What is Technical Analysis?

Technical analysis is a technique that has the ability to forecast the future direction of prices through the study of past market data, primarily price and volume. In its purest form, technical analysis considers only the actual price and volume behavior of the market or instrument. Technical analysts, sometimes called "chartists", may employ models and trading rules based on price and volume transformations, such as the relative strength index, moving averages, regressions, or, classically, through recognition of chart patterns.

Technical analysis is different from fundamental analysis. Technical analysis "ignores" the actual nature of the company, market, currency or commodity and is based solely on "the charts," that is to say price and volume information, whereas fundamental analysis will look at the financial information of the company and the study of economic factors that some analysts say can influence prices in financial markets. Technical analysis holds that prices already reflect all such influences before investors are aware of them, so they use the study of price action alone. Some traders use technical or fundamental analysis exclusively, while others use both types to make trading decisions.

Technical analysis is widely used among traders and financial professionals, and is particularly widely used by active day traders, market makers, and pit traders. Chartists maintain that even if technical analysis cannot predict the future, it helps to identify trading opportunities. Almost any large brokerage, trading group, or financial institution will typically have both a technical analysis and fundamental analysis team.
General description
Technical analysts (or technicians) seek to identify price patterns and trends in financial markets and attempt to exploit those patterns. While technicians use various methods and tools, the study of price charts is the key focus.

Technicians especially search patterns, such as the well-known head and shoulders or double top reversal patterns coupled with indicators, such as moving averages, and look for forms such as lines of support, resistance, and channeling stocks.
Technical analysts also extensively use indicators, which are typically mathematical transformations of price or volume. These indicators are used to help determine whether an asset is trending, and if it is, its price direction. Technicians also look for relationships between price, volume and open interest. Examples include the relative strength index, and MACD. Other technicians include sentiment indicators, such as Put/Call ratios and Implied Volatility in their analysis.

Technicians seek to forecast price movements so that large gains from successful trades exceed smaller losing trades, producing positive returns in the long run through proper risk control and money management.

There are several schools of technical analysis. Adherents of different schools (for example, candlestick charting, Dow Theory, and Elliott wave theory) may ignore the other approaches, yet many traders combine elements from more than one school. Technical analysts use judgment gained from experience to decide which pattern a particular instrument reflects at a given time, and what the interpretation of that pattern should be.

History
The principles of technical analysis derive from the observation of financial markets over hundreds of years. The oldest known example of technical analysis was a method developed by Homma Munehisa during early 18th century which evolved into the use of candlestick techniques, and is today a main charting tool.

Dow Theory is based on the collected writings of Dow Jones co-founder and editor Charles Dow, and inspired the use and development of modern technical analysis from the end of the 19th century. Other pioneers of analysis techniques include Ralph Nelson Elliott and William Delbert Gann who developed their respective techniques in the early 20th century.

Many more technical tools and theories have been developed and enhanced in recent decades, with an increasing emphasis on computer-assisted techniques.

Technicians say that a market's price reflects all relevant information, so their analysis looks more at "internals" than at "externals" such as news events. Price action also tends to repeat itself because investors collectively tend toward patterned behavior – hence technicians' focus on identifiable trends and conditions.

Trends
George Lane, a technical analyst, coined one of the most popular phrases on Wall Street, "The trend is your friend!"
Technical analysts believe that prices trend up, down, or sideways

Technical analysts believe that investors collectively repeat the behavior of the investors that preceded them. Everyone wants in on the next Microsoft. "If this stock ever gets to $50 again, I will buy it," Solar technology will revolutionize the energy market, therefore this stock will skyrocket" – these are all examples of investor sentiment repeating itself. To a technician, the emotions in the market may be irrational, but they exist. Because investor behavior repeats itself so often, technicians believe that recognizable and predictable price patterns will develop on a chart.

Technical analysis is not limited to charting, but it always considers price trends. For example, many technicians monitor surveys of investment sentiment. These surveys gauge the attitude of market participants, specifically whether they are bearish or bullish. Technicians use these surveys to help determine whether a trend will continue or if a reversal could develop; they are most likely to anticipate a change when the surveys report extreme investor sentiment. Surveys that show overwhelming bullishness, for example, are evidence that an uptrend may reverse – the premise being that if most investors are bullish they have already bought the market anticipating higher prices. And because most investors are bullish and invested, one assumes that few buyers remain. This leaves more potential sellers than buyers, despite the bullish sentiment. This suggests that prices will trend down, and is an example of contrarian trading.
Use
Many traders say that trading in the direction of the trend is the most effective means to be profitable in financial or commodities markets. John W. Henry, Larry Hite, Ed Seykota, Richard Dennis, William Eckhardt, Victor Sperandeo, Michael Marcus and Paul Tudor Jones (some of the so-called Market Wizards in the popular book of the same name by Jack D. Schwager) have each amassed massive fortunes via the use of technical analysis and its concepts. 
Charting terms and indicators
 Concepts
· Average true range - averaged daily trading range  

· Momentum - the rate of price change 
Overlays
Overlays are generally superimposed over the main price chart.

· Resistance - an area that brings on increased selling 

· Support - an area that brings on increased buying 

· Breakout - when a price passes through and stays above an area of support or resistance 

· Trend line - a sloping line of support or resistance 

· Channel - a pair of parallel trend lines 

· Moving average - lags behind the price action but filters out short term movements 

· Bollinger bands - a range of price volatility 

· Pivot point - derived by calculating the numerical average of a particular currency's or stock's high, low and closing prices 
Price-based indicators
These indicators are generally shown below or above the main price chart.

· Accumulation/distribution index—based on the close within the day's range 

· Average Directional Index — a widely used indicator of trend strength 

· Commodity Channel Index - identifies cyclical trends 

· MACD - moving average convergence/divergence 

· Parabolic SAR - Wilder's trailing stop based on prices tending to stay within a parabolic curve during a strong trend 

· Relative Strength Index (RSI) - oscillator showing price strength 

· Stochastic oscillator, close position within recent trading range 

 Volume based indicators
· Money Flow - the amount of stock traded on days the price went up 

· On-balance volume - the momentum of buying and selling stocks 
