Lesson Three

Moving Average
Introduction: Moving averages are one of the most popular and easy to use tools for technical analysis. They make it easier to spot trends and are the building blocks of many other technical indicators.

Type: There are two most popular types of moving averages used by many investors and traders today: Simple Moving Averages (SMA) and Exponential Moving Averages (EMA) 

Simple Moving Average (SMA):  A simple moving average is formed by computing the average price of a security over a specified number of periods. Most moving averages are created using the closing price. For example, a 10-day simple moving average is calculated by adding the closing prices for the last 10 days and dividing the total by 10.

Total = 10 + 11 + 12 + 13 + 14 + 15 + 16 + 17 + 18 + 19 = 145

SMA10 = 145/10 = 14.5

The calculation is repeated for each price bar on the chart and the averages are then joined to form a smooth curving line: the Moving Average line.

Shorter SMA and Longer SMA: The shorter moving averages are more sensitive and generate more signals. However, they make more false signals. Longer moving averages move slower and generate fewer signals but they are more reliable. They also may come later.
Each investor or trader should experiment with different moving average lengths to examine the trade-offs between sensitivity and signal reliability. Normally we use SMAs with different lengths to get a better sense of the market.

Most important SMA lines: 20SMA, 50SMA, 100SMA and 200SMA.

The time length of the moving average will depend greatly on the individual security and how it has reacted in the past. For example, a 50-day SMA might work great for identifying support levels in the NASDAQ but a 60-day SMA may work better for the Shanghai stock index of China. 
What SMA can tell us: If the price is below a SMA, say 50SMA, it means the average number of people who bought the security in recent 50 days is losing money. If the price is above the SMA, say 200MA, it means the average number of people who bought the security in recent the 200 days is gaining money.

The merits of simple moving averages: They are good for identifying long-term trend changes over long time periods. 

Trend-Following Indicator: Moving averages smooth out a data series and make it easier to identify the direction of the trend. Because past price data is used to form moving averages they are considered lagging indicators. Moving averages are best suited for trend identification and trend following purposes. When prices are trending moving averages work well but moving averages are not good at predicting a change in trend. Moving averages can give misleading signals when prices are not trending. However, experience investors can still use moving average to spot a change in a trend.
Uses of Moving Average
There are two basic uses: 

· Trend identification/confirmation

· Support and Resistance level identification/confirmation

1. Trend identification/confirmation: 

The first trend identification technique uses the direction of the moving average to determine the trend. If the moving average is rising then the trend is considered up. If the moving average is declining then the trend is considered down. 
The second technique for trend identification is price location. The location of the price relative to the moving average can be used to determine the basic trend. If the price is above the moving average then the trend is considered up. If the price is below the moving average then the trend is considered down. 
The third technique for trend identification is based on the location of the shorter moving average relative to the longer moving average. If the shorter moving average is above the longer moving average then the trend is considered up. If the shorter moving average is below the longer moving average then the trend is considered down.

Bullish layout: If 50SMA is above 100SMA, and 100SMA is above 200SMA then it is a bullish layout.

Bearish layout: If 50SMA is below 100SMA, and 100SMA is below 200SMA then it is a bearish layout.
2. Support and Resistance level identification: Another use of moving averages is to identify support and resistance levels. With trend identification, support and resistance level identification through moving averages works best in trending markets. 
Mentality Training:
1. The trend is your friend. Never go against the trend.

2. Hope for the best, prepare for the worst. 
