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Is the primary market trend
up or down?

by Dennis D. Peterson

riting about the positive volume

index (Pvi) takes me back to
when | first started trying to understand the
markets. | joined four stock clubs, searched
the Internet extensively, and haunted the
local library. | still belong to one of the
clubs; itsmembersusefundamentals. Even
though they don’t subscribe to anything as
voodoo-like as technical analysis, they do
plot dataon semi-log chartsand usethemas
part of the decision-making process. | was
alsoabletolearnquiteabitatthelibrary. In
addition to Robert Edwards and John
Magee' sclassic Technical AnalysisOf Stock
Trends, | read Norman G. Fosback’s Sock
Market Logic. Fosback’ shook hit me, much
the sameway the stock club’sfundamental
orientation contrasted with my technical
analysis trading. Fosback didn't see, for
example, that there was added gain in go-
ing from standardto semi-log charting. The
book was not about patterns, or any kind of
visual investing techniques, but Fosback’s
logiciscompelling. But if Fosback likesan
indicator, you can besureitisreliable, and
he happensto like Pvi.

In two tables Fosback sums up the per-
formance of two indicators, Pvi and its
counterpart, the negative volume index
(Nv1), based on data from 1941 through
1975. He determined that when the trend of Nv1 is up, there
isa96% probability that we arein abull market. If thetrend
of Nviisdown, thereisa50% chancewearein abear market.
If the trend for Pvi isup, then there is a 79% chance we are
inabull market, andif thetrend of Pviisdown, thereisa67%
chance we are in a bear market. Between these two indexes
you ought to be able to tell — at least most of the time —

whether you arein abull or bear market.

The theory behind the indexes is as follows: On days of
increasing volume, you can expect pricesto increase, and on
daysof decreasing volume, you can expect pricesto decrease.
This goes with the idea of the market being in-gear and out-
of-gear (see my article “Volume Speaks Volumes,” in Sep-
tember 2001’s online Working Money). Both Pvi and Nvi
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Despite pundits reading
a fall in the Nasdag, PVI
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and NVI are telling a
slightly different story.
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work in similar fashions: Both are a run-
ning cumulative of values, which means
you either keep adding or subtracting price
rate of change each day to the previous
day’s sum. In the case of Pvi, if today’s
volumeislessthan yesterday’s, don’t add
anything; if today’s volume is greater,
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A= the point wherg PVl is underits [
127-day moving average and
B = the point where PVl is under
its 255-day moving average

then add today’ s price rate of change. For
Nv1, add today’ spricerate of changeonly
if today’ svolumeislessthan yesterday’s.
Price rate of change can be found by:
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FIGURE 1: NASDAQ DAILY PRICE (BOTTOM) AND PVI (TOP). The standard approach is to use a 255-day
simple moving average of PVI (blue) and see if PVI (red) is above or below the average. This indicates
whether the market is bullish or bearish. A and B identify areas where PVI crossed below a moving average

of PVI. However, recent price volatility suggests that a shorter average, such as a 127-day moving average,

(Today’s close — yesterday’s close)
yesterday’s close

might work better.

Both indicators compare the current
value to amoving average; for example,
the average you might choose by default
is 255 days. Although the market has
changed from the 1941-75 period, the
reasoning behind the indicators has not.
The theory is based on human nature,
which hasn't changed since the introduc-
tion of Homo sapiens.
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average of Pvi. This looks at how the 3000
Pvi itself behavesrelativeto thetrend of 2500
Pvi, and shows you how it would have 3233
been bullish through the first quarter of 1000
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2000, using a 127-day moving average, [[1d57
or until October 2000, using a 255-day
moving average.

Because of thetoolsand datafeeds, | am
free to do what | want relative to Pvi or
NviI. Although the Nasdag Composite is
not normally provided with volume, | added the daily up,
down, and unchanged volume to have a daily total volume
number (courtesy of eSignal and MetaStock). | also used
closing prices, although | could have used other combina-
tions, and | used a simple moving average as opposed to an
exponential moving average (EMA). After looking at the
chart, | think you will agreethat Fosback’ s1941-75 observa-
tions are still valid once you adjust for the increase in
volatility.

Now I'll show you how to apply the NvI. Take a look at
Figure 2. Looking at the point where NvI went below either
the 127- or 255-day moving average of Nvi in 2000 (Figure
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FIGURE 2: NASDAQ DAILY PRICE (BOTTOM) AND NVI (TOP). Two moving averages are plotted with NVI,
255 days (blue) and 127 days (green). With either average you are no longer bullish after mid-February 2000.
The NVI works well as an exit bull market signal.

2: bluevertical line), you can seethat NvI gave you aheads-
up for exiting long positions on what was an exhausting top
of the Nasdagq Composite. This may tempt you to build a
trading system based solely onthe Nvi and its crossing of the
moving average of NvI, but notewherethe Nvi isabove both
averagesin 2002, whichwasnot abullish year for the Nasdag
(or much else). What isclear isthat thetrend of NvI hasbeen
down for most of 2002, and for the same period thelong-term
trend of Pvi has yet to turn positive. By long term, | mean
comparing Pvi to either a 127- or 255-day moving average.

If you think about Pvi or NvI in terms of positive or
negative momentum, you may want to consider creating a
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momentum indicator for each. You can
tackle thisin a number of ways, such as
creating amoving average convergence/
divergence (MACD) of PviI.

But you are going to run into a prob-
lem, which | will explain by using Pvi
peaks and valleys. | placed a 5% zigzag
on PvI (Figure 3) to identify the peaks
andvalleys. Youwill seethat ahigher set
of peaks(positivemomentum) and alower
set of valleys (negative momentum) oc-
cur frequently using a5% zigzag change.
Moreover, some peaks and valleys are
larger than others. Smaller peaks and
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valleys are just noise, and reading noise
can be costly. You could increase the
percentage of the zigzag, but this will
decrease the sensitivity to change and
delay the signal. Without sustained mo-
mentum you are going to get whipsawed,
so what you need to do is just use the
“significant” peaks and valleys directly.

it is, is higher than I.

PEAKS ‘N’ VALLEYS

The best case for Pvi showing some strength can be seen in
the peaks and valleys of H, I, and J (Figure 3). Why these
three? The peaks and valleys of H, I, and J are bigger than
those of C, D, and E: they encompass more values of Pvi.
NoteJishigher thanH, and thenew peak — wherever it might
end up— isalready higher thanthehorizontal linethat marks
the previous peak, I.

If you look back at the price action from A through G
(Figure 3), you should see an unconvincing case for a
sustained move up. True, G nailed thevalley inpriceinlate
September 2001, but when Pvi starts increasing, at what
point do you say it has increased enough to sustain price
momentum?

When PvI peakedinearly December 2002, it wasno higher
than previous recent peaks and started to retreat. Thismeans
themarket just didn’t havetheenthusiasm. However, Norman
Fosback says that the market lovesthe holidays: The market
doesn’t want to be the bad guy at Christmastime. Whilethere
issome selling in late December to offset capital lossfor the
following year’ staxes, you haveto determinehow muchgain
there hasbeen during the year. Thisyear, many already have
sustained enough losses, so relatively little capital-loss sell-
ing did not offset the Christmas cheer.

SUMMARY

Despite the pundits who are reading an imminent fall in the
Nasdaqg, Pvi and Nvi aretelling aslightly different story. Pvi
is showing signs of gaining momentum, which means there
isa79% chance the market is bullish. What you want to see
is NvI trending up, which would put that probability in the
96% ballpark; those who prefer long positions should look
for down-volume days with positive price increases.
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FIGURE 3: NASDAQ DAILY PRICE (BOTTOM) AND PVI (TOP). PVIhas been annotated with a 5% zigzag line
(black) to identify peaks and valleys. Valleys A and G are larger in magnitude than C or E. The peaks and valleys
identified as H, |, and J are larger in size than C, D, and E, and therefore are more valid. Since J is higher than
H it means momentum is gaining, and in October 2002 the horizontal line indicates the ensuing peak, wherever

An Nvi that is trending down suggests there's a 50%
chanceyouareinabull versusbear market, soit doesn’t make
a case for either market when used alone. At the moment it
looks like the Nasdaq is moving sideways with neither bull
nor bear dominating. With a Pvi that is gaining momentum,
you can expect a positive reaction to good news and for
negative news to be discounted.

Dennis D. Peterson reached at
DPeterson@Traders.com.
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Seeour Traders' Tipssectionthismonthfor strategiesimplementing
Peterson’ s concepts.

This article — and articles like it — can be
found online at www.working-money.com.
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