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TECHNICAL ANALYSIS DEEPDIVE

1.1 Introduction to Technical Analysis

The Relative Strength Index (RSI) is a momentum oscillator that measures the speed and change of price movements, ranging from
0 to 100. It is used to identify overbought or oversold conditions, with readings above 70 generally considered overbought and read-
ings below 30 considered oversold. Beyond these conditions, the RSI can also signal potential trend reversals through divergence.
Bullish divergence occurs when the price makes lower lows, but the RSI makes higher lows, suggesting upward momentum may

be building. Bearish divergence occurs when the price makes higher highs, but the RSI makes lower highs, indicating downward
momentum may be building. The Moving Average Convergence Divergence (MACD) is a versatile indicator tracking trend direction
and momentum. We will cover its core components — the MACD line, signal line, and histogram — and how their interactions, partic-
ularly crossovers and divergences, can signal shifts in market sentiment. Common MACD trading strategies involve using crossover
signals as primary triggers, confirming with histogram changes, and looking for divergence to time entries and exits. It is essential

to manage risk by setting stop-loss orders and to avoid over-reliance on any single indicator. MACD works best when viewed within
the broader market context and in conjunction with price action analysis.
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Stochastic Oscillator

The Stochastic Oscillator, a valuable tool for gauging momentum, compares a security’s closing price to its trading range over a set
period, with its %K and %D lines alerting to potential reversals and overbought/oversold states. Bollinger Bands, providing a unique
measure of market volatility, will also be examined. We will see how these bands widen and narrow with changing market conditions,
and how price interactions with the bands, along with band squeezes, can offer insights into potential price movements and trend
confirmations. For each indicator, the importance of using them in conjunction with other technical tools to increase the reliability of
trading signals will be emphasized.

While the RSI generally helps identify overbought and oversold conditions, it is particularly useful for pinpointing specific market con-
ditions.

The Stochastic Oscillator is a momentum indicator that compares a particular closing price of a security to a range of its prices
over a certain period of time. Its primary function is to indicate overbought or oversold conditions. Divergence analysis with the Sto-
chastic Oscillator can be particularly insightful for predicting price reversals. The indicator utilizes two lines: the %K line and the %D
line. The %K line, a faster-moving line, represents the current closing price relative to its recent range. To generate trading signals,
the %K line is smoothed into the %D line. The %D line is a moving average of the %K line and acts as a signal line. See “Understanding
Divergence” for a general explanation of how divergence signals potential reversals. Traders might look for bullish Stochastic Oscil-
lator crossovers to coincide with a price bounce off a support level.
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TECHNICAL ANALYSIS DEEP DIVE ﬂ

Conversely, spotting oversold conditions is equally important. When the RSI dips below 30, it points to an asset’s price having fallen
rapidly and potentially being poised for a rebound or a trend reversal. This suggests that selling pressure may have become
overextended, and buyers might step in, leading to an upward price movement. Recognizing oversold signals can help traders
identify potential buying opportunities. For instance, if the RSI on Apple (AAPL) stock drops to 25, it might indicate that the recent sell-
off has been excessive and a price increase could be imminent.

A particularly insightful application of the RSl is the observation of divergences. A divergence occurs when the RSI and the price of
an asset move in opposite directions. For instance, if an asset’s price is making new highs, but the RSl is failing to reach new highs,
this is a bearish divergence, signaling a potential weakening of the upward trend and a possible reversal. Similarly, if the price
is making new lows and the RSl is making higher lows, this is a bullish divergence, suggesting that downward momentum is fading
and a price increase may follow. These divergences can serve as early warnings of trend changes. For a deeper understanding of
how divergences work, refer to “Understanding Divergence

1.2 Moving Average Convergence Divergence (MACD)

The Stochastic Oscillator is a momentum indicator that compares a particular closing price of a security to a range of its prices
over a certain period of time. Its primary function is to indicate overbought or oversold conditions. Divergence analysis with the Sto-
chastic Oscillator can be particularly insightful for predicting price reversals. The indicator utilizes two lines: the %K line and the %D
line. The %K line, a faster-moving line, represents the current closing price relative to its recent range. To generate trading signals,
the %K line is smoothed into the %D line. The %D line is a moving average of the %K line and acts as a signal line. Traders might look
for bullish Stochastic Oscillator crossovers to coincide with a price bounce off a support level. See “Divergence with the Stochastic
Oscillator” for an explanation of how divergence signals potential reversals with this indicator.
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While indicators like the RSI provide valuable insights, other tools can also highlight potential trading opportunities. For instance, the
Moving Average Convergence Divergence (MACD) indicator is a fundamental tool for identifying trends in financial markets. This
technical tool offers insights into momentum and potential shifts in price direction. At its core, MACD comprises two main lines: the

MACD line and the Signal line. The MACD line is derived by subtracting a longer-term exponential moving average (EMA) from a
shorter-term EMA. The Signal line is a moving average of the MACD line itself, typically set at nine periods. The interaction between
these two lines provides trading signals: a bullish signal occurs when the MACD line crosses above the Signal line, and a bearish

sighal occurs when the MACD line crosses below the Signal line. The MACD also includes a histogram, which represents the
difference between the MACD line and the Signal line. An increasing histogram (bars growing taller) can confirm the strength of the

current trend, while a decreasing histogram (bars shrinking) may signal a weakening trend or a potential reversal. Divergences
between the MACD and price, where the price makes new highs or lows but the MACD does not, can also offer further trading
opportunities, often confirmed by corresponding changes in the histogram’s direction.

The Stochastic Oscillator is a momentum indicator that compares a particular closing price of a security to a given price range over
a certain period. It oscillates between 0 and 100. Typically, readings above 80 suggest that a security is overbought, and readings
below 20 indicate that it is oversold. Divergence with this indicator can signal potential reversals. Bullish divergence is seen when the
price makes lower lows, but the Stochastic Oscillator makes higher lows, signaling a potential upward reversal. Bearish divergence
occurs when the price makes higher highs, while the Stochastic Oscillator makes lower highs, suggesting a possible downward
trend.

The Stochastic Oscillator is a momentum indicator that compares a particular closing price of a security to a given price range over
a certain period. It oscillates between 0 and 100. Typically, readings above 80 suggest that a security is overbought, and readings
below 20 indicate that it is oversold. Divergence with this indicator can signal potential reversals. Bollinger Bands, another advanced
tool, help measure market volatility and identify potential price extremes.

The Stochastic Oscillator is a technical analysis tool that offers insights into market sentiment by comparing a security’s closing

price to its recent trading range. This oscillator employs two lines, %K and %D, to signal market direction and potential shifts. For
example, when %K crosses above %D, it can indicate upward momentum, while a cross below %D may signal downward momen-
tum. These specific trading signals, such as crossovers, contribute to the broader understanding of how the Stochastic Oscillator
can be used in conjunction with other indicators to identify potential market reversals, as discussed in “Divergence with the

Stochastic Oscillator.”

The %K line is central to the Stochastic Oscillator’s function. It measures where the current closing price stands within its recent price
boundaries, giving a sense of short-term buying or selling pressure. A high %K suggests the price is near the top of its recent range,
potentially indicating strength, while a low %K implies the price is at the bottom, possibly showing weakness. For instance, a trader
might observe bullish divergence on the Stochastic Oscillator, where the price makes lower lows but the %K line makes higher lows.
This can signal a potential upward reversal, prompting the trader to enter a long position before the price begins to climb. While
these signals are valuable on their own, they are most effective when considered alongside other technical analysis tools and indi-
cators to confirm trends and potential reversals.

The %D line acts as a smoothed version of %K, being a moving average of the %K line. This smoothing helps to reduce the choppi-
ness of %K signals, making it easier to discern genuine trends and confirm signals generated by %K. When %K and %D move together,
it suggests a continuation of the current trend.
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