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Congratulations! You are now enhancing your quest to become a successful trader. The tools and tips 
you will find in this technical analysis primer will be useful to the novice and the pro alike. While there 
is a wealth of information about trading available, BigTrends.com has put together this concise, yet 
powerful, compilation of the most meaningful analytical tools. Youôll learn to create and interpret the 
same data that we use every day to make trading recommendations!  

This course is designed to be read in sequence, as each section builds upon knowledge 
you gained in the previous section. Itôs also compact, with plenty of real life examples rather 
than a lot of theory. While some of these tools will be more useful than others, your goal is to find 
the ones that work best for you.   

Foreword  

Technical analysis. Those words have come to have much more meaning during the bear market of 
the early 2000ôs. As investors have come to realize that strong fundamental data does not always 
equate to a strong stock performance, the role of alternative methods of investment selection has 
grown. Technical analysis is one of those methods. Once only a curiosity to most, technical analysis is 
now becoming the preferred method for many. But technical analysis tools are like fireworks ï 
dangerous if used improperly. Thatôs why this book is such a valuable tool to those who read it and 
properly grasp the concepts. The following pages are an introduction to many of our favorite analytical 
tools, and we hope that you will learn the ówhyô as well as the ówhatô behind each of the indicators. In 
the case of technical trading, quality is far more important than quantity.  

The very essence of technical trading is really quite simple ï spot trends, buy low, and sell high. The 
most challenging of these is spotting the trend. Once you learn that, the buying and selling is easy. 
Just as important is the ability to spot a non-trending market, so you can avoid it (or at least use 
alternative strategies). To maximize profits from a trend, youôll need to do two things. First, you want to 
enter in the early stages of the trend. Second, you want to able to exit promptly when the trend is over. 
To do that effectively, you must be able to spot exactly when trends start and stop. This book will show 
you how to do both.  
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Section 1: Charting  

There are several types of stock price charts, and they all basically show the same information. 
However, there are some very simple price charts that actually show much more information than just 
price movement. Letôs look at a simple line chart first, and then compare that to a bar chart and a 
candlestick chart. The two latter charts show you volatility, and possibly additional clues about 
developing trends.  

Line Charts  

A simple line chart draws 
a line from one closing 
price to the next closing 
price. When strung 
together with a line, we 
can see the general price 
movement of a stock over 
a period of time.  

Bar Charts  

A bar chart also shows 
closing prices, while 
simultaneously showing 
opening prices, as well as 
the daily highs and lows. 
The bottom of the vertical 
bar indicates the lowest traded price for that day, while the top of the bar indicates the highest price 
paid that day. So, the vertical bar indicates that dayôs trading range. The horizontal hash on the left 
side of the bar is the opening price, and the right-side horizontal hash is the closing price.  

Bar charts are also called 
ñOHLCò charts, because 
they indicate the Open, 
the High, the Low, and the 
Close for that particular 
stock.  

 

 



                                                                                                                 

 

5                                                                                                                                              © 2012, BigTrends 

 

Candlestick Charts  

Candlestick charts show the same information as a bar chart, but in a different graphic format. 
Candlestick bars still indicate the high-to-low range with a vertical line. However in candlestick charting, 
the larger block in the middle indicates the range between the opening and closing prices. Traditionally, 
if the block in the middle is filled or colored in, then the stock closed lower than it opened. In our 
example, the ófilled colorô is black. For our ófilledô blocks, the top of the block is the opening price, and 
the bottom of the block is the closing price. If the closing price is higher than the opening price, then 
the block in the middle will be hollow, or unfilled. In our example, you can see the consecutive 
individual days of losses (filled blocks) that make up the major downtrend. When it reversed to the 

upside in 
October, we start 
to see more 
hollow, unfilled 
blocks.  

The purpose of 
candlestick 
charting is strictly 
to serve as a 
visual aid, since 
the exact same 
information 
appears on an 
OHLC bar chart. 
The advantage of 
candlestick 
charting is that 
you can easily 
see strength of 
trends as 
indicated by filled 
or unfilled blocks, 

where the bar charts may be visually less clear.  

NOTE: Not all candlestick charts are drawn the same. Some charts use red print for down days and 
green for up days. Or, depending on the background color of your chart, you may see up days as 
filled blocks and down days as unfilled blocks ï especially if your background is a dark color.  

Throughout this book, and throughout most technical analysis literature, you will see the word ñbarò in 
reference to a single piece of data on a candlestick or OHLC bar chart.  While this usually refers to 
one day on a chart, donôt assume it always does. A bar is simply one segment of time, whether it be 
one day, one week, or one hour.  When you see the word óbarô going forward, be sure to understand 
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what timeframe it is referencing.   

For the purpose of this workbook, we will primarily use candlestick charts to illustrate our 
information.  
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Moving Averages  

One of the easiest ways to smooth out or ñclean upò a bar chart or candlestick chart is to convert the 
closing prices into a line. This is what a line chart (from section 1) does. However, this still doesnôt 
help you see major trends if there are wide swings from one closing price to the next closing price, 
since a line chart just shows you the progression from one day to the next. A moving average, 
however, will even further smooth out a price chart to show you which direction a stock is going.  

By ómoving averageô we mean the average closing price of a stock for the last x number of days. 
There are two types of moving averages: simple, and exponential.  

The formula for a 3-day simple moving average would be:  

Closing price 3 days ago + Closing price 2 days ago + Closing price 1 day ago  = Average 3   
Price  

As each day passes by we drop the price from 3 days ago from the formula (since it becomes 4 days 
old) and add the newest closing price. The result is a rolling average called the moving average. We 
then plot these average prices in a line chart. The result is a much smoother (and more meaningful) 
chart of a simple moving average.  

By comparison, we can also use an exponential moving average. Again, we are plotting the 
moving average of the last x days, but with an exponential moving average, we are giving more 
weight to recent prices, and less weight to older prices. In doing this, we make the exponential 
moving average move faster than a simple moving average.  

A possible formula for a 3 day exponential moving average would be:  

(Close from 3 days ago x 1)+(Close from 2 days ago x 2)+(Close from 1 day ago x 3) = Average 6     Price  

*(we have to change the divisor to 6 to adjust for the additional weight on more recent days)  

As you may guess, these different formulas produce different results when charting their 
values. Each particular method has both good and bad aspects.  

Simple Moving Averages  Exponential Moving Averages  

Pros:  Pros:  
Draws a very smooth chart, Effective at showing recent price eliminating most fake-out 
signals. swings.  

Cons:  Cons:  
Slow moving, which may cause lag  Subject to errant or meaningless  

in buying or selling signals.  price swings, which can cause errant signals. (see early September in the example) In our example to 
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the right, we can see how the exponential moving average (solid) more closely follows the actual price 
movement, where the simple moving average (dashed) is slower to respond and lags behind the 
exponential average.  



                                                                                                                 

 

9                                                                                                                                              © 2012, BigTrends 

 

Using moving averages as 
indicators  

The most common use of 
moving averages is simply to 
interpret the cross above a 
moving average line as a buy 
signal, and a cross under a 
moving average as a sell 
signal. This would have given 
you good results in the chart 
above. The other common use 
of moving averages is taking 
crossovers of two moving 
average lines as a buy or sell 
signal. If the faster moving 
exponential average line 
crosses over the slower simple 
moving average, that often 
indicates a strong uptrend that 
you want to buy into. In the 
chart above, we can see that we got a crossover in late October that would have been a very good 
purchase point. From the time we saw the crossover, the stock climbed from $20 to nearly $23 in a 
matter of days.   

Conversely, if a faster moving average crosses under a slowing moving average, then that is often a 
sell signal. In our example above we can see that we received an accurate sell signal in the beginning 
or March.  

Timeframes of moving averages  

In our sample formulas you saw how to calculate a 3-day moving average, but any number of days 
could be used. The more days you use, the smoother lines you will produce, but you get lagging 
signals. The fewer days you use, the sooner you will get crossovers, but at the expense of potentially 
false signals. This situation is illustrated in the next example.  
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One of the basic technical signals is a cross above or below a moving average line. Using Accredo 
Health (ACDO) in our example below, letôs assume that weôll buy when shares move above the 10-day 
exponential moving average, and weôll sell when it falls below the 10-day exponential moving average. 
As you can 
see, using the 
10-day line 
may have 
resulted in a 
few errant 
signals.  

In this next 
chart, after 
changing the 
10-day 
exponential 
moving 
average to 20-
day 
exponential 
moving 
averages, we 
get a smoother 
line. Therefore, 
we see fewer 
crossovers, but the quality of the signal improves dramatically.  
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Support /Resistance  

In the chart below there are two straight lines plotted in relation to the price of the stock. The line above 
the bar plots is the resistance line, which serves as a ceiling. The idea is that prices are not likely to 
go through the ceiling, and when they do, it often is the beginning of a strong trend. The line drawn 
below the prices is the support line, which serves as a floor. Prices arenôt likely to go below that line, 
but when they do it often signals the beginning of a big downtrend. This is very evident in the case of 
Lockheed Martin (LMT), when it fell under the support line at 64.50, and continued to drop. These 

support and resistance lines can be broadly called trend lines.  

There is no formula for support or resistance lines; they are almost always drawn manually. In the 
examples above and on the next page we can see that, over time, the price movement will make its 
own lines with highs and lows. The key is to connect prior important highs for resistance lines, while 
support lines should be drawn using prior significant lows.  
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Hereôs another example of support and resistance. The trend lines here are based on a much 
shorter timeframe, but the effect is still the same. After the second close above the resistance line, 

we saw that BBOX had plenty of strength, and enough buyers, to move upward.  

The more times a stockôs price hits a support or resistance line and turns back the other way, the more 
meaningful those trend lines become. Usually, the longer a stock stays inside support and resistance 
lines, the stronger the breakout is when it does occur. It is recommended to use at least three points to 
draw a trend line.  

Traderôs Tip: Not all support and resistance lines have to be straight. Although conventional trend 
lines are straight, support and resistance levels may fluctuate to reflect price changes. Many 
analysts use moving average lines as support and resistance lines.  
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Envelopes  

We can reasonably expect a stock price to mildly fluctuate over any given length of time. But how 
much fluctuation should we allow? One of the most effective ways to determine how much fluctuation 
is normal is to establish price boundaries, or an envelope, that the price of a stock will usually be 
inside. What you are looking for, then, are the points that the price begins to move outside the 
envelope. When the envelope line is pierced, that often serves as a signal of a new trend.  

To establish this envelope, we simply plot a moving average (as we did in a previous section). Then 
we plot two more lines that will serve as the boundaries of our envelope. The first line will be the top 
portion of our envelope, which is plotted at x percentage greater than the moving average. The 
second line is the bottom portion of our envelope, which is plotted x percentage less than the moving 
average. Since the moving average will change from day to day, so too will the two moving average 
envelope lines. The result is a moving average envelope.  

In our example of a moving average envelope, we can see the 20-day moving average line in the 
middle. The line on top is the upper portion of our moving average envelope, and is drawn at points 
that are 5% higher than the actual moving average. The lower boundary of the envelope is plotted at 
points 5% less than the moving average line. As you can see, the price of Aetna Inc. (AET) shares is 
usually inside this envelope. But in area 1, you can see what happens when the closing price starts to 
pierce the upper portion of the envelope. It doesnôt just touch it and reverse; it continues to move 
above it. As the price moves up, so will the moving average, and therefore, the envelope will move 
higher too. The fact that the closing price continually breaks through the upper envelope is a 
testament to the strength of that trend.  
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(cont.) That strong trend doesnôt end until the price reversal you see in area 2. While we were mildly 
concerned that the price of the stock fell back inside the envelope in area 2, we didnôt necessarily 
consider that a time to sell. After all, we saw the same occurrence just a few days before that, when 
the price dropped back inside the envelope and almost closed below the moving average. However, at 
that time it just bounced off of the moving average line for one more surge higher.  

In area 2 we can see that this time, the moving average line would not act a support, and the closing 

price would fall below it. This confirmed the end of the uptrend. Remember, we saw the potential end 
of the trend in area 2 with a few closes back inside the envelope, and we confirmed the end of the 
trend when the price broke below the moving average line.  
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In our other example of moving average envelopes, we can see in area 1 that shares of Adeptec 
(ADPT) broke under the lower boundary in June on its way to about a 30% decline. It showed signs of 
a reversal in area 2. But there, instead of staying above the moving average, it met resistance at that 
moving average and continued downward. Even in area 3 we saw the price move back above the 
upper envelope boundary, but when it came back inside the envelope again it did not find support. 

Rather, it fell through it, and went on to further losses.  
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Bollinger Bands  
Moving average envelopes allow for normal fluctuations in price. But how can we be sure that a 
breakout is actually a breakout, and not just a temporary shift in price? Bollinger bands can solve that 
problem, because Bollinger bands adjust for volatility. Moving average envelopes do not adjust for 
volatility.  

The application of Bollinger bands is the same as a moving average envelope, in that closing prices 
outside of the upper or lower bands can signal the beginning of a new trend. To avoid an errant signal 
generated by a closing price outside of the bands, Bollinger bands incorporate the daily highs and lows 
of stock prices. If there is a wide gap between the high and the low, then that stock is very volatile, and 
Bollinger bands will expand. If there is very little difference between the daily high and low price, then 
there is very little volatility, and the Bollinger bands will contract. The result is fewer closing prices 
outside of the bands, but those closes outside of the bands are better signals.  

In our example below, you can see that the upper and lower Bollinger bands are contracting until 
mid-April, when shares of Compuware (CPWR) start to accelerate higher. At that point where 
Compuware shares move high enough to close above the upper Bollinger band, the bands start to 
separate. Yet, shares continued to close above the upper Bollinger band, even though the widening 
bands made it increasingly difficult. This is an illustration of the principle of acceleration, and you can 

see why closes outside the bands are often good buy signals  

Obviously not all closes outside of Bollinger bands signal a breakout, but when they do, the price 
movement can be explosive. A close under the lower Bollinger band can serve equally well as sell 
signal.  

 



                                                                                                                 

 

17                                                                                                                                              © 2012, BigTrends 

 

We see another example of Bollinger bands below. In area 1, we can see that the first close below the 
lower band leads to many more consecutive closes below the lower band. We almost got a sustained 
reversal in area 1, but the exponential moving average failed to act as support in late July after we 
made three closes above the moving average line. In area 2 we can see that the first close above the 
upper band preceded many more consecutively higher closes. It almost appeared that we would see a 
reversal of that uptrend at the beginning of September, but the stock bounced up off of the moving 
average line. We finally did get a confirmed reversal in area 3, when the closing price broke below the 

exponential moving average.  

There are two key differences between Bollinger bands and a moving average envelope. Moving 
average envelopes are plotted based on a specific percentage above and below a simple moving 
average.   

Bollinger bands, on the other hand, are based on an exponential moving average, and are drawn a 
specific number of standard deviations above and below the exponential moving average, 
incorporating price volatility into their calculation. A standard deviation is simply a unit of any given 
measurement. For instance, since most stock charts plot prices in terms of dollars, one standard 
deviation unit would equal one dollar  
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Parabolic/SAR  
So far weôve looked at what the beginning of a trend looks like on a chart. But is there a way to spot the 
reversal of a trend? A chart pattern called a parabolic stop-and-reversal (or óSARô for short) can do just 
that. The parabolic SAR places dots, or points, on a chart that indicate a potential reversal in the price 
movement. In the chart below, you can see the parabolic points that coincide with a new trend.  

In August, the parabolic point moves below the actual price, indicating the reversal. As the trend 
develops strength through August, the parabolic points move closer together and eventually 
intercept the price. In October, we see the reversal of the previous trend when the parabolic point 
moves above the candlesticks, indicating that the trend has lost momentum, and prices are 
beginning to fall again.  

As you can see, when the parabolic marker moves from above the price bar to below it, it is a buy 

signal. Conversely, when the marker jumps from below the price bar to above it, it serves as a sell 
signal. What exactly causes the shift of the parabolic point? If you look closely at the chart above, you 
can see that the SAR marker switches placement the day after the price bar intercepts (or touches) the 
SAR marker for that day. The formula used to calculate the placement of the parabolic SAR marker is 
too complex for our purposes in this workbook, but fortunately, you donôt have master it to use this 
indicator effectively. Weôll see another example on the following page.  
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The best feature of a parabolic stop-and-reversal is that it is easy to interpret, because there can only 
be bullish or bearish signals. It assumes that either a stock is moving up, or moving down, and that you 
want to be in the market, either long or short, at all times. As stated previously, a buy signal is 
generated when the parabolic dot moves below the price information on a stock chart and begins to 
climb along with the stock itself. Likewise, a sell signal is generated when the price of a stock hits a 

top, loses momentum, and 
begins to fall.    

As you can see in this 
example, the parabolic 
marker switches whenever 
there is an intra-day price 
that pierces that line of 
parabolic points. In area 1 
we can see that the day 
prior to the dot being 
placed below the 
candlesticks, the intraday 
high was greater than the 
parabolic plot line. The 
inverse is the case in area 
2, when the parabolic SAR 
switched to bearishness.  

The parabolic SAR method is a very useful tool in a trending market that can make sustained rallies 
and downturns. This technique, however, is more difficult to use in a choppy, indecisive market. As you 
may notice in the examples, the parabolic SAR did not switch positions until a few days into a new 
trend. In a back-and-forth market, you may get signals right around the point in time when the market 
turns the other direction. All the same, the parabolic SAR indicator is a great tool.  
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Checkpoint 1  

At this point you should be able to identify each type of price chart, as well as functionally use price 
chart data, such as moving average envelopes, Bollinger bands, and others. To get the most from this 
workbook, it is important that you understand these basic concepts before moving on to the next 
section. It is recommended that you be able to answer all questions correctly before moving on to the 
next section ñImportant Chart Patternsò.   

1. The following chart is a ____________ (type) chart.  
2. This type of chart (above) plots which daily data?  

a. Opening price  
b. Average price  
c. Closing price  
d. High price  
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3. The following chart is a _____________ (type) chart.  

4. The four letters marked on the chart (above) point to which price data?  
a.  
b.  
c.  
d.  
 
5. The following chart is a _____________(type) chart.  
6. The four letters marked on the previous chart point to which price data?  
a.  
b.  
c.  
d.  
7. What is the benefit of using moving average lines over raw price data?  

8. Which of these two lines is more likely to be an exponential moving average?_______  

9. Why?  

10. What is the primary drawback of using exponential moving averages instead of simple moving 
averages?  
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11. What is the primary drawback of using simple moving averages instead of exponential moving 
averages?  
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12. On the following chart draw a support line (Hint: It will not be perfect)  
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13. On the following chart draw a resistance line (Hint: It will not be perfect)  

14. Why are support and resistance lines useful?  
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15. How many points on a chart should be used to draw support and resistance lines? __  
16. Moving average envelope lines are plotted a certain ___ above and below a simple moving 

average line.  
a. standard deviation  
b. percentage  
c. volatility factor   
17. Why wouldnôt the last bar you see below necessarily be a good buy signal, based on its 

relationship with its Bollinger band?  

18. Based on the last information you can see below, what is the next likely direction for this 
stock?_________________  
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19. Why?  

20. Correctly identify the following three occurrences on the chart with the appropriate description 
below: 1) _____ Resistance at moving average line 2) _____ Support at moving average line 3) 
_____ Moving Average Crossover  
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21. True/False. Bollinger bands reflect volatility by incorporating the daily high and low prices into the 
calculation.  

22. True/False. Bollinger bands are less likely to draw smooth lines compared to moving average 
envelope lines.  
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23. True/False. Bollinger band lines are drawn a certain percentage above and below an exponential 
moving average line.  

24. On the chart below, based on the last information you can see, what direction would you expect 
this stock to go next? ___________________  
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25. On the chart below, why are the Bollinger bands narrow in ñarea aò but widened in ñarea bò?  
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Answer:  
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26. In the most current portion of the chart below, is the parabolic stop-and-reversal        indicator 

showing bearishness or bullishness? ________________  

Stop! You have completed section 1. You may check your answers with the answer key. We 
recommend that you be able to answer all questions correctly before proceeding to the next 

section.  

 


