
ROHINI COLLEGE OF ENGINEERING AND TECHNOLOGY 
 
 

BA4001-SECURITY ANALYSIS AND PORTFOLIO MANAGEMENT 

IV UNIT – TECHNICAL ANALYSIS 

Technical analysis has been used by traders and analysts for centuries, but it has only recently 

achieved broad acceptance among regulators and the academic community. This chapter 

gives a brief overview of the field, compares technical analysis with other schools of analysis, 

and describes some of the main tools in technical analysis. Some applications of technical 

analysis are subjective. That is, although certain aspects, such as the calculation of indicators, 

have specific rules, the interpretation of findings is often subjective and based on the long-

term context of the security being analyzed. This aspect is similar to fundamental analysis, 

which has specific rules for calculating ratios, for example, but introduces subjectivity in the 

evaluation phase. 

Technical analysis is a form of security analysis that uses price and volume data, which is often 

graphically displayed, in decision making. Technical analysis can be used for securities in any 

freely traded market around the globe. A freely traded market is one in which willing buyers 

trade with willing sellers without external intervention or impediment. Prices are the result 

of the interaction of supply and demand in real time. Technical analysis is used on a wide 

range of financial instruments, including equities, bonds, commodity futures, and currency 

futures. 

The principles of technical analysis, its applications, and its underlying assumptions: 

Technical analysis can be thought of as the study of collective investor psychology or 

sentiment. Prices in any freely traded market are set by human beings or their automated 

proxies (such as computerized trading programs), and price is set at the equilibrium between 

supply and demand at any instant in time. Various fundamental theorists have proposed that 

markets are efficient and rational, but technicians believe that humans are often irrational 

and emotional and that they tend to behave similarly in similar circumstances. 

Although fundamental data are key inputs in the determination of value, these data are 

analyzed by humans, who may be driven, at least partially, by factors other than rational 

factors. Human behavior is often erratic and driven by emotion in many aspects of one’s life, 

so technicians conclude that it is unreasonable to believe that investing is the one exception 

where humans always behave rationally. Technicians believe that market trends and patterns 

reflect this irrational human behavior. Thus, technical analysis is the study of market trends 

or patterns. And technicians believe the trends and patterns tend to repeat themselves and 

are, therefore, somewhat predictable. So, technicians rely on the recognition of patterns that 

have occurred in the past in an attempt to project future patterns of security prices. 

Market participants use many inputs and analytical tools before trading. Technical analysts 

believe that emotions play a role. Investors with a favorable fundamental view may 

nonetheless sell a financial instrument for other reasons, including pessimistic investor 

sentiment, margin calls, and requirements for their capital—for example, to pay for a child’s 

college tuition. Technicians do not care why market participants are buying or selling, just 

that they are doing so. 
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Discuss the construction and interpretation of different types of technical analysis charts. 

Charts are the graphical display of price and volume data, and the display may be done in a 

number of ways. Charts are an essential component of the technical analyst’s toolkit. Charts 

provide information about past price behavior and provide a basis for inferring likely future 

price behavior. A variety of charts can be useful in studying the markets. The selection of the 

chart to use in technical analysis is determined by the intended purpose of the analysis. 

Line charts are familiar to all types of analysts and are a simple graphic display of price trends 

over time. Usually, the chart is a plot of data points, such as share price, with a line connecting 

these points. Line charts are typically drawn with closing prices as the data points. The vertical 

axis (y-axis) reflects price level, and the horizontal axis (x-axis) is time. Even though the line 

chart is the simplest chart, an analyst can quickly glean information from this chart. 

For any chart—line, bar, or candlestick—the vertical axis can be constructed with either a 

linear scale (also known as an arithmetic scale) or a logarithmic scale, depending on how you 

want to view the data. With a logarithmic scale, equal vertical distances on the chart 

correspond to equal percentage changes. A logarithmic scale is appropriate when the data 

move through a range of values representing several orders of magnitude (e.g., from 10 to 

10,000); a linear scale is better suited for narrower ranges (e.g., prices from $35 to $50). The 

share price history of a particular company, for instance, is usually best suited to a linear scale 

because the data range is usually narrow. 

 

Consider Exhibits 12-7 and 12-8, which both show the yearly history of the Dow Jones 

Industrial Average (DJIA) from 1928 to 2010. Plotting the index on a linear scale, as in Exhibit 

12-7, makes it difficult to gather much information from the first 50 years of the data series. 

Analysts can see a slight uptrend but not much else. The eye is drawn to the bull market of 

the 1980s, the subsequent dot-com bubble, and the recent era of the subprime crisis. When 

plotted on a logarithmic scale, as in Exhibit 12-8, however, many people would find that the 

data tell a more comprehensive story. The Great Depression of the 1930s stands out, but over 

the following 75 years, the data follow a relatively stable upward trend. 

A line chart has one data point per time interval. A bar chart, in contrast, has four bits of data 

in each entry—the high and low price encountered during the time interval plus the opening 

and closing prices. Such charts can be constructed for any time period, but they are 

customarily constructed from daily data. 
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As Exhibit 12-2 shows, a vertical line connects the high and low price of the day; a cross-hatch 

to the right indicates the closing price, and a cross-hatch to the left indicates the opening 

price. The appeal of this chart is that the analyst immediately gets a sense of the nature of 

that day’s trading. A short bar indicates little price movement during the day; that is, the high, 

low, and close were near the opening price. A long bar indicates a wide divergence between 

the high and the low for the day. 

Exhibit 12-3 shows daily performance of the Brazilian Bovespa Index (BVSP) from late 2007 

through late 2009. The top part provides the price open, close, high, and low; the bottom part 

shows volume, which will be discussed in Section 3.1.6. The downturn in the second half of 

2008 is obvious, but also notable are the extreme price movements in the fourth quarter of 

2008. There were 40 trading days from 29 September to 24 November. On 20 of those days, 

the closing value of the index changed from the previous close by at least 4%, a huge move 

by historical standards. During the same period, the average daily price range (high to low) 

was 7%, compared with 3.7% in the previous two months. This potentially important 

information would not be captured in a line chart. 

 


