will oscillate above and below a zero line, and the lows of the plot will correspond to the lows in the cycle being analyzed.


· CENETERED MOVING AVERAGES: some moving averages are skewed to the right, as they are late in showing the average price over the set period.  We can adjust for this by displacing the moving average to fit the cycle in which it is being used more accurately.  If it is skewed to the right, we would shift it back a few periods so that it can more accurately fit the cycle.  The opposite is true of left skewed averages.





Lecture 7 - Momentum & Other Volume Indicators - 25%

Volume
· The amount of shares/contracts traded over a specific period of the bar 	(vertical bar below the price bar)
· Used to confirm price, there volume is secondary to price analysis
· Volume also refers to a change in volume

	Fun facts on volume:

· High volume should go in direction of the trend 
· Volume displays the intensity of a move in price
· Exceptionally high volume is a signal of an important change
· Volume not going with trend  warning of impeding reversal
· When a price advance halts with high volume  potential top
· When a price decline halts with high volume  potential bottom

	When prices are rising & declining:
· Volume increasing  impressive 
· Volume decreasing  questionable (puts trend in question)

	
Other Methods for Analyzing Volume Confirmation


1. Volume Indexes 

· Made of cumulative sums of data measuring supply & demand over time
· They do not have an upper and lower bound 
· The Level of the index is irrelevant; Index shows absolute changes
· Compare price with index, looking for divergences between highs & lows
· More useful in trending markets 

	On Balance Volume

· Cumulative index of +/- volume days based on change of closing prices. It is calculated as a cumulative total:
· If price close today > previous day, + the day’s volume
· If price close today < previous day,  - the day’s volume
· High volume should confirm price trend, so compare Price to OBV
· If price reaches a new high, confirmation of price strength comes from OBV hitting a new high
· Negative divergence of Price and OBV warn of a potential reversal


2. Volume Related Oscillators

· Oscillate between an upper and lower bound.
· A move to high upper bound level  “overbought” condition
· A move to a lower bound level  “oversold” condition
· More useful in trading range markets
·  Used for divergence analysis, trend lines and sometimes pattern analysis

	Volume Oscillator 

· A ratio between two moving averages of volume 
· Used to determine when volume is expanding or contracting
· Expanding volume implies strength in the trend, contracting volume implies weakness in the trend
· Useful for confirming trend & giving advanced warning in a trading range of direction for the next breakout

	Chaikin Money Flow
 
· Uses the accumulation/distribution calculation for each day
· Calculated by summing the ADs (accumulation/distribution) over the past 21 days and dividing the sum by the total volume in each day
· Produces an oscillator that rises above zero when an upward trend begins and declines below zero when the trend turns downward

	Volume Spikes

· Usually a sign of a strong support or resistance level or a sudden change in information (gap) or action breakout
· Most common at the beginning and end of a trend


Momentum 

Momentum is the measure of the velocity of price movements, rather than price 		movements themselves  momentum leads price action
· The rate of change in price or how steeply the trend line is sloping

· Momentum describes many different types of indicators:
· ROC, MACD, Stochastic, RSI (Relative Strength Index)
· Momentum indicators/oscillators provide leading signal generators and confirms price


Momentum Oscillators work in these ways:

· Oscillate between an upper & lower bound
· A move to a upper bound level creates “overbought” condition 
· A move to a lower bound level produces an “oversold” condition
· Indicates divergences between momentum and price trend  gives leading indication to price trend change
· Crossing of midpoint line gives signal of trend change; crossover of lines 

Other Uses of Momentum Indicators: 

· Utilize trend lines, pattern analysis and helps validate breakouts
·  Used to generate entry and exit signals but always with respect to trend direction  therefore secondary to price analysis 
· Very useful in non-trending & trading range markets 


Theory about Momentum:
· Divergences: when momentum fails to confirm the price trend
· Negative Divergence: price hits a higher high, but momentum oscillator hits a lower high
· Positive Divergence: price hits a lower low and momentum hits a higher low
· Overbought: prices are noticeable above the central trend, and hit the upper boundary level of a momentum oscillator
· Oversold: prices are noticeable below the central trend, the lower boundary level of a momentum oscillator 


Different Types of Momentum Indicators/Oscillators


1. MACD – Moving Average Convergence Divergence

· Uses two lines; MACD and signal line plotted together below a price chart.
· Standard MACD uses the 9, 12, 26 period EMAs
· MACD above the 0 line (short term EMA > long term EMA) = upward trend


· MACD line calculated by finding the difference between two exponential moving averages (EMAs) of closing prices; last 26 and 12 periods (faster EMA line).
· Signal line is the 9-period EMA of the MACD line (this is the slower EMA line, which is the moving average of the difference between 26 & 12).
· Histogram is the difference between the MACD and its signal line 
· The MACD is useful in trending markets because it is unbounded.
How to use MACD:
	
	Buy/Sell signals:
· Buy signal: MACD line crosses the signal line from below & both lines are below the 0 zone. 
· Sell signal: MACD line crosses the signal line from above 0 zone

	Overbought: when both lines are far above 0 line
	Oversold: when both are far below the 0 line



2. ROC - Rate of Change

· Measures amount a stock price has changed over a given number (N) of periods
· Simplest oscillator but has many problems. Suffers from drop off effect, only two prices appear in calculation, these prices are equally weighted.

ROC = Price today – Price N periods ago    x 100
Price N periods ago
How to use ROC

· Buy signal: when the ROC crosses the 0 line from below. 
· Sell signal: when the ROC goes lower from above overbought level
· Overbought / oversold bounds.
· Divergences: between highs/lows of ROC lines and highs/lows of price.


3. RSI – Relative Strength Index 

· Measures current price action relative to its past action
· Bounded by the range of 0 – 100.
· Uses a smoothing method and a 14 period RSI. 

RSI = 100 – 100
                       1 + RS
                         Where:
RS = Average of x day’s up closes
        Average of x day’s down closes

How to use RSI
 
· Overbought /oversold: (Overbought:  Above 70, Oversold:  Below 30)	
· Strong trending markets can stay overbought or oversold for long time and because oscillator moved to the upper/lower bound, may not sell/buy
· Be careful with trending stocks because in bull markets, the RSI is usually above 50 and RSI ranges from 55 – 85, bear markets 25 – 60.
· Failure swings:
· Top Failure swing: When a peak in RSI over 70 fails to exceed a previous peak in an uptrend (may signal a top) – RSI’s second peak with a lower high 
· Bottom Failure swing: When RSI in a down-trend (under 30), fails to set a new low and then proceeds to exceed a previous peak (may signal a bottom)
· Divergences: exist between highs/lows of RSI lines and highs/lows of price.


4. Stochastic Oscillator

· As prices increase  prices at the upper end of the price range
·  In down trends  price tends to be near the lower end of the range.
· Measures current closing price versus defined past window of prices. 
· Works best in trading range markets, but still good in trending markets
· Signals the same as for other oscillators.
· %K and %D lines.
%K = 100 x   (Close –Low)
                          (High – Low)
· Fast %D = is the 3 period SMA of the %K line (fast Stochastics)
· Slow % D = is the 3 period SMA of the % D line (slow Stochastics)
 
How to use Stochastics
 
· Overbought / Oversold (0-100): Overbought (+80) / Oversold (-20)
· In trending markets: divergences, pattern recognition & failure swings
· In trading range markets: crossovers, overbought/oversold & failure swings
· Top Failure swing: When a peak in stochastic over 80 fails to exceed a previous peak in an uptrend (this may signal a top).
· Bottom Failure swing: When stochastic is in a down trend (under 20), fails to set a new low & then exceeds a previous peak (this may signal a bottom).
· Divergences: between highs/lows of Stochastic and highs/lows of price.

Conclusion

· A major source of confirmation is from momentum.  
· Strong momentum suggests a trending market and weak momentum suggests a consolidating market.
· The analyst looks for the beginning of a trending market and because momentum tends to lead price direction, they are often useful in warning of such a change.
· Oscillators are more useful in trading range markets as overbought/oversold indications.  In trending markets they are more useful as warnings of a trend change.  In strong trends they tend to be skewed in the direction of the trend and therefore fail to provide reliable entry signals.

Lecture 8 - Trading Systems - 3%

Designing a System


1. Discretionary: Trading entry & exists chosen subjectively by intuition & gut instinct
· Disadvantage: Your gut is many times wrong! Most people go broke or burn out, excitement & being right is more important than making profits 

2. Nondiscretionary: Trading entry & exists determined objectively by signals (computer generated)  a system that runs itself based on data
· Advantage: Many successful traders use this, removes the emotion from trading, determine the decision rules and the system goes, can back test results, prevents large losses and the risk of ruin. Mathematical edge. 
· Disadvantage: Operation is sometimes boring, requires periodic updates and adjustment will history always repeat…



4 Things to Consider when Trading

1) What type of strategy are you using?
Trend following – Moving average crossover system.
Counter-trend, reversion to the mean – Selling overbought markets
Swing trading – Taking short-term fluctuation in direction of trend 


2) Determine a trend filter 
-The trend is the basis of all profits
-Before determining an entry technique, you must properly define the trend – regardless of your approach.
-Some entry rules include a trend direction – ex: N-day breakout. 
-Ex: would be to buy a stock when prices exceed the highest high of the past 20 days if today’s close is greater than the 200 day moving average. This ensures news highs are in the direction of the longer-term trend. 

You thought getting in a trade was hard?
· Selling is harder, what conditions will end a trade
· A system must identify; 1) Initial stop, 2) Trailing stops, 3) Profit Target(s), 4) Time stops, 5) Opposite signals 

3) Data and market selection
· Portfolio to test on – stocks, ETFs for futures & forex?
· Time period to test – 1 year, 10 years ?
· Time frame to test -daily, weekly etc..?

4. Analyzing Results
-Are the historical results representative of a “good” system
 - Results to calculate – See assignment for details
- Possible adjustment to the system – 1) Abandon system completely 2) change in parameters for entry or exit criteria 3) change in trend filter 
- Need for money management: If not, risk of ruin



TURTLE SYSTEM

· Examining the rules for an N-day breakout.

· Entries:  opposite rules for short entries
· Buy 1 unit if price > highest high of past 20 days by 1 tick. 
· Buy 1 unit if price > the highest high of past 55 days by 1 tick. 

· Stops: Opposite for short positions
· Initial Stop: No trade could incur more than a 2% loss of the account value
· Trailing stop: 
· System 1 – exit prices exceed the lowest low of the past 10 days
· System 2 – exit prices exceed the lowest low of the past 20 days
· Targets: None











Lecture 9 - EWT, Fibonacci & Gann - 6%

EWT (Elliot Wave Theory) 

· States that stock prices are governed by irregular cycles founded upon the Fibonacci series (1-2-3-5-8-13-21…). 
· Impulse waves (move with trend)  waves 1, 3, 5
· Corrective (counter trend) waves against trend  A, B, C
· 5 motive waves, (waves 1,2,3,4,5) 

In Bull Market 

· The 5 wave up-trend is then corrected and reversed by 3 wave counter trends. 
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In Bear Market

· The same 5 – 3 wave patterns - upside down 
[image: ]
	






· The other important thing you have to know about the Elliot Wave Theory is that each wave is made of sub-waves.  Do you see how Wave 1 and all impulse waves are made up of a smaller 5-wave impulse pattern and Wave 2 and all corrective waves are made up of smaller 3-wave corrective pattern? Each wave is always comprised of smaller wave patterns (they are fractal). 

3 Corrective Waves

· 1. Zig zags: A-B-C, A & C impulse, B corrective
· 2. Flats: A-B-C moves sideways with overlapping sub waves
· 3. Triangles: Like triangle patterns with five waves A-B-C-D-E
EWT Basic rules (Can’t be broken)

· Wave 2 may not break below the origin of wave 1
· Wave 3 is never < wave 1 and 5, but does not have to be the longest wave
· Wave 4 cannot overlap the termination of wave 1 

EWT Guidelines (not always expected)

· Alternation: Types of corrective waves in wave 2 and 4 alternate			 (a flat is followed by a zig-zag, or triangle)
· Equality: At least 2 of the 3 impulse sub waves in a 5 sub wave sequence are often equal in length (i.e. waves 1 and 5 usually are equal in length)
· Truncation: Occasionally 5th wave fails to exceed the 3rd and gets “truncated.”

Projected targets and retracements using EWT

· Channel lines can be drawn connecting waves 1 & 3, parallel to trend line starting from low of wave 2 & can be used to forecast waves 4 & end of wave 5
· Corrective waves tend to correct approximately 61.8 or 38.2% of their corresponding impulse waves and are related to each other
· Impulse waves tend to be related to each other in some manner by 2.618,1.618, 0.618 or 0.382 (Fibonacci retracements)

Using EWT

· Difficult to interpret, especially corrective waves
· Tendency to over analyze 
· Waves are fractal
· Waves known after the fact
· Wave movements are related to the Fibonacci ratio

Golden Ratio – The Divine Ratio / Proportion, (Fibonacci Ratio)

· 1.618 Φ (Phi); The ratio of any number in the Fibonacci sequence divided by the next lower number approaches this ratio
· Reciprocal=0.618, 1.618*.618 = 1, add square of each Fibonacci # gives sequence
· Gives us Fibonacci retracement levels 38.2%, 50%, 61.8%, 100%

Gann

· Forecasted time and price: Time is more important than price
· Price targets according to cycles and degrees of a circle & fan lines
· Time from cycle high/low, to the next cycle high low can be related


Lecture 10 - Relative Strength & Flow of Funds - 4%


Relative Strength

· The action of a stock, or a group of stocks, is often compared to the market as a whole, so that it can be determined whether or not the stock/group is acting better or worse than the market in general

· RS is calculated by a simple ratio, dividing one market by another
· Ratio is rising = the numerator price > the denominator
· Ratio is falling = the denominator price > the numerator

How to interpret Relative Strength

· If numerator is rising  you buy the numerator and sell the denominator.  
· RS indicates if the stock/group is acting better/worse than the general market trend.
· RS used for inter-market relationships to compare investments, sectors, industries, index averages, etc. to determine which is outperforming the other

· The simplest form of RS is when the daily (or weekly) close of as stock is divided by a market average or index, the latter being most often the S&P 500

· A stock that is moving laterally while the market is trending lower will, by definition, possess a strong relative strength curve. 
· A stock that is moving laterally as the market moves laterally will possess flat, or in-line relative strength trend. 
Relative Strength and Sectors

· Many market sub sectors (gold, oil, banking, pharmaceuticals, technology) can also be charted and analyzed like any other market. You can determine if they are outperforming (a rising RS line) or underperforming (a falling RS line) by dividing them against an industry benchmark such as the S&P 500

· Trendlines or moving averages on the RS lines used to spot changes in trends
· The general idea is to rotate your funds into those sectors of the market whose relative strength lines are just turning up, and to out of the sectors that are down


Flow of Funds 

· Trend and momentum indicators tell us the direction and force of the trend. 

· We look at sentiment and supply/demand indicators to help find the current position in the trend  examine current conditions and effect on stock market

Phases within the Trend:
· At beginning of major uptrend, investors are risk averse (small % of assets in stocks and high % in bonds and cash)

There are 4 major topics in Flow of Funds:

1- Money Available 
2- Availability of Funds Not Currently Invested in the Market
3- The Cost of Funds
4- Influence of the U.S. Federal Reserve’s Policy on these variables
1)  Money Available
a. Money Market Mutual Funds 
		Shows liquidity or illiquidity available to the stock market.  However, 			having large amounts of cash available for investment does not necessarily 		mean that the funds will be committed to stock market, though it can be.  
b. Margin Debt

	The amount of funds that customers at brokerage firms borrow to buy 		stocks. Historically been considered a contrarian sentiment indicator.  	When markets become speculative and attract the less sophisticated/ 	knowledgeable investors who trade on margin, the market is at a top
c. Secondary Offerings
		The number of secondary offerings is a sign of increasing supply of stock 			being sold on the market.  This is usually bearish, for two reasons.
I. First, it is a sign that more supply is coming into the market, soaking up available funds.  This excess supply pushes prices down
II. Secondly, the sellers who are usually insiders, are liquidating.  These insiders will try to sell at prices that they feel are relatively high


2) Funds Outside Security Market
a. Household Financial Assets 
  
	-The ratio of liquid family assets (cash, bank deposits, mutual funds) to 	illiquid assets (pension funds, retirement accounts, life insurance).
	- A ratio of liquid financial assets to total assets shows us how liquid 	families are in raising cash if they need it. More liquid = more stocks 

b. Money Supply 

	-Expansion in money supply is a measure of potential demand for stock.  	Increase in money supply = increase in economic growth and productivity
	- M2 is used for indicator. If ratio of current M2 to a ratio of its 12-month 	moving average rises  is viewed as being positive for the stock market.  
	
c. Bank Loans
	- Generally, an increase in loan activity is a sign of increased business 	activity. Also viewed as a sign of increased speculation. When loan 	demand increases it puts an upward pressure on interest rates.


3) The Cost of Funds
	a. Short Term Interest Rates 
	- If rates increase, investing in interest bearing securities become more 	attractive than investing in equities  higher return without risk
	- The expected equity return > short-term interest rate to attract investors. 

	b. Long Term Interest Rates (Bond Market)
	- Long term IR related but not perfectly correlated to short-term rates. 
	-  Historic relationship between the stock market and long term bonds is:
· Long-term bond prices move in same direction as the stock market (remember inverse relationship between bond prices & IR) so long term rates move opposite direction to the stock market 
c. Misery Index 
	- The misery index is an attempt to measure a country’s social & 	economic cost of high inflation and unemployment.  
	- A high misery index indicates investors are in a stressful market 	environment and a poorly acting stock market




4) The Federal Reserve Policy
The Federal Reserve is the independent federal organization that determines and implements monetary policy for the United States.  The Fed’s policy regarding the money supply determines short-term interest rates. Can adjust money supply: 

1. Changing the amount of reserves that banks are required to hold 
2. Changing the discount rate
3. Buying & selling US treasuries 
· Fed uses third tool most often.  When the Fed buys securities, it adds money to the banking system.  Since banks have more cash in their reserves, they are more likely to make loans, and interest rates tend to fall  
THREE STEPS AND STUMBLE
· This rule states that whenever the Federal Reserve raises either the federal funds target rate, margin requirements, or reserve requirements three consecutive times without a decline, the stock market is likely to suffer a substantial, perhaps serious setback.
TWO TUMBLES AND A JUMP
· This rule is the opposite of the previous one.  Here, if there are two consecutive declines or tumbles in the fed funds target rate, margin requirements and reserve requirements, stock market tends to rise as a result.
YIELD CURVE 
· Shows the relationship of short term, medium term and long term bonds. It can be upward sloping, flat, and downward sloping. It has an acceptable record of anticipating major stock market turns.  
There are two types we will discuss:
1) Normal yield curve: Upward sloping (longer term rates greater than shorter term rates)
· Banks are profitable and make money on the spread
· Favorable for the stock market
2) Inverted yield curve: downward sloping (shorter term rates greater than shorter term rates)
· Unfavorable for the stock market, and may predict a recession.

Lecture 11 - Selection of Markets and Issue - 5% 

Choose the right Market (Security) to trade based on:

Costs 
· Time consumption, opportunity costs & set up costs 		(PC, high speed internet or chart service)
· Commission, slippage, missing orders in fast markets, errors.

Personal risk tolerance
· Leverage use; futures vs. stocks, going on margin. 
Suitability 
· Based on your experience and personality. 
Volatility
· The more volatility the higher the potential profit but the greater the potential costs. Low High risk is where most profits made
Liquidity
· Ability to transact a large number of shares without bringing about a large price change. Depends on bid-ask size
Volume
· You want issues with heavy volume that have liquidity. 

3 Types of Trading for different Time Horizons

1. Scalping
· Extremely short term (minutes) and fast paced.
· Taking very small profits between bid-ask spreads and accumulating liquidity credits. Requires time & experience
2. Day trading
· Trading & closing all positions by end of day (no overnight risk)
· “Screen trading” by using intraday technical analysis signals.
· Very short-term minute and hour bars are used.
3. Swing trading
· Catching small trends/counter trends over several days or weeks.
· Less experience required and less time consuming
· Entry and exits can be predefined using pivot points, 2 bar patterns, candle patterns, crossovers etc.
Two Approaches for Stock Selection

1. Top Down  Market Type (stock/bond)  country  industry  security

· Based on relative strength analysis & inter-market relationships
2. Bottom Up  Security  Industry Sector  Country 

· Security selection first based relative strength & additional screening criteria

Relative Strength

· Based on the notion that strength just like trend continues.
· Well tested, in fact is a strong argument against RWH. 
· Ratio is determined between two investments, sectors, industry groups, indexes, etc, to see which is outperforming the other. Examples:
· Relative strength ratio:     Sector		   Stock
				    Stock market	   Industry


Other Measures of Relative Strength

Percentage change: 
· Use a 6-month price change to determine relative strength.
· Stocks are then sorted based on relative strength. 
Trend Slope Method 
· Calculate the slope of each stock’s price curve in percentage terms over a specified period through a linear regression. Stocks are then ranked by their slope.
Levy method
· He first calculated the ratio of a stock’s current price / 131 trading-day moving average, he later changed to using the 6-month moving average. 
· He then ranks this ratio against the same ratio for all other stocks.
· He concluded that relative strength is a better selection process in bull markets.
Stock Screen Selection Methods of the Pros

Kirkpatrick
· Calculated relative price ratios i.e. P/S, 6 month RS, for all stocks & compared
· Used a multifactor investment model of the above relative rankings.
· This strategy outperformed the S&P 500 by 4:1 over the last 27 years.
Value line
· Uses a proprietary relative strength ranking 1 to 5 to rank “timeliness of stocks”.
· Also additional factors as; earnings trends, recent earnings, earnings surprises. 
· Outperformance of 16:1 vs. S&P 500 since 1965.
Wyckoff
· He believed stock prices were determined solely by supply & demand, and influenced by wealthy individuals and large institutional insiders. 
· He used many tools; bar charts, P&F charts, relative strength, volume.
· Believed markets travelled in waves & calculated % price changes from wave highs/lows. Selected stocks that are strong in up trends and weak in down trends
O’Shaughnessy
· 12 month relative price strength was the factor that consistently beat the market. 
· Also studies factors such as; Mkt cap, P/S, P/B, P/S, dividend yields, earnings, ROE and developed multi-factor investment strategies.
· Developed many different multi-factor models on different investment styles
O’Neil - CANSLIM
· Technicals & fundamentals hand in hand  focuses on “leading” growth stocks
· Stocks are ranked according the calculation of 12 month relative price strength, with 3 month price strength weighted more heavily in percentiles from 0 -99
· Uses a 7-8% strict stop loss rule.
· Hold position if stock rises greater than 20% within 1-3 weeks.
· Buys the pattern breakouts within 5% of breakout price. 
· Patterns used: Cup & Handle Saucer, Flat Base & Double Bottom
· Cup and handle/saucer
· Flat base 
· Double bottom
· Allow for a minimum of 7 weeks for a pattern to develop

CANSLIM – The Fundamentals

C    Current Quarterly Earnings
· +25% or more in recent quarters
· Research shows earnings growth is No. 1 indicator of a stock's potential to make big gains. Look for stocks with strong current & historical results
A    Annual Earnings
· +25% or more in each of the past three years
N    New Product, Management, Highs
· Explosive stock growth doesn't happen by accident. The biggest stock winners had new products, new management or new high conditions in an industry 
S       Supple & Demand
· The most basic economic principles is the law of supply & demand 
· The law of supply and demand is what’s driving those new highs.
· Strong demand for a limited supply of available shares will push a stock's price up. An oversupply of shares & weak demand causes the price to sag
L      Leaders: Choosing To Win
· Steer clear of stocks that are laggards. In the stock market, that sad-looking stock at the bottom of the pack often just falls further behind the leaders.
I       Institutional Sponsorship
· Big institutional investors, like mutual funds, hedge funds, banks and insurance companies, are the driving force behind much of the trading activity in the stock market.
M     Market Direction
· Buying a stock during a market downturn can be like trying to swim against the ocean tide: You might make some progress, but the going will be tough and a big enough wave of selling could drown you


CANSLIM – The Technicals

· The BASES:
· Before a stock can launch a big price run up, it must have a solid base pattern to build upon. 
· Institutions can’t hide their tracks.
· Institutions play defense at the 50 day moving average
· When to sell and cash out? Is it acting right? The big money is in the sitting






Lecture 12: Inter-market Analysis - 7%

· Basic notion is that all financial markets are linked in some way
· All financial markets linked bc they’re all manifestations of the economic cycle
· Economic cycle affects a market 1 way or another and all affect each other
· The 4 market groups involved:  currencies, commodities, bonds, and stocks

	
Stock vs. Bond Cycle - 5 phases 

1. Bonds UP, Stocks DOWN - economy is weak  bonds > stocks for a while
2. Bonds UP, Stocks UP - stocks start to move up because of lower IR gets investors to buy in hopes of improved economy, therefore, more earnings 
3. Bonds DOWN, Stocks UP - economy now strengthening, increased credit demand
4. Bonds DOWN, Stocks DOWN - higher IR cause investors concern of economic activity, therefore, earnings will soon weaken 

Commodities & Bonds

· When looking at commodities, always look first to gold because it’s a leading indicator and a gauge of expected inflation 
· More representative benchmark is the CRP Index, oil is a good proxy
· Inverse relationship between bond prices and commodities 
· Rising commodities prices indicates economic strength & early inflation warning 

Commodities & USD

· A ↑ USD signals a decrease in future inflation  commodities selling off, which is in turn good for bonds and stock markets
· A rising USD also negative for commodities since many are priced in USD
· A ↑ in CRB index bad for bond & stock markets as it signals increased inflation and possible increases in interest rates 

Commodities, Bond, Stocks

· Please note the inverse relationship between commodities and bonds/stocks holds true during inflationary & disinflationary periods, but not necessarily during deflationary periods 
· In a deflationary environment, decreasing commodities are generally positive for bonds, but not necessarily good for stocks 

Disinflationary scenario: Commodities ↓, Bonds ↑, and Stocks ↑

Deflationary scenario: Commodities ↓, Bonds ↑, Stocks ↓

USD & Multinationals


When USD ↓ = multinational earnings ↑ because:

· ↓ USD means that US goods are more attractive overseas
· Products sold overseas will have to be converted back into a weaker USD, which in turn results into a bigger bottom line

When USD ↓, drug stocks do well, because:

· Most of their sales are derived overseas

Small Cap Stocks generally domestic, where as Multinationals are usually larger. Therefore, small caps are not as impacted by currency swings as the large caps
	
	USD ↑ favours small caps
	USD ↓ favours large caps


Summary of Relationships

· Bond prices & Stocks trend in the same direction
· Bond prices change direction ahead of stocks
· Commodities trend in opposite direction of bonds
· USD trends opposite to direction of commodities (USD ↓ & Commodities ↑)
· ↑ USD is good for US stocks & bonds
· ↓ USD is bad for US bonds & stocks, when commodities are up
· Bonds decouple during periods of deflation (bonds UP, stocks DOWN)

















Lecture 12 - Sentiment - 4%


Sentiment is defined as the net amount of any group of market players’ optimism or pessimism reflected in any asset or market price at a particular time

· When a stock/commodity is trading considerably above/below intrinsic value, the difference of deviation from that value will have a sentiment
· When emotion becomes excessive and prices deviate from the norm, a price reversal is usually due, a reversion to the mean

	The market is made up of 3 types of players

1. Uninformed - majority of the players; public at large, those who buy at peaks & sell at market bottoms  even professionals… timing of actions makes them uninformed
2. Informed - act in a way that is contrary to the majority; tend to sell at tops and buy at bottoms  informed usually act correctly
3. Liquidity - 

	
	Crowd Behaviour: 
· People tend to conform to the group  fear of rejection, hostility…
· People feel secure in accepting opinions of others or “experts”, 
· As people follow, extreme buying or selling  pushing prices to extreme levels = crashes or bubbles

	Contrary Opinion:
· School of thought in investing that’s opposite of crowd behaviour
· Doing opposite of majority is doing; ex: sell when majority buying 
	


Sentiment Indicators:
· Data sets that give TAs idea on how much prices at emotionally excessive levels  potential future reversals in trend can be better anticipated
· More useful in analyzing markets than individual stocks & good for bottoms








How is Sentiment of Uninformed Players Measured?


I. Sentiment Indicators based on Options and Volatility 
· Call buyers  bullish view of the market or individual stock
· Put buyers  bearish view of the market or individual stock


A. Put/Call Ratio  Total Volume of Puts / Total Volume of Calls (in a day)

· If Put/Call ratio is high, more puts being traded than calls, which means the market participants are more bearish
· Contrarian approach: if put/call ratio is high (> 0.8), meaning majority bearish, market actually should rise

B. Volatility

· Historical volatility is the standard deviation of prices in a security about its mean over some marked period
· Mean reverting: when it gets out of line from where its been on average, can assume it returns to its mean
· High risk is at periods of stress/emotion/etc. in bottoms
· Low risk occur during market rises and market peaks when emotions are calm, content and relaxed 
· VIX: implied volatility for S&P 500  if VIX trades high, some sort of a sell off & when it trades low, the market tends to increase
· VIX rises exponentially if markets under selling pressure


II. Polls 

· A straightforward way of gauging market sentiment is simply to ask the players if they are bearish or bullish 
· Poll results are contrary indicators because they express optimism at market tops and pessimism at market bottoms

A. Advisory Opinion  investor intelligence reads 120 investment advisory newsletters every week and sees % that are bearish & bull
B. American Association of Individual Investors (AAII)  weekly poll from its 150,000 members on what they believe market will do
C. Consensus Bullish Sentiment Index  an extensive mix of both brokerage house analysis & independent services to make CBSI
D. Market Vane polls 100 leading commodity trading advisors for opinion of futures markets: stocks, T-bonds, gold, silver, Yen, oil, etc.
E. The Sentix Index  A comprehensive poll of German investors views on the German, US & bond markets. Poll 3100 participants on opinion
F. Consumer Confidence Index  producers of the index of leading economic indicators, each month reports on consumer confidence (5000 US households  US economy for example, contrary indicator


III. Other Measures of Contrary Opinion

· Mutual Fund Statistics: Since mutual fund investors mostly from uninformed public sector, stats often useful in determining what uninformed thinking

A. Mutual Fund Cash as a % of Assets
· Mutual fund cash holdings are contrary indicators of stock market  high level of cash usually occurs at bottoms

B. Margin Balances
· Margin debt should reflect what the uninformed investor is doing (margin debt made of individual investors taking debt to speculate on the market)

C. NASDAQ to NYSE 
· A ratio of volume traded on the NASDAQ relative to NYSE is a measure of speculation. As enthusiasm for speculative stocks increase, volume traded on NASDAQ increases relative to the NYSE
· The peak in market tends to coincide with the peak in this ratio, and bottom of trend occurs after bottom of the ratio

D. Uninformed Short Selling:
· Generally short selling has been used as a contrary indicator. Short interest ratio  total stocks sold short/average volume for the month 
· When percentage of short sales to total trades increases, indicates a bearish extreme and market is likely to rise 

IV. Unquantifiable Contrary Indicators

A. Magazine Covers Theory:
· The media covers the news with a strong bias. If stock market is high & ready to decline, media unlikely to report this POV. Instead emphasize the fact market is strong




How is Sentiment of Informed Players Measured?

When basing our decisions on informed players, we want to mimic their actions. As opposed to taking a contrarian view like we do with uninformed players

A. Insiders:
· The ultimate informed players. No one knows their business, industry or company like an insider. Insiders must report transactions within a month 

B. Sell / Buy Ratio:
· Total number of insider buy & sell transactions for each company, the percentage change in insider holdings, unanimity of transactions in each company & reversals in transaction patterns and very large transactions
· Total # of insider sales / Total # of insider buys 
· If > 2.25 = bearish & if < than 2.00 = bullish

C. Large Blocks:
· Tends to be transacted on behalf of professionals or informed players. Large institutional clients transact these blocks, and most often whether they are buying or selling has a say what will likely happen in the future of the stock 

D. Commitment of Traders (COT) Reports
· CFTC (Commodity Futures Trading Commission) publishes COT weekly report that shows open interest in 3 categories: 1) reportable positions of non-commercials (large speculators) 2) reportable positions of commercials (hedgers) & 3) non reportable positions (small traders)
· The large commercial traders are the informed players
· Small traders are the uninformed players
· If large commercial traders buying & small traders selling, good indication that prices will rise and vice-versa
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