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In t roduct ion

On behal f  o f  Stock Market  lnst i tu te,  welcome to lesson one of  th is  in t roduct ion to the Wyckof f
method of  s tock market  analys is .  Your desi re to par t ic ipate in  th is  exerc ise indicates a genuine
interes l  in  the stock market .  More important ly ,  i t  suggests a wi l l ingness to make a commitment  to
learn a technique of  doing successlu l ly  what  mi l l ions of  people before you have fa i led to do;  that
is ,  prof i t  f rom lhe act ion of  the stock market .

Fa i l u res  i n  t he  s tock  marke t  a re  based  on  one  th ing ,  a  l ack  o f  know ledge .  W i thou t  hav ing  f i r s t
arr ived at  an understanding of  how the market  moves,  why i t  moves and what  the var ious types of
moves just i fy  as ant ic ipat ion for  the future,  the chances of  t ru ly  meaningfu l  prof i ts  are great ly
reduced .  l t  i s  t r ue  t ha t  an  i n f  i n i t es ima lm ino r i t y  o f  t he  un in fo rmed  do  f i nd  success  i n  t he  marke t
and somet imes reap incredib le prof i ts .These resul ts ,  however,  are not  based on any par t icu lar
know ledge  o r  unde rs tand ing ,  bu t  on  pu re  l uck .  As  such ,  t hey  come to  on l y  a  ve ry  f ew .

Those who are not  b lessed wi th unl imi led good luck have to take the t ime to gather the knowledge
and  deve lop  the  unde rs tand ing .  A l t hough  th i s  l ea rn ing  p rocess  se ldom p roduces  the  l i gh tn ing
quick resul ts  that  come wi th a spur t  of  good luck,  the ef fects are general ly  more last ing and over
al l  more grat i fy ing.  Throughout  these three lessons we wi l l  be seeking to implant  the basics of  a
successf  u l  approach to the market  in to your  thoughts and act ions.  Hopef  u l ly ,  you wi l l  complete
the three lessons on the road to a t rue 0r  bet ter  understanding of  how the market  works and how
to get  i t  to  y ie ld prof i ts  on a con.s is tent  basis .

Techn i ca l  vs .  Fundamen ta l  Ana l ys i s

No doubt  you are aware that  there are two approaches io s tudying the stock market .  They are
{undamen ta l  ana l ys i s  and  techn i ca l  ana l ys i s .  The  sub jec t  he re  w i l l  be  t echn i ca l  ana l ys i s .  I n  ou r
opin ion,  the average investor ,  or  t rader ,  is  in  a posi t ion where he is  more l ike ly  to real ize greater
prof i ts  f rom the use o i  th is  type of  analys is  than f rom t ry ing to unravel  a l l  o f  the in t r icac iesof
l undamen ta l  t h i nk ing .

Those investors who at tempt to use f  undamental  analys is  p lace thei r  re l iance on a method that
emphas i zes  bus iness  cond i t i ons ,  econo rn i c  even ts  and  news .  They  do  th i s  by  u t i l i z i ng  ba lance
sheets,  prof  i t  and loss statements,  cash f low f  igures and other  s tat is t ics as wel las such vehic les as
the Wal l  Street  Journal ,  Barrons and the evening news.  The object  is  to  arr ive at  an est imate of  a
par t icu lar  company's  present  worth and prospects for  fu ture growth.  Many,  and in fact  most
investors,  cont inue to c l ing to th is  method of  operat ion.  l t  can be used sat is f  actor i ly .  One type of
i nves t i ng  whe re  th i s  i s  espec ia l l y  l i ke l y  t o  be  t rue  i s  t ha t  wh i ch  i s  i n tended  to  be  ve ry  l ong  te rm in
nature.  By that ,  we mean as much as f  ive years and perhaps even more.  There is  cer ta in ly  noth ing
wrong wi th reta in ing a stock market  posi t ion f  or  such a long per iod f  o  t ime.  The problem is  that  as
our economy becomes increasingly  more uncer ta in,  more and more of  the investors who once
were wi l l ing to wai t  f  or  years to real ize thei r  prof  i ts  are now seeking a shor ter  term return.  As there
i s  no th ing  wrong  w i th  a  w i l l i ngness  to  wa i t  f o r  a  re tu rn ,  so  a l so  t he re  i s  no th ing  unaccep tab le
about  desi r ing a more t imely windfa l l .  However,  there are ser ious quest ions as to whether
fundamen ta l  ana l ys i s  i s  app l i cab le  t o  t h i s  t ype  o f  expec ta t i on .

The types of  in lormat ion ment ioned as being the tools  of  the f  undamental ly  or iented market
student  are,  at  best ,  one step removed f rom the pr ice of  a s tock.  l t  cannot  be denied that  an
unusual ly  d ismal  or  prosperous per iod in  an industry ,  or  a recession or  recovery in  the general
economy, or  the threat  of  a wor ld war or  the promise of  eternal  peace wi l l  have a re lat ive ly  shor t
term ef fect  on the pr ice of  a s tock.  The problem l ies in  the fact  that  by the t ime the in format ion
becomes avai lable,  or  can be absorbed and sor ted out  by the indiv idual  investor  the pr ice of  the
stock has general ly  made whatever  shor t  or  in termediate adjustment  i t  is  going to make to the
news.  This leaves most  investors in  a posi t ion of  hoping that  there wi l l  be a s igni f  icant  longer term
ef fect  f rom the in format ion.  Somet imes there is ,  but  just  as many t imes there is  not .

This leads to a conclus ion concerning the s ingle most  devastat ing defect  in  fundamental
analys is .  l t  is  an absence of  t iming.  The professional  t raders and ins iders have more immediate
access to important  facts and f igures.What 's  more,  they have a bet ter  developed understanding
of  what  is  real ly  important .  Therefore,  there is  no need to waste a great  deal  of  t ime in absorbing
what  is ,  for  the most  par t ,  useless in format ion.  They see,  they act ,  and the pr ice of  the stock
responds accordingly .  By the t ime the general  publ ic  has f igured out  what  is  going on,  the best
t ime to act  has long s ince past .  This  is  why so many people who re ly  on f  undamental  inJormat ion
seem to f  ind themselves invest ing in  so cal led "good" s tocks year  af ter  year  real iz ing only smal l
p ro f i t s .  l f  t he i r s tock  paysagoodd i v idend , th i s i s l i ke l y tobe thebu l ko f  t he i r re tu rn , i ns teado f  t he
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substant ia l  appreciat ion that  they expect .  l f  not ,  they have v i r tual ly  noth ing and because of  the

; ; ; i i ; i i ;g  et iects of  in f tat ion,  they actual ly  have less than when they star ted.

I t 's  a rather  depressing p ic ture,  isn ' t  i t?  Everybody l ikes a good hard f  ought  game' . l t 's  exc i t ing and

n"n"n Vou * in ' i t 's  exni iarat ing.  But ,  when the ru les star t  to  favor  the other  guy to the point  that  the

"gonf  
of  defeat  becomes a constant  cornpanion,  what 's- the sense bf  ptay ing the game?

Hipeiu l ly ,  your  exper iences have not  created such a state of  f rust rat ion that  you are now only a

spectator .  Technicat  ani iys is  can be the force that  wi l l  resurrect  any downlrodden spi r i ts that

now exis t  and help restore the value of  your  por t fo l io  as wel l '

In  tech n ical  analys is ,  there is  noth ing between the investor  and the pr ice of  the stock ' .There is  no

sl ick annual  repor t  to  t igure out  a id no news ar t ic le  to in terpret '  l f  somebody te l ls  you that

somebody e lse said to*Sth ing that  wi l l  have a d i rect  ef fect  on your  wel l  being,  you may.bel ieve

him. However,  i f  the person who is  repor ted to have made the statement  te l ls  i t  to  you d i rect ly '

there is  much less chance of  a misunderstanding.  This is  very much the way in which technical

inalys is  works.  By evaluat ing a stock,  or  the market ,  based on i ts  own act ion,  in  a logical  and

order ly  manner,  i i  is  possib le to arr ive at  an understanding of  what  the market  or  the indiv idual

stock is  doing and,  
"qu" t ty  

important ,  how i t  is  doing i t .  ln  addi t ion,  technical  s tudents o i  the

market  have e-qual  
" " .uur  

* i t f  in"  professional  of  havfng that  understanding updated on a day to

day basis .  f  ne aOvantage of  the ins ider  is  re moved.  From th is  knowledge and through the use of  a

io j icat  set  of  pr inc ipte i "anO an order ly  set  of  procedures,  i t  is .possi .b le to arr ive at  a conclus ion as

to the prospects for  tne f  u ture.  This c in a l lcome f  rom caref  u l ly  evaluat ing the stock 's  own act ion '

l - -Mechan ica l  Tech n ica l  Analvs isJ

l r l r , " r "  are two approaches that  can be made to technical  analys is .  one is  mechanical  and i t  is  by

Tar the easier  of  the two lo understand and ut i l ize.  Unf  or tunate ly ,  i t  is  a lso lar  less re l iab le than the

seconO approach.  The genLral ly  accepted g randfather  of  th is  approach was a man by the name of

ScnaUacner who d id h is  wr i t ing baci< in  lhe 1920's.  He studied the p ic tures produced by the

charted act ion of  thousands of  ind iv idual  case studies.  He was looking for  pat terns of  act ion that

a l l  led to the same resul t .  From his work the wor ld of  technical  analys is  had added to i t  such terms

as head and shoulders top,  double tops,  t r ip le tops,  gaps,  pennants and a whole host  of  others too

numerous  to  men t i on l

Schabacher 's  work has been widely copied.  Most  of  th is ,  no doubt ,  was done in an ef for t  to

imorove u Don the basics that  he la id down and in an ef f  or t  by someone to make an easy buck Ehe

; ; ; ; i " ;  i ,5 ,h" ih; ;a; i  in" i "  jeopte,  nor . th e srandf  ather  o i  the method i tse l t ,pou ld remove f  rom

i t  one basic  and pofent ia l ly  d isasterous f lawl

iRemember how his  work was descr ibed? l t  was a search for  pat terns f rom among thousands of
'L^"rpf  

" r .  
f  hL quest ion to consider  here is  what  const i tu tes a pat tern.  l f  a  cer ta in resul t  develops

out  o i  a  par t icu l 'ar  act lon f i f ty  percent  oI  the t ime,  is  that  g lg lsh,  to  establ ish a pat tern? Or '  is  i t

oossib le to establ ish a pat t6rh wi th a for ty  percent  resul t f  Pe.rhaps i t  takes as.much as s ix ty

; ; ; ; ; i .F i l ; ; ; ;6r  ; i i r '  lnv ot  tnere t isures is  that  they a l l  leave an incredib le number of

! t i ; ; i i ; ;$  ih" i  J ;  not  fa l  under the pat te i rn.  How can th is  unset t l ing fact  for  the. t rader  be

reconci led? Do we s impiy say toug h lu ik? That  is  hard ly  an acceptable response,  but  i t  is  the only

one that  is  avai lable]

{Let 's  consider  two of  these mechanical  g immicks in  somewhat  greater  deta i l '  The two that  are'p; ;h"pt  
the most  widely known and used and the ones that  investors t ry  to sneak into thei r

hnaty i is  most  f  requent ly  are the ideas of  the head and shoulders top and the gap'  Of  these'  the

head and shoulders top is  probably the rnost  c lass ic '

l f  you  w i l t  t u rn  t o  exh ib i t  one  fo r  t h i s  l esson ,  you  w i l l  f i nd  on  the  top  ha l f  o f  t he  page  a  s imp le

oepict ion of  what  a head and shoulders top is . Ihe stock begins by making an impressive move up

trom point , ,A"  to point  "B" .  About  th is  t i rne,  the upward_piogress begins to fade and the act ion

becomes predominant ly  hor izonta l .  This  produces the f i rs t  "shoulder" .

Af ter  the shoulder  broadens out  for  a whi le ,  the stock begins to resume i ts  upward progress to

about  point  "C".  Upon-r" j " f ' l ing th is  lo f ty  peak,  the pr i ie  may hold here for  a whi le  before

droppihg back to point  "D",  wni6n is  geneia i ty  at  aboui  the same level  as point  "B" .  This  act ion

creates the "head".
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Now, the act ion of  the stock again goesthrough a substant ia l ly  hor izonta l  per iod to perhaps point
"E".  For  the student  of  th is  method watchi  ng the development  of  the p ic ture,  th is  is  taken as being
the creat ion of  the second shoulder ,  l t  means that  a f i rs t  c lass shor t  se l l ing opportuni ty  is
approaching,  Then the stock begins to round down to point  "F"  and the t rader  gets exci ted
enough  abou t  wha t  he  i s  see ing  to  t ake  a  sho r t  pos i t i on .  Obv ious l y ,  t he  hope  i s  t ha t  t he  s tock  w i l l
eventual ly  ret reat  to  point  "G",  and the investor  wi l l  make a t remendous prof i t .  j

t loot< at  the drawing at  the bot tom of  the page.  Here is  the idea of  a gap.  A stock is  apparent ly
wander ing a imlessly  in  a narrow range,  In the process,  i t  moves through points "A",  "B" ,  "C",  "D",
"E",  and "F" .  Al l  o f  a sudden,  af ter  leaving point  "F" ,  the pr ice explodes upward leaving a b ig "gap"
of  empty space.  How can th is  happen? l t  cer ta in ly  does not  f  i t  the pat tern of  the past  act ion.
The re fo re ,  i t  mus t  no t  be  fo r  rea l .  The  gap  w i l l  be  f i l l ed .

The upward explos ion takes the stockto point  "G" where i t  s tops and reacts back to point  "H".
Th i s  i s  o f  no  su rp r i se  s i nce  i t  i s  known  tha t  t he  who le  up  move  i s  no t  go ing  to  l as t .  F rom "H"  t he re
i s  ano the r  ra l l y  a t t emp t  t o  po in t  " l " ,  wh i ch  f a i l s  t o  make  a  new h igh .  The  mechan i ca l  t echn i ca l
s tudent  is  ecstat ic !  He knows that  the stoc k is  going back f  rom whence i t  came and now he has the
proof .  Consequent ly ,  he sel ls  shor t  in  ant ic ipat ion of  a major  pay day when the stock returns to
po in t  " J " .  j

Both of  these examples show how the technical ly  or iented investor  us ing a mechanical  approach
might  prepare for  a shor t  s ide prof i t .  We can just  as easi ly ,  however,  s tand our  l i t t le  man,  at  thejop
of  the page,  on h is  head o-r  f  l ip  the gap upside down and see long s ide opportuni t ies.  fhe
important  quest ionlhoughl ishre these d rawings good f  or  anyth ing other  than conversat ion? In
other  words,  po they work?J

Lt  ney Oo work,  or  at  least  they do somet i rnesJ No one dreamed them up one n ighi ,  and decided to
put  together  a system o1 technical  market  analys is .  How of ten do they work,  however? That  is
where the problem ar ises.St  best ,  these drawings depict  what  is  suppose to happen most  of  the
t ime .  The  res t  o f  t he  t ime ,  some th ing  e l se  happens .  Un fo r tuna te l y ,  t he re  i s  no  way  to  t e l l f o r  su re
as the investor  watches one of  these f  orrnal ions take shape in the real  wor ld whether  or  not  that
par t icu lar  case wi l l  progress to the desi red conclus ion.  l f  the f low of  events gets of f  the t rack
somewhere,  the best  the mechanical  technic ian can do is  get  out  before th ings get  too badJ

{ruo*,  turn over  to exhib i t  two.  At  the top of  the page,  there rs  a reasonably good example of  a head
and shoulders top that  produced the desi red resul ts .  On the char t ,  i t  can be noted that  the
approximate posi t ions of  the var ious i rnpor tant  points on the drawing are ident i f  ied.  The bot tom
hal f  o f  the page is  devoted to an example of  a gap.  In  both of  these cases,  the mechanical
approach works qui te n ice lyJ ln fact ,  in  an ef for t  to  be tota l ly  honest ,  i t  must  be admit ted that  both
stocks produce a very prof  i tab le move.  ls  there reason f  or  exc i tement? Anyone who happens to
have made e i ther  of  these t rades cer ta in ly  should be exci ted.  l t  is  a lways exci t ing to turn a prof i t .
Don ' t  l ose  con t ro l ,  howeve r .  Now,  p lease  tu rn  t o  t he  t h i rd  exh ib i t .

In  these two examples,  we again have instances of  a head and shoulders top and a gap format ion.
The major  d i f ference is  that  both s i tuat ions are only developed to the cr i t ica l  point  where a
commitment  may be made.  What  happens? l f  exhib i t  four  is  examined,  i t  can be seen that  both of
the stocks go against  what  the mechanical  approach suggests wi l l  happen.  Even worse is that
there is  real ly  no gracefu l  way to get  out  of  one of  these s i tuat ions.  l f  the investor  remains
commi t t ed  to  t he  re l i ab i l i t y  o f  t he  f o rma t i on ,  chances  a re  he  w i l l  be  l ocked  i n to  t he  pos i t i on  w i t h
noth ing more than the hope of  eventual ly  get t ing ever f l

l ihe real  problem wi t f r  th is  approach is  not  so much theformat ion,  butJrather that  i tdoes not  real ly
B tand  fo r  any th ing .  [ ne re  i s  no  unde r l y i ng  p r i nc ip le  t ha t  i s  be ing  j udged .  These  two  words ,
p r i nc ip le  and j j udged ,  o r f l udgmen t ,  f o rm  the  l ounda t i on  o f  t he  second  app roach  to  t echn i ca l
analys isJand the one that  wi l l  be considered for  the balance of  these lessons.

l "  J  ud gmental  Technical  Analys is  f

f fhe mechanical  approach re l ies tota l ly  on observat ion.  The judgment  approach a lso depenos
heavi ly  on developing a keen power of  observat ion.  The d i f ference comes in what  is  being
observed.  In  the mechanical  approach,  th  e investor  is  observ ing f  ormat ions.  He is  prov ided wi th a
set  of  models and then to ld to seek out  as many carbon copies as he can f  ind.  The judgmental
approach begins wi th a set  of  pr inc ip les.  The observat ion that  is  done is  a imed at  t ind ing these
p r i nc ip les  a t  wo rk  i n  t he  marke t  o r  a  pa r t i pu la r  s tock .  When  an  i nves to r  f i nds  one  o r  more ,  he
,E SrC-a4 S ,7 a- preseri 6ee, .-ttaptaq .
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bt  th is  point ,  there might  be the inc l inat ion to say,  "what 's  the d i f ference"? There is  a very oasrc
di f ference.  A format ion is  a constant .  l f  a  s tock does not  f i t  one of  the molds stamped out  by the
types of  drawing in exhib i t  one,  i t  is  e l i rn inated. . | l t  may produce an absolute ly  t remendoqs move,
but  in  fa i l ing to produce one of  the desi red forn i 'a t ions,  i t  is  branding i tse l f  as an outcast . lAnd yet ,
there is  s t i l l  the ever  present  re*a l i ty ,  that  even in f i t t ing one of  the molds per fect ly  there is  no
guarantee of  the desi red resul t .J

r
l$  pr inc ip le,  on the other  hand,  is  more than a constant .  l t  is  an absolute.  In  the case of  the market ,
i t  i s  a  s ta temen t  o f  cond i t i on  t ha t  i s  unequ i voca l l y  t r ue .  G i ven  a  ce r ta in  cond i t i on ,  o r  se t  o f
cond i t i ons ,  t he  resu l t  w i l l  a lways  be  thesame.  These  cond i t i ons  may  no t ,  and  usua l l y  do  no t ,
produce carbon copy format ions.  l t  is t rue that  there are qui te of ten s imi lar i t ies,  but  these are
usua l l y  on l y  gene ra l  i n  na tu re  and  no t  a  p r i r na ry  conce rn .  Wha t  i s  o {  u tmos t  conce rn  i s  adhe r i ng  to
the  p r i nc ip le .  Qu i t e  f  r ank l y ,  t h i s  i s  more  d i f f i cu l t  t han  l ook ing  fo r  f o rma t i ons .  l t  t akes  more  t ime
and  requ i res  more  sk i l l lP ro f  i c i ency  does  no t  come  ove rn igh t .

f

l ls  the ef for t  worth i t ,  one might  ask? In answer to th is ,  be reminded that  what  is  being deal t  wi th
are pr inc ip les that  are absolute.  This means that  thei r  resul t  is  absolute as wel l .  Most  t raders and
investors,  for  a galaxy o l  reasons,  maynever reach the point -where thei r  power of  observat ion is
so wel l  developed than an error  in  judgrnent  is  never  madeJFew people ever  reach th is  point .

lHowever,  there is  only  one way to reach whatever  the p innacle of  ones indiv idual  abi l i t ies is ,  and
tha t  i s  t o  t r y .  The  more  e f  f  o r t  t ha t  i s  pu t  i n to  t he  s tudy  and  p rac t i ce  o f  t he  p r i nc ip les ,  t he  h ighe r  w i l l
be the degree of  prof  ic iency.  Wi th each ste p up to a h igher  level ,  the resul ts  wi l l  be larger  and more
frequent  prof i tsJ

fi\
t ' \ J a

L_fne Law ot  Supplv an

N o w ,  f o r g e t a b o u t f o r m a t i o n s , [ t  i s  t i m e t o  g e t d o w n t o p r i n c i p l e s . T h e f i r s t c n e i s t h e l a w o f  s u p p l y
and demand]Ttrere was a t ime when rnany would ask what  does the law of  supply and demand
say.  For tunate ly ,  th is  is  less l ike ly  to occur  nowadays than in the past .  The ro l ler  coaster  path of
the Amer ican economy over  the past  years has been a marvelous force in  br inging an educat ion
to the general  publ ic  on just  how the syste m works.  Everyone now seems to understand that f ivhen
there is  too much of  something in  the economy i ts  va lue is  reduced in an ef {or t  to  create a demand
tha t  w i l l  t ake  up  the  supp l y .  On  the  o the r  hand ,  i f  t he re  i s  no t  enough  o f  some th ing  to  mee t  t he
demand,  i ts  va iue nas io  be ra ised inan ef for t  to  create a supply that  wi l l  meet  the demandJ

Anyone who knows anyth ing about  the work ings of  the stock market  knows that  for  every buyer
there must  be a sel ler  and every sel ler  is  rnatched by a buyer .  Since th is  is  t rue,  i t  must  be that the
law  o f  supp l y  and  demand  does  no t  app l y  i n  t he  s tock  marke t .  A  conc lus ion  such  as  t h i s  can  be
arr ived at  qui te easi ly .  However,  i t  is  based on misconcept ions and is ,  there iore,  unsound.  The
stock market  does not  operate on bodies.  l t  deals in  shares and dol lars.  The fact  that  there is
a lways  a  body  a t t ached  to  t he  hand  ho ld ing  the  sha res  and  one  a t t ached  to  t he  hand  ho ld ing  the
do l l a r s  does  no t  reduce  the  va l i d i t y  o f  t he  l aw  o f  supp l y  and  demand .

l f  an  i nves to r  wan ts  t o  exchange  h i s  do l l a r s  f o r  someone  e l se ' s  sha res ,  bu t  can  on l y  ge t  t hose
sha res  by  o f f e r i ng  more  do l l a r s  t han  d id  t he  p rev ious  buye r  and  i f  he  i s ,  i n  f ac t ,  w i l l i ng  t o  o f f e r t he
increased number of  dol lars,  the pr ice of  the stock increases to absorb the extra dol lars.  In  th is
case,  i t  is  sa id that  the demand is  greater  than the supply.  On the other  hand,  i f  an investor  wants
to  exchange  h i s  sha res  f o r  do l l a r s  and .w i l l  accep t  f ewer  do l l a r s  t han  the  se l l e r  be fo re  h im  to
accomp l i sh  h i s  ob jec t i ve ,  t he  p r i ce  o f  t he  s tock  w i l l  be  reduced .  I n  t h i s  case ,  i t  i s  sa id  t ha t  supp l y  i s
greater  than demand.  Theoret ica l ly ,  dernand can exceed supply f  orever .  An excess of  supply over
demand  i s  l im i t ed  on l y  by  t he  ze ro  po in t .  l n  be tween  the  excess  o f  supp l y  ove r  demand ,  o r
demand  ove r  supp l y ,  i s  a  s ta te  i n  wh i ch  the  two  a re  i n  egu i l i b r i um.  I n  t h i s  case ,  t he re  i s  an  equa l
exchange  o f  a  number  o f  sha res  f  o r  a  quan t i t y  o f  do l l a r s . I h i s  i s  t he  on l y  way  i n  wh i ch  f  l uc tua t i ons
in  t he  s tock  marke t ,  o r  a  pa r t i cu la r  s tock ,  can  occu r .  Eve ry  p r i nc ip le  t ha t  w i l l  deve lop  f rom th i s
point  is  in  some way a postu late of  th is  basic  t ruth l

LThe Law o{ Cause ancl Eff ect !
r
lA second basic  pr inc ip le under ly ing a l l  analyt ica l  ef for ts  is  the law of  cause and ef lect .  The idea
here is  that  in  order  f  or  there to be an ef fect  that  shows up as a change in the pr ice of  a s tock,  there
must  f i rs t  be a cause.  In  i ts  most  basic  s tate,  th is  law seems very much the same as the law of
supply and demand)tn tne cases of  the indiv idual  t rades ment ioned,  the cause is  the buyer 's
desi re to hold the shares,  or  the sel ler 's  desi re to have dol lars.  In  one-case the cause is  expressed
in terms of  demand and in the other  in  terms of  supply.  Therefore, la l though there is  a def in i te
re la t i onsh ip  t o  t he  l aw  o f  supp l y  and  demand ,  t he re  i s  a  bas i cd i f f e i encewh ich  se ts the  l awo f
cause and effect apartl



A cause can be stated in  terms of  the reason behind an indiv idual  t rade.  In  the makino of  imDortanl
pro i i ts  in  the stock market ,  however,  the s igni f  icance of  _each indiv idual  t rade is  grdat ly  reduced.
Here the idea of  a cause must  be taken more broadly.  f fhe ef fect  real ized by a cause wi l l  be in
di rect  proport ion to that  cause.  Consequent ly ,  to  get  inTmportant  move)or  e i tect [nere must  be
an important  cause.  These are not  bui l t f rom one t rade,  but  rather take l ime,  somet imes a long
t ime ,  t o  deve lop .  Genera l l y  t hese  causesa re  bu i l t  du r i ng  an  impor tan t  sh i f t  i n  who  i s  ho ld ing  the
stock.  The f  low of  shares that  is  of  greatest  s igni f  icance is  the one that  occurs as shares leave the
strong hands of  the professional  t raders and go to the weaker hands of  the general  publ ic lo see
how th i s  can  work ,  an  examp le  i s  i n  o rde r .

]  l t  begins by assuming that  the market  is  going up s ince most  investors feel  most  comf or table wi th
an advancing market .  Every market  advance begins on ly  af ter  the professional  t raders have a l l ,  or
just  about  a l l ,  the shares they desi re.  Once the move begins,  i t  wi l l  be carr ied forward pr imar i ly  by
the  i nc reas ing  and  emo t i ona l  buy ing  o f  t he  pub l i c .  The  emo t i on  a t  wo rk  he re ,  by  t he  way ,  i s  g reed .
The knowledgeable t rader  wi l l  go wi th the upward t rend of  the advance as long as pr ices cont inue
to move up easi ly .  At  some point ,  pr ices wi  l l  begin to er lcounter  res is tance.  They may cont inue to
advance  fo r  a  wh i l e ,  bu t  even tua l l y  t he  r i se  w i l l  be  ha l t ed .  The  cha r t  t ha t  appea rs  i n  exh ib i t  f i ve
shows  how th i s  ac t i on  m igh t  l ook  f o r  a  pa r t i cu la r  s tock . j

[Ou r i ng  the  a rea  a round  "A " ,  t he  emo t i ona l i sm runs  w i l d .  Peop le  wan t  t he  s tock  so  bad l y  t ha t  t he
pr ice they have to pay becomes a secondary concern.  Needless to say,  the pr ice responds to th is
open  doo rw i th  a  sha rp  move  upward .  A t "B " ,  t he  advance  con t i nues ,  bu t  i s  somewha t tempered .
At  th is  point ,  i t  is  qui te possib le that  some res is tance has a l ready star ted,  but  not  to  an extent  that
mat ters to most .  At  point  "C",  however,  the pr ice of  the stock h i ts  a br ick wal l  o f  res is lance and
almost  a l l  upward progress ceases.  The pr ice is  at  a level  where the publ ic  can no longer be
exc i t ed  i n to  buy ing .  Buy ing  i s  s t i l l  go ing  on ,  o the rw ise  the  p r i ce  wou ld  immed ia te l y  f a l l ,  bu t  t he
professional  sees the s igns of  res is tance and is  us ing th is  buying as an opportuni ty  to l iqu idate h is
ho ld ings .  I n  so  do ing ,  he  i s  c rea t i ng  t he  supp l y  t ha t  w i l l  even tua l l y  be  the  cause  fo r  t he  nex t
downward move. lF low much sel l ing is  done here wi l l  determine the s ize of  the cause and the
extent  of  the decl ine] ;

i-The Law of Effort vs. Result]

There is  one mgre basic  under ly ing ru le beh ind the movement of  the market .  l t  is  the law of  ef f  or t
ve rsus  resu l t .  [ h roughou t  t hese  l essons ,  i t  w i l l  become appa ren t  t ha t  p r i ce  i s  no t  t he  on l y
importan*t  factor  at  work in  the stock market .  The importance of  pr ice is  of  consequence to most
invesJors/because i t  is  pr ice movement that  determines whether  a t rade produces a prof i t  or  a
loss. lA l though an investor  might  not  real ize i t ,  an equal ly  important  factor  and,  perhaps an even
more  impor tan t  f ac to r ,  i s  t he  cha rac te r  o f  t he  vo lume l

L1n terms of  the law of  ef f  or t  versus resul t ,  the resul t  is  what  happens to the pr ice.  I t  is  the votume
that  produces the ef for t  that  achieves the resul t .  Wi thout  ef f  or t  there can be no resul t .  When the
amount  of  ef for t  and the extent  of  the resul t  are not  in  harmony,  something is  wrong.  Any
pos i t i ons  he ld  when  th i s  s i t ua t i on  ex i s t sa re  po ten t i a l l y  i n  dange r .  They  may  no t  be  l i qu ida ted ,  bu t
they should be protectedl

iTo get  a bet ter  idea o l  how the concept  of  ef for t  versus resul t  works and how i t  can help protect
against  d isaster ,  consider  yet  another  hypothet ica l  s i tuat ion.  l t  begins wi th a stock that  explodes
upward by s ix  points.  The volume is  ten thousand shares.  The n ix t  day,  there is  an addi t ional
advance of  four  points and t rading expands to twenty thousand shares.  At  th is  point ,  many people
a re  mak ing  a  l o t  o f  money .  Th i s  i s  a l so  t he  t ype  o f  s i t ua t i on  t ha t  b r i ngs  ou t  an  i nc red ib le  amou  n t  o f
greed.  On the th i rd day,  the stock takes on an addi t ional  two points whi le  the volume soars to
fo r t y - t housand  sha res .  Then  day  number  f ou r  comes  and  th i s  t ime  the  "wonde r  s tock "  on l y
advances  ha l f  a  po in t .  The  vo lume ,  howeve r ,  t ops  t he  hund red  thousand  sha re  l eve l . l

[ ] ,  i t  
" | " u r  

wha t  i s  happen ing  i n  t h i s  case?  Obv ious l y ,  t he  p r i ce  i s  mov ing  up  and  the  vo lume  i s
expand ing .  Tha t  shou ld  be  a  good  s ign  and  i n  many  cases  i t  i s  a  good  i nd i ca t i on  f  o r  t he  f  u tu re .  I n
th is  case,  though,  i t  creates a problem. As the stock advances,  t l le  an_olJ l lo f  each-sugcessive
adv,an-ce decreases.  The volume on the other  hand increases steadi ly  th ioughout  the four  days.
ThGl€^S016 in a c lear  case of  an ef for t  wi thout  a corresponding resui l t .  l t  produces a warning of
potent ia l  t rouble.  Anyone not  a l ready in  th is  s tock is  wel ladvised not  to  get  in ,  at  least  not  at  th is
dangerous t ime.  Those a l ready hold ing posi t ions should protect  themselves as best  they can,  or
j us t  ge t  ou t .  Un t i l  i t  can  be  de te rm ined  why  the  resu l t  i s  l agg ing  beh ind  the  e f f o r t  o r  un t i l  t he
si tuat ion corrects i tse l l ,  there is  the potent ia l  for  d isaster .  The char t  at  the bot to.m of  exhib i t  f  ive
shows how th is  concept  of  ef for t  wi thout  resul t  might  look in  actual  pract ice.  j
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