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Figure 1.1: Historical Daily Price Chart of DAX ( Deutsche Boerse AG German Stock index) from 1994 to 2015.
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Figure 1.2: Historical Daily Price Chart of Dow Jones Index from 1994 to 2015.
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Introduction 

 

Purpose 

This report is crafted as part of an in-house 

exhibition cum review of our previous year 

analysis, observations and research; with 

an intent to simultaneously provide insights 

on Technical Analysis for sharing purposes.  

Indices analysis is a vital part of creating a 

macroscopic overview of the sentiment of 

markets which will serves as a solid 

foundation for further analysis on the 

outlook of stocks and commodities.   

Structure 

In this report, we will first establish the 

premise for in-depth discussion by 

concurrently analyzing both DAX and Dow 

Jones index. Their relationships will allow 

for integration of various technical analysis 

methods in bid to uncover appropriate 

trading strategies.  

The structure of the report will simulate a 

beginner's process in formulating a trading 

strategy by first understanding the nature 

of the instrument before carrying out 

hindsight analysis. Finally, a specific 

strategy is formulated to exploit the traits 

shown by the instrument.  

Rationale for choice of Indices 

DAX is a blue chip stock market index 

consisting of 30 major German companies 

trading on the Frankfurt Stock Exchange. 

The German index is a good proxy for the 

volatility seen in the European markets. 

Dow Jones Industrial Average is the 

American equivalent.  Despite their small 

selection of 30 stocks which may not 

represent the vitality of the economy, both 

indices are highly volatile and responsive to 

market sentiment and movements. Both 

indices comprise of major export companies, 

implying that fluctuations of their domestic 

currency rates will contribute to the 

volatility of the indices. Volatility creates 

opportunities for most of our trades.    

Stage 1: General Observations 

(Insights- Comparing both charts) 

General Correlation 

While a statistical analysis on both indices 

will not yield a direct perfect correlation of 

one, a correlation coefficient value of above 

0.5 is definitely well within expectations. 

The obvious positive correlation between 

the two is likely to be a result of the 

contagion market effect due to convergence 

of monetary policies worldwide ever since 

the 2008 financial crisis. While the indices 

do not move in exact lock step generally, 

the major reversal points and periods of 

uptrend and downtrend are mostly in 

tandem. These can be seen in Figures 1.1 

and 1.2. The general correlation highlighted 

here will have implications that we can take 

advantage of to create trading strategies.  

Steepness of Trend Lines 

With reference to Figure 1.1, the 20 year 

price chart is broken down into 3 dominant 

market cycles.  The trend lines in navy blue 

can be seen to be increasing in steepness 

across the different market cycles.  A 

steeper uptrend line signals an extremely 

probable corresponding downtrend line of 

equivalent steepness (we can expect 

market crashes to be increasingly swift and 

rapid, i.e. a large magnitude over a short 

period of time).   

While this observation may serve as more 

of a guide than a rule, there is an even 

more apparent trait exhibited by the trend 

lines which maybe more reliable to utilize in 

the formation of strategies.   

Secondary Trend lines 

 

Figure 1.3: Escalation black trend lines 

Based on Figure 1.3, taking the navy blue 

lines as the base trend line, we can see 

from Figure 1.1 that the secondary black 

trend line deviates in steepness compared 

to the base trend line. The black lines 

represents periods of escalation in price 

trends of a market cycle.  These escalations 

are consistent and can be observed in both 

charts as they are natural phenomenon in 

every trend and market cycle. The 

escalation indicates underlying exhaustion 

in the pre-existing trend, which is the 

hallmark of a reversal in both uptrend and 

downtrend. 

 

 

Analyzing Chart patterns 

As seen in the two charts, Figure 1.1 and 

1.2, the price reverses significantly after a 

formation of reversal pattern. The two most 

observed reversal patterns that has the 

highest success rates are double bottom 

and inverse head and shoulders pattern.  

On a daily chart, it appears that the longer 

the period a pattern takes to complete, 

while still portraying the intended sentiment, 

the more likely that pattern may signal a 

reversal in price. These can be seen in 

Figures 1.1 and 1.2 where the reversal 

patterns are formed over periods of 1 to 3 

years. 

 
Figure 1.4: Double Bottom Cup & Handle 

A point to note would be that in interpreting 

deformed patterns, as long as the candles 

within the pattern embodies the original 

sentiment, it can be interpreted to have the 

same effect. This can be observed in Figure 

1.4, whereby the cup and handle pattern 

has a double bottom in place of its cup base. 

This combination on hindsight has led to a 

bullish run in price. 

This broad overview has three implications 

which we will use in structuring a trading 

strategy later.  In the following section, we 

will first explore possible fundamental 

market risks that needs to be taken when 

managing the expectations of volatility in 

our strategy. 
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Figure 1.5: Historical Daily Price Chart of DAX (Deutsche Boerse AG German Stock index) for the year 2015.
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Stage 2: A summary of news 

events in the past year and price 

reactions (Insights) 

In this section of the report, we will study 

the immediate reactive impact of news and 

headlines on the DAX index rather than 

delving into the economic and financial 

consequences that each event may bode 

for the future. The basis of our technical 

analysis lies in understanding price 

reactions and sensitivity to the collective 

market sentiment on various headlines.  

Hindsight overview of the major 

market news in the year 2015 

In the second quarter of 2015, DAX 

ascension to the 12000 levels came to a 

halt when the china stock market bubble 

burst, sending off a steep corrective wave 

that sparked global market uncertainty and 

destabilized market prices in the process. 

Sometime in late July, Greece was facing 

the threat of sovereign default and had to 

renegotiate a new bailout deal with the 

International Monetary Fund (IMF).  During 

this period, the price of crude oil 

plummeted from $60 dollars a barrel due to 

an increase in crude oil supply and OPEC’s 

unchanged position on production levels.  

DAX was trading in a downtrend channel in 

this period as seen in Figure 1.5.   

We saw slight recovery in price when 

Greece repaid their dues and managed to 

renegotiate the bailout terms with IMF. 

Soon after, DAX fell a record 20 percent 

and more within a quarter when China 

devalued yuan against the world currencies, 

amidst the second wave of sell-off in China 

stock market and Federal Reserve's hint on 

an interest rate hike by end 2015.  

The steep decline saw price broke through 

the downtrend channel and it only 

recovered when the decline in both crude 

oil price and China stock market price had a 

technical recovery.  The recovery in DAX 

was further encouraged after Mario Draghi, 

President of the European Central Bank 

(ECB), hinted on more dovish monetary 

policy actions to be taken in the next ECB 

meeting in December 2015. The prospect of 

a possible expansion in quantitative easing 

(QE) by the ECB sent DAX up 2000 points 

from the aftermath of the global commodity 

and China stock market rout.  

Wrapping up the year, Janet Yellen finally 

announced an interest rate hike of 25 basis 

points during the December Federal 

Reserve meeting. Preceding this 

announcement, ECB also announced the 

continuation of QE which was less dovish 

than market expectations.  DAX climbed 

sluggishly to close at 10743 for the year.  

Types of news events 

As we can read from the paragraphs above, 

there will always be different news that 

may be deemed to affect markets to 

varying degrees based on the nature of the 

event and its associated perceived risks. A 

broad way to loosely categorize these news 

based on the hindsight analysis are of two 

types: unexpected fresh events and central 

bank news.  

Type 1: Unexpected fresh events 

In a highly globalized finance market, it 

may appear to be difficult to discern the 

type of news which will result in significant 

market reaction. New events in 2015 such 

as the China stock market crash are 

deemed to carry great uncertainty and 

unknown consequences which had a 

contagion effect over the European and 

American stock markets, rapidly sending 

price lower. On the other hand, the Paris 

terror attack in November may have struck 

fear in the hearts of many, but it had a 

muted effect on the market as compared to 

the devaluation of yuan in August which 

saw DAX crashing over 20 percent. This 

implies that news closer to home may not 

be deemed as significant when compared to 

news that have a more direct economic 

impact on financial markets worldwide. 

It can also be observed that a string of 

bearish news often occurs in the same 

period as a technical correction in the 

market, this coincidence leaves us with 

many burning questions to be answered.  

Type 2: Central Bank News 

Central bank related news can be seen to 

be main drivers of the key trends in the 

price chart. However, to be specific, the 

news that drive market movements are not 

conclusive.  Usually, the larger price 

movements occur a month to weeks before 

the stipulated release of central bank news 

and at times, it may just be speculative 

hints on a probable action by the central 

bank at a later date. This clearly indicates 

that the market is highly sentimental as it 

reacts on speculation rather than 

confirmative news most of the time, by 

which the time confirmation arrives, the 

price will see decreased volatility relative to 

weeks before since it was mostly within 

expectation and factored in earlier.  

Developing insights from observations 

Based on visual observations from the chart, 

we gathered that there is no obvious 

correlation and common behavioral patterns 

between price and the immediate release of 

anticipated market news. Thus, price 

reactions to news is completely random.   

News represents periods of Volatility 

The most important takeaway is that news 

have one key role in the predictive analysis 

of price: impending news represents period 

of abnormal volatility. As logical as it may 

sound and easily deduced without the use 

of chart analysis, this is an aspect largely 

neglected by new entrants to the markets. 

Volatility during news periods must be well 

managed for it is bizarre and unpredictable 

at a non-quantitative level of analysis. 

Volatility can represent opportunity but it 

may also create large drawdown on existing 

positions if neglected. A better measure of 

volatility will be the VIX that will be 

introduced shortly. 

China Stock Market's Influence 

A brief overview of the chart of DAX over 

the year 2015 will show that most of the 

fluctuations in the chart are contributed by 

developments in the China stock market. 

Over the past decade, China saw a 

parabolic increase in its economic activities 

that propelled the communist state high up 

the ranks, clinching the spot as the world's 

second largest economy. The 

internationalization of the Chinese market 

also marks the start of greater connectivity 

and flows of funds between the world's 

nations. 

Because of the increased ease of trading 

securities and China's prominent status as 

the world's dominant exporter/ importer of 

numerous goods and commodities as well 

as its increasingly popular trade currency, 

the China financial market is now a key 

consideration when valuing opportunities 

and risks in every portfolio.   
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Figure 1.6: Historical Monthly Price Chart of DAX (Deutsche Boerse AG German Stock index) for indicated period

  

Figure 1.7: Historical Weekly Price Chart of DAX for indicated period        Figure 1.8: Historical 4 hourly Price Chart of DAX for indicated period
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Stage 3: Proposed trading strategy 

and predictive price forecast  

Formulating Trading Strategy 

In the first stage, we have established that 

there is a general positive correlation 

between DAX and Dow Jones. Their 

uptrends, downtrends and major reversal 

points occur in the same periods. This 

allows us to compare between both charts 

at any point in time, especially on the 

futures market for any arbitrage 

opportunity or a lagged response in one 

index over the other so we can time our 

entry better. Based on our trend line and 

chart pattern analysis, we can now identify 

a major turning point when the divergence 

in primary and secondary trend lines takes 

place before the formation of a reversal 

pattern over a period of time.  

Subsequent news analysis show that 

periods with highly anticipated news will 

experience greater volatility before the 

release of news. This piece of information is 

necessary for our trade management 

purposes. Since we are unlikely to form a 

high speed frequency trading strategy with 

current dataset, we will not be able to 

capitalize on the volatility preceding news 

release, hence, part of our trading strategy 

will be to avoid trading during major news 

release period.  

Also, China markets had great influence on 

the world indices performance in 2015. 

Assuming the same trend continues in 2016, 

we will need to analyze the China Index 

Charts such as ChinaA50 separately to 

reassess possible headwinds that may drag 

down global indices levels. 

 

Improving market timing: 

Multi-time frame Analysis 

Since our orders will be executed in a 

second rather than over periods of hours or 

days, it only make sense to refer to multi 

time frame charts to determine the most 

opportunistic price to enter. Multi-time 

frame charts will also present a clear 

picture of support and resistance levels 

collectively. These can be seen in Figures 

1.6, 1.7 and 1.8 which we will use to 

generate our price forecast later. 

Candle Stick Analysis 

  

Figure 1.9: Bearish 2 Bar Reversal 

Across all the time frames, we will realize 

that the price candles may also indicate 

signs of weaknesses and strength through 

its unique formation. The most common 

pattern we will use is the Bearish 2 bar 

reversal as seen in Figure 1.9. While it may 

not always be a formation of 2 bars, what is 

essential is the positions of the candles 

reflect the original sentiment: the previous 

day gain is completely erased by the 

current trading day. This represents strong 

bearishness and exhaustion in the bulls, 

indicating a turning point. 

Indicators: Exponential Moving 

Average (EMA) 

Figure 2.0: 20 Day EMA 

We may also get more confirmation using 

moving averages. In particular, the use of 

20 EMA (purple line) as seen in Figure 2.0 is 

highly encouraged as we can observe from 

the charts that when price cuts the moving 

average, we will experience a large 

magnitude in the movement of the index. 

Interpreting the crossover of price is simple: 

If the price cuts the index from top to 

bottom, it is a bearish signal; otherwise, it 

is bullish. Please approach our members to 

clarify the rationale for this method. 

Measure of volatility: VIX 

 

Figure 2.1: VIX: 2004 to early 2016 

At this juncture, the parameters we are 

using to gauge market direction and 

strength are comprehensive but lacks a 

volatility measure. That is where the use of 

VIX can fill up the void. As we can see from 

Figure 2.1, the largest spike in the chart 

represents the period between 2008 and 

2009, at the peak of the sub-prime crisis. 

We can also see that VIX values are low 

between 2012 and 2014, the period of 

massive levels of quantitative easing. Today, 

we are seeing VIX spiking above the mean 

value. The continual monitoring of VIX 

serves as a complementary measure to 

gauge volatility and manage our exposure. 

Demonstration Example: Sensitive 

price levels & probable price direction 

Figure 1.6:  Beginning with the big picture, 

the monthly chart shows that the index is 

still on an uptrend if it stays above the 

dotted yellow line. However, the secondary 

black trend line is an indication of weakness 

in the preexisting trend. Furthermore, price 

is resisted by a downtrend dotted red line. 

Price also cut the 20EMA from the top at 

the star shape symbol.  

This is an encouraging news for the bear, 

as price can be expected to test the support 

line (2) in the immediate term. Should both 

the horizontal support line and dotted 

yellow uptrend line fail to halt the decline of 

price, DAX will likely fall to (1), at 8274 

region. Should the downtrend persist, we 

will see support at (4), index levels of 6723. 

Finally, if there is a financial Armageddon, 

5171 region (5) will be the lowest level DAX 

could possibly reach in the year 2016. In a 

less likely scenario, support line (2) will act 

as a trampoline for price to ascend to (3) at 

levels of 12000.  

Discretionary trading vs non- 

discretionary trading (Algorithmic) 

It is apparent that the human eye will not 

be able to constantly process this volume of 

information simultaneously. Therefore, in 

addition to eliminating human emotion in 

decision making, non-discretionary 

algorithmic trading will process these 

information fast and provide faster 

execution at more competitive rates. This 

competitive advantage is what attracts us 

and inspire us to develop an interest in this 

area.  Do check out our fund report and 

feel free to ask our members any questions.  


