
Chapter 2: Basic Technical Analysis and market psychology 
 
2-1 Price, Technical analysis, and market emotion 
 

Before we dive into the world of technical analysis, a few terms ought to be 
clarified for the sake of understanding. The first thing we see when we come to the 
markets is price, and the movement of price is what the trader bets on the make a living. 
So, what is price? Take for example the price of the stock of Intel, one day it is $27 and 
the next day it is $28. Day by day, there is no significant change in the company, they 
are still making the same cash flow, same book value, same assets, so what is the 
difference? The fluctuations of the price of stock has little relevance to the company it 
represents. As economists would have it, and it is very much true in the market; price is 
the intersection of supply and demand curves. There are 3 groups of traders in the 
market: buyers, sellers, and undecided traders. Buyers want to pay as little as possible, 
and sellers want to charge as much as possible. If each group insist on having their way, 
no trade takes place, no trade means no price, only quotes. A trade only occurs when 
there is a meeting of two minds, a momentary consensus of value. Price is a 
psychological event, a momentary balance and agreement of opinion between the buyer 
and seller. Short term price swings are the result of the ebb and flow of the emotions of 
all the people in the market. Hence, the patterns of prices and volume reflect the mass 
psychology of all the participants in the market. Technical analysis is the study of the 
past patterns of mass psychology in an attempt to predict future price fluctuation. There 
was a group of researchers led by Brock who did extensive testing with moving average 
indicators and many other popular technical trading rules on a very long data series of 
the Dow Jones Industrial Average index from 1897 to 1986. Their conclusion is that 
“technical rules have predictive power. However, transactions consists should be 
carefully considered before such strategies can be implemented. In Sum, it is quite 
possible that technical rules pick up some of the hidden patterns. Why such rules might 
work is an intriguing issue left for further studies”(Brock,1992). Inspired by Brock and 
partner’s work, similar technical trading rules were also tested on UK market data by 
another group of researchers in UK. Their results show that “technical trading rules also 
have predictive ability in terms of equity market in UK” (Hudson,1996). Through my 
own belief and the opinions of my co-workers at the trading desk, we believe technical 
analysis works better for shorter time frames, and fundamental analysis tend to be well 
suited for longer time frames. There is a joke regarding applying fundamental analysis 
in the short term amongst technicians. It goes like “What do you call a person applying 
fundamental analysis in short term trading?” The answer is “an insider trader”. Whether 
technical or fundamental, one must realize that the level of randomness in the market 
guarantees that there does not exist a method that always works 100%. Hence it is 
important to practice money management, keeping bets small, and steadily grow equity.  



 
2-2 Efficient Market Theory 
 

While it is emotions that cause the market price to fluctuate, the trader controls his 
emotions and calmly exploits the crowd behavior resulting in price swings, trading 
against the inefficiencies of the market to turn a profit. Speaking of “inefficiency”; there 
exists “The Efficient Market Theory” which proposes the existence of the free market 
will totally discount the value of goods, and it is impossible to consistently outperform 
the market by using any information that the market already knows. This theory totally 
refutes what the trader is doing, which is to basically seek to outperform the market 
consistently by trading the inefficiencies. The efficient market theory incorrectly 
assumed that all market participants are totally objective and logical 100% of the time, 
but the fact is most are knee deep in the market and intoxicated by the excitement and 
fear of the market. Trading is partially rational and partially emotional, just like human 
beings who participate in the markets. Winners brag about their success and their 
overconfidence make them miss profit taking opportunities. Losers, fearful of the 
market becomes overly timid and as soon as his stock ticks down, he sells, missing the 
subsequent ride up. When the stock surpasses his original profit target, he could no 
longer bear the fact that he missed the long ride up as he buys way above his planned 
entry point, and just as soon as he bought, the stock slides and sank like a rock. This 
happens thousands of times to trader all over the world, and there is nothing rational 
about this process. We now realize that it is only in the realm of “theories” to assume 
that each and every participant of the market is logical and rational, the logical flaw of 
the Efficient Market theory is that it equates knowledge with action. Even when market 
information is equally available, not everyone acts on the information thoroughly. The 
market is partially rational and partially emotional, most participants get swept up in 
exciting new hype or depressing fear and lose their rational thoughts. It must be kept in 
mind that although traders capitalize on the fact that the market is inefficient some of 
the  time, it remains a viable truth that the market is efficient most of the time, and this 
is why it is fatal for the trader to try to out-guess the market’s every move, and 
important for the trader to practice discipline and only cherry-pick the best trades to 
execute. 
 
 
 
 
2-3 Market Psychology 

 
The market which we trade in actuality is simply a huge crowd of people, and each 

member is trying to take money away from other members by outsmarting them. Since 



price is the consensus of the crowd at the moment of transaction, all traders are in effect 
betting on the future mood of the crowd, and the mood swings from hope to fear and 
back. Most people are intoxicated by this crowd-induced emotions and deviate from 
their original trading plans and lose money. When you analyze the market, you are 
analyzing crowd behavior. Crowd behave alike in different cultures on all continents, 
human beings to feel a strong primitive urge to join the crowd and “act like everybody 
else” and social psychologists have uncovered several laws that govern crowd behavior. 
When one takes an investment position in a trade, he effectively is joining in a crowd; a 
crowd that believes the price will go up in the future. Crowd mania has been around as 
long as market economy, Market mania goes back as early as Tulip Mania in Holland in 
1634 and the South Seas investment bubble in England in 1720 and as recent as the dot 
com bubble and mortgage backed security crisis.  

 
When individuals bunch up and join a crowd, people behave quite differently from 

when they are alone. People in crowds become more credulous, impulsive, eager to seek 
a leader and react to emotions rather than reason. Sigmund Freud explained that groups 
are held together by the loyalty of members to the leader. In trading, the market trend is 
the leader, this explains buying and selling panics. When traders suddenly see the trend 
they have been following breaks, the trend has “abandoned” them, they dump their 
positions in a panic.  

 
Yet, it is only natural for us humans to join crowds for safety since the beginning of 

time. Loners simply get less food, got killed more, and had less offspring, so the quality 
to join groups have been well bred into humans. Instinctively, in the moments of great 
uncertainty, our wish to join and follow crowds grow. When we trade, we are exposed to 
a high level of uncertainty which prompts us to join the crowd. Human nature prepares 
us to give up our independence under stress. When a trader puts on a trade, he may feel 
the desire to imitate others and overlook objective trading signals. A trader must 
understand how market crowd influence his mind and emotion. The more emotional and 
impulsive the people are, the more active the market. Active, fast moving markets are 
less efficient, and inefficiency creates profit opportunities for calm, disciplined traders. 
This emotional behavior is primitive and easy to predict, and it is the calm trader who 
rationally, and logically exploit the up and down heaves of crowd behavior; to be a 
successful trader, one must think independently, and exploit the patterns of market 
behavior. The trader stays cool and disciplined by sticking to his rules he decided before 
entering the position.  

 
2-4 Random Walk Theory 

 
Speaking of market patters, there is also the school of Random Walk theory. These 



theorists claim that market prices change at random, so basically it is pointless to try to 
predict market movements. This theory also tries to negate the work the trader is trying 
to accomplish, by trying to forecast the market. Obviously, there is a fair amount of 
randomness or “noise” in the market, but the title of the book named A Non-Random 
Walk Down Wall St. runs contrary to the ideology of the Random Walk theory. The 
authors argue that “the random walk does not exist and that even the casual observer 
can look at the many stock and index charts generated over the years and see the trends. 
If the market were random, it is argued, there would never be the many long rises and 
declines so clearly evident in those charts” (Lo,1999). Subscribers to the random walk 
hypothesis counter-argue that past performance cannot be indicative of future 
performance in a semi-strong market economy. Yet, when one thinks about price, which 
is dependent upon human psychology, collective human activity are habitual, which 
then forms the basis of a pattern, and this pattern is then transcribed onto price 
movement pattern with a certain degree of predictability. People have memory, they 
remember past prices, and the memories influence their future trading decisions. With 
the knowledge that there are certain price moment patterns caused by collective market 
opinion, we will now introduce several of these basic chart patterns and their underlying 
implication of mass psychology; which is the basic building blocks of technical analysis. 
Technical analysis is applied social psychology. It aims to recognize trends and changes 
in crowd behavior in order to make intelligent trading decisions. “Technical analysis is 
valuable in the sense that uncertainties arises from underlying information structure. 
And the uncertainties do not all resolve in one period, they pan out over a period of 
time” (Blume,1994). Technical analysis of market data can help forecast market 
behavior by predicting the uncertainties. 



Classical Chart Patterns 
 
The basic chart patterns that will be introduced here are also known as classical 

chart analysis, the reason being is that chart analysis simply require visual evaluation of 
the charts and does not require complicated computer generated indicators.   

 
 

2-5 Psychology of Trend. 
 
Definition of Trend, A trend is s series of price movements that appear to be going 

in the same general direction with minor retreats and advances in the general direction 
with greater magnitude. A trend neither goes up or down, and so we have the uptrend 
and the downtrend (when prices neither goes up or down, we have the trading range 
which will be discussed later). The uptrend is a pattern in which most rallies reach a 
higher point than the preceding rally; most declines stop at a higher level than the 
preceding decline. (Uptrend = higher highs, and higher lows) A down trend is a pattern 
in which most declines fall to a lower point than the preceding decline; most rallies rise 
to a lower level than the preceding rally. (Downtrend = lower lows and lower highs) 

 

Uptrend line, connecting the bottoms of higher lows, also notice the higher highs.  
 



 

Downtrend line, connecting the tops of lower highs, also notice the lower lows. 
 
Ask most people why prices went up in the markets today, and the most popular 

answer you might get is – there are more buyers than sellers. In retrospect, that answer 
may seem illogical, because the matter of the fact is the number of instruments bought 
and sold in the market are always equal. If you want to buy a share a Coca Cola stock, 
the only way is for another person to sell it to you and vice versa. Logically, the number 
of buyers equal sellers; so what causes prices to move? Price move due to change in the 
traders’ mindset; market psychology, change in intensity of greed and fear among 
buyers and sellers. Before we go into the psychology of the trend, let us define the 
market participants. It is well known that people in the market who buy in anticipation 
of the market going even higher are called bulls. Bears are people who anticipate the 
market to go lower, so they sell today into a falling market in anticipation of the market 
offering them a cheaper price to buy back in the future. When the trend is up, bulls feel 
optimistic and do not care to pay a dollar more to buy. The bulls expect the premium 
they paid to still be a bargain, they expect prices to go even higher. Bears feel stressed 
in the uptrending market as the market runs contrary to their expectations, so they only 
agree to sell at higher prices. It is the mindset of the greed of the optimistic bulls and 
fear and defensiveness of the bears that drive the market up into a rally. The stronger the 
emotions, the stronger the rally. On the other hand, when market prices slide, the bears 
are the ones feeling optimistic, they do not care to sell one dollar cheaper, because they 
expect the market to go even lower in the future. In the down trending market, bulls are 
fearful and would only agree to buy at a deep discount. And so the imbalance in the 
opinions of the market participants is what is driving the movement of the markets. In 
this respect, prices often appear to travel along invisible roads, we can identify these 
roads by drawing trendlines. An uptrendline is drawn by connecting the adjacent 
bottoms of an uptrend price graph slanting up. Bottoms are used to identify an uptrend 



because the peaks of rallies tend to be expansive and exaggerated and does not reveal 
the direction of the underlying trend. During an uptrend the declines tend to be more 
orderly. By the same token to identify downtrends a down trendline is drawn by 
connecting the adjacent tops of a downtrend graph for the same reason slanting down. 
The most important attribute of a trendline is its slope, when it slopes up, bulls are in 
control; when it slopes down, bears are in charge. The validity of the trendline can be 
determined by its length and the number of contact points it has with the price. The 
longer and the more contact points it has with the price, the more valid it is. Trend 
following is a lucrative way of trading but no parties last forever, and it is equally as 
important to recognize when the trend has ended. “The breaking of the trendline is one 
of the best early warnings of a change in trend.”(Murphy,1999). In my personal opinion 
and experience, I tend to believe that this rule work better for longer time frames such 
as daily and weekly charts, and less effective in intraday charts. Since trendlines seem to 
be a frequently used and important tool in trading, one may wonder exactly what makes 
a trendline more significant and have greater forecasting ability? There are mainly 3 
qualities that underlie a trendline’s validity and importance. One is the number of times 
it has been “tested” by tested it means in an uptrend, a test means successive dips of the 
price that touch the uptrend line and bounce off, vice versa is true for downtrends. More 
times the trend line has been successfully touched by price, the more valid it tends to be. 
A second trait tend to be the length of the trend line, the longer the trendline, the more 
valid it is. For example, a trendline that has held up for 20 consecutive days is more 
valid than a trenline that was only tested for 5 days, and also a trendline that is spotted 
on a monthly chart is more significant than a trendline spotted on a hourly chart.  
A third quality of the trendline would be its angle, a trendline with a steep angle is 
unsustainable, hence its value of forecasting is greatly reduced, whereas a trendline with 
a flatter angle signals a more steady, sustainable trend that will last a longer time tend to 
have more forecasting value. (Edwards,2001) 
 
2-6 Psychology of Support and Resistance 

 
What happens if prices neither go up or down and trades within a tight range? We 

then have a phenomenon called a trading range. In a trading range, most rallies stop at 
about the same highs and declines stop at about the same lows. The “ceiling” which 
marks the top of a trading range is called a resistance and the “floor” that marks the 
bottom of a trading range is called a support. What is interesting is that when a support 
is penetrated by price movements, it can become the resistance for future price 
movements. And when a resistance is penetrated, it also can become support for future 
price movements. The roles of support and resistance at a particular price level are 
interchangeable. So a week ago, $30 may serve as a resistance for prices, after the price 
penetrated $30 this week, $30 is now a major support for prices. A support is when a 



price level is strong enough to interrupt or reverse a downtrend. A resistance is where 
selling is strong enough to interrupt or reverse an uptrend.  Both support and resistance 
are represented by a horizontal line on a chart connecting several tops or bottoms  

 

 
Supports or resistance are better drawn across congested areas rather than extreme 

prices, because only then will it more accurately reflect the opinions of the majority of 
market participants. Traders buy at support and sell at resistance, when many traders 
trade this way, it makes their effectiveness a self-fulfilling prophecy. Support and 
resistance exist because people have memories. Our memories prompt us to buy and sell 
at certain levels. If traders remember that prices have recently stopped falling and turned 
u from a certain level, then they are likely to buy when prices fall near that level again. 
If traders remember that prices tend to stop rallying and turn down at a particular price 
then, they tend to sell at that particular “high” price level. 2 emotions predominates at 
support and resistance levels; pain and regret. Trader who hold losing positions feel 
intense pain. At the resistance/support zone losers are determined to get out as soon as 
the market gives them another chance. People who missed an opportunity at the 
resistance/support level feel regret and also cannot wait but to take a plunge when the 
market gives it to them at the resistance or support level. When the market trades in a 
trading range, traders are used to buying at lower edge of range (support) and selling at 
the upper edge (resistance). To use hypothetical price levels as example, suppose a stock 
falls from 80 and trades near 70 for several weeks, many believe that it has found 
support and reached bottom. Yet, heavy selling comes in and push the price down to 60, 
smart bulls run fast, bailing out at around 69 or 68. Others who had not escaped will 
have sat through the entire painful decline down to 60. If the price goes back up to 70, 
their painful memory of going down to 60 from 70 will prompt them to jump at a 
chance to get out even. The frantic selling here will most likely represent a resistance 
level. The painful memories are the reason why areas that was support on the way down 



became resistance on the way up and vice versa.   
 
At support zones, bulls who feel regret of not buying more, now has the chance to 

load up on more, because it is ready to bounce up, and bears who feel intense pain due 
to their losing positions are given a chance to unwind their positions at supports by 
buying. At resistance zones, bears who feel regret of not selling more can now sell more 
because prices have risen up in the past, a great chance for profit and bulls who have 
been losing due to their positions is now given a chance to get out of their positions by 
selling. A common form of resistance or support is in the very well known double top or 
double bottom, which signifies the end and reversal of a trend, if the future tops are 
higher than previous tops then the trend continues, if two tops coincide in height, it may 
signify the end of the uptrend, vice versa is also true for the downtrend. (double top 
double bottom GRAPH) 

 
2-7 False Breakouts 
 

It is very important to realize that support and resistance levels are not absolute, 
these levels can be briefly violated, but prices often pull back to those levels, the levels 
are flexible. A false upside breakout occurs when market rises above resistance and falls 
and reverses after buyers are sucked in trying to buy a breakout from the resistance. A 
false downside breakout is just the opposite, where prices fall a little below support and 
rallies back above the support level trapping bears in the process. What is causing the 
false breakouts are the devious actions of market professionals. At the end of long rise 
in the market, the market hits resistance, stops, and starts slowing down. The market 
professionals know there are many more buy orders above the resistance level; they 
could be bulls wanting to buy a new breakout, and others are protective stops of the 
shorts. The market pros know because they are the ones holding the orders. The false 
breakout then occurs when the pros organize a harvesting expedition to run stops. For 
example, a stock is slightly below its resistance at 60, and the pros may start loading up 
on long positions near 58.85. As sellers pull back, the market shoots above 60, setting 
off buy stops. The pros then starts to sell into that rush, unloading longs as prices touch 
60.5. and this wave of selling causes price to sink back below 60, this is the reason 
behind the false breakout above 60. (ADD CHART) 



 
 
2-8 Tails 

 
There is also another type of false breakout that occurs mainly during trending 

market conditions, and often signals a major reversal (a stoppage and turn around of the 
current trend). It takes a considerable amount of time to identify a trend, yet it only 
takes a few price bars (a few days in a daily chart) to form a reversal pattern called the 
tail. A tail is a one day spike in the direction of a trend, followed by a reversal. It takes a 
minimum of 2~3 bars to create a tail; relatively short bars in the beginning and the end, 
with an extremely tall bar in the middle, which forms the tail. Market tails tend to occur 
when the original trend has been exhausted, and the turning point is imminent. The 
reasoning behind the tail is that Stock and Futures Exchanges are owned by 
professionals who profit from volume rather than trends. So the market fluctuates 
looking for the price levels that will bring the highest volume of orders. Members do not 
know where the price levels of maximum volume is, but the pros keep testing higher or 
lower. A tail shows that the market has tested a certain price level and rejects it as 
having any volume of trade. If a market shoots down and retracts without attracting any 
volume then the logical next step for the market to do is to shoot up and test the higher 
levels if volume exist. The vice versa is also true. So tails naturally form the reversal of 
trends, and most common tails form by shooting in the direction of the existing trend.   
 



 
 
2-9 Volume, another perspective.  

 
With so many false breakout, resistance, and tails, it is a difficult task to tell when a 

price is a real move with momentum or the movement is simply due to market noise and 
volatility. It is useful to have additional information such as volume to help discern the 
“weight” behind price movements. “It is a considerable edge for traders who use 
information such as volume especially in markets with high amounts of liquidity and 
volatility” (Blume,1994). I believe volume can indeed be an edge, without looking at 
volume, to me, that is like trying to drive without the rear view mirror, I would feel 
handicapped without that added level of perception, but there are successful traders who 
do not look at volume at all. This reinforces the idea that each trader is different, and 
employs a different methodology.  

 
That volume provides an addition level of perception. Each unit of volume is the 

result of two parties, a buyer and seller exchanging stocks. Rising volume confirms the 
current trend, and falling volume make you question the validity of the trend. Volume 
represent the level of pain in the market, with each tick of price movement in the market, 
one person is winning and the other is losing. Markets can only move if enough new 
losers enter the game to supply the profits to winners. When trend is up, brave and 
reckless bears sells to providing the trade volume and profits to winning bulls. When the 
trend is down, brave and reckless bulls buys to provide the trade volume and profits for 
winning bears. Rising volume shows losers are continuing to come in allowing the trend 
to continue with increasing volume. When losers start to surrender and abandon the 



market, volume falls, and the trend runs out of momentum. So volume confirms a trend, 
and disagreement, or divergence between price level and volume tend to occur at the 
turning points of a market. When price rise to a new high but volume falls, it indicates 
that at the new price level there is less interest, and hence further trades in this level is 
less likely, so a reversal down may come soon. It goes without saying that when prices 
fall to a new low and the volume falls, it shows the lower prices are getting less interest 
and trades further lower are less possible, so a reversal up is likely. So when following a 
trend, we must realize that “volume should increase or expand in the direction of the 
existing price trend. In an uptrend, volume should be heavier as the price moves higher, 
and should decrease or contract on price dips. As long as this pattern continues, volume 
is said to be confirming the price trend”(Murphy,1999). We have talked about resistance 
and support and false breakout in the previous sections, how do we differentiate 
between real breakouts of support/resistance levels from false breakouts? The key lies in 
accompanying volume. When price action decidedly push pass significant support or 
resistance level with increased volume or an significant volume after the breakout, this 
maybe taken as confirmatory evidence of a decisive break, and an indication that this 
move will carry on. It takes volume to overcome resistance. (Edwards,2001) We will 
discuss a indicator called Force Index which also takes volume into account in the next 
section.  

 
 
Basic charting is one of the most fundamental elements of technical analysis. 

Before the popularization of personal computers traders often plot price data by hand, 
and those traders gain a unexpected advantage, which is a physical feel for the prices. 
Modern traders utilize computer speed charting gain the advantage of speed at a cost of 



some of that physical feel for prices. Chartists study market action trying to identify 
recurring price patterns, the goal is to profit from trading when patterns recur. Chart 
pattern recognition appeal to more visually orientated people, recognizing basic chart 
patterns do not require complicated computerized indicators. According to the first hand 
comments of some successful professional traders, some prefer to trade on just visual 
price pattern recognition because they believe it is the most “raw” form of data without 
any computerized data manipulation and price distortion, and hence closest to the 
market. To some traders, relying too much on computer generated indicator, or even 
computer automated trading is somewhat like entrusting the airplane auto pilot system 
so much that one does not hire a pilot. Automated pilot may make the pilot's work easier, 
but as of now, it is still unthinkable to replace a pilot's role totally with computer 
automation. In flight, there may be countless unexpected situation and combination of 
situation that call for the rapid adaptation of a human being. In the infinitely more 
unpredictable environment of the market, the role of human judgment is still very 
valuable. Human judgment is at the heart of classical chart pattern recognition. The 
biggest merit of flexibility and adaptability of human judgment can also be its largest 
downfall. Humans are naturally wired to recognize patterns, that is the nature of human 
beings, which is perfect for pattern recognition, yet in an attempt to recognize patterns, 
human also tend to have illusions and see what they want to see which does not reflect 
reality. There was a Swiss psychiatrist, Herman Rorschach who designed a test for 
exploring a person's mind. He dropped ink on 10 sheets of paper and created random 
symmetrical inkblots. When most people are asked to identify the ink blots, most can 
describe what they see: animals, human features, buildings and so on, yet in reality they 
are only random inkblots. So humans tend to be biased and project their hopes, fears 
and fantasies onto the charts. Computerized indicators which give absolute numerical 
values for comparison circumvents this problem, and human bias is not even an issue to 
computer automated trading system. There are traders out there who rely on the 
objectivity and discipline of computer automated trading, this again shows that two 
traders are never the same. We shall explore a trading system that takes a combined 
approach of human judgment aided by computer generated indicators not only because 
we intend to incorporate the best of both worlds, but also to expose readers to a wide 
variety of trading methods so he/she may adapt as needed. This system of trading 
resembles how pilots operate modern airplanes, they rely upon and trust the objective 
modern flight instruments (computer generated indicators) but also they also guide 
themselves by the views from their cockpit window (classical chart pattern).  


