Technical Analysis

CANDLESTICK CHARTS:

One of the most popular ways to visualize price movements in the stock
market.

Each candlestick represents price data for a specific time period (e.g., 1
minute, 1 day, etc.) and provides detailed insights into the price action. Here's
a breakdown of candlesticks and how they work:

Components of a Candlestick
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Body: The wide part of the candlestick that shows the opening and closing
prices within a specific time period.

Bullish Candle (Up): If the price closes higher than it opened, the body is
typically green or white (indicating upward movement).

Bearish Candle (Down): If the price closes lower than it opened, the body is
typically red or black (indicating downward movement).

Wicks (or Shadows): The thin lines above and below the body represent the
high and low prices during the time period.

Upper Wick: Shows the highest price reached during that time period.
Lower Wick: Shows the lowest price reached during that time period.

Open Price: The price at which the asset opened for that time period (shown
at the bottom or top of the body, depending on whether it's bullish or
bearish).

Close Price: The price at which the asset closed for that time period (shown
at the opposite end of the body).

Types of Candlestick Pattern

Candlestick patterns provide insights into market sentiment and potential
price movements. Some of the most common patterns include:

Single Candlestick Patterns:

o

Doji: A candle with a very small body, indicating indecision in the market
(open and close are nearly the same). The market might be about to change
direction.

Hammer: A candlestick with a small body and a long lower wick. It often
appears at the bottom of a downtrend and suggests a potential reversal to the
upside.

Hanging Man: Similar to the hammer, but it appears at the top of an uptrend
and suggests a potential reversal to the downside.



o

Engulfing: A two-candle pattern where the second candle completely engulfs
the first one. A bullish engulfing pattern indicates a reversal to the upside,
while a bearish engulfing suggests a reversal to the downside.

e Multiple Candlestick Patterns:

o

Morning Star: A three-candle pattern that signals a bullish reversal. It starts
with a long bearish candle, followed by a small candle, and ends with a
strong bullish candle.

Evening Star: A three-candle pattern signaling a bearish reversal. It begins
with a strong bullish candle, followed by a small candle, and ends with a long
bearish candle.

Piercing Line: A bullish pattern where the price opens lower but then closes
above the midpoint of the previous day's candle.

Dark Cloud Cover: A bearish pattern where the price opens higher, then
closes below the midpoint of the previous day's candle.

e Candlestick Chart Interpretation:

o

Bullish Candlesticks: Indicate upward momentum. If a candlestick closes
above the previous one, it’s often a sign of strength, suggesting a potential
continuation of the uptrend.

Bearish Candlesticks: Indicate downward momentum. A candlestick that
closes below the previous one could suggest weakness, signaling a potential
continuation of the downtrend.

Reversal Patterns: Candlestick patterns like hammer, engulfing, and doji
can signal a reversal of the current trend (from up to down or vice versa).

Continuation Patterns: Patterns such as rising three methods or falling
three methods suggest that the current trend may continue after a brief
consolidation.

e Time Frame Consideration:

o

Candlesticks can be used across various time frames (e.g., 1-minute, daily,
weekly, monthly). The significance of a candlestick pattern depends on the
time frame:

Shorter Time Frames: Show more detailed, short-term movements but can
be more volatile and prone to noise.

Longer Time Frames: Provide a clearer picture of the overall trend and are
less likely to be affected by short-term price fluctuations.

e How to Use Candlestick Patterns:

o

Trend Confirmation: Traders use candlestick patterns to confirm the
direction of a trend. For example, if there's an uptrend and a bullish



candlestick pattern appears, the trader may interpret it as confirmation of
further upward movement.

Entry and Exit Signals: Candlestick patterns can be used to identify
potential entry points (e.g., buying when a bullish pattern forms) and exit
points (e.g., selling when a bearish pattern forms).

Combining with Other Indicators: While candlesticks are powerful, they are
often used in combination with other technical indicators (e.g., RSI, Moving
Averages) for more accurate predictions.

Conclusion:
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Candlestick charts provide rich, visual information about market sentiment
and price action, offering traders powerful insights into potential price
movements. Recognizing different candlestick patterns and understanding
their implications can help traders make more informed decisions. However,
as with all technical analysis tools, candlesticks should be used alongside
other indicators to improve reliability and avoid false signals.
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HEAD AND SHOULDERS: (50% SUCCESS RATE)
e Bearish Reversal Pattern
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This pattern appears after an uptrend and signals a potential reversal,
meaning the price may start moving downward.

Key Elements:
Left Shoulder: The price rises to a peak, then falls to a trough.

Head: The price rises to a higher peak than the left shoulder, then falls again
to a trough.

Right Shoulder: The price rises again, but not as high as the head, and then
falls again to form the final trough.

Neckline: The line drawn by connecting the two troughs (the lows) that follow
the left shoulder and the head. This is crucial for determining the pattern's
breakout point.

Interpretation: When the price breaks below the neckline (the support level),
it's seen as a signal of a bearish reversal, suggesting the price will
decline. (could short the asset)
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e Inverse Head and Shoulders (Bullish Reversal Pattern)
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This pattern appears after a downtrend and signals a potential reversal,
meaning the price may start moving upward.

Key Elements:
Left Shoulder: The price falls to a trough, then rises to a peak.

Head: The price falls to a lower trough than the left shoulder, then rises again
to a peak.

Right Shoulder: The price falls again, but not as low as the head, and then
rises.

Neckline: The line connecting the peaks that follow the left shoulder and the
head. This is key for determining the breakout point

Interpretation: When the price breaks above the neckline (the resistance
level), it's seen as a signal of a bullish reversal, suggesting the price will
increase.
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e Important Considerations:

o Volume: Volume should ideally decrease during the formation of the pattern
and increase when the price breaks the neckline.

o Time Frame: The pattern is more reliable on longer time frames, such as
daily or weekly charts, but can also work on shorter time frames if
confirmed by other indicators.

MOVING AVERAGE:

e Simple Moving Average (SMA): This is the most basic type. It calculates the
average of a stock's closing prices over a specific period (e.g., 10 days, 50
days, 200 days). Each data point in the period is weighted equally.

e Exponential Moving Average (EMA): This gives more weight to the most
recent prices, making it more responsive to price changes. The EMA is
preferred by traders who want to react quickly to price movements.



Weighted Moving Average (WMA): Similar to the EMA, but instead of using
an exponential formula, it applies more weight to the more recent data points
through a linear approach.

Trend Identification: A moving average smooths price data, allowing traders
to better identify the direction of the trend.

o

o
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When the price is above the MA, it generally indicates an uptrend.
When the price is below the MA, it suggests a downtrend.

Support and Resistance Levels: MAs can act as dynamic support or
resistance. For example, during an uptrend, the price might find support at
the 50-day moving average.

Crossovers: A common trading strategy involves looking for crossovers
between different MAs:

Golden Cross: A bullish signal that occurs when a short-term MA (like the 50-
day) crosses above a long-term MA (like the 200-day).

Death Cross: A bearish signal when the short-term MA crosses below the
long-term MA.

Signal Confirmation: MAs can be used alongside other indicators to confirm
buy or sell signals.

Key Moving Average Periods:

Short-Term (e.g., 10-day, 20-day): These are quicker to react to price
changes and are often used by day traders.

Medium-Term (e.g., 50-day): Traders use this for a balance between
smoothing price fluctuations and capturing the overall trend.

Long-Term (e.g., 200-day): These are used to identify longer-term trends and
give a clearer picture of the stock’s overall direction.

5. Limitations:

Lagging Indicator: Since moving averages are based on past prices, they lag
behind the market, which means they may not always predict price changes
accurately.

Whipsaws: In choppy or sideways markets, moving averages may give false
signals, leading to possible losses.



Right Shoulder

(@]
f
‘ | M'
“”""‘"I"“m'“' Y
|
! Ml 1 200-day moving average
- MJ]‘X!W'/JHW’ Be;tih/cross 177””*—1 | fyi_ 9 g
‘!w"'umx |. d |!. i " , | \
" ™ ‘|'|
‘”‘WI. M‘il I, ||h,

h“h"*ln.n.‘,,‘,l‘lu..ﬂ't..

I

|

(] Nov Dec 2022 Feb N o - - -
BOLLINGER BANDS

e Assess the volatility and potential price levels of a stock or other asset.
e Components of Bollinger Bands:

o Middle Band (SMA): The middle band is simply a Simple Moving Average
(SMA), typically set to a 20-period moving average of the asset's closing



price. This line represents the average price over the specified period and
acts as a baseline.

Upper Band: The upper band is calculated by adding a multiple of the
asset’s standard deviation to the middle band (SMA). The default is typically
2 standard deviations above the middle band. It indicates the upper
boundary where the price is considered "high" relative to recent prices.

Lower Band: The lower band is calculated by subtracting the same multiple
of the standard deviation from the middle band (SMA). It represents the lower
boundary, indicating where the price is considered "low" relative to recent
prices.

e How Bollinger Bands Work:

o

o

The width of the bands (the distance between the upper and lower bands)
adjusts based on the asset’s volatility. When volatility is low, the bands
contract (become narrower). When volatility is high, the bands expand
(become wider).

As the price moves closer to the upper or lower band, it may suggest that the
asset is overbought (near the upper band) or oversold (near the lower band),
but these conditions do not guarantee a reversal. It's essential to use other
indicators to confirm signals.

e Trading Strategies with Bollinger Bands:
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Band Squeeze: A narrow Bollinger Band (when the bands are very close to
each other) suggests low volatility and often precedes a sharp price
movement. Traders look for a breakout once the price moves outside the
bands.

Breakout: A breakout occurs when the price moves above the upper band or
below the lower band, indicating a potential strong move. A breakout above
the upper band could suggest a continued uptrend, and a breakout below the
lower band could signal a continued downtrend.

Overbought and Oversold Conditions: When the price is near the upper
band, it may indicate that the asset is overbought, meaning the price could
reverse or consolidate. When the price is near the lower band, it may
indicate the asset is oversold, potentially signaling a reversal or price bounce.
However, this alone is not a reliable signal without confirmation from other
indicators or price action.

Price Bounce: Often, the price will tend to bounce off the bands. For
example, if the price touches the lower band, it may reverse and move back
toward the middle band (the 20-day SMA). Similarly, a touch of the upper
band could lead to a reversal toward the middle.

4. Limitations of Bollinger Bands:



o

False Signals: Bollinger Bands are not foolproof. The price can stay near or
outside the bands for extended periods, especially during strong trends. This
means a move beyond the bands does not always lead to a reversal or
breakout.

Lagging Indicator: Like all moving averages, the middle band is a lagging
indicator, meaning it's based on past prices, and may not always predict
future price movements.

e Adjusting Bollinger Bands:

o

Period: The default setting is 20 periods, but traders can adjust the period
(e.g., 10 or 50 periods) depending on the asset’s characteristics and trading
time frame.

Standard Deviation Multiplier: The standard deviation multiplier (default is
2) can also be adjusted. A higher multiplier will result in wider bands, while a
lower multiplier will narrow the bands.

Figure 3.9
Areas under the normal curve that lie between 1, 2, and 3
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e Summary:

o

Bollinger Bands are a versatile and widely used tool that help traders assess
volatility and price levels. The bands adjust dynamically based on price
fluctuations, and traders use them to identify potential breakouts,
overbought/oversold conditions, and other market dynamics. However, they
should be used alongside other indicators or analysis techniques to improve
decision-making and avoid false signals.
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SUPPORT AND RESISTANCE

e Fundamental concepts in technical analysis, used to identify potential price
levels where stocks tend to stop and reverse direction.

e Support:

o Definition: Support is a price level where a stock tends to find buying interest
as it falls. It's considered a "floor" because the price is more likely to bounce
upward from this level rather than drop further.



o Why It Happens: Buyers enter the market at this price, believing it's a good
value, and the demand for the stock increases, preventing the price from
falling below this level.

o Identification: Look for previous lows where the price has reversed or
paused. If the stock has repeatedly bounced off a specific price, that’s likely a
support level.

o Break of Support: When the price falls below a support level, it may signal a
continuation of the downtrend. The previous support level can turn into new
resistance.
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Resistance:

o Definition: Resistance is a price level where a stock tends to face selling
pressure as it rises. It's seen as a "ceiling" because the price is more likely to
reverse downward from this level rather than rise further.

o Why It Happens: Sellers begin to enter the market at this price, believing the
stock is overvalued, and the supply of stock for sale increases, preventing the
price from rising above this level.

o ldentification: Look for previous highs where the price has reversed or
stalled. If the stock has repeatedly struggled to rise past a certain price, that’s
likely a resistance level.

o Break of Resistance: When the price rises above a resistance level, it may
signal a continuation of the uptrend. The previous resistance level can turn
into new support.
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e How to Use Support and Resistance in Trading:

o Trend Continuation: If the price is above support and shows signs of
bouncing off it, the trend may continue. Similarly, if the price is below
resistance and struggling to break it, the trend might continue downward.

o Breakouts and Breakdowns: A breakout occurs when the price moves
above resistance, suggesting the potential for a bullish trend. A breakdown
happens when the price falls below support, signaling a possible bearish
trend.

o Risk Management: Support and resistance can help set stop-loss orders.
For example, a stop-loss can be placed just below support for long positions
or just above resistance for short positions.

¢ Key Points to Remember:

o Support and resistance are not fixed: They can change over time,
especially in strong trends. What was once support can become resistance
and vice versa.

o Psychological Levels: Round numbers (like $50, $100) can often act as
support or resistance because traders tend to focus on these levels.

o Volume Confirmation: The effectiveness of support and resistance is often
confirmed by trading volume. A breakout with high volume is more likely
to be significant.



Common Patterns Involving Support and Resistance:

o Channels: Parallel lines of support and resistance, forming a price channel,
indicate a stock is moving within a range.

o Triangles and Flags: These patterns often form when price moves toward an
area of support or resistance, indicating a potential breakout.

Conclusion:

o Support and resistance levels are key tools for traders to predict where
stocks might reverse or break through trends. Recognizing these levels and
understanding how price reacts near them can provide valuable insights into
potential entry and exit points. However, it's always best to combine support
and resistance analysis with other technical indicators to improve accuracy.

o Relative Strength Index (RSI)

o is a momentum oscillator used in technical analysis to measure the speed
and change of price movements. It helps traders identify overbought or
oversold conditions in a stock, indicating potential reversal points. Here’s a
concise summary:

RELATIVE STRENGTH INDEX (RSI)

Definition: RSI is a momentum indicator that measures the strength of a
stock’s recent price performance. It oscillates between 0 and 100, providing
insights into whether a stock is overbought or oversold.

Calculation: RSl is typically calculated using a 14-day period and compares
the average gains and losses over that period. The formula is:

[Equation]RSI=100-1+RS100

where RS (Relative Strength) is the average of up closes divided by the
average of down closes.

Key RSI Levels:

o Overbought (Above 70): When RSl is above 70, it indicates the stock may
be overbought, meaning it could be due for a pullback or price reversal to the
downside.

o Oversold (Below 30): When RSl is below 30, it indicates the stock may be
oversold, meaning it could be due for a bounce or upward reversal.

o Neutral (Between 30 and 70): RSI between 30 and 70 suggests the stock is
in a neutral range, with no extreme overbought or oversold conditions.

How RSl is Used in Trading
o Overbought/Oversold Signals:



Overbought: RSI above 70 may signal the asset is overvalued and due for a
downward correction.

Oversold: RSI below 30 suggests the asset is undervalued and might reverse
to the upside.

Divergence: RSI divergence occurs when the price moves in one direction,
but the RSI moves in the opposite direction. This can be a sign of a potential
reversal:

Bullish Divergence: If the price is making new lows, but RSl is forming higher
lows, it could signal a potential reversal to the upside.

Bearish Divergence: If the price is making new highs, but RSl is forming
lower highs, it could signal a potential reversal to the downside.

Centerline Crossovers: RSI crossing the 50 level can be used as a
confirmation of trend strength. A move above 50 may indicate an uptrend,
while a move below 50 may suggest a downtrend.

e Limitations of RSI
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False Signals: RSI can give false signals, especially during strong trends. A
stock may remain overbought or oversold for extended periods without
reversing.

Not a Standalone Indicator: RSI should be used alongside other indicators
(like moving averages or support/resistance levels) for more reliable signals.

e RSI Settings
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Default Setting: RSl is typically calculated over 14 periods, but traders can
adjust this period depending on the asset or their strategy (e.g., 9 periods for
shorter-term trades or 21 periods for longer-term trends).

e Conclusion

o

The RSl is a valuable tool for identifying potential reversals and gauging the
strength of a stock's price momentum. While it provides useful insights, it's
most effective when used in conjunction with other technical indicators to
confirm trends and avoid false signals.



