
HISTORY OF THE DOW THEORY – from the Dow Theory Letters, by Richard Russell 

The following piece is for serious market students. What I wrote below is information that you
will rarely see anywhere else. I hope it will dispel some of the misconceptions and utter nonsense 
that has circulated about Dow Theory. Read on.

DOW'S THEORY: From the very beginning (July 1958) I called my report Dow Theory Letters,
and there are obvious reasons for that. The reasons are (1) I truly believe in the basic tenets of
Dow Theory, and (2) I wanted to teach Dow Theory and I wanted to insure that the Dow Theory
tenets, rules and observations were passed on to future generations.

Before I start this section let me say that there are hundreds of predictive and trend-following
techniques that are now used (some very worthwhile, others less so) by market students. I follow
dozens of these techniques and devices, but none of them will ever replace or negate the basic
tenets of Dow Theory.

I've been writing these reports for 41 years and never a month goes by that someone doesn't
announce that the Dow Theory is antiquated and that it no longer works. The detractors, almost
to a man, do not know their subject and have, in almost all cases, never studied Dow Theory. The
Dow Theory (actually it is a set of observations) has basically to do with buying great values and
selling those values when they become overpriced.

Value is the operative word in Dow Theory. All other Dow Theory considerations are secondary
to the value thesis. Therefore, price action, support lines, resistance, confirmations, divergence
--- all are of much less importance than value considerations, although critics of the Theory seem
totally unaware of that fact.

I've spent two-thirds of my life studying and writing about the markets. And I'd say that without a
shadow of a doubt the material which has served me best are the books and papers written by the
great Dow Theorists -- Charles H. Dow, William P. Hamilton, Robert Rhea and E. George
Schaefer.

First, let's talk about Charles Dow, a man who, by any reckoning, must be considered a brilliant
market observer and theorist. Dow started his career as an investigative reporter, specializing in
business and finance. In 1885 (and few people are aware of this), Dow became a member of the
New York Stock Exchange, and this provided him with an intimate knowledge of how the
market works. In 1889 Dow began publishing a little newspaper which he called The Wall Street
Journal. Between 1899 and 1902 Dow wrote a series of editorials for his Journal, editorials that
many consider among the finest ever to come out of Wall Street. Written almost 100 years ago,
these editorials are as pertinent and valuable today as they were the day they were written.

Dow was a very modest man, and although his admirers begged him to write a book explaining
his theories, Dow stubbornly refused. However, Dow's good friend, S.A. Nelson, published 15 of
Dow's Wall Street Journal editorials in a little volume entitled, "The ABC of Stock Speculation."



A footnote at the bottom of each chapter refers to the editorial as "Dow's Theory." But Dow
himself never once used the term.

Following Dow's death, two other men took over editorship of the Journal for brief periods. They
were followed by William P. Hamilton, who was the fourth editor of the WSJ. Hamilton wrote a
brilliant series of 252 editorials. These pieces appeared in the Journal between 1903 and 1929,
and in Barron's (the Journal's sister publication) during 1922 to 1929. As time passed, Hamilton's
writing attracted a wide and devoted following. In 1926 Hamilton wrote his landmark book
entitled, "The Stock Market Barometer," in which he presented his own version of Dow Theory.

Hamilton had been Dow's understudy at the Journal, and in his book he included much of Dow's
market observations and philosophy. But Hamilton also presented his own views on Dow
Theory, and it was Hamilton who first defined the confirmation principle of the Averages.
Hamilton died in 1930 soon after writing his most famous editorial, "The Turn of the Tide"
(written on October 25, 1929). This fateful forecast served as the obituary for the amazing and
hugely speculative 1921-'29 bull market.

The next great writer in the Dow Theory chain was Robert Rhea. Rhea was a devoted student of
Hamilton's, and Rhea adhered closely to Hamilton's version of Dow Theory. Over a period of
many years, Rhea codified and refined Dow Theory, always deferring to Hamilton in his
explanations. I've studied every work and sentence that Rhea ever wrote, and in my opinion,
Rhea was the greatest market trader of his time.

Rhea possessed a marvelous, instinctive gift for reading the Averages. He had an uncanny ability
to identify and trade on the secondary as well as the primary trend of the market. Rhea was
bed-ridden with TB, and he relied on his remarkable trading ability to support himself and pay
his costly medical bills.

On November 12, 1932, Rhea started a stock market service which he titled, "Dow Theory
Comment." The service was successful from the start. Rhea called the exact bottom of the bear
market on July 8, 1932, a feat which I consider one of the most remarkable in the history of stock
market analyses. Rhea's early letters were written during the depths of the greatest depression in
American history, and you can imagine the skepticism with which his almost shocking bullish
reports were greeted. Rhea also called the turn (to the downside) in the bear market of 1937, and
this feat, even more than his 1932 bull market call, made Rhea a household name on Wall Street.

Sadly, Rhea's disease took its toll. Only seven years after he started his advisory service, Rhea
died (1939). Following Rhea's death, the Dow Theory lay dormant for the many years during
WWII and afterwards.

The next major figure in Dow Theory was E. George Schaefer of Indianapolis. Schaefer started
his career as a stock broker with Goodbody & Co. He spent many years studying the writing of
the great Dow Theorists who preceded him. But Schaefer concentrated his studies on the brilliant
and seminal writings of Charles Dow. Schaefer was a firm believer in VALUES. One of
Schaefer's favorite quotes from Dow was, "An investor who will study values and market



conditions, and then exercise enough patience for six men will likely make money in stocks."

Another Dow quote used by Schaefer states, "It is always safer to assume that values determine
prices in the long run. Values have nothing to do with current fluctuations. A worthless stock can
go up 5 points just as easily as the best, but as a result of continuous fluctuations the good stock
will gradually work up to its investment value."

Schaefer believed that both Hamilton and Rhea placed too much emphasis on the pattern of the
Averages and not enough emphasis on the principle of buying great values and holding those
values throughout the life of a bull market. Schaefer wrote, "It has always been of interest to me
that Hamilton and Rhea . . . both steered away from Dow's thinking in many respects. Hamilton
was very reluctant to give Dow the full credit he deserved. And Rhea, in turn, disregarded the
works of Dow almost entirely and specialized in trying to improve the Hamilton version of Dow
Theory."

In 1948 Schaefer started his own advisory service which he called, "Schaefer's Dow Theory
Trader." Schaefer's timing was fortunate but more probably brilliant. On June 13, 1949, with the
Dow at a multi-year low of 161.60, one of history's great bull markets began. Exactly five days
from that low, on June 18, 1949, Schaefer wrote what I consider an advisory masterpiece (I still
have that report). In that piece Schaefer stated his reasons for believing that a great buying area
was at hand and that a major bull market had begun.

In that June 18, 1949 report Schaefer wrote, "The philosophy of Charles Dow always gave first
consideration to values, then to economic conditions and third to the action of both the Industrial
and Rail Averages. When the low point of a bear market is reached, values will be the first
indication of a change in trend. In the past 17 years only three opportunities have presented
themselves to buy stocks at great values. Now the fourth opportunity is making its appearance."

Schaefer's June '49 forecast turned out to be uncannily accurate. In June the Dow turned up from
its 161.60 low, and a great bull market began. Schaefer stayed with the bull market through thick
and thin until 1966. On February 9, 1966, 17 years later, the Dow topped out at a value of
995.15. Those who followed Schaefer's Dow Theory interpretations and investment procedures
(i.e., those who held their stocks throughout the bull market as Schaefer repeatedly advised)
made fortunes.

One of the reasons Schaefer started his advisory service was to present what he terms his "New
Dow Theory," a set of principles which he insisted "could be applied profitably to present-day
markets." Schaefer wrote in 1960, "A study of the Averages themselves can be highly rewarding.
But in my opinion, a forecast based on past movements of the Averages cannot be conclusive.
Predictions of events to come are more reliable if they can be reinforced by analysis of other
technical and more conclusive factors."

What were the "other factors" which Schaefer referred to? Some of them were values (and again I 
emphasize values), the 200-day moving average of the Dow, the short interest ratio, the advances
and declines, Dow's 50% Principle, market sentiment, market phases, and the yield cycle.



Remember, prior to Schaefer, orthodox Dow Theorists tended to avoid all "extraneous" items
other than the pattern of the Averages and volume, claiming that other items only interfered with
pure, basic, Dow Theory studies. Schaefer disagreed vehemently.

Schaefer possessed great market intuition, and he used his market instincts plus his new tools to
ride the great 1949-'66 bull market all the way from the bottom in 1949 to the top in 1966.
Through reactions, corrections, panics and dips, Schaefer insisted that his subscribers hold their
shares and buy more during all periods of weakness.

That may sound easy, but believe me it is not. The number of people who hold stocks from the
beginning to the end of a bull market can probably be counted in the hundreds. In early-1966,
Schaefer turned bearish on the market (based on third phase considerations and overvaluation of
stocks), and he advised his followers to "sell out." Schaefer remained bearish until the time of his
tragic and untimely death (suicide) in 1974.

Although Hamilton and Rhea took careful note of the secondary reactions in bull and bear
markets, Schaefer advised his subscribers to ignore these "temporary reactions," and to remain
invested in harmony with the primary trend of the market. In his historic report of June 18, 1949,
Schaefer wrote, "Once stocks are purchased, both the minor and secondary movements in the
market should be completely disregarded. A new period of prosperity will follow, once the
present recession has run its full course."  We now know how prophetic those words were (words
which were written during a time of extreme fear and gloom) .

Later Schaefer wrote, "So far as I can ascertain from his original writings, Dow had an open
mind, and there was a great deal of flexibility in his thinking regarding the price movements."

The following is extremely important, and subscribers should take careful note of this: Schaefer
believed that mass emotions were changing the character of the stock market. He realized that
Wall Street was gathering a much larger following year after year, and that the American public
was becoming much more involved with investments (today, of course, Wall Street has gone
both electronic and global). This relatively new phenomenon of mass emotions, Schaefer
believed, had to be taken into consideration as far as classic Dow Theory was concerned.

Wrote Schaefer, "My new Dow Theory involves a broad, balanced manner of thinking about the
market and your own emotions. It is a far cry from the narrow 'system' that places a complete
reliance upon what the Averages do. Yes, we who study the new Dow Theory watch the
Averages. But along with any such observations we realize and understand that the market is
composed of people of all types, and that all people are born emotional."

So what was the result of Schaefer's emphasis on the emotions of an enormous and growing
investment public? It was this -- Schaefer allowed for secondary reactions to far overshoot the
restrictions which were laid out by orthodox Dow Theory. Years earlier Rhea had written that in
a bull market, secondary reactions tend to retrace one-third to two-thirds of the preceding
uncorrected primary advance while tending to last three weeks to three months.



Schaefer dismissed Rhea's "out-dated concepts." Schaefer believed that mass psychology and the
intense emotions of the public could take the Averages well beyond the "normal bounds"
outlined by Hamilton and Rhea. Wrote Schaefer, "Today our new Dow Theory allows the crowd
to get as emotional in its selling or buying as it will -- with no restrictions whatever on the
duration or extent of the secondary or intermediate trend. In primary bull markets, when things
get scary, we simply wait for the fearful to sell out, and then we assume that the main primary
trend will resume as expected. In primary bear markets, just the opposite is true."

This "new Dow Theory" thinking proved extremely valuable in late-1957 when a severe
secondary reaction hit Wall Street. When the Averages broke through their preceding secondary
lows, many orthodox Dow Theorists, who relied almost totally (as most do today) on the pattern
of the Averages, proclaimed that a bear market had started. These bears ignored such critical
factors as the phases, length of the bull market, values, Dow yield, etc.

Schaefer differed totally (as I did in 1957) with the prevailing Wall Street opinion. Both of us
insisted that the bull market had not yet experienced a classic speculative third phase and that the
late-1957 cave-in was not a bear market but a severe secondary reaction. We held that the
reaction had been intensified by extraordinary public fear, fear that was triggered by the violent
breakdown in the Averages.

In fact, I was so certain during 1957-'58 that we were witnessing a bull market correction rather
than a primary bear market that I started Dow Theory Letters at that time. Furthermore, in
December 1958, I wrote my first article for Barron's (entitled "Dow Theory Revisited"). That
Barron's article drew a tremendous response and was instrumental in putting me in business (in
the years that followed I wrote about 30 additional articles for Barron's).

Basic to both Schaefer's and my thinking during 1957-'58 was the fact that we had not yet
experienced a bull market third speculative phase. Also, during the drastic 1957 decline the 50%
Principle remained bullish.

Let me explain because this is important. The Dow had risen from a 1953 low of 255.49 to a
record high in 1956 of 521.05. The halfway or 50% level of that three-year rise was 388.27. On
the vicious 1957 decline the Dow collapsed to a low of 419.79, a level which was well above the
388.27 or the 50% level of its preceding rise. The fact that on the decline the Dow could retain
better than half the gains of the 1953-'56 rise was a powerful bull argument, particularly since
this phenomenon occurred in the face of such universally black pessimism (by the way, I have
never, before or since, seen gloom to match that which existed during the 1957-'58 recession and
market collapse).

Back to George Schaefer. Schaefer used the 200-day moving average of the Dow to advantage in
his work. But he warned "that as with other technical studies, the 200-day moving average should
never be considered alone. My experience has been that interpretations under the 200-day
moving average rule must always be correlated with other studies."

The experience during the 1949-'66 bull market served me well. The 200-day MA turned down



in 1953 (during a secondary correction), and it turned down again in 1956 (during another
secondary). Neither of these downturns in the MA indicated that the primary trend of the market
had turned bearish, and each of the downturns in the MA was followed by a major rise as the bull
market reasserted itself. Thus, those who say that the direction of the 200-day MA identifies the
direction of the primary trend would do well to study history. But Schaefer noted, "the 200-day
MA should never be used alone and to do so can cause expensive mistakes."

I wrote the foregoing because I wanted to give subscribers an accurate (even though brief) view
of Dow Theory and its evolution over the past 90 years. Few, very few, market practitioners have
ever made a serious study of Dow's Theory, although many analysts mouth meaningless Dow
Theory platitudes. I know of only a handful of people who have ever read the works of Dow,
Rhea, Hamilton or Schaefer. Yet, the Dow Theory remains the basis of all technical analysis. The
Theory also constitutes the basis for much intelligent and profitable investing. I have shown how
the Theory has evolved through the years. I have also attempted to show how the Theory has
been improved with each Dow Theorist and how each practitioner has worked with the Theory
and applied it to the particular markets of his time.

I've tried to carry on the work of Dow, Hamilton, Rhea and Schaefer. I believe, however, that the
stock market is far more difficult today than ever before, mainly because so many analysts,
professionals, money managers, arbitrageurs, speculators and serious individuals are involved,
and competing for profits (and increasingly, for short term and even intra-day profits).
Furthermore, trading has been speeded up and broadened tremendously through the use of
computers and the Internet. Finally, the arrival on the scene of "derivatives," options, futures,
puts, calls, etc., makes the market game bigger, faster, more manipulative, more hazardous -- and
far more deceptive than ever before.

In the end, however, the "hidden ingredient" for market success is the practitioner's own instincts
or intuition. Market analysis, as some many have observed, is an art, not a science.

I guess every Dow Theorist (and every market practitioner) has added or latched on to a few
devices which he feels will help him with his market studies. I've developed my Primary Trend
Index. This composite Index has been a huge help to me in my own trading. As a matter of fact,
many of my own subscribers base their market position strictly on the trend of the PTI. 


