Theories of Technical Analysis

Overview:
In addition to the technical indicators, successful traders incorporate basic theories into their trading strategies.  These theories enrich a trader’s trading skills, allowing them to make logical and sound decisions.  There are two fundamental theories that are commonly used: The Fibonacci Line Theory and The Elliott wave theory.
Lesson 1: The Fibonacci Lines

The Highlights:
Levels at which the market is expected to retrace to after a strong trend.
Best used when the market is trending.
Identify retracement levels and possible trend reversals.
Identify support/resistance levels.
What are Fibonacci Lines?
They were discovered by mathematician, Leonardo Pisano, a.k.a. Fibonacci, in the 12th century (or the 1100’s).  They are a sequence of numbers where each successive number is the sum of the previous two numbers.

They are like this: 1, 1, 2, 3, 5, 8, 13, 21, 34, 55, 89, 144, 233, etc.
Intriguing facts:

1. Any given number is about 1.618 times the preceding number and about .618 times the following number.

2. The numbers are found in nature (proportions of a butterfly’s wings, the circles of a sea shell, the spiral of a pine cone, the way grain falls into a storage bin.).

3. Found even in human behavior.

4. The numbers repeat themselves throughout nature.

5. In technical analysis, the Fibonacci is a useful tool in identifying natural ranges or movement of currencies.

6. And indicator of where a currency is likely to retrace.

Parameters for using Fibonacci Lines
“The Golden Ratio” is typically translated into three percentages: 38.2%, 50% and 61.8%.  Other significant percentages are 21.4% and 78.6%-----which are less frequent and nevertheless are just as good of a telling regarding ranges.

Drawing Fibonacci Lines
Click on “Drawing” and check “Add Fibonacci”.

· Identify the lowest and highest points, also known as the support and resistance, of the overall trend.

· As you click on the first point and drag the mouse pointer to the second point, a charting platform will automatically set in the three key Fibonacci retracement levels of 38.2%, 50% and 61.8%.  Or, draw a line from the highest point of the trend to the lowest point of the trend.
· Look at the price action to confirm an opportunity to enter or exit a trade.

Application of Fibonacci Lines in Trading
---Use the Fibonacci to evaluate the natural ranges of a currency, which can assist where a currency is likely to move.

---It is a natural tendency for a currency to retrace 38.2% of a rally.  It can act as a magnet and resistance point for the currency price.  Use this knowledge when assessing ranges---where you think the currency price is likely to move, based on what you know.

---From the highest point of the candle to the lowest part of the candle, if a candle closes above the 50% line, it’s signaling buyer strength---the 61.8% line/level acts as a resistant line.
Identifying Entry and Exit Points
---The Fibonacci retracement can help us confirm entry and exit points for positions.  The trend can retrace 38.2% and then drop---or rise---again.  It’s a great tool to help you confirm the best price to place a buy or a sell.

---A patient trader will NOT chase a trade.  He/she will wait for the retracement, and enter a trade at a better price.  With patience the Fibonacci can help you wait for the right time to enter.

---In a reverse, there is a shift in balance from sellers to buyer at the 50% line.

Methods of Interpreting Fibonacci Retracements
---When a retracement (or price) moves to one of the % levels and stops, it’s likely that the correction may be over and the trend may resume.  If it’s a downtrend, the retrace correction will be up.  If it’s an uptrend the retrace correction will be down.

---Use retracements to see how prices act at and around those levels.  If the level does not hold, the trend may accelerate.  If it does hold, examine the trading action after that to see if the price level appears be a major reversal or a temporary reversal.
---The more data (or, the more time) you use, the more accurate the Fibonacci will be.  There are different styles of trading.  While position traders use the daily charts, the swing traders may use the 1-4 hour charts to trade.  If you are a shorter-term trader, and the price exceeds your Fibonacci lines, you may need to draw some Fibonacci lines on longer-term chart to confirm retracements.
Further, the currency will often retrace to the 50% Fibonacci level before continuing down in a trend.

When trading, you should try to set your stop-loss levels around these prices. As such, traders should always be cognizant of exactly where these retracements sit.
If there are two different levels that are close together, such as a 50% of a monthly chart and a 61.8% of a daily chart, this enhances the importance of that level.  Rates must close well beyond these retracement levels to signify that the levels have been broken.

Look for confirmation. Enter when confirmation –  for example, key candlestick patterns – emerges at Fibonacci levels. Traders can also seek confirmation from a variety of other indicators, as we will see as the course continues. If there is a confirmation of the support or resistance in other studies, such as RSI or MACD, this increases the probability that the correction will end at these levels.

Drawbacks

We cannot expect a chart to retrace at every Fibonacci level. We can expect some support/resistance as buyers/sellers enter the market at these levels, but we cannot always predict whether the market will actually turn at any particular level. Fibonacci techniques are used to alert you to a possible trade, if that price level does cause support or resistance. These techniques are not used as a trigger for entry. Other indicators are used in conjunction with Fibonacci studies to provide higher-probability entries.
The Elloitt Wave Theory

Highlights—

Repetitive patterns of waves that can predict market movements.

The pattern is based on five-waves.

The pattern is not bound by time.

What is an Elliott Wave?
The Elliott wave was invented by a 1930’s engineer, Ralph Nelson Elliott.  He discovered that the Dow Jones Index, along with other related markets, traded in cycles that were based on the emotions of investors, emotions that were influenced by outside factors.  Elliott noted that the upward and downward swings of the mass psychology always showed up in the same repetitive patterns, which were divided into patterns he termed as “waves.”  The rhythms of these waves were similar to the oceans tides which move from low tide to high tide.
**The trend moves in 5 identifiable waves.

**Wave numbers 1, 3, and 5 move in the direction of the current trend.

**Wave numbers 2 and 4 move in counter-trend (like a retracement.)

**Under normal circumstance Wave 5 appears similar to Wave 1 and Wave 3 is the longest wave.

**In and upward trend Wave 4 should NOT touch the top of (or enter the territory of) Wave 1.

Interpretation of the Elliott Wave Theory

==Every action is followed by a reaction.

==There are five waves in the direction of the main trend followed by three corrective waves (a “5-3” move).

==A 5-3 move completes a cycle.

==This 5-3 move becomes two subdivision of the next higher5-3 wave.

==The underlying 5-3 move pattern remains constant, though the time span of each may vary.

· Elliott classifies price movement in patterned waves that can indicate future targets and reversals.

· Waves that move with the trend are called “impulse waves.”

· Waves that move against the trend are called “corrective waves.”

· The Elliott Wave breaks down impulse and corrective waves into five primary and three secondary movements, respectively.
· The eight moves comprise a complete cycle

· Time frames of wave cycles can span from 15 minutes to years and decades.

The challenging part of Elliott wave Theory is figuring out the relativity of the wave structure. A corrective wave, for instance, could be composed of both sub-impulsive and corrective waves. It is therefore crucial to determine the role of a wave in relation to the greater wave structure. Thus, the key to Elliot’s theory is to identify the wave context in question. Ellioticians also use Fibonacci retracements to predict the tops and bottoms of future waves.
	The diagram of the impulse wave is the basic building block of Elliott’s wave structure.


 

The diagram below shows the corrective patterns that comprise various wave sequences:
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The diagram below shows a unique type of corrective patterns: 
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Quiz
1. What does it mean when a price (or %’tage) moves to one of the levels and stops? The correction is over and the trend will likely resume.
2. How do traders identify entry or exit points by applying the Fibonacci Lines? Patient traders will wait for the retracement and enter the trade at a better price.
3. What statement is FALSE regarding the method of using Fibo tools?  If there are two different levels that are close together in different charts, this reduces the importance of that level.  Actually, it enhances the importance of that level.
4. What is the key to applying the Elliott Waves in trading? To determine the role of a wave in relation to the greater wave structure.
5. What is NOT a parameter for using the Fibonacci Lines? The 82.30%.
6. What are the drawbacks of applying Fibonacci retracement levels? We cannot expect a chart to retrace at every Fibonacci level.
7. Many impulse and compulsive waves complete a cycle? 5 and 3.
8. He observed that Wave number 3 is usually the longest wave.

9. According to the Elliott Wave Theory, market trends often develop in 5 identifiable waves.

10. What is the sequence of Fibonacci numbers? Each successive number is the sum of the two previous numbers.
