Technical Indicator & Oscillators

Overview/Intro:
In this section, you will learn about technical indicators. Technical indicators are mathematical equations applied to price, time or volume measurements that produce a numerical result. This numerical result is often represented in a graph or chart that shows a moving line or changing value. There are a number of indicators that are commonly used worldwide. There are two types of technical indicators: trend-following and oscillators.

1. Trend-following indicators are known as lagging indicators, which means they typically turn after trends reverse. They are most useful when markets are trending, but when the markets are rallying or flat, they may give false signals.

2. Oscillators are considered leading indicators and typically turn before price reversals. They work best in rallying or sideways markets, but give false signals in trending ones. Their purpose is to show the strength of the current price in relation to the recent price action. When the currency pair is either overbought or oversold, the true value of the oscillator is exposed. 

Lesson 1----FX Lines

They are trend-following indicators….

They help identify the direction of a new trend.

FX line 1 (green)—Short-term moving average—leading indicator.

FX line 2, (yellow)---Long-term moving average—following indicator.

· The lines show a balance shift between buyers and sellers.

· An arrow appears whenever the lines cross.  When the green crosses over the yellow line going down, a down arrow will appear---thus a new downtrend.  The same happens in the opposite direction.
Right click your mouse to see the Daily Data Box…. The FX lines are in that box.  Traders monitor the difference between the lines as an indicator of the strength or weakness of the trend or a trend’s reversal.

The red candles belong below the green line.

The blue candles belong above the green line.

The gap between the FX Lines is important.  The wider the gap and the steeper the slope of the lines, the stronger the trend.  A trend change and growing spread (gap) between the FX lines can confirm whether or not to enter a trade.

Lesson 2---Moving Averages
They are trend-following indicators and are the most popular among all technical indicators.

· They indicate long term price trends.

· They tell the average price in any given point over a defined period of time.

· They reflect the latest average while adhering to the same time measure.

· They are important because eliminate minor fluctuation and provide trader with an overall depiction of price over a length of time.

· They are widely used because they are easy to understand and calculate.

WEAKNESS: They lag the market.  They follow a market change, but they do not signal a change in trends.  

TO COMPENSATE FOR THE WEAKNESS: 5-to 10-day MAs are used because they are more reflective of the recent price action.  40 to 200 day MAs are old data.
There are three kinds of mathematically moving averages.

1. Simple Moving Average—the most basic of all the MAs. A simple moving average assigns equal weight to each price point over the specified period. The FX trader defines whether the high, low or closing price is used and these price points are added together and averaged. This average price point is then added to the existing string and a line is formed. With the addition of each new price point, the sample set drops off the oldest point. In short, it is the average of a specified number of prices for a specific period of time.
2. Weighted Moving Average--This indicator does not assign equal weight to all values in the data series; rather, it can either assign more weight to the front or back. A front-weighted moving average gives greater weight to the newest data, while a back-weighted moving average gives greater weight to the oldest data. However, a weighted moving average is most often used with giving more emphasis to the latest data. A weighted MA multiplies each data point by a weighting factor, which differs from day to day. These figures are then added and divided by the sum of the weighting factors. Essentially, a weighted MA enables the trader to effectively smooth out a curve while having the average more responsive to current price changes.  

3. Exponentially Smoothed Moving Average 50, 100, 200--Among the 3 types of moving averages, exponentially smoothed moving averages (EMA) are the most commonly used. Rather than assigning equal weight to all data, it emphasizes the most recent data. The EMA considers data in the entire life of the instrument. Since it is mathematically smoothed, it generates a more stable moving average line. The mathematics behind this indicator is more complex than the previous two types of MAs. The EMA multiplies a percentage of the most recent price by the previous period’s average price
Lesson 3—Application of Moving Averages in Trading
Four ways to apply averages in trading
1. Determine Support and Resistant Levels--Moving averages are frequently viewed as support or resistance levels that are used in reference points. 200-day, 100-day, 50-day, 20-day and 10-day MAs are the most widely used in technical analysis.  In particular, longer term MAs can be used as significant support and resistance levels. For example, price movements above the 200-day exponentially smoothed MA are perceived as bullish, meaning that the market consists of more buyers than sellers. Conversely, price movements below the same MA would be considered bearish, meaning that there are more sellers than buyers in the market.  The 200-period EMA is a very commonly used long-term indicator.  Markets are considered “bearish” on strong breaks BELOW the 200-EMA.  Markets are considered “bullish” on strong breaks ABOVE the 200-EMA.

2. Determine Direction of Trend--While a longer term moving average can help to define and support a particular trend, shorter term moving averages can provide lead signals indicating a trend’s end before prices dip below the longer term MA line. For this reason, most traders will plot several moving averages on the same chart. When a short-term moving average crosses a long-term moving average, a new trend direction is indicated. An upward moving average signifies an uptrend, while a downward moving average signifies a downtrend.

3. Determine Entry and Exit Points--Moving averages may be used by combining two averages of distinct time frames. For example, a 5-day MA may be paired with a 20-day MA or a 10-day MA with a 40-day MA. A buy signal is indicated when the fast moving average (one with the shorter time frame) crosses and closes above a slow moving average (one with the longer time frame).  Conversely, a sell signal is indicated when the fast moving average crosses and closes below a slow moving average. There are various combinations of moving averages as their time interval matters (days or minutes). The longer the time frame is, the more accurate the trend.
4. Determine Strength of Trend—The steep slope of a moving average indicates a strong trend.  The flat slope is a weak trend.

Lesson 4—Pivot Points

This is a predictive indicator.

Features:

· Useful predictive indicator.

· Identify significant support and resistant levels.

· A simple and effective tool.

What are Pivot Points?  Pivot points are a sub-set of support and resistance levels and are used as a predictive indicator.

a. they form the base trading methodology for traders.

b. If today’s market price falls below the pivot point, that may be used as a new resistant level.  If the market price falls above the pivot point, that may be used as a new support level.

How do Pivot Points work?  Pivot lines are generated with a mathematical calculation, and are derived from either our customized pivot point calculator, or those built into desktop charts. The stand alone calculator is much more advanced and versatile. The formulas used in the calculator are those used by banks and larger institutions for their calculations. In addition to being one of our most valuable tools, it is also very simple to use.

Parameters for Using Pivot Points: the most common pivot points are calculated on daily periods.

Weekly and monthly calculations are just as meaningful.

Never enter decimal points.

Intermediate traders should use daily pivot lines on the 5-minute, 5-day charts.

Advanced traders should be aware of where pivot lines are on all their charts---daily, weekly and monthly.

There are four values needed to use the calculator: the open, the close, the high and the low values for that period.

Read about the advantages the long-term traders has over the short-term trader. It’s about 5 lines long.

Pivot Points are predictive in nature.  What we do in the present will show us what we can do in the future.  These calculations analyze market movement and project support and resistant level into the future for us.
Lesson 5—ADX/DMI

It’s an oscillator.

*ADX determines the strength of trends.


*ADX identifies potential trend reversal and emergence.

*DMI identifies the direction of the trends.

What is ADX/DMI? It stands for average direction index---

· an indicator that measures the strength of a trend whether it’s going up or down.

· It fluctuates on a scale of 0 to 100.  Readings below 25 reflect a weak trend.  Reading above 25 indicates a strong trend and the ADX rises as the trend rises/matures.  Reading above 50 are rare and they indicate that the trend is about to run its course.

· ADX can be used to identify potential changes in the market, from trending to non-trending.

· When ADX begins to strengthen from below 20 and/or moves above 20, it is a sign that the trading range is ending and a trend could be developing.
· The ADX indicator does not indicate a direction of a trend but just an existence of one.
· Detection of the directional movement falls to the DMI (Directional Movement Index) which is divided into DI+ and DI-. These signals usually generate buy and sell signals when they crossover.
The indicator is broken down into three main parts:

1. DI+……..bullish---moving up.

2. DI-…….bearish---moving down.

3. ADX----measures the strength of the trend.

The ADX indicator can be used to detect trends.  The crossover of the DI+ and DI- lines generate buy and sell signals.
1. A buy signal is generated when the DI+ is moving up and crosses the DI-

2. A sell signal is generated when the DI-is moving up and crosses the DI+ (when the sell signal is given the DI+ crosses below the DI-.

Tips for applying the ADX/DMI

· The crossing of the DI lines only provide an early warning signal.  The other indicators must be fulfilled in order to confirm the actual signal.

· The ADX should be between the upper DI line and the other lower DI line.

· An ADX below 25 is a strong warning to avoid trading because this indicates a non-trending or a sideways market.
The Extreme Point Rule—

The extreme point rule was developed to avoid preventable losses which occur when the DI lines cross back and forth over a short period, thus providing unreliable signals. The extreme point rule is derived by noting the high or low point on the day when the DI+ and the DI- cross one another. DI+ determines the high or low point (if DI+ is above DI- the extreme point is the high of the day, if DI+ is below DI-, the extreme point is the low for the day).

The extreme point is then used for the actual buy or sell signal. For example, if the price once again rises above the extreme point price level, you have a buy signal. If the price fails to rise above the extreme point, you should continue to stand aside. The opposite holds true for sell signals.

As with any other indicator and oscillator, the ADX/DMI can be used to any time frame and can be adjusted for sensitivity.

Drawbacks:

Since DMI crosses are used to generate trade signals, trader can get whipsawed when the currency enters the trading range. For example, going long as DI+ crosses above the DI- and than price reverses direction and goes down.

Lesson 6—Bollinger Bands

It’s an oscillator…

The functions of Bollinger Bands:
1. Detect unstable price moves

2. Capture changes in trends.

3. Identify support and resistant levels.

4. Spots contractions/expansions in volatility.

Highlights:

· Useful indicator for determining overbought and oversold conditions

· Best used when the market is in a non-trending or sideway trend

· Detect unsustainable price moves

· Capture changes in trends

· Identify support/resistance levels

They were invented by John Bollinger who recommends using a 20-day moving average and 2 standard deviations.  A simple moving average is recommended because the sensitivity is intense which creates less market noise.

What are Bollinger Bands? They are used to help identify if prices are too high or too low.  They are based on a moving average and a set number of deviations around this moving average.  While the upper boundary is a chosen moving average plus X number of standard deviations, the lower boundary is the moving average minus the same number of standard deviations.  They are very similar to the MAs, but are correlated with the price actions of currencies rather than a fixed percentage amount.
Three lines: 

The upper band—the centerline plus twice the standard deviation. (MA + 2SD)

The center line—The MA, known as the p-period in the Bollinger Bands.

The lower band—the centerline minus twice the standard deviation. (MA – 2SD)

When prices reach the upper or lower boundaries of the Bollinger Bands—it’s not exactly an indication of an imminent trend reversal.  It means that the prices have moved to the limits of their established parameters.  Use another study with the Bollinger Bands to determine the strength of the trend.

A currency that is outside the upper end of the Bollinger Bands---“overbought”---gone up too far too fast---apt to reverse its course.

A currency that is outside the lower end of the Bollinger Bands---“oversold”----gone down too far too fast---apt to reverse its course.
How do Bollinger Bands Work?
Because standard deviation is a measure of volatility, Bollinger bands are dynamic indicators that adjust themselves (widen and contract) based on the current levels of volatility in the market being studied. Generally, the higher the volatility, the wider the band is; the lower the volatility, the narrower the band is. When prices reach or rise above the upper band, they are too high; when prices reach or drop below the lower band, they are too low. 
There are several major trading principles of using Bollinger bands:

1. The bottom or upper end of the band is likely to provide support or resistance just like a "horizontal" support or resistance level. Support and resistance in many cases can also be found at the 20-period moving average, which marks the center of the band. 

2. If the currency pair continues to close outside the band, this is a continuation signal. The currency is likely to continue trading in that same direction. When a particular currency pair reverses after close outside the band, it often retreats to the opposite band before finding support. 

3. A narrowing of the bands suggests that the next move will be a volatile one. Traders should watch a currency pair with narrow bands carefully and identify the breakout from resistance or breakdown from support. 

4. Prices can often ride the band by consistently closing around the band. Riding an upper band indicates strength; riding the lower band shows weakness. 

Methods of Interpreting Bollinger Bands

1. Breakouts
When the price breaks above the upper band or below the lower band, it may be an indication that currency price is in the midst of a breakout. Consequently, traders would take a position in the direction of the breakout.

2. Overbought & Oversold Indicators
When the price touches the upper band, it may be interpreted as a sell signal because it is assumed that the currency pair is overbought, and may revert to the middle of the moving average band (p-period). Alternatively, when the price touches the lower band, it is interpreted as a buy signal because it is assumed that the currency pair is oversold and may spring back towards the top of the band.
Lesson 7—Relative Strength Index- the RSI
It is an oscillator…

Highlights:

· Indicator for spotting trend reversal and weaknesses in trends

· Most popular oscillator to measure overbought and oversold conditions

· Best used in non-trending markets

It is the most popular and easiest oscillator to use in technical analysis.

It is used to measure whether a currency is in overbought or oversold condition.

It is very useful especially in trend range conditions where a trader can sell an overbought currency or buy an oversold currency

How does it work?

RSI essentially calculates the strength of all upward candles (blue) against the strength of all downward candles (red) over the course of the specified time frame. RSI uses a scale from 0 to 100 with readings of 70 and above signaling overbought conditions and readings at or below 30 indicating oversold conditions.

The parameters for using RSI…
When pulling up RSI on a chart, the charting application will prompt you to select how many periods you would like to include in your study. The most commonly used setting is 14, however, 9 and 25 are also popular. Always keep in mind increasing the number of inputs will decrease the number of signals and increase the reliability of these signals; on the other hand, decreasing the number of inputs would have the opposite effect.

Application for RSI in trading….

• Can be used to determine overbought/oversold levels
• Used to spot divergences, which indicate potential weaknesses in trends

If the RSI indicator is 70 or over, the currency is over bought.  It is better to enter a sell trade when the currency gets back under 70.  If you put a sell trade in at 70, it may backfire on you because the trend could go higher before it reverses.

If the RSI indicator is 30 or below the currency is over sold.  Apply the same principle in the opposite for when to put in a buy.

Using RSI during divergences…read about it.

RSIs work best when the market is in a sideway trend.  In trending or momentum driven markets the RSI is of limited value since the RSI can stay overbought or oversold during prolonged periods of time.

Do not use RSI alone.

Lesson 8---The MACD
It is an oscillator….
What is a MACD?

MACD is an abbreviation for "Moving Average Convergence Divergence” and is pronounced as Mac-D. The MACD has become another popular oscillator used in the FX market.  It is simply a more detailed method of using moving averages to identify trading signals from price charts. In essence, MACD is the difference between a shorter period exponentially smoothed MA and a longer period exponentially smoothed MA.

Highlights:

Great indicator for spotting trend reversal

Indicates overbought and oversold conditions

Can be used in both trending and non-trending markets

What is the purpose of a MACD?

This indicator is used to confirm trends and to indicate reversals and overbought/oversold conditions. The MACD is composed of two lines on the charts that display crossovers that give buy and sell signals.

The parameters of the MACD:

The MACD line is usually a solid line that signifies the difference between two MAs with different time periods. Generally, the MACD shows the relationship between a 26-day (slower) and 12-day (faster) exponential moving average. The next calculation performed is the computing of a nine-period EMA of the main line. This line is called the signal line, and it is from the interaction of these two lines that certain types of trading signals are generated.

The 26-day moving average is subtracted from the 12-day to create the signal line (main line). The signal line is then plotted with an exponential smoothed moving average to create the signal or trigger line which is normally represented by a dashed line.  A 9-day Exponential Moving Average is used most of the time.

The MACD histogram is simply a bar chart located at the bottom of the chart. The histogram gives a visual representation of the difference between the MACD and the signal line.

The centerline is the zero point of the histogram. This is where the bars cross above and below.

Applications of the MACD:

1) Crossovers….

The most common way to use the MACD is to buy or sell a currency pair when it crosses the signal line or zero.  A buy signal is indicated when the MACD rallies above the signal line and a sell signal is denoted when it falls below the signal line.

2) Overbought…..

Whenever the MACD rises, or when the shorter moving average moves away significantly from the longer moving average, the currency pair’s price movements are likely to start slowing down and soon return to more middle-ranged levels.

3) Divergences….

When the MACD diverges from the trend of the currency price, this may signal a trend reversal. For instance, if the MACD turns positive and makes higher lows while prices are still sinking, this could be a strong buy signal. Conversely, if the MACD makes lower highs while prices are aspiring, this could signify a strong sell signal.

Drawbacks….
One limitation of MACD is that it works poorly during periods of price consolidation. When MACD begins to generate numerous trading signals back and forth in a short period of time, its buy and sell advice should be ignored.

Lesson 9---Stochastics
It is an oscillator….

Highlights:

Measures the degree by which currency is overbought or oversold

Works well in trending markets

Useful in measuring the strength of a trend

What is Stochastic?

This popular oscillator examines the strength and momentum of a currency pair’s price action by measuring the degree by which a currency is overbought or oversold. Stochastics provide a trader with information about the closing price in the current trading period relative to the prior performance of the market being analyzed.

The stochastic formula is established on the basis that prices tend to close near the upper part of the trading range during an uptrend and close near the lower part of the trading range during a downtrend. When using the formula, one attempts to identify the points in the rising market where the closes are grouped nearer to the low prices than high prices, which would signal a trend reversal is in progress. Vice versa, in a falling market, stochastics attempt to identify closes grouped nearer to the high prices, which would also signal a trend reversal in progress.

Stochastics are measured and represented by two separate lines, which  are both plotted on a scale from 0 to 100. The different values on this scale suggest different market behaviors. While high values indicate a bullish market, low values imply a bearish market. It is important to note that stochastics do not work well in choppy or sideways markets. When prices are fluctuating in a narrow range, the stochastics value lines may cross too many times, indicating that the market is moving sideways. Stochastics are most useful in measuring the strength of a trend. When prices are making new highs or lows and the stochastics are moving in the same direction, the trend is very likely to continue.

Parameters for using Stochastics

The Stochastic oscillator compares the closing price of a currency to its price range over a given time period. It’s displayed by two lines, a main line called %K (drawn in solid blue) and a secondary line (in dotted green) called %D. The %D line is the moving average of the %K. 
The Stochastic oscillator contains four variables:

%K Periods: This is the number of time periods used in the stochastic calculation. 

%K Slowing Periods: This value controls the internal smoothing of %K. A value of 1 is considered a fast stochastic while a value of 3 is considered a slow stochastic. 

%D Periods: This is the number of time periods used when calculating the moving average of %K.

 %D Method: The method (exponential, simple, or weighted MA) used to calculate %D.

There are two types of Stochastics: fast and slow.
The fast stochastic is the average of the last three %K and the slow stochastic is a three day average of the fast stochastic. The slow stochastic plots the daily stochastic as well as a five-day moving average with a 12-day interval. This smoothing of the stochastic oscillator is an attempt to reduce volatility and improve signal accuracy. Most traders prefer to use the slow stochastics because its signals are more reliable.

The best and worse times to use Stochastics:

Stochastics work best in broad trading ranges or in a mild trend with a slight upward or downward bias. The worst market for normal use of stochastics is a persistent trending market that has only minor corrections. It is possible to trade stochastics in a trend by ignoring the usual overbought and oversold levels and entering the market when the end of a reaction against the trend is signaled by a stochastic crossover from any level.

Applications for Stochastics in Trading…

1) Detect overbought and oversold conditions--
Readings above 80 represent strong upward movements and overbought conditions. On the other hand, readings below 20 indicate strong downward movements and oversold conditions.

2) Divergence—

Divergence occurs when the stochastic values are flattening out or moving in the opposite direction of prices. Divergences can be used as reliable indicators of possible trend reversals. Therefore, many traders close their current positions and/or enter new positions in the opposite direction from the direction of the current trend that is believed to be terminating. For example, if prices are making a series of new highs and the stochastic oscillator fails to surpass its previous highs, the indicator will typically provide the clue as to where prices will soon head.

3) Trade Signals—
Stochastics can be a very useful indicator for timing the market.  One of the most important buy and sell signals for technical analysis is when the stochastics value lines cross. Strong overbought signal is indicated when the currency pair makes a new high and the lines cross the 80 level. Conversely, the currency pair is severely oversold and ready to reverse when it makes a new low and the lines cross below 20 to confirm that low.

When trading using the stochastic oscillator, one method is to buy when either %K or %D falls below 20 and then rises back above that level. Similarly, sell when the either line rises above 80 and then falls back below. Another pattern to look for when timing trades is buy when the %K line rises above the %D line or sell when the %K line falls below the %D line.

Quiz—

1. How can you use the FX lines to determine the strength of the trend? The wider the gap between the two lines, the stronger the trend is.  And--The less steeper of the FX lines slope, the weaker the trend is.
2. What are the commonly used settings of RSI?  14; also 9 or 25.
3. What are Pivot Points? Pivot points are a sub-set of support and resistance. They are predictive indicators. If today's market price falls below the pivot point, it may be used as a new resistance level. If the price rises above the pivot point, it may act as the new support level.

4. What is correct about the trend following indicators?  They are more useful when markets are trending.
5. In RSI, _____ and above signals overbought and _____ and below signals oversold.  70, 30

6. What is FALSE concerning the MACD? It can identify the support and resistance level.

7. Why does the MACD work poorly during the price consolidation period?  It generates numerous trading signals back and forth in a short period of time.

8. How would one use the MA to determine the strength of a trend?  The steep slope of a MA indicates a strong trend.

9. What are the pitfalls of using DMI crosses? When the currency enters the trading range.  And When ADX is below 25.  Frankly, I disagree with the second answer because there was no number value mentioned.
10. What are the time periods used to calculate pivot lines (points)? Daily, weekly and monthly.
11. How do traders the overbought or oversold condition by applying the Bollinger Bands? When a currency is outside the lower band, it is considered oversold.
12. How can traders use ADX/DMI to identify buying and selling opportunities? When DI+ is moving down and crosses below the DI-, it generates a sell signal.
13. What is the MACD? It is a more detailed method of using moving averages to identify trading signals.
14. Why do most traders plot several moving averages on the same chart?  While a longer term moving average can help to define and support a particular trend, shorter term moving averages can provide lead signals that a trend is ending before prices dip below your longer term moving average line. For this reason, most traders will plot several moving averages on the same chart.
15. Why is a sideway trend the best time to use RSI? Because RSI can stay overbought and oversold condition during prolonged period of time in trending market.  And---Because it is easier to identify the overbought and oversold condition in sideway trend and enter the positions accordingly.
