technical analysis of stock trends by
edwards and magee

Technical analysis of stock trends by Edwards and Magee has long been
regarded as a seminal work in the field of stock market analysis and trading.
This methodology offers investors and traders a framework to assess price
patterns and market trends, enabling them to make informed decisions based on
observed historical price movements. In their groundbreaking book, "Technical
Analysis of Stock Trends," published in the early 20th century, Edwards and
Magee introduced principles that continue to resonate with traders today.
This article will delve into their key concepts, methodologies, and the
lasting impact of their work on modern technical analysis.

Understanding Technical Analysis

Technical analysis is the study of past market data, primarily price and
volume, to forecast future price movements. Unlike fundamental analysis,
which evaluates a company’s financial health and market conditions, technical
analysis focuses on price trends and patterns. Edwards and Magee emphasized
that price movements are influenced by market psychology, which can be
observed through patterns and trends.

The Foundations of Technical Analysis

1. Price Discounts Everything: Edwards and Magee asserted that all available
information—fundamental and otherwise—is reflected in the stock price. This
means that technical analysts do not need to concern themselves with the
underlying reasons for price changes; rather, they should focus on the price
itself.

2. Market Moves in Trends: According to Edwards and Magee, stocks move in
trends that can be identified and followed. This principle is foundational to
technical analysis, where the main goal is to determine whether a stock is in
an upward, downward, or sideways trend.

3. History Tends to Repeat Itself: The authors believed that price movements
are often repetitive due to market psychology. Patterns and trends observed
in the past can serve as indicators of future price movements.

Key Concepts in Edwards and Magee's Analysis

Edwards and Magee introduced several essential concepts that have become



staples in technical analysis:

Chart Patterns

1. Head and Shoulders: This pattern indicates a reversal in trend. A head and
shoulders pattern typically forms after an uptrend and signals a potential
bearish reversal. Conversely, an inverted head and shoulders pattern
indicates a bullish reversal following a downtrend.

2. Triangles: These patterns can be ascending, descending, or symmetrical.
They indicate periods of consolidation before a breakout in the direction of
the prevailing trend.

3. Double Tops and Bottoms: A double top is a bearish reversal pattern that
occurs after an uptrend, while a double bottom is a bullish reversal pattern
that follows a downtrend.

Support and Resistance Levels

Support and resistance levels are vital concepts in technical analysis:

- Support: This is the price level at which a stock tends to stop falling and
may bounce back up. It is considered a buying opportunity as it indicates
that demand is strong enough to prevent the price from declining further.

- Resistance: This is the price level at which a stock tends to stop rising
and may reverse downward. It represents a selling opportunity, as it
indicates that supply is strong enough to prevent the price from increasing
further.

Edwards and Magee emphasized the importance of identifying these levels, as
they can provide insights into potential entry and exit points for trades.

The Role of Volume in Technical Analysis

Volume is a critical component of technical analysis that Edwards and Magee
highlighted. It refers to the number of shares traded over a specific period
and serves as a confirmation tool for price movements.

1. Volume Trends: Increasing volume during a price increase suggests strong
buying interest, while increasing volume during a price decrease indicates
strong selling pressure.

2. Divergence: A divergence occurs when price movement and volume trends do
not align. For instance, if a stock's price is rising but volume is



decreasing, it may indicate weakening momentum, potentially signaling a
reversal.

Indicators and Oscillators

While Edwards and Magee primarily focused on price charts and patterns, they
acknowledged the utility of indicators and oscillators in providing
additional insights:

- Moving Averages: These are used to smooth out price data and identify
trends. A commonly used strategy is the moving average crossover, where a
shorter moving average crossing above a longer moving average can signal a
buy opportunity, and vice versa for sell signals.

- Relative Strength Index (RSI): This momentum oscillator measures the speed
and change of price movements. An RSI above 70 typically indicates that a
stock is overbought, while an RSI below 30 suggests it is oversold.

Application of Edwards and Magee's Principles

The principles put forth by Edwards and Magee can be applied in various
trading strategies. Here are some practical applications:

1. Trend Following: Traders can utilize trend lines and moving averages to
identify and follow established trends, entering trades in the direction of
the trend until signs of reversal appear.

2. Reversal Trading: By identifying patterns such as head and shoulders or
double tops/bottoms, traders can position themselves to capitalize on
potential trend reversals.

3. Breakout Strategies: Traders can look for stocks that are approaching
significant support or resistance levels. A breakout above resistance can
signal a buy, while a breakdown below support can indicate a sell.

Risk Management in Technical Analysis

While technical analysis can provide valuable insights, risk management is an
essential component of any trading strategy. Edwards and Magee stressed the
importance of establishing stop-loss orders to limit potential losses. Here
are some risk management techniques:

- Position Sizing: Determine the appropriate size of each trade based on the
total capital and risk tolerance.



- Stop-Loss Orders: Set stop-loss orders at predetermined levels to
automatically exit trades if they move against the trader.

- Diversification: Avoid concentrating too much capital in a single stock or
sector, spreading investments across different assets to reduce overall risk.

The Lasting Impact of Edwards and Magee's Work

The contributions of Edwards and Magee to the field of technical analysis
cannot be overstated. Their work laid the groundwork for many technical
analysis concepts that are widely used today. Their book, "Technical Analysis
of Stock Trends," has remained a reference point for traders seeking to
understand market behavior and price movements.

1. Educating New Generations: Many traders and investors still turn to
Edwards and Magee's work for foundational knowledge. Their principles are
taught in finance and trading courses worldwide.

2. Evolution of Technical Analysis: While technology has advanced and new
tools have emerged, the core principles established by Edwards and Magee
remain relevant. Traders continue to incorporate their insights into modern
trading platforms and strategies.

3. Influence on Trading Psychology: The understanding of market psychology
and its impact on price movements as discussed by Edwards and Magee has
influenced behavioral finance and trading psychology, paving the way for a
deeper understanding of trader behavior.

In conclusion, the technical analysis of stock trends by Edwards and Magee
serves as a cornerstone for traders aspiring to navigate the complex world of
the stock market. By focusing on price movements, patterns, and market
psychology, their methodologies empower traders to make informed decisions
and capitalize on market opportunities. As the trading landscape continues to
evolve, the principles established by Edwards and Magee will undoubtedly
remain integral to the practice of technical analysis.

Frequently Asked Questions

What is the main premise of Edwards and Magee's
technical analysis?

The main premise of Edwards and Magee's technical analysis is that price
movements in the stock market are not random but follow identifiable trends
that can be analyzed and predicted based on historical data.



How do Edwards and Magee define a 'trend' in stock
prices?

Edwards and Magee define a 'trend' as the general direction in which a
stock's price is moving, which can be upward, downward, or sideways. They
emphasize that trends are crucial for making informed trading decisions.

What are the key components of trend analysis
according to Edwards and Magee?

The key components of trend analysis include identifying the trend direction,
recognizing support and resistance levels, and understanding volume patterns
associated with price movements.

What role do support and resistance levels play in
technical analysis?

Support and resistance levels are critical in technical analysis as they
indicate price points where stocks tend to reverse direction. Support levels
are prices where buying interest is strong enough to overcome selling
pressure, while resistance levels are where selling interest outweighs
buying.

How do Edwards and Magee suggest using chart
patterns in trading?

Edwards and Magee suggest that traders use chart patterns, such as head and
shoulders or double tops and bottoms, to anticipate future price movements
and make informed trading decisions based on historical behavior.

What is the significance of volume in technical
analysis according to Edwards and Magee?

Volume is significant in technical analysis as it confirms the strength of a
price movement. High volume during an upward trend indicates strong buying
interest, while high volume during a downward trend indicates strong selling
pressure.

Can Edwards and Magee's techniques be applied to
various asset classes beyond stocks?

Yes, Edwards and Magee's techniques can be applied to various asset classes,
including commodities, forex, and cryptocurrencies, as the principles of
trend analysis and price behavior remain consistent across these markets.



What is the importance of timeframes in technical
analysis as discussed by Edwards and Magee?

Timeframes are important in technical analysis because different trends can
exist simultaneously across various timeframes (e.g., daily, weekly,
monthly). Traders must choose appropriate timeframes based on their trading
style and objectives to effectively analyze trends.
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