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Founded in 1807, John Wiley & Sons is the oldest independent publishing company in the
United States. With offices in North America, Europe, Australia, and Asia, Wiley is glob-
ally committed to developing and marketing print and electronic products and services
for our customers’ professional and personal knowledge and understanding.

The Wiley Trading series features books by traders who have survived the mar-
ket’s ever-changing temperament and have prospered—some by reinventing systems,
others by getting back to basics. Whether a novice trader, professional, or somewhere
in-between, these books will provide the advice and strategies needed to prosper today
and well into the future.

For a list of available titles, please visit our web site at www.WileyFinance.com.
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~ APrimeron
-~ Chart Setups

trader. I have been involved in trading for a quarter-century, and during almost

that entire time, I have used charts and technical analysis as the basis of my
investing decisions. This book endeavors to show you meaningful, clear examples of
the most powerful chart patterns so that you can commit them, and their importance,
to memory.

Technical analysis is the study of past price movement for the purpose of predicting
future price movement, which, if done correctly, can lead to substantial trading profits.
The prices studied are typically those of financial instruments such as stocks, commodi-
ties, and foreign currencies. But no matter what market is being studied, the underlying
principles are the same. Specifically:

This is a book about chart setups and how they can make you a more profitable

¢ A price chart is the most perfect representation of the balance of buyers and sellers
for any given entity.

* Prices tend to move in trends and patterns which, based on historical analysis, can
lead to statistically meaningful probabilities of future price movement.

¢ The skilled examination of a price chart can guide a trader as to how long he should
remain in a trade and when he should exit.

No matter what you trade, technical analysis can make you a better and more prof-
itable trader. Price charts will consistently provide the most truthful picture that can be
had of a tradable object, because everything that can be publicly known or speculated is
already built into the graph. You will never get the same pure representation of a stock
(or anything else) from a broker, a newsletter writer, or an analyst. A chart is as good as



4 AN OVERVIEW

it gets. How much good that chart can do for you depends on your own skill and objective
analysis.

THE BULLS VERSUS THE BEARS

Before we get into price charts—and there will be hundreds of them in this book—let’s
examine the basics about what forms a price chart in the first place: sellers (the supply)
and buyers (the demand). It should also be noted at the outset that almost all the exam-
ples in this book will be of stocks, but the same rules and methods are appropriate for
any form of financial instrument.

When buyers are more powerful than sellers, prices move up. When sellers are more
powerful than buyers, prices move down. This tug-of-war, in these simple terms, is be-
hind the trillions of dollars that get traded every week of the year. Buying power rep-
resents an excess of demand which will, because of simple market dynamics, inflate
price levels.

What many people tend to forget is that every time a trade is placed, each side be-
lieves that they are right and the other side of the transaction is wrong. When person A
buys stock from person B, person A believes the stock is going to go up in price (mean-
ing B is selling too cheap) and person B believes he would rather have the cash than the
stock (meaning A is buying an overvalued, or at least fully valued, stock).

As a group, the individuals who believe a given instrument is going to move higher in
price are the bulls, whereas the opposing camp, believing prices for the same instrument
will drop, are the bears. And the war between the bulls and the bears, fought over many
thousands of different stocks, options, and commodities every day, is what creates price
movement. Analyzing that movement with skill is what will give you a substantial edge
in the markets you trade.

This book seeks not so much to interpret what those wiggles of movement mean.
Instead, it seeks to illustrate for you, with example after real-life example, how these
patterns as a whole have played out in actual trading. History tends to repeat itself,
and recognizing the meaning of a well-formed pattern will be a great ally in your
trading career.

The astonishing thing about technical analysis is not only how far out its predictive power
goes, but also how, even with a future full of unknowns, it still seems able to see its
way clear to make a meaningful prediction. A staggering number of great forces can
wreak havoc with financial markets—scandals, war, governmental chaos, interest rates,
terrorist attacks, earnings surprises, the social climate, financial meltdowns, and so forth.
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Through it all, the knowledgeable chartist can see what others cannot see and know what
seems unknowable.

Let’s take a real-life example with a very long timespan: the Dow Jones Industrial
Average over a period of more than a century. Figure 1.1 has two Fibonacci fans drawn
on it (don’t worry if you are not familiar with that term,; it is explained later in this book).
These fans are drawn from an extreme low to an extreme high. The first is drawn from
the low in 1903 (called the Rich Man’s Panic) to the peak of the Roaring Twenties bull
market in 1929. The second is drawn from the depths of the depression in 1932 to the
peak of the Internet bubble in January 2000.

1900 1905 1910 1915 1920 1925 1930 1935 1940 1945 1950 1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005

FIGURE 1.1 The Dow Jones Industrial Average from 1900 to 2005, enhanced with two
Fibonacci fans.

There is a variety of astounding things to note in this chart:

* The point where the two major lines intersect in 1974 predicted the precise bottom
of the massive 1973-1974 bear market.

* The steady climb from 1990 to 1995 was perfectly bounded by two of the fan lines.

e Most impressive of all, the ultimate market top in 2000 was established by the first
fan (which, remember, began 97 years before).

Figure 1.2 is a close-up view of late 1999 and early 2000; as you can see, the almost
century-old fan line creates impressive resistance to these prices moving higher on four



