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What is Technical Analysis? 

It refers to the study of the action of the market itself as opposed to the study of the goods in 

which the market deals. Technical Analysis is the science of recording, usually in graphic form, 

the actual history of trading (price changes, volume of transactions, etc.) in a certain stock or in 

“the Averages” and then deducing from that pictured history the probable future trend. 

 

John J. Murphy: Technical analysis is the study of market action, primarily through the use of 

charts, for the purpose of forecasting future price trends. The term “market action” or “price 

action” includes the three principal sources of information available to the technician – price, 

volume and open interest.  

 

Market price tends to lead known fundamentals. Market price acts as a leading indicator of the 

fundamentals or the conventional wisdom of the moment.  

 

Three Main Premises: 

1) Price Discounts Everything 

2) Prices Move In Trends 

3) History Repeats Itself 

 

Additional premise: Markets are fractal, meaning that patterns (in this case resulting from the 

psychology of market participants), appear at every scale. This is the reason why using a 200 

period moving average or 14 period RSI will produce similar results, regardless of the timeframe 

they’re used on (i.e. daily vs weekly chart, 5 minute vs 65 minute chart).  

 

One of the largest advantages technicians have is the ability to apply our tools to any liquid asset 

class, giving us the ability to analyze and invest in thousands of liquid products across the globe. 

Additionally, as technicians we’re not concerned with the “why”, but rather the “what”, “when” 

and “how long?” 

 

What Technical Analysis Is Not     What Technical Analysis Is 
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Top-Down Technical Analysis:   

 
 1. Analyze All Global, Liquid Asset Classes: 

 As technicians we have the ability to look across all asset classes as long as there is enough 

liquidity and price data to do so. When the media is saying that it was a boring day/week/month 

on Wall Street, we can chuckle as they are so caught up in what the Dow is doing that they 

missed a huge move in the Australian Dollar or Oat Futures (yes, you heard me correctly, Oat 

Futures). 

 The main objective of this step in the process is to identify what asset classes we want to be 

involved in on a relative basis. If commodities are acting well and there is little action in equities 

or fixed income, then we want to be focusing on taking advantage of the opportunities in 

commodities. 

2. Identify Broader Themes: 

 After we have identified which asset classes we want to be involved in, then we can identify 

what themes are present across markets. For example, with sentiment towards Treasuries hitting 

extremes to start the year (2015), as well as the defensive nature of sector performance in 

equities, one could conclude that the market thinks that rates are going to stay lower for longer 

than most people are expecting. That is just one example of a theme we should be looking for, 

but there are plenty more out there that can and will develop depending on the time-horizon. 

3. Determine The Best Way to Play The Theme: 

 After we have identified the asset class we want to be involved in as well as a broader theme 

present in the market, we can then drill down into individual securities that we feel are best 

positioned to take advantage of the identified theme. For example, in the case of rates staying 

lower there are a variety of ways to take advantage of the theme ranging from owning treasuries, 

other fixed income securities, or the defensive sectors of the equity markets. In many cases it is 

http://i2.wp.com/tbruni.dormroomcapital.com/wp-content/uploads/2014/11/top-down.jpg
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possible to drill down even further into a specific sector to find an individual name that is 

outperforming in that sector as well. In the case of rates staying lower, Duke Energy (DUK) was 

a good example of an individual security outperforming the broader market and the sector as 

well. For some, owning the utilities ETF may have been a more diversified play for them, but for 

the more aggressive market participant, selecting an individual security within that sector can 

provide additional returns; granted with more risk. 

4. Portfolio Management: 

 The last step in the process is portfolio management. After determining the asset class to be 

involved in, the broader theme to play and the individual security to play it with, then it is time to 

manage the portfolio of positions. This step includes everything from position sizing, correlation 

management, liquidity management and any other factor that’s built into your trading plan. 

 

Types of Charts (Scales):  

Arithmetic (Absolute Change): The vertical price scale shows an equal distance for each price 

unit of change. These types of charts are better for short-term charts and those securities with 

little price change 

Logarithmic (Percent Change): The vertical price scale shows equal distances for similar 

percentage moves, rather than for each price unit of change. These types of charts are preferred 

for long-term charts (one-year plus), or for those securities with a larger than average price 

disparity (i.e. a stock that moved from $5 to $50).  



Technical Analysis Guide: Updated 10/1/15   4 
 

Curated By: Thomas Bruni (@BruniCharting)                          Questions/Inquiries: tom.m.bruni@gmail.com 
 

Chart Types: Use price only charts (not adjusted for dividends)! Adjust futures for contract 

changes! 

Line: Plots only the closing price of the period, removes the intraday range altogether, which can 

be a positive or negative depending on what type of data is being plotted. This type of chart is 

preferred for ratio charts, which will be discussed in further detail later in the relative 

strength/weakness section. 

 

Bar: Each period’s range is represented by a vertical bar, with a tick on either side 

representing the opening and closing prices. The height of the bar represents the 

whole period’s range.  

Candlestick (Candle Trend!!!): Candlestick charts show the same data as a bar chart 

as in the high, low, open and close for a period of trading. The main difference is 

the way they are constructed visually, in that candlesticks provide additional context 

by referring to the previous period’s close, as well as the open of the current trading 

period. When you zoom too far out, this type of chart can be hard to 

read. In that case, switch to a bar chart. 

The large part of the candle is called the real body, which represents 

the difference between the open and closing prices of the trading 

period. The upper and lower “wicks” or “shadows” represent the 

intra-period highs and lows. A filled candlestick occurs when the 
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closing price is below the opening price, and a hollowed candle occurs when the closing price is 

above the opening price.  

Candle vs. Candle Trend: (If confused continue reading, trust me.) 

Regular candle charts are constructed incorrectly, or less than optimally, because their color is 

based on the where price closed relative to its open for the same trading period, as opposed to 

being colored based on their close relative to the previous trading period’s close. This eliminates 

the context associated with the previous period’s close that makes candle charts so valuable in 

the first place. Additionally, these candles are filled at all times, which makes it more difficult to 

quickly identify where the open and close were, as well as providing misleading information. 

The reason I say misleading information can be seen in the example below, where the stock gaps 

down and closes higher than its open price, but well below the closing price of the previous 

session and is marked as “green”, despite the stock closing well below the previous close price.  

 

Candle Trend: These candles are the ones that should be used, since they visually represent the 

maximum amount of data in a way that is easy to read. 

1. The color of the candle is based on the relation of the current period’s close 

relative to the previous period’s close. A current period close below the previous 
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close will be either red or black, depending on your software. A current period 

close above the previous close will either be green or white.  

2. Whether or not the candle is “filled” or “hollow” is determined by the current 

period’s close relative to the current period’s open. If it closes below where it 

opened, the candle will be filled. If it closed above where it opened, it’ll be 

hollow. 

A visual guide for candle-trend charts:   

 

 

 

 

 

 

 

 

 

Image Above From AllStarCharts.com  

Trend Identification: 

Trend: A trend is simply the direction of the market. Since markets don’t generally move in 

straight lines, they move in a series of zigzags which resemble a series of successive waves with 

fairly obvious peaks and troughs. Trend has 3 directions. 

Uptrend: Series of higher highs and higher lows. 

Downtrend: Series of lower highs and lower lows. 

Trendless or Sideways Market: Series of horizontal peaks 

and troughs.  

Major trends have three phases: * 

1) Accumulation phase represents informed 

buying by the most astute investors. 
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2) Public participation phase occurs when prices begin to advance rapidly and 

business news improves.  

3) Distribution phase is when the same “informed” investors who began to 

accumulate near the bottom, begin to distribute before anyone else starts selling.  

In more lengthy terms, Dow considered a trend to have three parts, primary, secondary, and 

minor, which he compared to the tide, waves, and ripples of the sea. The primary trend 

represents the tide, the secondary of intermediate trend represents the waves that make up the 

tide, and the minor trends behave like ripples on the waves.  

An observer can determine the direction of the tide by noting the highs point on the beach 

reached by successive waves. If each successive wave reaches further inland than the preceding 

one, the tide is flowing in. When the high point of each successive wave recedes, the tide has 

turned out and is ebbing. Unlike actual ocean tides, which last a matter of hours, Dow conceived 

market tides as lasting for more than a year, or possibly several years.  Primary Trend > 1 year 

The secondary, or intermediate, trend represents corrections in the primary trend and usually 

lasts three weeks to three months. These intermediate corrections generally retrace between one-

third and two-thirds of the previous trend movement and most frequently about half, or 50% of 

the previous move. Secondary Trend 3 weeks – 3 months 

According to Dow, the minor (or near term) trend usually lasts less than three weeks. This near 

term trend represents fluctuations in the intermediate trend. Minor Trend < 3 weeks 
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Bull Market: Prices 20% + above lows. 

Bear Market: Prices 20% + below highs. (People use these terms, but I think it’s dumb) 

* Hence the phrase: “investors make bottoms, traders make tops.”  

** These timeframes are just a general guideline. Everyone, and I mean EVERYONE, has 

different definitions for these depending on their strategy / preference. 

***A trend is generally confirmed by a series of 3 peaks or troughs heading in one direction (as 

we’ll see in the next section), but many traders/investors will be interested with the presence of  

2. Again, it also depends on the timeframe and what type of trend you’re referring to.  

Corrections: Price can either correct through time (consolidating near current prices), or through 

price (counter-trend price moves). Obviously the former is preferred, but either way, you want to 

make sure that the counter-trend move is controlled (in the sense that volatility doesn’t increase 

drastically). It can also be measured quantitatively using technical tools such as ATR, Bollinger 

Bands, etc. or by analyzing historical market scenarios. Some prefer to use intuition / experience. 

Image From “A Field Guide To Market Corrections” by Josh Brown 

Support and Resistance: 

Support: A level or area on the chart under the market where 

buying interest is sufficiently strong to overcome selling pressure 

and the decline is halted (demand exceeds supply).  

Resistance: A level or area over the market where selling pressure 

overcomes buying pressure and a price advance is turned back 

(supply exceeds demand).  

When support / resistance levels are broken, their roles reverse.  

The psychology of support and resistance: Divide market 

participants into three categories – longs, shorts, uncommitted. 

Let’s assume the market starts moving higher from a support 

area where prices have been consolidating. The longs who 
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bought near the support area regret not buying more, the shorts realize (or suspect) that they are 

wrong and the uncommitted finally receive confirmation that prices are heading higher and want 

to get involved. They all now have a vested interest in that area, and if we do see prices back at 

that level, three different groups of buyers will be there to support price. For downtrends / 

resistance, it’s simply reversed. 

Significance of Support / Resistance Levels: 

1) How long of a time period price traded at a certain area – more time, more potent. 

2) The amount of volume that traded at a certain area – more volume is more potent. 

3) How recently the trading took place – more recent is more potent.  

Round numbers (10, 20, 25, 50, 75, 100, and 1000s) often serve as support / resistance. (Not a 

big fan of this rule.) 

Trendlines: Can be drawn from peak to peak, or trough to trough, in an effort to identify the 

overall trend of the market. It takes three touches of a trendline for it to be confirmed “valid”, but 

many technicians will use two touches to create “tentative trendlines.” Trendlines can be drawn 

over / under the entire day’s price range (more traditional), or by connecting only closing prices. 

Significance of Trendlines: 

1) How long it has been intact – longer is better.  

2) How many times it’s been tested – more is better. (That being said, the more times a level 

is tested, the more likely it is to break.)  

A trendline may be penetrated intraday, but only a close below / above a trendline will confirm it 

as a “valid” break. Some technicians use a time rule such as the two day rule as a compliment, or 

supplement, to the closing rule in that price must close beyond the trendline for two successive 

days to confirm a “valid” break. As with other support and resistance levels, once broken the role 

of the trendline reverses i.e. support becomes resistance, and vice-versa.  



Technical Analysis Guide: Updated 10/1/15   10 
 

Curated By: Thomas Bruni (@BruniCharting)                          Questions/Inquiries: tom.m.bruni@gmail.com 
 

Trendline Steepness: Generally, the steeper the trendline, the less valid it is. This is because it 

can signal that prices are advancing too rapidly and that the current trend cannot be sustained for 

long periods of time. Additionally, these can be broken through by corrections through time 

(consolidations), which invalidates the trendline’s usefulness. On the other hand, a trendline that 

is too flat may indicate that the uptrend is too weak and not to be trusted. Ideally, we’d like to see 

prices advance at a roughly 45 degree angle.  

Trendlines will often have to be 

redrawn and a chart will often have 

multiples trendlines on it at once. 

Some will measure the primary trend, 

some the secondary, and some the 

minor trend. Accelerated trendlines are 

useful as well in measuring more 

aggressive short or intermediate term 

moves within primary trends.  

Closing Prices: Intraday action is 

important, but the closing prices are 

most important because that’s when a 

lot of the volume comes into the 

markets and a final price is determined 

for the day. It is used as a point of 

reference for many traders and 

investors in their decision making 

processes. A stocks closing price for 

the period sets the tone for all of the 

decisions made in the next period or 

session. There is a lot of noise 

intraday, but anyone who was buying or selling had to do so before the close, which is why the 

closing price represents the expectations and supply / demand characteristics of the market 

participants.  

Whipsaws / False Moves: “From false moves come fast moves in the opposite direction.” 

The psychology behind this makes a ton of sense. Let’s take a false breakout below support of a 

head and shoulders topping formation (see summer 2010 SPX chart). Longs only want to stay 

long above that support level, so they’ve got stops right below it. Shorts on the other hand are 

waiting for that level to break to confirm the reversal pattern and get short. Once prices break 

down, longs get stopped out and shorts start shorting the breakdown aggressively. After a few 

periods, prices start creeping back higher and eventually get back above that previous support 

level which should have served as resistance. Now, shorts are trapped down below the support 
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level and longs that were stopped out need to get long again, realizing they were wrong to sell. 

This creates massive buying pressure at that level and prices explode to the upside as other longs 

see prices moving higher and get involved. This type of setup paired with a momentum 

divergence (discussed later) and sentiment extremes (discussed later), makes for a great 

risk/reward setup for traders and investors alike. Images below from AllStarCharts.com 

 

Congestion vs. Volatility: Often confused! 

Price Congestion: Price congestion occurs when 

prices trade within a narrow range for a period of 

time, often an extended period of time i.e. XYZ 

trading between 10-12 for 6 months. 

Price Volatility: Price volatility occurs when there 

is range expansion, meaning that prices are trading 

outside the range that has become the norm i.e. 

XYZ which had previously traded between 10-12 

for 6 months breaks out and trades to 18 in 3 weeks.  

Congestion refers to a narrow trading range, 

whereas volatility refers to the expansion of a 

trading range.  

*Search Average True Range* 

Volume: Volume is the total amount of trading 

activity in the market for that day. Institutions move 

markets, so some like to track accumulation and 
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distribution days. For futures and options, it is important to take into account open interest as part 

of volume as well.  

Accumulation Day: A day when a security traded higher on above average (some use a 50 period 

average as a gauge), signaling that institutions were increasing their long positions in the name. 

Distribution Day: A day when a security traded lower on above average (some use a 50 period 

average as a gauge), signaling that institutions were decreasing their long positions in the name. 

Churning can also be another sign of distribution, in that price shows very little change on above 

average volume as shares change hands (presumably to weaker hands), but price goes nowhere. 

Generally, when a stock is trending, you want to see above average volume on up days and 

below average volume when the stock consolidates (i.e. through time, or a counter-trend move). 

There are exceptions obviously, like you don’t want to see an indecision candle trade on heavy 

volume because it may signal the start of a shift of control from buyers to sellers and vice-versa. 

Volume really helps identify how potent a move is, and its significance from a bullish / bearish 

perspective depends on the context of the underlying chart.  

Moving Averages: Moving averages tend to be far more useful as overall gauges of trend 

direction and strength than for signal generation in crossovers or as support / resistance for price.  

Period: Most moving averages are based on the closing prices of whatever time period the chart 

you are looking at, whether it is daily, weekly, monthly or intraday time-frames. The most 

common periods used for moving averages are the 50, 150, and 200 period moving averages. 

Other popular periods used include the 8, 21, 55 and 144 period moving averages due to their 

significance as Fibonacci numbers. None of these settings are inherently correct or better than 

others so it really is a matter of preference. 

 

1) A simple moving average (SMA) is also known as the arithmetic average and is a 

common average of the price values in the specified period. Each price in the series is 

equally weighted. 

2) A weighted moving average (WMA) assigns a weighting factor to each value in the data 

series according to its age. The most recent data gets the greatest weight and each price 

value gets a smaller weight as we count backward in the series. 

3) An exponential moving average (EMA) is calculated in a way to give more weight to 

the recent prices in an attempt to make the smoothing mechanism more responsive to new 

information. As we count backwards in the series of prices in the period, each one is 

assigned an exponentially smaller weighting in the calculation, hence giving more recent 

prices more weight. 
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The benefit, and potential drawdown, of a weighted moving average is that more signals are 

generated because the moving average follows price more closely. That can help because it 

reduces the lag of the moving average, but there may be a lot of false signals generated because 

of the increase in amount of crossovers and slope changes. 

Main Use: Moving averages are incredibly helpful in determining the direction of the underlying 

trend for the period you are studying. For me, I only use the 200 period moving average to 

understand the direction of the long term trend, as I find multiple moving averages on one chart 

creates more noise than value for me. To identify the trend direction, look at the slope: 

1) If the slope is positive, the trend is higher. 

2) If the slope is negative, the trend is lower. 

3) If the slope is near zero, or flat, there is no current trend. This may be a consolidation of 

the prior trend or the start of a trend reversal.  

The slope can also tell you how strong or weak a trend is. A moving average with a steep slope 

signals a strong trend, whereas a flatter slope can signal a weaker or less aggressive trend.  

Mean Reversion: Another important use or note regarding moving averages is that prices often 

revert to the mean, in this case represented by whatever moving average you chose to use. When 

price gets too extended from the mean, (see crude oil early 2015), it can be a signal to look for a 

counter-trend move in that market if other technical parameters agree as well. Additionally, it is 

incredibly hard for prices to sustain rallies or selloffs if they are too extended from their mean.  

Momentum: Momentum measures the speed or velocity of price changes. Momentum often 

leads price, which can help identify trend changes like I’ll discuss below. The best illustration of 

this is a throwing a tennis ball up in the air. As the ball moves higher into the air, the speed, or 

momentum with which it advances slows, but still the ball goes higher. Right before the ball hits 

its turning point; momentum will have already reversed to the downside and is now headed in the 

opposite direction, bringing the ball with it.  

The Relative Strength Index, or RSI, is a popular momentum indicator used throughout the field 

of TA. Rather than get into the definition and construction of this indicator, I think it’d be more 

helpful to go into how I personally use the indicator. If you need a refresher or are new to this 

topic, I suggest heading over to stock charts chart school to familiarize yourself with it. 

First off, I use a 14 period RSI for all the timeframes I look at because markets are fractal, 

meaning that repeating patterns occur at all scales / timeframes. 

The two main ways I use RSI are as follows: 

1. Determining Bull / Bear Ranges 

2. Identifying Divergences 

http://stockcharts.com/school/doku.php?id=chart_school:technical_indicators:relative_strength_index_rsi
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Determining Momentum Ranges: If and when possible, I prefer to be trading in the direction 

that momentum is leaning. So how exactly do I define a bull or bear range? Well, it’s slightly 

subjective but anytime something hits overbought or oversold conditions and does not reach the 

opposite extreme on price consolidations or pullbacks I think of it as being bullish or bearish 

based on the original confirmation above 70 or below 30. 

Bullish Range Example: When momentum is consistently hitting overbought, 

without reaching oversold. As we can see from the chart above, after momentum transitioned 

into a bullish range by hitting overbought conditions in July 2013, AAPL continued higher in a 

nice uptrend. Since momentum never hit oversold conditions on pullbacks, that weakness ended 

up being a buying opportunity rather than a reason to be concerned if long or trying to be short. 

Bearish Range Example: When momentum is consistently hitting oversold, 

without reaching overbought. As we can see from the above chart, KOL has had momentum in a 

bearish range for at least the past two years, hitting oversold conditions on each selloff and 

failing to reach overbought conditions on relief rallies and consolidations. This behavior by 

momentum was signaling to me that trading in the direction of the underlying downtrend was 

still the way to go and that strength should be sold, not bought. 

http://tbruni.dormroomcapital.com/wp-content/uploads/2015/03/bull-range.jpg
http://tbruni.dormroomcapital.com/wp-content/uploads/2015/03/bear-range.jpg
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Mixed Range: This occurs when momentum is hitting both overbought and oversold conditions 

frequently. Sometimes, especially in trendless markets like MOO, momentum will not be of 

much help because it hits overbought and oversold conditions every couple of months. This 

makes it difficult to gauge what’s actually occurring, though in this case it’s nothing. I generally 

like to stay away from markets with RSI readings that look like this until price action improves 

and we get a more decisive move in one direction or the other. Overall, I think that simple 

clues like noticing what range RSI is in can be a big help in determining if you’re trading in the 

direction of the underlying trend or if a stock is undergoing a change of character.  

Divergences: When looking at momentum, I want it to confirm price by making new highs / 

lows in tandem with price. If it’s not, that could be the early signs of deterioration in the trend 

and gives me a heads up to protect profits if currently involved or be on the lookout for a counter 

trend trade. 

 

Bullish Divergence: When momentum fails to confirm new lows in price. In the case of Coffee 

futures, prices were in a downtrend for months, but as they approached an important support 

level and tested it multiple times in March, momentum diverged positively. To me this says, if 

I’m short, I probably want to be covering some here as the r/r is no longer in my favor. As a 

potential long looking to play a counter trend rally, this gave me a signal that something has 

changed and here might be a good place to try that counter trend trade. Waiting for this 

divergence allows me to clearly define my risk when trading against the trend, rather than blindly 

bottom fishing. Ultimately, we got a little counter-trend rally, but small clues from momentum 

are often instrumental in being able to maneuver these types of situations better regardless of 

which side I’m approaching it from. 
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Bearish Divergence: When momentum fails to confirm new highs in price. In the case of XLU, 

prices made new highs in late January, but momentum failed to confirm those highs and prices 

have since sold off sharply from those levels. Again, if long this divergence would tell me to be a 

little more cautious as chances of a false breakout or other price reversal are much higher now. If 

I was looking for a counter-trend short, the divergence confirmed with prices breaking back 

below the early January highs and provided a short entry where risk is clearly defined, rather 

than trying to blindly fight an uptrend. 

http://tbruni.dormroomcapital.com/wp-content/uploads/2015/03/bear-divergence.jpg
http://tbruni.dormroomcapital.com/wp-content/uploads/2015/03/bull-divergence.jpg
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Ultimately, I use divergences to help determine when an underlying trend might be at risk of 

changing. With that information I can then be on alert to pay attention to price action more 

closely to protect profits in my trade if I’ve been riding the trend or find an entry for a counter-

trend move. 

At the end of the day, RSI, or any indicator for that matter, is not the end all be all and is 

secondary to price action. That being said, it is an important tool that I think can be helpful 

for market participants to improve their edge and identify opportunities throughout global 

markets. 

 

Relative Strength / Weakness: Relative strength, not to be confused with the relative strength 

index, which is a momentum indicator, measures the performance of one security versus another.  

An important part of any technician’s analysis should be how the security he/she is 

analyzing is performing relative to the broader market, its sector, or another security. The 

way to do this is by creating a ratio chart of one security divided by another. The same 

analysis done to price charts can be applied to ratio charts. 

To provide some perspective, absolute performance is the value determined by looking solely at 

how an individual security behaves in terms of its price change over a given period of time. 

The Math Behind The Ratio: 

To plot a ratio chart, you take one security and divide it by another. As an example we’ll 

use SPY/IWM. This ratio would give you a chart showing how the S&P 500 is performing 

relative to the Russell 2000. 

What causes the ratio to rise? 

1. If SPY rises while IWM 

stays flat or moves lower. 

2. If both go down but SPY 

goes down less than 

IWM. 

3. If both rise but SPY rises 

more than IWM. 

What causes the ratio to fall? 

1. If IWM rises while SPY 

stays flat or moves lower. 

2. If both go down but IWM 

goes down less than SPY. 

3. If both rise but IWM rises 

more than SPY. 
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Relative Strength: 

Relative strength is when the underlying 

security being studied is outperforming the 

security it is being compared to. The chart 

above of IWM/SPY shows the ratio rising, at 

least until as of late, which means that the 

Russell 2000 outperformed the S&P 500 over 

that time period. 

Relative Weakness: 

Relative weakness is when the underlying 

security being studied is underperforming the 

security it is being compared to.  The chart 

below shows the ratio of SPY/IWM on a 

weekly basis. This shows that since the year 

2000, the S&P 500 has underperformed the 

Russell 2000. 

Other Methods Besides Ratio Charting: 

Another, more simple way to determine relative strength and weakness is by looking at the 

absolute performance of two charts side by side. For example, if SPY is up 5% for the year, but 

IWM is down 5% for the year, it is showing weakness relative to SPY. The ratio chart just makes 

it easier to visualize, track, and analyze this relationship. 

*Momentum indicators, trend lines, other charting techniques can be applied to ratio charts too. 

**Line charts work better for ratio charts because it eliminates the noise of gaps and intraday 

action associated with bar and candlestick charts (gaps can primarily occur from timing 

differences. 

Fibonacci Analysis: 1, 1, 2, 3, 5, 8, 13, 21, 34, 55, 89, 144 

The sum of any two adjacent numbers in the sequence forms the next higher number in the 

sequence. After the first several numbers in the sequence, the ratio of any number to the next one 

higher is approximately .618 to 1 and to the next lower number approximately 1.1618 to 1. The 

further along the sequence, the closer this ratio gets to .618. Between alternate numbers in the 

sequence, the ratio is approximately .382, whose inverse is 2.618.  
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When markets are trending and corrections occur, they tend to stop at 38.2% and 61.8% 

retracements of the previous trend. Additionally, when they breakout or breakdown, they often 

stop at the 161.8% and 261.8% extensions of that consolidation (whether it’s thru time or price). 

Depending on the technician, some will use closing prices and some will use absolute highs and 

lows to measure Fibonacci retracements / extensions from, while some use both by determining 

which one seems more significant for a specific security.  

Sentiment Analysis: Sentiment is extremely noisy and for the most part is not actionable, except 

at extremes. There are a lot of different measures of sentiment, I’ll discuss the most prominent / 

important ones for our purposes.  

Let’s start with surveys, polls, and flow of funds data. These are often taken and distributed by a 

number of organizations in the finance world, but tend to be really noisy in the short term. They 

are only helpful when they get to extremes and I don’t use them much, so for that reason I won’t 

harp on them too much.  

Futures (Equities, Currencies, Commodities, Interest Rates): 

Commitment of Traders Report: Make sure to use options & futures data. (timingcharts.com) 
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The commitment of traders report shows the net positions of futures and options for commercial 

hedgers, large speculators (institutions), and small speculators. This data is important because 

commercial hedgers are said to be the “smart money” because they are the ones whose 

businesses deal with the goods in which they are trading. They are essentially the insiders of the 

futures markets, whereas companies are the insiders of the stock market. There are also 

indicators that can be constructed using these data points including the C.O.T. Move Index and 

the C.O.T. Index.  I won’t get into this much further, but this is just another report to be aware of 

and made use of in your analysis. This data is reported on a weekly basis as well, but again, is 

important only at extremes.  

Stocks: 

 

Short Interest: 

The largest moves occur at extremes, which is why it is important to pay attention to short 

interest. This data can be found at Nasdaq.com and is reported twice monthly. How significant 

an amount of short interest is really is all relative to what it was for that particular security in the 

past. There are two numbers that are important. 

 

1. Shorts as a % of float: The float is the amount of shares available to be traded in the 

public (secondary) markets. If a security has a large percentage of its available shares 
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(float) sold short, it can signal that consensus is overly pessimistic and that under the 

right conditions, a short squeeze may ensue. 

2. Days to cover: Days to cover is used to determine how many days on average daily 

volume would it take for all the shares that are sold short to be covered. I usually use the 

10 day average, but it really is a matter of preference. 

 

Sell Side Analyst Coverage: 

Another important indicator of how optimistic or pessimistic consensus is about a security is to 

look at how many sell side analysts that cover the stock have it as a buy rating. If a large 

percentage of the analysts are rating a stock a sell or hold, which presents what may be an overly 

bearish consensus view. The same applies if a large percentage of the analysts are rating a stock 

a buy, which presents what may be an overly bullish consensus view. Looking at this type of 

information may assist you in identifying extremes that may present good risk/reward scenarios 

if price confirms this secondary data. 

 

Options Activity: 

The options market is a valuable tool in identifying the biases of institutions. By analyzing where 

the largest open interest is as well as scanning for large block trades and heavy volume, we can 

identify where the “smart money”, or institutional traders, are expecting the stock to go. The 

caveat here is that we although we may be able to see what position they are putting on in the 

options market, we do not know who the players are, nor do we know what role that position is 

playing in their overall portfolio. 

Seasonality: Seasonality refers to the historical tendencies for price action over specific periods 

of time. It is important to be aware of because it can be a severe headwind or tailwind for price, 

and we can get a lot of signals from that. For example, if I know that the best three month period 

of the year for natural gas prices is March-May, I want to be looking at the long side during that 

period. On the other hand, if prices ignore seasonal tendencies, that can be a sign that larger 

forces are at work and there might be a trade in the other direction.  

Using services like sentimentrader.com make this process easy to do, because they aggregate all 

the data and do the work for you. For commodities it’s a little tough to do in excel, but for stocks 

you can export the price data from yahoo finance and see what the average price change and 

volatility (standard deviation) tend to be per (day, week, month), for the security you’re 

analyzing. (See Appendix)  

Correlation: Correlation is simply a statistical measure that reflects the strength of a relationship 

between two securities. Correlation ranges from -1 to +1, with negative one being a strong 

negative correlation (moves in opposite directions), and positive one being a strong positive 

correlation (move in the same direction). Generally I only see ± .7 as a strong positive or 

negative correlation that is actionable. In the middle of that range it can provide some general 

guidance, but it’s oftentimes a lot of noise. It’s also helpful to look at correlations across multiple 
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timeframes. I tend to look at correlation on a monthly (22 daily bars), quarterly (66 daily bars), 

and yearly (251 daily bars) basis to get a feel for the short term, intermediate term, and long term 

relationship between two assets. Correlations are always changing, so please, do the math and 

don’t make stuff up.  

Inter-market Analysis: Inter-market analysis is extremely important because a lot of the asset 

classes we’re looking at are inter-related. You can’t trade energy stocks without having an 

opinion on crude oil, because they’re very highly correlated with the commodity price. Using the 

top-down technical analysis approach to get a feel for the broader asset classes across the world, 

we can find small clues that can help us gain an edge in trading one asset class or another.  

Image Above From AllStarCharts.com  

Chart Patterns: http://chart-patterns.netfirms.com/ 

We want to see price consolidate either sideways through time, or in a counter-trend move. 

Prices that consolidate in the direction of the underlying trend often spell big headaches.  

Additionally, consolidation patterns that don’t resolve in the direction of the underlying trend are 

a big sign of a trend reversal.  

 

http://stockcharts.com/school/doku.php?id=chart_school:chart_analysis:chart_patterns 

This link will take you to the chart pattern guide pictured above. 
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Candlestick Patterns: See print-out. Focus on learning the underlying psychology of each 

market pattern rather than trying to memorize the names of all the patterns / formations. 

http://stockcharts.com/school/doku.php?id=chart_school:chart_analysis:introduction_to_candlesticks 

Gaps: There are three types of 

gaps. All gaps usually occur on 

above average volume, with the 

breakaway and exhaustion gaps 

being on very heavy volume.  

1) Breakaway gaps usually 

occur at the completion 

of an important price 

pattern, and usually 

signal the beginning of a 

significant market move. 

After a market has 

completed a major 

basing pattern, the 

breaking of support / 

resistance often occurs 

on a breakaway gap. 

These gaps are not often 

filled, price may retest 

the top (or bottom) of the 

gap, but usually 

continues higher (or 

lower). If a gap is filled, 

it is a sign of trend 

weakness. 

2) Runaway or measuring 

gaps are found 

somewhere in the middle 

of a move, after prices 

have been trending for a 

while. Again, these types 

of gaps are not often 

filled, and if they are, it 

is a sign of trend 

weakness.  
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3) Exhaustion gaps occur near the end of a market move, likely after a number of breakaway 

and runaway gaps occurred earlier in the trend. When prices gap up aggressively in the 

direction of the underlying trend, trade on heavy volume and close the gap within a few 

days or weeks, it is generally the sign of a bearish reversal in the trend.  

Weight of Evidence: At the end of the day price pays and the things discussed above are all 

secondary indicators to price. That being said, when the majority of evidence from these 

indicators are pointing in one direction, it usually pays to be paying attention. Not all of these 

indicators have to be confirming your suspicion for the next move in price, but a majority of 

them should; the more that do, the higher the probability you are going to be right.  

Extra: Probability / Reward Trade-Off:  

One of the many things to consider in outlining a trading strategy is how you’ll address the trade-

off between probability and potential reward. In general, the higher the probability a trade is, the 

lower the potential reward. For example, if you attempt to anticipate moves, your 

potential reward will be higher than if you waited for confirmation, at the expense of having a 

lower probability. Some 

people are comfortable with 

that trade-off, while others are 

not. I’ll try to discuss below 

the three main scenarios I 

observe most commonly and 

briefly explain how I like to 

handle this “dilemma” in my 

own analysis. 

Anticipating Breakouts / 

Breakdowns:  

Some traders like to buy or sell 

in anticipation of a stock 

breaking out or down. This 

gives them the advantage of a 

lower cost basis and more 

upside if / when it breaks 

out/down, but not without 

accepting the risk that the 

stock does not break in the 

direction they originally 

thought it would. 

http://i1.wp.com/tbruni.dormroomcapital.com/wp-content/uploads/2015/03/lnkd.jpg
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For example, LNKD’s recent action looked like a bullish consolidation pattern as it held a gap 

higher above the 2013 highs. An aggressive trader looking to anticipate this move might enter 

the trade with a stop somewhere below the recent lows, expecting to have a lower cost basis in 

the stock when it moves higher, thus increasing his/her reward. Although the probability of a 

breakout in the direction of the underlying trend is high, the probability of success for the trade 

overall is lower than if the trader waited for a breakout. 

What ultimately occurred in LNKD is a great example of the additional risk associated with 

trying to anticipate moves. LNKD failed to break out to the upside and ultimately broke down 

into the gap, making the long trade the trader put on a losing one. 

 
 

 

http://i0.wp.com/tbruni.dormroomcapital.com/wp-content/uploads/2015/03/lnkd-1.jpg
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Waiting For Confirmation: 

Traders looking for a higher probability trade will most likely wait for confirmation by entering 

after a stock has already broken out or down. They are willing to accept a lower reward due to 

their higher cost basis, but are comfortable entering the trade after the market has confirmed that 

the idea is already working/in motion. 

A good example of this is the Dollar Index a few weeks ago. Prices were clearly in an uptrend 

and began consolidating in late January. Rather than purchase it and hope it breaks higher, a 

trader in this situation might wait for a breakout and bullish engulfing candle on February 26th 

before getting involved. Sure, the trader would have to pay higher prices to get involved, but the 

probability of success for the overall trade is much greater. 

As we can see from the next chart from the week or two following that breakout, prices 

continued higher and tacked on another 3-4% move from that breakout. The trader was still able 

to capitalize on this setup without having to take on the excess risk associated with 

anticipating the next directional move in this market. 

http://i2.wp.com/tbruni.dormroomcapital.com/wp-content/uploads/2015/03/dx.jpg
http://i0.wp.com/tbruni.dormroomcapital.com/wp-content/uploads/2015/03/dx-1.jpg
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Hybrid Method: 

What some traders might decide to do is buy a portion of a position in anticipation of the move 

and add to it on confirmation of a move in the direction they were anticipating. This is a great 

way to lower your cost basis in a trade and fully capitalize on it after the market confirms your 

original thesis. If you’re willing to accept the risk that the consolidation you’re buying might 

resolve itself in the opposite direction you had hoped for and can take the loss quickly, then this 

can be a good tool for managing your entries. 

An example of this in action would be USD/CAD a few weeks ago. With the currency pair in a 

structural and tactical uptrend, prices took a bit of a pause and formed a symmetrical triangle. 

Normally, this is a continuation pattern so a trader betting on further upside could buy a portion 

of the position as price consolidates in this area and would be adding to it on a break and close 

above this downtrend line. If prices broke down out of this consolidation, the trader would need 

to take losses because clearly the pair did not resolve itself in the direction he/she originally 

anticipated. 
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Source List 

“Technical Analysis of Financial Markets” 

“Technical Analysis of Stock Trends” 

Allstarcharts.com 

Thereformedbroker.com 

Stockcharts.com 

Timincharts.com 

Brunicharting.com 

*This document includes content curated from a variety of sources, all of which are listed above. 

Any sources left off of this list were not left off intentionally, and will be added once brought to 

the curator’s (Thomas Bruni) attention.  

**This is free content and should not be redistributed in exchange for any form of compensation.  

***This content is for educational and entertainment purposes only. 

****Any content written in the first person, specifically those sections using “I”, have been 

written by Thomas Bruni and is an excerpt from thoughts previously posted on 

BruniCharting.com or DormRoomCapital.com 


