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The High-low Index as a Tool to Enhance Returns 

Submitted by Harold B. Parker, Jr., CMT 4 
Introduction 

The analysis of uew 52-week high and low data 011 the 
NkSE can provide valuable insight into the near- to inter- 
mediate-term treud of the market. These data have beer1 
used in a wide variety of ways over the years, but most com- 
mouly they are used as a ratio (highs divided by lows) or 
as a difference (highs minus lows) .’ The interpretation 
of the data has generally fallen iuto two general catego- 
ries as well. Oue method relies 011 the data to confirm or 
diverge from the popular indexes such as the Dow Joues 
ludustrials or the S&P 500. The logic behind this method 
is that a healthy market which is making new highs should 
be accompanied by a large aud/or rising number of indi- 
vidual stocks making new highs as well. Sew highs ill the 
indexes without IKW highs iu the high-low indicator are 
considered suspect. The reverse would be true of bot- 
toms. The second general use of the high-low indicator 
has beeu as au overbought-oversold indicator. The logic 
behiud this method is that extremes in the indicator point 
to unsustainable extremes iu the market. Most forecasts 
usiug these two types of iuterpretatious of high-low data 
are rather subjective. 

The shortcoming of subjectivity of interpreting the 
high-low index was addressed by Abe Cohen with the 
Chartcraft High-Low Index. He displayed his High-Low 
Index 011 a point aud figure chart. The index is cou- 
strutted by dividing the uumber of uew daily 52-week highs 
on the SYSE by the sum of new highs and new lows. .A 
simple lo-day moving average of Llie rcsultiiig percentage 
data (((Highs/ (Highs t LOWS) ) / 10) is theu plotted 011 a 
point and figure chart using a box size of 2% and a three- 
box reversal arid bounded on the top by 
100 aud the bottom by 0. The result is a 
chart that is elegant in its simplicitv aud 
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ohjectivitv because it filters ou; the 
“noise” ok small ((6%) reversals and 
shows reversal points clcarlv (the rever- 
sal from X’s to O’s or vice versa is un- 

equivocal). Cohen considered levels be- 
low 10% to be oversold aud ihose above 
90% 10 be overbought aud a reversal from 
those extremes to be buy (from oversold) 
and sell (from overbought) signals. 

Cohell’s logic seems to go oue step 
beyond that of previous indicators. Us- 
ills the decision rules in the paragraph 
above, this indicator gives iiot only ali 
easilv determiued indicatioil of extreme 
overbought and oversold levels, but also 
provides au objective method for deter- 

mining when these conditions are reversing. This siguifi- 
cantly enhances the usefulness of high-low data because 
it allows them to be used as a timing tool for intermedi- 
ate-term moves. Unfortunately, the market rarely gets to 
the extreme 10% or 900/o levels before reversing, aud this 
can strand the investor in a reversing market without get- 
tiug a signal from the indicator. Cohen’s rules resulted in 
only two completed signals in the lo-year period studied. 
When invested, the Cohen method returned a respect- 
able compounded annualized rate of return of 18.9%. 
However, it was in the market only 16% of the time aud 
captured only a little over a quarter of the total up move. 
For more useful entry aud exit signals, some alteration of 
the decision rules seems in order. 

Method 
Testing was done using Cohen’s calculatiou and plot- 

tiug methods, described above. 0111~ long positions were 
taken using the following decision &les: 
Buy: Indicator reaches 40% or less alld reverses up 

by 6 percentage points. 

Exit: Indicator reaches 70%’ 01‘ greater aud reverses 
up by 6 percentage points. 

Sell Stop: Indicator reverses prior to the sell signal above 
aud declines to a level below the low of the 
column of O’s preccdiug the buy signal. The 
sell stop would be triggered, for instance, if the 
indicator falls to 38 and reverses up to 44 or 
greater (crcatiug a bottom at 38) alld thcu hlls 
lo 36 prior 10 risiiig to 70. 

The indicator is illustrated irl Figure 1. 
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FIGURE 2 

These decision rules were established empiric& 
based on the author’s experience. The levels of 405 
and 705 looked as if thev would give a good balauce 
of profitable signals VS. “whipsaws” and would achieve 
the primary objective of developing a tool to assist an 
equity investor in achieving results superior to a buv 
and hold strategy Therefore, the investor is either 
long or out of the market for the purposes of the test. 
X secondary objective as to have drawdowns due to 
market fluctuations that were significarltlv less than a 
buy alld hold strategy. 

The testing was doue over the lo-year period from 
19851994. This period 1va.s chosen because Grst, the 
method for reporting the underlying data ivas cousis- 
tent, and second, it produced enough signals to give 
reliable results.’ 

Results 

The results for the studv oeriod indicate that the 
high-low iudki can be verv useful for 
timing entry into the equity market. 
The buys and sells are listed and sum- 
marized in Table 1 and illustrated irl 
Figure 2. 

The high-low index aud the decision 
rules described above resulted in the 
investor being in the market for a total 
of 3.76 wars out of the 9.74 years be- 
tween tde start of the first signal and the 
end of the last signal. The compounded 
annual rate of return’ \vhilc illvested was 
23.57%, excluding dividends. The 
maximum adverse excursion was 7.26%. 
(:Ilnximum n&r.sr: txxusion is the maxi- 
mum percentage dccliue ill equity due 

to market lluctuatioll of the eouit\ 
placed illto each ~xtc. This differs 
from the term drtudown, which is the I maximum percentage dccliue irl equity due to mar- 

ket fluctuation from the previous peak Icvcl ofequitv.) 
The equity curve for using the high-low index during . 
the study period is conta:led in Figure 3. The start- 
ing point for the curve is the S&P 500 level at the 
begiuuiug of the test period. 

FIGURE 3 

I 
Equity Curve using High-Low Indicator 

If one had instead bought the S&P 500 at 167.16 
on December 19, 1984 and sold at 467.91 on Novem- 

ber 3, 1994, OIIC ivould have achieved au 11.14%) conl- 

pounded annual rate of return. excluding dividellds. 
for the 9.i4 year period. Using the buy a11d hold 
method. the maximum dra~vdo~11 ~vould have lxxm 

34.23%. 

Discussion and Conclusion 

The High-Low indicator produced reliable signals . 
and performed \\~ll versus a buy and hold stratcg) 
during a period \\.heu INN and hold tvorked extremeI\ 
well. The trading signals’ for the studs period had the 
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following fworable characteristics: 
l 70% were profitable (20% with no ad\Terse excursion) 

l High annualized rate of return while invested (23.57%) 

l Low adverse excursion from entry (7.26% maximum 
and 2.07Y0 average) 

. Ratio of % gain to M loss was very favorable (7.31% 
avg. gain vs. 2.78% avg. loss) 

l Total Gaiu/Maximum Drawdown ratio was 9.46 vs. a 
ratio of 2.67 for S&P 500 buy and hold 

l .A Student’s T test of the results indicates that they are 
highly significant, with only a 1% probability that’the) 
were achieved by chance 

In addition, the indicator has the advantages of being 
objective aud easilvmaintaincd from readily available data. 

The indicator gate an al’eragc of only two completed 
signals per year and the exit rules had an in\.estor out of 
the market for two-thirds of the time studied. These char- 
acteristics may be considered to be either a positive OI 
Ilegativc dcpcnding 011 one’s i1lvestment objectives; ho~\~- 
ever, thcv dicl result in lolvcr-than-market risk. The most 
significant disad\autaqe to the indicator rvould seem to 
be that it tends to bc iarly with its exit signals. Examiua- 
rion of Figure 2 reveals that one would haye forcgo1le sig- 
uificant upside movemeut iu both 1986 aud 1989 by us- 
ing this indicator as an exit tool. This would suggest that 
other indicators might be useful adjuncts to more pre- 
cisely time market exits. It might also be useful to exam- 
ine SOIW other decision hcnchmarks in the future. NW- 
ertheless, this illdicator, with the current benchmarks, 
resulted iI1 the investor capturing two-third of the points 
iu the up I~OYC iu the market during the study period 
~\+ilc being inwtcd for odv one-third of the time. 

‘Annualized rate ofreturn was used because the author’s decision rules 
resulted in being invested for nearly four)ears or a little over l/3 of the 
total time studied. 
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