[image: ]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A white text on a white background

AI-generated content may be incorrect.]
[image: ]
[image: ]
[image: A screenshot of a computer

AI-generated content may be incorrect.]
[image: A book with graph and text

AI-generated content may be incorrect.]

[image: A screenshot of a computer

AI-generated content may be incorrect.]
[image: A white text on a black background

AI-generated content may be incorrect.]
[image: A screenshot of a computer screen

AI-generated content may be incorrect.]
[image: A screenshot of a computer screen

AI-generated content may be incorrect.]
[image: A graph with a line and a line

AI-generated content may be incorrect.]
[image: A screenshot of a computer

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A person and person standing next to each other

AI-generated content may be incorrect.]
[image: A screenshot of a white text

AI-generated content may be incorrect.]
[image: A screenshot of a computer screen

AI-generated content may be incorrect.]
[image: A screenshot of a computer screen

AI-generated content may be incorrect.]
[image: A screenshot of a computer screen

AI-generated content may be incorrect.]
[image: A screenshot of a computer screen

AI-generated content may be incorrect.]
[image: ]
[image: ]
[image: ]
[image: ]
[image: A graph with green dots and lines

AI-generated content may be incorrect.]
[image: A graph with red and blue lines

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a computer screen

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A text on a page

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A graph of stock prices

AI-generated content may be incorrect.]
[image: A screenshot of a computer screen

AI-generated content may be incorrect.]
[image: A graph with lines and numbers

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A graph with a green line

AI-generated content may be incorrect.]
[image: A graph with a red line

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A graph with numbers and a line

AI-generated content may be incorrect.]
[image: A graph on a screen

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A diagram of a bar chart

AI-generated content may be incorrect.]
[image: A diagram of a market price

AI-generated content may be incorrect.]
[image: A graph with numbers and lines

AI-generated content may be incorrect.]
[image: A diagram of a candle stick

AI-generated content may be incorrect.]
[image: A graph with numbers and lines

AI-generated content may be incorrect.]
[image: A screenshot of a chart

AI-generated content may be incorrect.]
[image: A graph with a line and a line

AI-generated content may be incorrect.]
[image: A graph with lines and numbers

AI-generated content may be incorrect.]
[image: A graph with lines and numbers

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a computer screen

AI-generated content may be incorrect.]
[image: ]
[image: A graph of a stock market

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A graph with a line and a green line

AI-generated content may be incorrect.]
[image: A graph with lines and numbers

AI-generated content may be incorrect.]
[image: A graph with lines and text

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: A screenshot of a chart

AI-generated content may be incorrect.]
[image: A graph of stock market

AI-generated content may be incorrect.]
[image: ]
[image: A screenshot of a computer

AI-generated content may be incorrect.]
[image: A screenshot of a graph

AI-generated content may be incorrect.]
[image: ][image: ][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A graph with lines and text

AI-generated content may be incorrect.][image: ][image: A bull and bear chart

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A graph with a line and a red and white text

AI-generated content may be incorrect.][image: A screenshot of a web page

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A graph with lines and a line pointing at the bottom

AI-generated content may be incorrect.][image: ][image: ][image: ][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A diagram of a double bottom and triple bottom

AI-generated content may be incorrect.][image: A graph of a double top and triple top

AI-generated content may be incorrect.][image: ][image: A screenshot of a computer

AI-generated content may be incorrect.][image: A screenshot of a screen shot

AI-generated content may be incorrect.][image: A white background with black text

AI-generated content may be incorrect.][image: A screenshot of a computer

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: ][image: A screenshot of a computer

AI-generated content may be incorrect.][image: A white text on a black background

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.][image: A screenshot of a calendar

AI-generated content may be incorrect.][image: ][image: A screenshot of a sample plan

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a document

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A graph of a line

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a document

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A white text on a black background

AI-generated content may be incorrect.][image: A screenshot of a document

AI-generated content may be incorrect.][image: A screen shot of a graph

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A screenshot of a screenshot of a scale

AI-generated content may be incorrect.][image: A close up of a message

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.][image: A screenshot of a graph

AI-generated content may be incorrect.][image: A white text on a white background

AI-generated content may be incorrect.][image: A screenshot of a document

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.][image: A screenshot of a computer

AI-generated content may be incorrect.][image: A screenshot of a computer

AI-generated content may be incorrect.][image: A screenshot of a screenshot of a computer

AI-generated content may be incorrect.][image: A screenshot of a white text

AI-generated content may be incorrect.][image: A screenshot of a computer

AI-generated content may be incorrect.][image: A screenshot of a computer screen

AI-generated content may be incorrect.]

image7.png
History repeats itself

This does not imply that past performance is a guarantee of future results or investing success—
ever. What we're saying is that technical analysis is a visual representation of human psychology,
and humans tend to react similarly to situations.

For example, in times of economic expansion, greed tends to pull markets into fast-moving
uptrends. In times of economic recession, fear tends to pull markets into fast-moving downtrends.
When this happens excessively, investors call it a market bubble. There have been a number of
high-profile market bubbles in recent history, such as the dot-com bubble in the early 2000s and
the mortgage crisis in 2007. By analyzing the behavior of price and volume in the past, these
analysts can make educated guesses about the future. However, they may guess right, and they
may guess wrong.

Dot-com Stocks Real estate
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Breakout - Base height = Price target

For illustrative purposes only.

Let's look at an example from Occidental Petroleum (OXY), using a bearish trade. A symmetrical
triangle appeared on the historical chart below over a two-month period from October to
December. First, the trend is bearish, and because triangles are continuation patterns, we expect
the trend to continue, resulting in a bearish breakout, or a break of support.

Second, we define the pattern by drawing trendlines. Third, we identify our entry, which occurred
when the stock broke support on November 28 at $85.30. Fourth, we determine the short-term
target. We do this by measuring the base, which is about $9.00. Next, we'll subtract the base from
the breakout point to calculate the target. Therefore, the target is $76.30 ($85.30 - $9.00 =
$76.30). The stock reached the target price about mid-December.
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For illustrative purposes only. Not a recommendation of any security or strategy:

Did you notice how similar price patterns are to support and resistance? First, we identified the

trend. Second, we defined support and resistance by drawing lines. Third, we identified the entry

with a break of support. Fourth, we defined the short-term price target by measuring the base

height and subtracting it from the entry point.

We mentioned before that there are several continuation patterns. This infographic gives you a

quick rundown on the most common, which you can use in different time frames and market

conditions.
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Reversal Price Patterns

Let's move on to reversal patterns, which occur when trend changes direction. To illustrate, we'll
use a simple bearish reversal pattern: the double top. The pattern forms when, instead of creating
a new high, an uptrending stock simply matches its previous high and turns back down.

That's the construction. The pattern is complete when the stock breaks support and the trend
reverses. A double top can occur in any time frame. However, we'll focus on the intermediate-term
time frame because it's the most commonly traded time period.

Jul Aug Sep
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An investing plan based on double tops might have an entry rule such as this: "Enter on a break of
support." And in this case, you calculate a target price the same way as when trading support and
resistance. First, measure the height of the pattern. Second, subtract the height from the entry
point at support.

Entry point - Height of pattern

Price target

Let's look at a historical example of Boston Properties (BXP). This stock was uptrending for
roughly seven months before it created a double top pattern. The top occurred at a resistance
level near $145. You could draw support at $133.75. Price broke support on April 30 with a surge
in volume.
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For illustrative purposes only. Not a recommendation of any security or strategy:

The height for the double top was $11.25 ($145 - $133.75 = $11.25). The short-term target price
was $122.50 ($133.75 - $11.25 = $122.50). The price reached the target in June and short-term
traders would have likely exited.
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For illustrative purposes only. Not a recommendation of any security or strategy:

Because reversal patterns highlight a change in the trend, trend traders may ignore the swing
trader's price target and use a trailing stop.

Use the following infographic to become familiar with other common reversal patterns and how
they can be used in the short term.




image106.png
Bullish

Double bottom

¥ Time frame
Any

¥ Construction
Follows a downtrend

Relatively equal lows

forming support

¥ Entry
Triple bottom Break of resistance

¥ Target
Height of support and

resistance added to entry
at resistance





image8.png
Discretionary vs. nondiscretionary analysis

We've seen that price moves in trends, the market discounts everything, and history sometimes
repeats itself. These three tenets are central to technical analysis. However, despite these shared
assumptions, not all technical analysts see the markets the same way.

As with any group, it's a diverse set of people with different viewpoints. At the crux of these
differences is the concept of discretionary and nondiscretionary analysis. Technicians tend to
disagree about how much an investor should rely on personal interpretation (discretionary) versus
computer generated (nondiscretionary).

v Discretionary vNondiscretionary
Personal interpretation Computer generated

At one end of the scale, some discretionary technicians rely heavily on their reading of the chart
and the stock'’s price action. This requires their personal interpretation of the chart and what is
taking place. Several technicians may see the same chart differently, which can lead to frustration
and confusion over important details.
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Of course, no pattern works all the time. If a bullish continuation pattern fails, you can often adapt
and trade it as a reversal pattern. In fact, when a stock starts moving sideways, you won't know if
it's a continuation or reversal pattern until a breakout occurs. In the following video, you'll learn
how to avoid guessing at the patterns and learning how to trade what the chart gives you.
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Objective and Watchlist Criteria

In the last lesson, you learned about a variety of entry and exit signals—these are the cogs and
gears that make up your investing plans. As you work through this lesson, you'll start to see how
investing plans perform like intricate machinery.

Why investing plans matter

An investing plan starts with a simple objective that describes what the plan does. For example, it
might state the trading style: swing trading or trend trading. It might state the market conditions:
bullish/long or bearish/short. It might define the time frame: short, intermediate, or long term. It
might also describe which technical tools to use.

Investing plan

¥ Objective

Trading style
/\/\// Market conditions
Time frame

Tools
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A sample objective could be: "To enter at support and exit at targets is one way to swing trade
bullish short-term trends within intermediate-term trends." This includes the technical tools

(support levels and targets), the style (swing trading), the market conditions (bullish), and the time
frame (short term within intermediate term).

After determining your objective, you can define your watchlist criteria. The watchlist criteria can
help you identify the characteristics of the securities you want to trade. You'll want watchlist
criteria that can help you meet your plan's objective. This means your criteria should help you
identify stocks with the right trend and trend length, growth fundamentals for trends, and value
fundamentals for market bottoms.

One common characteristic is the trend and the method for identifying it. For example, "An
uptrending, 50-day moving average helps identify uptrending stocks." This means you'd only look
for strong uptrending stocks, as confirmed by their position above an uptrending moving average.

o
Investing plan G”D

¥ Watchlist criteria

Chart trend
/\/\// Sector trend

Relative strength
Fundamental analysis
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Other characteristics may be related to the industry group or sector and speak to the relative
strength of the trend (for example, looking for outperforming industries or stocks with relative
strength). Combining fundamental analysis with technical analysis is another common investing

approach.

After determining what to trade with your watchlist criteria, the next step is to decide when to
trade. That takes us back to entries and exits.
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Entries and Exits

Technicians often spend significant time developing a trading system that defines when to enter
and exit trades. This system refers to the combination of technical elements in an investing plan,
and it commonly includes certain techniques and indicators.

The purpose of this course is to teach you how to build a personalized system that matches your
style and preference. However, there are many, many indicators and techniques from which to
choose. Here, we'll talk through some considerations as you start combining these tools.

Choosing a trend

First, match the indicator to the length of the trend you want to trade. You may remember that
different simple moving averages (SMA) highlight different trends. Remember, an SMA is a formula
that smooths the day-to-day fluctuations of the stock's price by taking a certain number of days
and calculating the average of their closing prices.

If you're trading an intermediate trend (three to 12 months), a moving average of 30 to 50 days is
common. A 30-day moving average gives earlier entries and exits because it runs closer to the
price, while a 50-day moving average gives fewer signals. Similarly, an exponential moving average
will have earlier signals as well. For short-term trends (fewer than three months), a 10-day moving
average is common. For long-term trends, a 200-day moving average is common.
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If you're using an indicator you're not familiar with, research the indicator. The indicator's creators
often write about its application, findings, and the settings they found that worked best in a given
situation. Of course, many other traders often find different ways to use an indicator and find
different insights. Be open to new findings and thoughts.
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Larger trend impact on entries and exits

Second, consider the larger trend. You may remember we discussed the effects of the longer trend
on the shorter trend in an earlier lesson. If the larger trend is strong and aligns with your strategy,
it can help make your entries and exits potentially more profitable. For example, if you plan to
swing trade, remember you're swing trading the highs and lows of the intermediate-term trend.
Therefore, if you want bullish swing trades, you can consider looking for stocks uptrending on the
intermediate-term trend. In this scenario your watchlist criteria could be something like, "Trade
stocks that have an uptrending 50-day moving average."

Here's a historical chart of IMAX (IMAX). In this example, the entry signal occurred when the price
moved above the eight-day moving average. An exit signal occurred when the price moved below
the eight-day moving average.

Keep in mind in this example the 50-day moving average has nothing to do with the entry or exit
rules—it's just there to ensure you're only trading with the larger trend, which can

potentially increase the likelihood of success and greater returns. Therefore, a sample entry rule
may sound like, "Enter bullish swing trades when the intermediate-term trend is uptrending as
measured by the 50-day moving average."

W IMAX M 8-day MA M 50-day MA m

MACDHistogram (8, 17, 9, Exponential)  -0.126157

il R T B [T X il HHM t il 0
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All corporate names and market data shown are for illustrative purposes only and are not a recommendation, offer to sell,
or a solicitation of an offer to buy any security.

Take a look back

Third, backtest and play with the indicator. We'll talk more about backtesting later in the course,
but backtesting means taking your system through historical data to see how it would've
performed in different market conditions. You can play with an indicator by using different settings
to see which one appears to have worked best.

Remember, however, past performance is not a guarantee of future results.

When it comes to creating a system for entries and exits, think about your objective and choose
accordingly. It's helpful to know that creating a system takes some time and experimentation.
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Money Management

After determining when to enter a trade, you need to determine how much you're going to trade.
This is defined in the "money management" section of your investing plan.

Money management can be a broad topic encompassing a spectrum of investing approaches. It
could include asset allocation and diversification, or simply how many shares to buy in a trade.
However, the common theme in money management is risk control in a portfolio by managing the
impact of losses.

The basis of money management starts with position sizing. Position sizing is determining the
amount you're going to invest in a trade. This is done in two steps:

1. Determine acceptable portfolio risk.
2. Determine the number of shares to trade.

Let's see how you might do this. The acceptable portfolio risk is the percentage of your account
that you're willing to risk with each trade. Commonly this is a percentage from 0.5%-3% of the
total portfolio value.

However, many investors are likely to be on the lower end of this range because losses are
emotionally hard to deal with and are inevitable. By keeping the percentage low, traders can
lessen the emotional impact of losses. Swing traders tend to stay around 0.5% because they
place a lot of trades and usually want to keep money available when the entry signals appear.
Experienced traders with a high-risk tolerance may choose to risk 2%-3%.
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At the other end of the scale, some technicians try to remove all interpretation from the decision-
making process. These nondiscretionary technicians use tools called indicators to generate
potential entry and exit signals based on mathematical formulas.

Discretionary traders tend to be more flexible, while nondiscretionary traders are more likely to
stick with a defined plan. Of course, there's a lot of room between these extremes, and that's
where most technicians fall.

The walls are also coming down between technical and fundamental analysts. "Hybrid" investors
are fundamental analysts who have adopted technical methods, or technical analysts who have
adopted more fundamental techniques.

You should feel free to adopt the methods that work best for you and your investing style while
maintaining perspective on the benefits and risks.
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v Portfolio risk
0.5% - 3%

After deciding the percentage you're willing to risk, convert the percentage into a dollar amount.
Simply multiply the total portfolio value by the percentage at risk. If you had a $50,000 portfolio
and were only willing to risk 1%, you would multiply $50,000 by .01 to get a portfolio risk of $500.

Total portfolio x Percentatrisk = Portfolio risk

R I (.
$50,000 1% $500

Next, calculate the number of shares. To do this, first calculate the difference between the entry
price and the stop level. This is the trade risk, or the amount that could potentially be lost per
share if the stop is triggered. Please keep in mind, however, there is no guarantee that execution
of a stop order will be at or near the stop price.
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Then, divide the portfolio risk by the trade risk to calculate the number of shares to trade.

A &Y

Number of shares

Portfolio risk + Trade risk

For example, if you purchased a stock at $68.09 and your stop order was at $65.14, the trade risk
would be $2.95. If your portfolio risk was $500, you'd divide it by the trade risk to find the number
of shares, which is 169 (500/2.95 = 169.49). Notice the shares were rounded down—this helps
ensure the risk stays below the specified amount.

You may also want to consider choosing a percent of your account you're willing to commit to a
single trade. For example, a trader may have a rule that says, "Never invest more than 10% of the
portfolio in a single position." Such a rule can help free up more of the account for other trades.
And, more important, it can help lower the risk to the portfolio if the trade goes badly.
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Routines

A routine describes the scheduled management activities for a portfolio. These are important
because they define when you'll be performing the different tasks of the investing plan—they tell
you when to search for stocks, when to place trades, and when to evaluate the merits of your
system. Routines are commonly divided into daily, weekly, and quarterly.

. Feb
Investing plan 1

¥ Routines

Daily
/\/\// Weekly
Monthly/quarterly

Daily routines deal with new and existing positions. Swing and intermediate-term trend traders
likely check their investments once per day. Usually, they'll monitor existing trades for exit signals.
Next, they'll check their watchlist for entry signals. If a signal occurs, then they'll likely execute
orders or adjust stops according to their investing plan rules.




image120.png
Weekly routines usually deal with searching for investments. Many stock investors update their
watchlists once per week. You can do this by running searches or conducting a top-down analysis.
If stocks didn't change that much, there may be no need to add or remove stocks from the
watchlist. Even if that's the case, this weekly ritual helps keep traders up to date on the stocks
that fit their personal watchlist criteria.

Sun  Mon Tue Wed Thur Fri Sat
4 5 6 7 8 9

Another common weekly routine is determining a market posture. As you know, trading with the
trend of the overall market can help increase your probability of success. While the long-term
trend of the market might not change often or quickly, it's important to continually update your
market sentiment so you aren't trying to swim upstream.
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The next routines are monthly or quarterly routines that deal with the evaluation of your investing
plans. During this time you can review your performance and optimize your system if necessary.
Unless you're a day trader, you probably won't have enough trades to evaluate your trading
system's performance after a month. Quarterly evaluations will probably be sufficient for most
stock traders. Later in the course, you'll learn more about how to evaluate your trading system.

Quarterly routines

Mar

Jun

Sep

Dec

An important part of daily, weekly, and quarterly routines is a trading journal. A trading journal
allows you to track your progress by documenting your trades, when you enter and exit, your
stops, your profit and losses, and the types of trades you make. Journaling your trades can be
helpful when it comes time to evaluate your performance.

Routines are not complicated, but they are important. Traders who follow routines can form
successful habits. By consistently following your routines, you can prepare for changes in market
conditions.
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Bull Flags: Sample Plan

Throughout this course we've broken down what an investing plan is and talked about its different
components in great detail. In this lesson, we brought concepts together to demonstrate the
construction of an investing plan. Next, we'll examine a sample investing plan, which you can find
on the course dashboard, based on swing trading bull flag patterns. We'll walk through the
reasoning behind the plan to help you develop your own plan.

Bull flags as short-term price patterns

The bull flag plan is a very short-term investing plan with trades that often last just a couple of
days. It's also fairly discretionary, which means it leaves a lot of interpretation up to the trader. In
this plan, we're simply considering trading almost any pullback or consolidation in an uptrend as a
bull flag pattern.

Therefore, you'll be applying the breakout and bounce entries you learned about in a previous
lesson within the context of bull flag patterns.

As a quick refresher, bull flags are short-term price patterns used by swing traders to potentially
capitalize on quick market moves. They're usually three days to three months in length. Their
construction starts with a strong initial move known as a flagpole, which is followed by a short-
term sideways trend, or pullback, with roughly parallel support and resistance. There are different
types of flag patterns, and we'll cover those as we examine sample entry rules.
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Flag Pennant

Bull flag objective

A sample objective for this pattern could be: "To learn how to trade short-term rallies in an
intermediate-term uptrend using bull flag price patterns." Remember an uptrend doesn't
guarantee the trend will continue and the stock price may move in the opposite direction.

The objective defines the trend as short term, within the context of the larger trend. It then states
flag patterns as the trading technique. Finally, it points out that it's a bullish plan so you know in
which market conditions to use it.

Now let's discuss sample watchlist criteria for potential bull flag stocks. One way to identify stocks
with potential bull flag patterns is to use charts and a scanner to find stocks exhibiting upward
momentum and liquidity.

= Upward momentum can be identified with an intermediate uptrend using a one-year
daily chart where the stock's price is creating higher highs and higher lows.

= Stocks that have a minimum average daily volume of more than 500,000 per day and
trade at no less than $10 per share tend to have enough liquidity to reduce the risk of

slippage.
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Let's look at an example. Below is a historical chart of Skyworks Solutions (SWKS). As you can
see, the stock was uptrending denoted by its higher highs and higher lows. The volume ranged
between 3 million and 15 million shares per day. And it traded well above $10 per share.
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All corporate names and market data shown are for illustrative purposes only and are not a recommendation, offer to sell,
or a solicitation of an offer to buy any security.

These broad watchlist criteria allow you to find bull flag candidates in many places. However, it
can still be difficult to search efficiently. The paperMoney® Scan tab can make searching easier. In
the following video, you'll learn you how to find and use the Scan tab to build a watchlist of
potential candidates.
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Bull Flags: Sample Entry Rules

As you know, defining entries can help you determine when to either buy or short a stock. With
this bullish plan, we're looking at buying a stock. Price pattern entries commonly deal with
breaking resistance. However, in this plan we use both the resistance break and support bounce
(CAHOLD) techniques you learned earlier. This is because, while we assume that each
retracement after a rally is a potential flag pattern, we don't know for certain.

Identifying entries

When considering a position on a security using a bull flag pattern, support bounces and

resistance breaks are common entry signals. Here are some sample entry rules based on those
signals:

= A support bounce is a common entry signal that can be identified by a close above the
high of the low day (CAHOLD). A support bounce entry can be used when the lowest
low in the price pattern can easily be identified.

= Aresistance break is another common entry signal that can be identified by the price
closing above resistance drawn along the top of the pattern.

The consideration you use depends on the type of bull flag—the lowest low is often easier to
identify in some patterns than others. For this reason, let's quickly look at a few common types of
bull flags.

Some flags are small rectangles at the top of nearly straight poles. In these cases, the stock
spikes higher and then moves sideways.
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Other patterns are rectangles on diagonal poles like those you see protruding from the side of a
house. In these cases, the rallies aren't as fast, and the consolidation is a slight pullback.

Some patterns reflect a flag like a baseball pennant. In these cases, the stock rallies higher, but
the consolidation creates a triangle formation.




image10.png
Benefits and Risks

Investors and traders find technical analysis appealing for many reasons. However, it's important
to realize that it has drawbacks as well. Let's compare some benefits and risks, starting with
benefits.

Simple, flexible, and universal

First, technical analysis is relatively simple compared to fundamental analysis. Of course, that
depends on how far down the rabbit hole you go. Some math formulas behind the indicators and
methods used by quants are very complicated. But, reading charts and using popular charting
tools are relatively simple and don't require years of studying finance.

Technical Fundamental
analysis analysis
Growth stock
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And other flags resemble long nautical flags commonly seen blowing in the wind.
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Flag patterns as trade opportunities

The entry signals for some of these patterns are easily seen on the breakouts, while others appear
on the bounce. Let's take our historical example watchlist candidate from earlier: Skyworks
Solutions (SWKS). In the image below, the different flag patterns are highlighted over a six-month
period. Each of these represents a possible trade opportunity.
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All corporate names and market data shown are for illustrative purposes only and are not a recommendation, offer to sell,
or a solicitation of an offer to buy any security.

It can be difficult to determine where the low day is in a flag pattern or where to draw support and
resistance lines to define the flags. In the following video, you'll learn to identify entries for bull
flags.
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Money Management, Sample Exit Rules, Routines

We've discussed the sample investing plan's objective, watchlist criteria, and sample entry rules.
Next, we'll look at money management, sample exit rules, and routines. Money management and
exits are related—we'll introduce the plans for each, then walk through an example. We'll also
discuss how exits help you compare risk and return.

Managing risk

Position sizing and defining your potential losses can help you manage risk. Risking no more than
0.5%-1% of the total portfolio value on a trade helps reduce the impact of losses and helps avoid
tying up a lot of money.

The portfolio risk percentage tends to be smaller in an active trading investing plan. It puts less at
risk to limit the effect of losses and so there is more available to trade on other opportunities.

Planning potential exits before actually entering a trade can help mitigate emotions such as fear
and greed. Here are some sample exit rules to consider:

= Setting an initial stop order at 1% below the low of the lowest day within the pattern
can help maintain a desirable risk-to-return ratio.

= Technicians use the flagpole to create price targets. It's used by measuring the
flagpole and adding it to a breakout point to create a potential price target.

Let's look at an example of how these sample exit rules would be executed. International Flavors &
Fragrances (IFF) created a pennant flag and generated an entry signal in this historical example
below.
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All corporate names and market data shown are for illustrative purposes only and are not a recommendation, offer to sell,

or a solicitation of an offer to buy any security.

Determining exits

Before entering, a trader would plan the exits, starting with the stop. According to the sample exit
rules established, the stop is placed 1% below the low of the pattern. In this case, the low price is
at the bottom of the pennant at the end of January where the low is $104.57.

We'll calculate the stop by multiplying the low price by 0.99 for a stop of $103.52. Keep in mind
that a stop order will not guarantee an execution at or near the activation price. Once activated,
they compete with other incoming market orders.

The second exit is the target. The target is set using the flagpole. The flagpole was a $13 move.
This means the target would be equal to the previous flagpole which would be about $120.
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All corporate names and market data shown are for illustrative purposes only and are not a recommendation, offer to sell,
or a solicitation of an offer to buy any security.

Routines as guidelines

Daily, weekly, and quarterly routines can help traders consistently manage their trades. Let's look
at a few samples.

Sample daily routines:
= Monitor open positions daily for potential exit signals.

= Monitor watchlist daily for potential entry signals.
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Sample weekly routine:

= Search for candidates every weekend when the markets are closed and emotions are
low.

Sample quarterly routine:
= Review trades during a quarterly evaluation for optimization.

These are pretty straight forward. You manage your open positions each day by looking for
triggered stop orders or hit targets—these can require stop adjustments. Then you check your
watchlists for other opportunities. If you use the weekends to search for potential candidates, it
can help temper many of the emotions you experience when the market is open. As you adjust
stops and perform additional analysis, update your trading journal; every quarter review your
performance and optimize your plan as needed.

We've covered some complex and overlapping considerations. To help keep it straight, you'll walk
through a few more examples in the following video so you can see ways to determine exits,
average down, and close trades.
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Defining Success

Testing your plan is a constant process. This process starts when you have an idea for a trading
system, and it grows as that idea becomes a reality. Then the process continues through months
of trading and evaluation. Along the way, you stop, analyze, optimize, and tweak both your plan
and process.

Measuring success

Creating a trading system is like any type of creation—you need to start with the end in mind. That
vision of potential success becomes your guide—it pulls you back on track when you start to veer,
and it helps you endure the highs and lows.

Traders define success in a number of ways. First, there's your success as a trader. This can be
measured by following your rules, not allowing your emotions to get the best of you during a bad
trade, and creating good habits by consistently keeping routines.

There's also the success of any given trade. Trades can be successful when you follow your rules,
even if you don't make money. No matter how good you are, you're not going to make money on
every trade. That's helpful to keep in mind as you set expectations.

However, if you consistently follow your rules and never make money, you should evaluate a third
type of success—the success of your investing plans. A successful investing plan usually means
that you're outperforming a benchmark.

A benchmark is a group of investments that you can measure your success against. Think of the
benchmark like a high-jump bar: If your trades are performing above the bar, you're doing great; if
your trades are performing below the bar, your plan may need to be re-evaluated.
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Benchmark comparisons

Traders and investors often use stock indexes as benchmarks. When it comes to choosing which
index to use, the benchmark index should match the makeup of the portfolio it's being measured
against. For example, the S&P 500% is a diversified stock index that tracks the performance of 500
of the largest publicly traded companies. If your investing plan calls for trading large-cap stocks,
then this index would likely be a good benchmark. However, if you're trading small- or mid-cap
stocks, a small-cap index such as the Russell 2000® might be a better fit.

When comparing to a benchmark, traders generally compare quarterly and annual returns.
However, don't forget to consider risk. If you're slightly underperforming your benchmark, but your
system has less risk, it may be worth keeping.
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If your system can't outperform your benchmark and has more risk, you might want to consider re-
evaluating your system or an alternative such as a no-load fund that tracks the index.
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If, on the other hand, you find your investing plans are more profitable than you expected, you may
want to consider setting a specific amount by which you hope to beat the benchmark.

While using a benchmark is common, you may also choose to define your success by a certain
reward-to-risk ratio. This ratio describes the reward, or return, you expect for each dollar at risk,
and you'll learn how to calculate it later in this lesson. While some investors set a certain
reward/risk ratio for their portfolios, many short-term traders establish a reward/risk for individual
trades. For example, if a trade had a reward/risk ratio of 10:1, a trader would expect to make $10
for each dollar risked.

Reward Risk

However, these ratios can be difficult to achieve. As the return increases, the risk usually does too.
This means you have to be willing to take risks if you want higher returns. However, one issue with
systems that can afford small risk to high return is they'll often have very few opportunities to
trade. Opportunities for large returns aren't very common. You essentially have to kiss quite a few
frogs to get to the prince.
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Technical analysis is flexible, which means you can create plans to trade in any market condition.
Because the goal of this course is to help you create your own plan, you might even choose to

create a couple of plans for bull (up), bear (down), and sideways markets. Technical analysis gives
you the opportunity to invest in any market direction.

Bull market Bear market Sideways market

Investing plan Investing plan Investing plan

aad| Dbw| |

Technical analysis is also universal. The techniques and principles you learn here can be applied
to a range of financial markets including stocks, bonds, futures, forex, and commodities.

Technical analysis has broad appeal.

Stocks Bonds
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Just remember, with every investing plan there is usually a tradeoff. Always make sure you
understand what the tradeoff is and determine whether you're comfortable with it. Understanding
these tradeoffs can help you define your success.
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Backtesting

Once you've defined success, it's time to test your system and see how it does.

Backtesting is one testing method that helps you gather accurate data without risking your own
money. It involves looking at historical charts for viable trades and hypothetically making each
potential trade while keeping track of the results. When analyzed, these results might provide
insight in to how the strategy performed in the past, however there is no guarantee the same
strategy implemented today would produce similar results.
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Here's how it works. Start by opening the Charts tab in paperMoney®. Then add any indicators you
wish to trade and determine the time frame you want to examine. Zoom in on a six- to nine-month
period during that time frame and click forward each day. When entry signals appear according to
your entry rules, enter the trade into your journal as if you bought it, including the date, price, and
any commissions and fees.

Keep clicking forward. When the exit signal appears, enter it in your journal, including the exit
price, commissions and fees, and any profits or losses. Then keep moving forward. Repeat the
process with several stocks and in a range of market conditions.

Bull market Bear market Neutral market

Volatile market Smooth market
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This range of data can help you learn the strengths and weaknesses of your system and
understand when it should and shouldn't be used.

It's important to recognize the risks associated with backtesting, each of which can potentially
skew results. First, backtesting doesn't usually have the same emotional drawbacks as live
investing. You may be more or less willing to hypothetically place trades than you'd be to actually
place those trades. Next, while you'll use the close price when backtesting, orders often fill
differently in live investing. Also, there's a temptation to cherry pick stocks and market conditions
that make results look better than they really are. Resist the temptation—it won't serve you well in
the long run.

There's no doubt about it, backtesting takes time. A thorough backtest includes about 100 trades
—this will give you a relevant data set from which to mine insights.

If that seems like a lot, remember this: As a result, you're likely to know your system really well.
You can discover weaknesses and possible fixes as you use it. You should have a better sense for
how your system might perform in the future based on its performance in the past. However, past
performance is not a guarantee of future results. And compared to shooting from the hip with your
money on the line, it's worth the time.
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Using Ratios to Analyze Your Portfolio

Now that you've backtested and collected all that data, what do you do next? Let's discuss some
ratios that can help you analyze backtested data. These ratios can be helpful individually, but they
can also come together to create a more comprehensive ratio. Let's take a look.

Reward/risk ratio

First, we'll calculate the reward to risk.

Reward/risk ratio

As you learned earlier, this tells you how much return you might expect for each dollar risked on a
trade. To do this, average the gains of all the winners in your data set and then average the losses
of all the losers in your data set. In the ratio, the average winner is your reward, and the average
loser is your risk.

Let's look at an example. Let's say the average winner is $6.99. The average loser is $2. This
means we have an average reward/risk ratio of 6.99:2. This is helpful because we have an idea of
what we're risking compared to the potential gain for each trade, but it doesn't really give us the
context we need to evaluate this ratio.
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So, we'll divide the average winner by the average loser to create a decimal reward/risk ratio. A
reward/risk ratio must be greater than 1 to provide a cushion against bad trades. If you're risking a
dollar to make a dollar, you need to be right more than 50% of the time. Otherwise, you need to be
making more money on your winners to offset losses and transaction costs. In our example, 6.99
divided by 2 gives us a reward/risk ratio of 3.495.

Average winner + Average loser = Reward/risk

| | |
699 2 RIS

Since this is greater than 1, the trade has a good reward/risk ratio.

Win/loss ratio

The next ratio is your win/loss ratio.

Win/losé ratio




image143.png
This ratio can tell you how often your system is right or wrong. To calculate it, add the number of
winning trades and divide it by the total number of trades. The percentage of losers is found by
subtracting the winning percentage from 100%. The win/loss ratio is the winning percentage
versus the losing percentage.

Let's say we backtested a portfolio and found we had 52 winners out of 100 trades (52 divided by
100 is .52). If we change this to a percentage, we see that the system was right 52% of the time.
Next, we'll subtract 52% from 100% for the losing ratio of 48%. Our win/loss ratio is 52:48.

Winning% + Losing % Win/loss ratio

B2%  48%. 52048

A system with a lot of winners doesn't need a big reward/risk ratio. This is the kind of system that
hits a lot of singles and a few doubles. A system with more losers than winners needs the ability
to hit a few home runs. This means it needs a larger return compared to the risk.

Expectancy ratio

The expectancy ratio summarizes risk to return and wins to losses.
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It measures the gains and losses, and weighs them by the frequency of occurrence. This tells you
how much you should anticipate making per dollar risked.

Basically, the formula calculates the expectancy for both winning and losing trades, and then
subtracts the expectancy for losing trades from the expectancy for winning trades.

( (Reward/risk) x Winning %) - (Losing % x % at risk)

= Expectancy ratio

Let's continue our example. We'll start by calculating the expectancy for winning trades—this is
the first part of the equation. Take the reward/risk ratio of 3.495, or 350%, and multiply it by the
winning percentage of 52%, which equals an expectancy for winning trades of 182%, or 1.82.
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Next, we'll calculate the expectancy for losing trades—this is the second part of the equation. If
the system has a winner 52% of the time, it has a loser 48% of the time (100 - 52 = 48). Multiply
48% by 100% (the percentage you have at risk) for an expectancy for losing trades of 48%, or .48.

Losing% x % atRisk = Exp(_ectancy for
) losing trades

’

48 100 48 0R4E8%

Finally, let's put the two parts together. Subtract the expectancy for a losing trade (48%) from the
expectancy for a winning trade (182%) for an expectancy ratio of 134%.
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= Expectancy ratio

This means for every $1 risked, you expect to make a profit of $1.34. First, you want to see a
positive expectancy. The higher the positive number, the better the system. In this example we see
a good ratio that could potentially produce large profits.

Now that we've walked through what the expectancy ratio is, it's important to know what the
expectancy can and can't do. You can use the ratio to compare the performance of a system over
different time frames or in different market conditions.

If you have more than one system and you're trying to determine which one is better, the
expectancy ratio can help you make the comparison. However, the ratio doesn't guarantee
profitable trades. It also doesn't mean you won't have winning and losing streaks. It just builds
expectations over periods of time.

The reward/risk, win/loss, and expectancy ratios can help traders learn what to expect from their
systems. From here, they can establish an idea of what kind of risk is being taken to earn a
potential return. Finally, these ratios help traders compare trading systems to determine if one
system deserves more time and focus than another.
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Analyzing the Data in a Trading Journal

Throughout this course, we've referenced a trading journal. A trading journal logs your trades,
including information like entries, exits, profits, losses, stops, and commissions. The mechanics of
your journal are up to you—it can be simple, like a legal pad, or complex, like an excel worksheet.

Using a trading journal

Remember—what's most important is the information in the journal and how you use it to become
a better trader. Let's look at some ways to use the data found in the trading journal.

First, look for winning and losing streaks. A streak is three or more profitable or unprofitable
trades in a row. When you see this, look up the charts for each trade and try to determine what
happened. Ask yourself these questions:

= What was the trend of the stock?
= What was the trend of the sector?

= What was the trend of the market?

As you answer these questions, watch for patterns. You might find that trades consistently fail in a
certain sector trend. After additional testing, you may decide to adjust your investing plan to
include watchlist criteria around sector trend. However, avoid changing your plan on a whim or
without thorough testing and consideration.

Second, use ratios to compare risk to return and wins to losses. Many people assume you need to
be right a lot to be profitable. But, if you have a high return for a smaller risk, you don't need to be
right a lot. This is why expectancy is important. It allows you to compare average winning profits
and average loser losses in one ratio.
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Third, are you following your rules? When you examine your trades, try to determine how well
you're following your rules. Are emotions getting in the way?

Fourth, check your exit signals. Namely, stop orders if you're using them. Stop orders that are too
tight can cut off potential profits. As you examine winning and losing streaks, pay attention to
price action. If you loosened your stop order, could you have made more money?

Creating, testing, and optimizing a system takes some time with backtesting, paper trading, and
live trading. To help you create a successful system, you'll need to conduct periodic reviews and
don't be afraid to ask yourself the tough questions.
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Biases, slippage, trends, and subjectivity

First, there's the risk of cognitive bias. Human beings tend to develop patterns of thinking—
shortcuts, if you will, based on previous experience or assumptions—and sometimes these
shortcuts serve us well.

Other times, they don't. This can lead to illogical judgments and poor decision-making. Biases can
lead people to overvalue information on one end of the spectrum and undervalue information on
the other end. If investors are looking for a certain price pattern, it's possible they might weigh
information that supports the existence of that pattern more than information that doesn't.

Coghnitive bias

Dec Jan

Then, there's slippage, or the risk a security's price will move more than you've accounted for. This
is commonly related to bid and ask spreads and order types. The price could move away from your
order price, or you could place a stop order and the price could move well below it, resulting in
your order being filled far below expectations.
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For example, if bad news occurs overnight, the next morning your security could open at a much
lower price than expected, potentially generating a loss. And though technical analysis teaches
techniques to manage this risk by trading with the trend and using stop orders, these aren't fail-
safes. There's always a chance you'll lose more than expected because of a random or
unexpected event.

Random events can affect price
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Another risk is trend application. Trends are often easy to spot in hindsight, but they're not always
so easy to follow during the climb. Looking at a chart and seeing a trend will become easier with

practice.
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However, seeing and trading a trend in motion can be a different story. This may be due to a lack
of experience or because of emotions. It's often said that markets climb a wall of fear. It can be
difficult to stick with the trend when bad news is causing fear and driving you away from your
investments.

Trends are easier to see in hindsight

Stress

In the next several lessons, you'll learn how to identify trends and make decisions that aren't ruled
by emotion.
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Technical analysis can often be in the eye of the beholder—this is the risk of subjectivity. Some
technical analysis techniques require discretion, which, as mentioned earlier, means two
technicians may not see a chart the same way. If you're looking for consensus, you may become
frustrated because some analysts gravitate toward less-discretionary methods, while others
embrace it.

One way to hedge against these risks is to create an investing plan. Next, we'll discuss how an
investing plan can help you control risk.
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Using Investing Plans

As you learned, technical analysis is a rules-based investing approach. Rules-based investing is a
systematic approach to buying and selling a security. By examining the past, a technician can
create a rules-based investing plan to prepare for future investing decisions.

Build investing plans

So why are investing plans so important? First, they help limit your exposure to loss on a trade so
that unforeseen, random events have a smaller negative effect on your portfolio. Next, they
provide a defined repeatable formula to follow. Finally, investing plans can help reduce emotions
that can come with investing. During tumultuous market conditions, it can be difficult to make
decisions—investing plans help you keep perspective.

Throughout this course, we'll refer to and demonstrate a sample investing plan that is available on
the course dashboard. While you should always customize your investing plans, this sample can
help you understand and apply the concepts taught in this course.

An investing plan consists of an objective, watchlist criteria, entry rules, money management rules,
exit rules, and routines for managing trades. Let's explore each.

Investing plan components

The objective describes the purpose and focus of the plan. It often specifies market conditions,
such as bullish or bearish markets. It could also describe the time frame—day trading or long-term
investing for example.
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The watchlist criteria describes what to trade. If you're a stock investor, your criteria tells you what
to buy. If you're a futures trader, it would describe which contracts to focus on. This criteria can be
simple, such as describing a certain trend. Or, if you like to mix fundamental analysis with your
technical analysis, your criteria could include various financial ratios.
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Entry signals describe when to buy, but they can also describe when to sell short if your plan is
bearish. Entry signals are a huge component of technical analysis, and a significant portion of this
course focuses on different approaches for identifying entries. Entry and exit signals are the part
of your investing plan commonly referred to as the "system."
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Money management rules help you determine how much of your portfolio to put at risk. For stock
investors, this means how many shares to buy. This could include trade-specific rules and overall
portfolio allocation rules.
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Money management rules work closely with your exit rules to help you control risk of loss. Exit
rules could include when to close a trade or how to adjust stop orders.
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Finally, routines determine when you need to search for potential trade opportunities, when to
look for entry signals, when to manage existing trades, and so forth. Routines help you manage
potential risks and opportunities in your portfolio.
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How to diversify

Technicians often approach diversification in a different way. Historically, diversification means spreading
investment dollars across different asset classes and subclasses. Diversification for technicians means having
investing plans for different markets, different market conditions, and different time frames.

Markets

Conditions

Time frames

Here are some examples:

= Atechnician may be day trading bond futures while buying stocks for long-term trend trades.

= Atechnician could be short the U.S. dollar in the forex market while buying commodity futures and basic

material stocks.

You may not be ready to have a hand in so many markets, but technical analysis gives you the potential to do so
someday. It's also important to remember this type of diversification may not result in the same reduction to the
effects of price that traditional diversification commonly brings. Traditional diversification tends to mix a riskier

investment, for example, combining stocks with a less-risky investment like bonds. However, mixing stocks with

bond futures is combining a risky investment with a riskier investment.

There are other risks associated with having so many plans. One is mixing plans out of fear of being wrong.
Technicians may choose to buy a stock as a short-term trade only to find it is a loser. Instead of following their
rules and selling it for a loss, they may choose to switch to a different plan and make it a "long-term trade." Doing
this will make the investing plans' rules meaningless, and traders could start to ignore them. When you make a
trade with a plan, it's best to stick to it.

It's time to start seeing the market like a technician. You'll learn how in the next lesson.
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Reading a Chart and Identifying Trends

You're familiar with the saying, "A picture's worth a thousand words." No truer words have been
spoken to technicians. They rely on a type of picture—a price chart—as their primary tool for
decision making.

Reading a chart and identifying trends

Charts may seem pretty straight forward, but there can be significant subtlety and nuance.
Unfortunately, there is also danger in the minutia. That's why this lesson is so important. It will
help you see the market as a technician and differentiate between relevant detail and distraction.

You'll learn to read a chart and spot areas of supply and demand. You'll understand how supply
and demand create trends. You'll identify how excessive supply and demand cause congestion
areas known as resistance and support.

Also, you'll learn how charting tools can help identify trends over different market time frames.
Let's start with how to read a chart. An important aspect to keep in mind is the historical nature of
charts and technical trading, which means it looks at the past rather than the future. Charts are
not predictors of the future—always remember, past performance is never an indicator for future
results—but they can often be sources of insight and useful depictions of current market
conditions.

A chart is a function of price and time, meaning it tracks the price of a security over time. The
chart below is a two-year daily chart, which means it tracks the stock's daily price fluctuations
over a two-year time frame.
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By plotting price over time, charts allow technicians to identify trends, or a recent direction of
price movement. Generally, a trend isn't a straight line. Instead it moves in waves, as a series of
peaks and troughs or highs and lows. There are three main types of trends: up, down, and
sideways.
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Notice in the chart above that every higher low is followed by a new higher high. And each higher
high is followed by a new higher low. That's an uptrend that continues until the sequence of higher
highs and higher lows breaks. Traders wanting to buy on an uptrend are bullish because they
expect prices to continue to move up. They attempt to profit from uptrends by buying stock, also
known as creating a long position.

This historical chart of Honeywell International (HON) is an example of an uptrend. In this
example, the stock climbed from a low near $73 to a high of $107. As you can see, the trend
wasn't perfect, and while it's pretty clear in hindsight, identifying the highs and lows in real time
can be more challenging. We'll discuss ways to address this later.
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Not surprisingly, a downtrend is the same as an uptrend, but in reverse. Each lower high leads to a
lower low. Then, each lower low is followed by a new lower high. As long as this continues,
technical traders consider the stock to be in a downtrend and those who believe a stock will
continue to fall are bearish.

This historical chart of Wynn Resorts (WYNN) is an example of a downtrending stock. At one time,
the stock made lower lows and lower highs as it fell from a high near $240 to a low near $100.
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During a sideways trend, price tends to stay in a horizontal channel. When price moves between
highs and lows like those above, technicians say it's consolidating—it's not breaking out of the
barriers on either side. There are also times when a stock moves sideways but no clear highs and
lows exist—this signifies an absence of trend.

In this historical chart below, Walmart (WMT) made highs in the $79 to $81 range and lows in the
$72 to $73 range. These ranges include the majority of the highs and the lows.
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For illustrative purposes only.

When placing a trade, technical traders first consider trend. This is because technicians believe
that trading with the trend increases the probability of success. Technical traders believe an
uptrending stock is more likely to keep uptrending, while a downtrending stock is likely to keep
downtrending. Remember, technical analysts believe the price of the stock reflects the market's
collective knowledge.
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Seeing Supply and Demand Trends

It's important to identify general trends, but technicians seek to understand why trends happen, or
the investor behavior that creates trends. And underlying investor behavior is the law of supply
and demand. Supply is the number of shares available for purchase at a certain price. Demand is
the number of orders for shares at a certain price.

Supply and demand trend types

The changes in supply and demand drive stock prices up and down. Generally, when more
investors are eager to buy (or demand is high), prices rise. And when more investors are eager to
sell (or supply is high), prices fall.

Supply & demand
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Let's look at each trend in terms of supply and demand.

An uptrend reflects strong demand for a stock. When demand exceeds the supply at a certain
price, price rises to find enough supply to meet demand.

Here's what this looks like in terms of the highs and lows of a trend. High demand drives the price
of a stock toward a high—this is known as a rally. The stock starts to peak as supply and demand
meet equilibrium. Then, as supply surpasses demand, the price pulls back, or falls. This is also
known as a retracement. When supply and demand meet equilibrium again, the stock establishes
a new higher low, then rallies to a higher high on strong demand.

Higher
demand Equilibrium
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Institutional impact

One reason stocks make higher highs and higher lows is because of institutional money.
Institutions are large money managers like mutual fund companies, pension funds, investment
banks, insurance companies, etc.

When institutions take a position in a company, they invest thousands, if not millions, of dollars. If
they were to show that much demand at one time, the stock price would skyrocket to find enough
supply to meet all the orders. Once the sellers filled the orders, the price would likely return to
somewhere near the initial price, resulting in huge losses for the institutions.

Therefore, institutions are methodical in the way they accumulate shares. They commonly buy a
little at a time for a few days, knowing their actions will drive the stock price higher. Then they wait
for the stock to pullback. After the stock has pulled back, they buy more shares at this lower and
more desirable price, causing the price to rise again. They stop buying, allow the stock to pull
back, and then start the buying cycle again.

A downtrend reflects excessive supply. Just like building a position takes time for institutions,
unloading a position takes time too. Therefore, institutions will sell some shares, which pushes the
stock price lower. Traders call this a selloff. Then institutions allow the stock to rise in order to sell
at a higher price. This creates the lower highs and lower lows of a downtrend. However, it is said,
"Stocks take the stairs going up and the window going down." In other words, stocks tend to drop
faster than they rise.

Below is a historical chart of Procter & Gamble (PG). In this example, it took more than two years
for the stock price to climb from about $66 to about $94 and around nine months to give it all
back.
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For illustrative purposes only.

A sideways trend is also called consolidation, and reflects stagnation between supply and
demand. Until one side—either buyers or sellers—takes control of the stock, it will continue moving
sideways. In the historical example below, you can see Netflix (NFLX) trended sideways during a
year-long period. Supply and demand levels were stagnant. You can actually see excess supply on
the chart around $70—every time the stock rose to that level, it turned back down. You can see
excess demand around $45—at that level, the price turned back up.

In April, an earnings report brought new information that increased demand for the stock. This
broke the sideways trend and started a new uptrend.
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For illustrative purposes only.

You've seen how supply and demand influence the stock price and create trends. When a stock is
in demand by the majority of institutions, it's likely to continue making higher highs and higher
lows. This may make its probability of profitability higher for investors.
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Support and Resistance Levels

Areas of supply and demand are known as support and resistance. Because of the story they tell
about price, support and resistance are significant actionable levels—places where traders buy
and sell. We'll talk more about how traders act on these levels on the next page. For now, let's
focus on explaining what these levels are.

Defining support and resistance levels

Lows are known as support levels. As you've learned, these are areas where demand starts to
increase—areas where investors are more willing to buy.

Support
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Support works like a floor—it "supports" the price from going lower. However, support isn't usually
one specific price, but a range. For example, JPMorgan Chase (JPM) once had a level of support
around $54.30, but sometimes the price stopped a little higher or a little lower. The more lows that
occur at a given level, the stronger the level of support.
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For illustrative purposes only.

Highs are known as resistance levels. These are areas where supply starts to increase—where
investors are more willing to sell.
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Goals of Technical Analysis

Investors use a variety of methods to identify and evaluate investing opportunities. Two of the
most common are technical analysis and fundamental analysis.

Compa,,y ings
Technical Fundamental ‘
analysis analysis

Differences between technical and fundamental analysis

Technical analysis is the study of historic price and volume to identify and project price trends.
These price trends are then used to determine potential entry and exit points for trades. Technical
analysis is a type of financial analysis performed by examining and interpreting charts and is the
focus of this course.
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Resistance

Resistance is a ceiling—it "resists" the price from going higher. The price reaches this level, stops,
and turns down. Like support, resistance isn't usually one specific price either. And the more highs
at a certain level, the stronger the resistance level is.

N JPM
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Investors use support and resistance levels to identify the direction of the trend and project future
price movement. Let's look at each of these uses.

First, technical traders use support and resistance to identify the direction of a trend. They
connect lows and highs with diagonal support and resistance lines—these act as trendlines.
Investors generally draw support on uptrending stocks and resistance on downtrending stocks to
make the trend more visible. To create a trendline at support, draw a line connecting as many
lows as possible. To illustrate, let's look at a historical JPM chart again.
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To create a trendline at resistance, connect as many highs as possible. Here's an example using a
historical chart of Caesars Entertainment (CZR).
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For illustrative purposes only.

When support and resistance lines are parallel, they create a price channel. Short-term traders
use price channels for swing trading, as seen below.
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Technical traders often project future price movement by drawing horizontal support and
resistance levels. An area of resistance from months ago can act as support at a later time, just as
old support can act as new resistance.

M Old resistance [l New support
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In the following historical example, T-Mobile US (TMUS) moved up and down over an 18-month
period. You can see here several instances where a price level acted as both support and
resistance at different times.
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For illustrative purposes only.

Price gaps are another area of support or resistance. Previously, we talked about how gaps will
occur at a time of extreme supply or demand. A gap occurs when a flood of orders hits the market
before it opens.
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In the historical chart below, drilling contractor Helmerich & Payne (HP) gapped down and
continued its downtrend in December. Over the next few months the stock started to oscillate
between support around $57.50 and resistance at the bottom of the gap around $74. The price
tested the gap a couple times before it broke in April.
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For illustrative purposes only.

A drawing tool is one way to mark and designate important points on a chart such as trendlines
and support and resistance lines. These tools can be as simple as a trendline or more complex,
such as the Fibonacci retracement drawing tool, which can help traders determine potential future
support and resistance.
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Leonardo Fibonacci was a Italian mathematician who made famous a number sequence in which
each number is the sum of the two before them (i.e. 1, 1, 2, 3, 5, 8, etc.) and is commonly found in
biological settings. He found that dividing certain numbers resulted in common ratios. These ratios
are 23.6%, 38.2%, 50%, 61.8%, and 78.6%. Technicians draw the ratios on charts to identify
possible areas of support after a stock rallies or reaches a new high.
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After rallying over a three-month period one year, John Deere (DE) began to pull back. To identify
a possible level of support, a trader could apply the Fibonacci retracement tool. In this case, the
stock pulled back to the 50% level and tested it three times before rallying higher.
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Chart Styles

In addition to drawing on charts to aid their analysis, technicians use a variety of chart styles. They
choose which style to use based on the advantages it offers for interpreting price when identifying
trend and support and resistance. Ultimately, it's a matter of personal preference. Let's look at
three chart types—line, bar, and candlestick—and discuss what each has to offer.

Three chart styles

You've already seen many examples of the line chart already in this course. The line chart takes
the closing price of each trading period and connects them in a single line. This reduces the
"noise" on the chart, which is probably why you commonly see them on financial news networks.
With less noise, it can be easier to identify highs and lows, the trend, and support and resistance.
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A bar chart offers more information than a line chart for each trading period. The bar is a vertical
line that represents the range of prices the stock traded in for the trading period. For example, on
a daily chart, each bar represents a day, while on a weekly chart, each bar represents a week.

The tick mark on the left represents the opening price. The tick mark on the right represents the
closing price. The top of the bar is the high of the period, and the bottom of the bar is the low of
the period. With the opening and closing prices on the bar, an investor can tell if the stock traded
higher or lower from the opening price. This gives them a better idea of market sentiment for the
day.
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Fundamental analysis is commonly characterized by searching and analyzing a company's
financial statements and scouring balance sheets and income statements—all while looking for
signs of value or potential growth. Fundamental analysts tend to assume that the day-to-day
movements of markets are random and therefore difficult to predict. You can learn more about
this discipline in the Stock Investing with Fundamental Analysis course.

Technical analysts—also known as technicians—are more interested in charts than fundamentals.
These investors use charts to identify outperforming stocks, then invest in those stocks.

Technicians buy outperforming stocks

Buy

It's like grocery shopping: Fundamental analysts read the labels of each item on the shelf, while
technical analysts look for the most popular selling items.
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Observing the market sentiment can help traders determine if there is higher demand or higher
supply. Determining sentiment at areas of support and resistance can offer earlier entry and exit
signals.

Below is a bar chart version of the previous line chart. Compare the two and see if you can spot
the highs and the lows, the trend, and support and resistance.
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Candlestick charts offer more information than line charts and make it easier to see price behavior
than bar charts. Like bar charts, candlestick charts show the range of the period. Wicks or
shadows are the lines above and below the body of the candle. The top wick is the high of the
period and the bottom wick is the low. The opening and closing prices create the body of the
candle. If the stock closed higher than the opening price, the candle will be hollow. If the stock
closed lower than the opening price, the candle will be filled.
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Below is a candle version of the previous line and bar chart. Notice large hollow candles and long
wicks tend to appear at support, confirming an influx of demand. Similarly, larger-filled candles
and long wicks appear at resistance, confirming an influx of supply. Of course, candlestick charts
tend to have more "noise" than other charts. This can make spotting the trend and focusing on the
highs and lows more difficult.
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Trend and Time Frame

In addition to various styles, charts also display various time frames. This is significant because
trend is a function of time frame. Different highs and lows appear with more or less prominence,
depending on the time frame you're looking at. For this reason, it's important to analyze trend
within the time frame that matches your investing or trading objective.

Chart trend lengths
The three primary trend lengths are:
= Long term: longer than one year
= Intermediate term: three months to a year

= Short term: less than three months

Let's examine each of these trends, starting with the long-term trend.

The long-term trend is commonly viewed on a five-year weekly chart. Long-term investors trade
these trends—these are investors who plan to hold positions for longer than a year. Entry signals
on long-term trends may be few and far between; it's not unreasonable to only see one or two a
year.
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Within the highs and lows of the long-term trend are the uptrends and downtrends of the
intermediate-term trend. This trend length is commonly viewed on a one- or two-year daily chart,
and it's where the majority of trend traders will work. These are traders who try to capitalize on
uptrending periods. In attempt to increase their probability of success, trend traders commonly
consider the long-term trend along with the intermediate-term trend. Trading a bullish
intermediate trend during a bullish long-term trend generally has a higher probability of success
than trying to trade a bullish intermediate trend during a bearish long-term trend.
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For illustrative purposes only.

Within the highs and lows of the intermediate-term trend are the swings of the short-term trend,
commonly viewed on a one-year daily chart. Traders who attempt to profit from these highs and
lows are swing traders. These traders will also attempt to increase their probability of success by
trading with the next larger trend. Therefore, they'd typically take bullish swing trades when the
intermediate trend is bullish and bearish swing trades when the intermediate trend is bearish.
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For illustrative purposes only.

Whether you're a long-term investor, intermediate-term trend trader, or a short-term swing trader,
the most important rule among technical traders is to trade with the trend in the time frame that
matches your objective. Not only do they trade with the trend they're targeting, but also with the
next larger trend.
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Trading Support and Resistance

Bar and candlestick charts can help technicians identify buying and selling opportunities,
including those signaled by support and resistance. Let's define these entries and exits a little
better (we'll show how they might become part of an investing plan later on). There are two types
of entries: bounces and breaks.

Entry and exit signals
A bounce occurs when price meets support or resistance and rebounds in the opposite direction.

A support bounce occurs in a series of bars at support. An acronym that some find helpful when
identifying a support bounce is CAHOLD, or a Close Above the High Of the Low Day. The pattern
first identifies the bar with the lowest price in the series—this is the low day. Then, when a bar has
a closing price above the high of the low day, technical traders would say it confirms the pattern.
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When traders see an upward bounce like this, they expect the price to rise. Because of these
expectations, this is an entry for bullish traders hoping to profit from a stock’s gains. It's an exit for
bearish short sellers who've profited from the stock's losses.

The stock below had support at $24.50. Several times the price came down to this level and
bounced higher. The CAHOLD bounces were complete when the stock closed higher than the low
day.
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A resistance bounce is similar, except it occurs at resistance. Consider using this acronym when
identifying a resistance bounce: CBLOHD, or a Close Below the Low Of the High Day. This pattern
identifies the bar with the highest price in the series—this is the high day. Then, when a bar has a
closing price below the low of the high day, technical traders would say it confirms the pattern.
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Investors use technical analysis in a variety of ways. Some use it alone, while others combine it
with fundamental analysis. Some investors use technical analysis throughout their investing plan,
while others just use it to time entries and exits. Some use technical analysis for short-term
trading, while others use it for long-term investments.

In each case, though, investors use technical analysis because it offers a prescriptive way of
buying and selling a security. This is known as rules-based trading, creating a system, or what we
at Schwab call an investing plan. This course will teach you how to create your own technically
based investing plans for all market conditions. While we'll reference other markets, our primary
focus will be the stock market.

By the end of this course, you'll be able to:

Define technical analysis and how it can function in a trading system.

Read and interpret charts and some technical indicators.

Identify watchlist criteria and entry and exit signals.

Calculate position size to help manage risk.

Combine techniques and indicators to create a trading system.

Identify appropriate testing strategies and routines to maintain and manage a trading
system.

The first lessons cover technical analysis basics, which means you'll learn the assumptions and
building blocks of technical analysis. This foundation will help you succeed in the rest of the
course. The latter lessons will focus on building and testing your investing plan.




image57.png
A resistance bounce is similar, except it occurs at resistance. Consider using this acronym when
identifying a resistance bounce: CBLOHD, or a Close Below the Low Of the High Day. This pattern
identifies the bar with the highest price in the series—this is the high day. Then, when a bar has a
closing price below the low of the high day, technical traders would say it confirms the pattern.
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When traders see a downward bounce like this, they expect price to fall. This makes it an exit for
bullish investors and an entry for bearish investors.

In this historical Wynn Resorts (WYNN) chart, the stock was downtrending coming out of August.
In September it moved sideways and created resistance at $190. In November the price bounced
off the resistance line, creating a CBLOHD bounce.
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For illustrative purposes only.

Let's look at another common entry signal—a break. A break occurs when price penetrates a level
of support or resistance.

A resistance break occurs at resistance. This means demand has overwhelmed supply and is a
bullish sign—investors expect prices to keep rising. This break is often accompanied by a surge in
volume, which many traders look for as confirmation. However, a surge in volume it isn't always
necessary for the breakout to occur.
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McDonald's (MCD) struggled to break resistance at $103.75 for more than two years. Then, a
positive earnings announcement led the stock to rally on high volume. This is an example of a
resistance break.
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A support break occurs at support. This means supply has overwhelmed demand and is a bearish
sign—investors expect prices to keep falling. Volume may or may not accompany the breakout.
This is because stocks can "fall under their own weight." In other words, sometimes the stock
simply falls because there's not enough interest to buy.
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A support break occurs at support. This means supply has overwhelmed demand and is a bearish
sign—investors expect prices to keep falling. Volume may or may not accompany the breakout.
This is because stocks can "fall under their own weight." In other words, sometimes the stock
simply falls because there's not enough interest to buy.

Support
break

In this historical chart, American Airlines (AAL) experienced a support break. In this example,
volume did appear with the break, showing an increase in supply.
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Now, let's talk about exits. Support and resistance can act as targets, or prices set for an exit of a
trade. A bullish trader could buy using a CAHOLD support bounce and plan to exit at resistance,
the resistance level being the target.
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Let's put this all together with an example demonstrating how you could trade support and
resistance. Newmont (NEM) traded sideways from $22.25 to $27.25 for much of a two-year period.
In the example below, there were several points where a trader could've bought on an upward
bounce and sold at resistance.
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After exiting at resistance, they could've opened a short position to play the downward bounce.
The trader would then cover their short at support.
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When support broke that November, another short position could've been taken. A technician
would project new support by measuring the previous channel and subtracting it from support.
The height of the channel was $5 ($27.25 - $22.25 = $5). This would put a target price at $17.25.
You can see on the chart new support occurred near $17.25.
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We'll go into further detail on entries and exits later, but you should have an appreciation for the
significance of support and resistance and how these levels fit within the concept of trend.
Remember, traders look at trend first and assume that the trend will continue. Next, they look to
support and resistance as areas of supply and demand that can signal when to open positions or
take profits.
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Tenets of Technical Analysis

Technical analysis is based on three tenets: prices move in trends, the market discounts
everything, and sometimes history repeats itself. These tenets provide the assumptions and
foundation for technical analysis. Understanding these tenets will help you think like a technician
and implement technical analysis, so let's explore each.

Prices move in trends

A trend is the general direction a security's price is moving. If you were to look at the price chart of
a stock, it might not look like much at first. However, if you draw a straight line between the first
and last price on the chart, you'd see the stock moved in an overall direction. That general
direction is the trend.
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Trend Indicator: Simple Moving Average

Because determining the trend isn't always so obvious, technicians often confirm the trend with
technical indicators such as a simple moving average (SMA).

SMAs smooth fluctuations and determine trends

An SMA is a formula that smooths the day-to-day fluctuations of the stock's price. Basically, it
takes a certain number of days and calculates the average of their closing prices. Then it displays
that average as a line that follows the price. Each day the average drops the oldest day in the
series and adds the most recent day so that the number of days averaged stays the same.

B SMA
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An SMA can be useful in three ways. First, according to technical traders, the direction of the line
often confirms the trend of the stock. It's sometimes easier to observe the direction of the stock's
SMA than the price trend itself. In the illustrated example above, you can see how the moving
average shifts with the stock price, but has fewer day-to-day fluctuations. This confirms and
clarifies the trend.

Second, technical traders comparing the stock's price to the SMA can confirm the strength of the
trend. Generally, if the price is higher than its recent average, the trend is considered stronger. If
the price is lower than its recent average, the trend is considered weaker. We'll look at how to
identify the strength of the trend on the next page.

H SMA
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Technicians use different lengths of simple moving averages for different trends. A long-term trend
moving average ranges from 100 to 200 days. An intermediate-term moving average ranges from
30 to 50 days. A short-term moving average ranges from 10 to 20 days.

This chart of the S&P 500° demonstrates how we can combine the 10-day, 50-day, and 200-day
moving averages to determine trends. The 200-day moving average has recently turned sideways,
which suggests a change in the trend. The 50-day moving average is moving sideways, which
confirms an intermediate-term sideways trend. The sideways trend is strong as long as the price
continues to move in a range around the moving average. The 10-day moving average shows the
index is trying to recover from a recent downswing. The short-term trend is currently the
strongest.
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Third, the moving average also helps establish a general market posture. A posture refers to
whether an investor is bullish or bearish on a particular market or security.

The previous example provided us with a market posture. Technical traders often develop a
market posture, or bias, as part of top-down analysis. Top-down analysis is searching for potential
investments by narrowing in on the strongest investments starting with the strongest market, then
sector, then industry, subindustries, and finally the individual stock.

Let's continue a top-down analysis using the moving averages by evaluating a market segment.

Since the overall market is uptrending in the long term, we want to find another long-term bullish
area we can consider investing in.
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We'll use a small-cap index because it represents small-sized U.S. company stocks. The 200-day
moving average is uptrending, as seen in this chart, but the price has fallen below the average.
The 50-day moving average is downtrending. And the 10-day moving average is sideways. This
suggests we should look somewhere other than small-cap stocks if we are looking to use a bullish
investing plan.
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Trend Strength Indicator: Relative Strength

After identifying the trend for your time frame, you need to determine the strength of the trend.
One way to do this is by evaluating a stock's relative strength—how a security compares to a
benchmark or other stocks.

Identifying outperformers

A stock with relative strength is considered to be outperforming its peers. In an uptrend this
generally means the stock is rising faster with a steeper slope. In a downtrend this generally
means the stock is falling slower with a more gradual slope.

M Stock ZYX M S&P 500
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Relative strength also applies to broader market segments, including subindustries and industries,
sectors, and markets. In each segment, investors can identify outperformers—those with stronger
trends and performance than their peers. It also helps in your top-down analysis by helping
identify strong or weak sectors.

Your probability of success may increase when you trade an outperforming stock within an
outperforming industry or sector. Remember, as with all indicators, these tools are not predictors
but ways to evaluate current conditions.

Now, let's talk about an indicator that can help you determine relative strength; it's simply called
relative strength, and it's a line that appears below a price chart.

The line is calculated by dividing one security price by another. This second security is known as

the base.
Stock Stock
ZYX FAUN
ZYX price + FAUNprice =  Relative strength

If the relative strength line is uptrending, the security is stronger than the base.

ZYX outperforming FAUN
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For illustrative purposes only.

If the relative strength line is downtrending, the security is weaker than the base.
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FAUN outperforming ZYX
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Here's an example of how you might use this indicator to determine the strength of a sector. The
chart below compares a sector to a major index. While both are uptrending, toward the end of the
year the sector exhibited relative strength and started outperforming the index. A trader who
observed this break in relative strength might look for potential trades in this sector with the
expectation the stock would outperform the market.
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How to Analyze Like a Technician

In the previous lesson, you learned to see the market like a technician by identifying trends,
support, and resistance. In this lesson, you'll apply these skills to start analyzing like a technician.
This means learning to make investing decisions.

A technician will commonly follow a certain sequence when making an investing decision.

Identify the trend

Remember, one tenet of technical analysis is the trend is your friend. Traditionally, technical
traders like to trade with the trend, but first they need to know what the trend is.
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A technical analyst's first rule is to always trade with the trend. Think of it this way: If you wanted
to go to New York, would you get on a train headed to California? No. You'd get on a train headed
in the direction of your desired destination.

Trading with the trend works the same way. Because this concept is so important, we'll spend a
considerable amount of time discussing how to identify it in this course.

The market discounts everything

This means the price of a security reflects the collective market knowledge. Every time an investor
buys and sells a stock, it's considered a vote on the future direction of the stock and is reflected
in its price.

For example, stocks trending higher reflect a collective sentiment that a stock should be worth
more, while stocks trending lower reflect a collective sentiment that a stock should be worth less.
As new information comes to light, the market acts accordingly and quickly assimilates it.
However, the discounting of new information may take more time than investors expect. And it
may ultimately cause the trend to change.

Negative collective sentiment
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Identify support and resistance

Support and resistance signal areas of supply and demand. This means these levels can give a
trade a boost or be a roadblock, depending on excess supply or demand.

B Resistance M Support

For illustrative purposes only.

Identify entry and exit points for potential trades

Entries and exits are the focus of this lesson. We use the terms "entry" and "exit" instead of "buy"
and "sell" because they have the same meaning for bullish and bearish trades.
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To review, an entry is when a trader opens a trade. Traders open a bullish, or long, trade by buying
the stock, and traders open a bearish, or short, trade by selling a stock borrowed from another
investor through a broker.
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To review, an entry is when a trader opens a trade. Traders open a bullish, or long, trade by buying
the stock, and traders open a bearish, or short, trade by selling a stock borrowed from another
investor through a broker.

Enter

For illustrative purposes only.

An exit is a closing a trade. Traders close a bullish trade by selling the stock, ideally at a higher
price. And close, or cover, a bearish trade by buying the stock, ideally at a lower price.
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For illustrative purposes only.

Entries and exits are determined by forecasting future price movement. Depending on your
preference, there are various ways to enter or exit a trade; in this lesson we'll introduce you to
two: support and resistance and price patterns.

Identify a technique that appeals to you and your investing style. That technique will become part
of your investing plan, which will become your recipe for building a trade. Later, we'll explore how
you can use these entries and exits in a sample investing plan.
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Bullish entries
There are two types of bullish entries based on support and resistance:
= Enter at a break of resistance

= Enter on a support bounce, a CAHOLD, or close above the high on the low day.

We'll explore both signals, starting with a break of resistance. Below is a historical IMAX (IMAX)
chart from March to December of one year in which the stock was moving sideways. Resistance
could be drawn at $28.80. In October, price broke resistance when it created a new high. The
break of resistance would be a bullish entry point for short- and intermediate-term traders.
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Remember, an entry on a support bounce, or CAHOLD, occurs on the close above the high of the
low day. To use this pattern, however, you must first determine the low. Because this is tough to do
in the moment, it helps to draw support. A support line can provide investors with more
confidence that the perceived low is actually a low.

Again, let's look again at the historical IMAX chart as an example. After the breakout rally, the
stock pulled back for a few days. The candlewick lows tested old resistance at $28.80 and found it
to be new support. On November 11 the stock gapped higher and closed above the high of the low
day, or CAHOLD. That was the bounce entry signal.
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Bearish entries
Next, we'll discuss bearish entries:
= Enter at a break of support

= Enter on a resistance bounce, a CBLOHD, a close below the low of the high day.

Let's look at an example of a support break using a historical chart of American Airlines Group
(AAL). The graph below shows that AAL developed a support level around $46. After trending
sideways for a few months, the stock broke support in May on higher-than-normal volume. This
suggests an excessive supply of shares. This was a bearish entry signal for short- and
intermediate-term trend traders.
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As you know, an entry on a resistance bounce, or CBLOHD, occurs the day of the close below the
low of the high day. Let's look at a historical chart of Chewy (CHWY). Chewy was downtrending
when, in December, the stock rallied to a high, which coincided with the October low of $61.
Support in October became resistance in December. The stock closed below the low of the high
day on December 29. This was a bearish entry.
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For illustrative purposes only. Not a recommendation of any security or strategy:

Support and resistance entries can take time to recognize because they require some discretion.
However, it's helpful to watch an instructor analyze these entries as well. In the following video,
Education Coach Cameron May will demonstrate various examples of entry signals.
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Support and Resistance: Exits

Now, let's talk about two kinds of exits associated with support and resistance. There's an exit if
the trade goes as planned—a target—and an exit if the trade goes wrong—a stop.

Some will say short-term traders tend to use both of these exits, while long-term traders tend to
only use a type of stop order called a trailing stop. This is because they tend to exit if the trade
goes poorly. We'll look at each type of exit.

Target exit

A target is a certain price at which you plan to exit the trade. This is commonly calculated by
measuring the difference between support and resistance, and then adding or subtracting it from
the entry point. It's not a formal order—it's just a reference point traders can establish as part of
their rules.

For example, a stock may be oscillating between support at $60 and resistance at $65. The height,
or difference, from support to resistance is $5. Say an entry signal appeared. To determine the
target, a trader would add $5 to the resistance level of $65 for a target of $70. Then, when the
price reached that level, the trader would enter an order to exit.
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Let's apply the target concept. In this historical chart, when Newell Brands (NWL) traded sideways
from November to August, support was about $28.70 and resistance was $32.20. On July 31 a
breakout occurred, which was the entry signal.

A trader could set the target by taking the difference between support and resistance of $3.50
($32.20 - $28.70 = $3.50) and adding it to the resistance level. This would give a target of $35.70
($32.20 + $3.50 = $35.70). The price reached the target on November 20. Therefore, a short-term
trader might tend to exit at this point. A long-term trader may likely ignore the target and opt for a
trailing stop.
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For illustrative purposes only. Not a recommendation of any security or strategy:

Stop order exit

That's how traders exit when a trade goes as planned. But many traders also make plans in case
the trade goes the wrong way, which they can do with a stop order. Unlike a target, this is an
actual order placed with your broker that can be set immediately after a trade is made as a way to
potentially reduce losses. A stop market order specifies a certain price at which a market order is
triggered, and the position is closed at the next available price.
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A trader with long stock positions uses a sell-stop order because selling is the bullish exit. For
short stock positions, a buy-stop order is used because buying is the bearish exit.

Where you place your stop is up to you. The goal is to set it where you feel confident the trend has
changed direction, without having to lose too much to find out. That's a tough balance to strike.
Set your stop too high and you'll get stopped out of a lot of trades unnecessarily. Set your stop too
low and you'll lose more money than necessary. A common rule for setting the stop is anywhere
from 1%-3% below support or above resistance. After the stock has already broken support or
resistance by a fair amount, traders are likely to be more confident the trend has changed.

A sample exit rule for a bullish trade might be: "Set sell-stop order 3% below support upon entry."

Let's look at a historical chart of Southwest Airlines (LUV) as an example. LUV had been
uptrending for a couple months and then consolidated. It broke resistance in January, generating
an entry signal. An investor could've placed a trade at the close for $45.35. To find support, we'll
assume that the old resistance will be new support and draw support at $42.80.
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If the rule was to set a stop 3% below support, the stop would trigger at $41.51 ($42.80 x .97 =
$41.51). Looking at the example, the stock pulled back and tested support several times, but
didn't break support until April 6. At that point, price dropped low enough to trigger the sell-stop
order, and a loss would be realized when the position was sold at the next available price. Even
though stops don't prevent loss, they can help investors avoid greater losses if the stock
continues to fall. This is clear in the example—the stock fell even further in May.
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A sample exit rule for a bearish trade may look something such as this: "Set buy-stop order 3%
above resistance upon entry."

Let's look at a bearish historical example using Fluor (FLR). FLR was downtrending through much
of one year and consolidating with a slight uptrend from February to May. It broke support in May
and generated an entry signal. Support at the time of the break was at $59.25, which became new
resistance. Using the rule, a trader would set a stop at a $61.02 ($59.25 x 1.03 = $61.02).
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Long-term investors or trend traders often use trailing stop levels to close a position. This kind of
stop allows an investor to potentially protect gains while allowing winners to run, and it's
accomplished by changing the stop-order price (manually or automatically, depending on your
trading platform). When a stock climbs, it creates floors and ceilings like a skyscraper. The stop
order would commonly stay one to two floors below the price of the stock, allowing plenty of
space for the stock to fluctuate as it climbs higher. However, if the price of the stock starts to fall,
a trader would not lower the stop-order price.

Looking at a historical chart of DuPont de Nemours (DD), it broke resistance in May and rallied. A
trader would place a stop below the $45 support level. With each new major low, the trader would
adjust the stop level according to the stop rule. The trade would close in June two years later,
when price crossed below the $70 support level.
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Continuation Price Patterns

A variation of support and resistance is price patterns. Price patterns occur because support and
resistance form horizontally and diagonally, and often create common shapes. In this lesson we'll
explore these different patterns and how to use them for trading signals.

Price patterns help identify trading signals

Price patterns generate entry and exit signals for swing trading and trend trading. However, some
price patterns can also help identify trend reversals. This occurs when an uptrend turns to a
downtrend and vice versa.

As with support and resistance, investors can use price patterns to help decide where price might
be going and what's likely to happen to the trend. Each pattern has a unique construction that
forms over a given time frame, gives specific signals, and has rules for establishing price targets.
There are a lot of different patterns, but don't worry too much about memorizing all the different
names. It's more important that you learn to read the story the pattern may be telling.

In terms of construction, price patterns can be basic shapes such as triangles, rectangles, and
wedges.

Triangle Rectangle Wedge
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They also can reflect a certain image such as the "head and shoulders" pattern.
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Price patterns can appear in any time frame or any trend. Long-term patterns take a long time to
form and trade. Shorter patterns take less time to form and give more potential trading
opportunities. Certain entry signals can also help define the time frame, prompting shorter- or
longer-term trades. Here, we'll focus on short- and intermediate-term patterns commonly found
on a one-year daily chart.

Price patterns are commonly divided into two categories: continuation and reversal. Both appear
during periods of consolidation, or sideways movement, when it's unclear what could happen with
the trend. Continuation patterns suggest the current trend will continue. Reversal patterns suggest
the current trend is coming to an end and is about to reverse. First, we'll focus on continuation
patterns, starting with triangles.
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A triangle is a common continuation pattern where either support or resistance, or both, are at an
angle. When investors see this pattern, they expect the stock will eventually break out of the
sideways period and continue its previous trend. This means once you identify the pattern, you
might wait to enter until you see the pattern disrupted with a breakout. You can usually expect a
triangle to break out about two-thirds to three-fourths of the way through the pattern.

There are several types of triangle patterns, including symmetrical triangles usually found in
uptrends and downtrends; ascending triangles usually found in uptrends; and descending
triangles usually found in downtrends. Triangles can be found in any time frame. However, a
triangle that is fewer than three months in length is called a pennant.

Symmetrical Ascending Descending
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To define a pattern and see its construction, start by drawing trendlines. Connect the highs for
resistance and connect the lows for support. That makes it easier to identify parts of the pattern.
In a triangle, the lines angle together, creating an apex. And a third line can be drawn on the left to
create the base.
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An investing plan based on triangles may have an entry rule such as: "Enter at a break of support
or resistance." You can calculate the target by subtracting the base height from the breakout
point. If you're a longer-term investor or trend trader, you could eliminate the price target and
simply set your stop order 3% above resistance.




