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Introduction

Market Price Reflects All Known Information

Technical analysis is the study of market action, using charts, for the purposes of forecasting future price trends. 
The primary cornerstone of technical analysis is based on the idea that the currency price is a comprehensive 
reflection of all market changes in the balance between supply and demand as caused by traders' reactions to 
economic, political or psychological changes. The market price of any given currency takes into account the effect 
of all possible forces acting on that commodity, therefore those that adhere to technical analysis believe it is 
redundant to study fundamental analysis.

Chart Patterns

Much of the body of technical analysis and the study of market action have to do with the study of human 
psychology. Chart patterns, identified over the past century, reflect bearish or bullish market patterns and are 
based on traders' psychological reactions to certain supply/demand fluctuations. Assuming that the innate nature of 
human psychology does not change, patterns that have worked in the past are assumed to be viable forecasting 
tools for the future.

Concept of Trend

The third and final principle of technical analysis is the concept of trend. Market prices will continue in a trend until 
the trend reverses. The purpose of charting the price actions of a market is to identify trends in the early stages of 
their development with the intent of trading in the direction of those trends and continuing to ride these trends 
until they show signs of reversal.

In this lesson we are going to explore several key topics. We will start by describing chart types and the idea of 
trends. Next, we explore support and resistance levels and trendlines. Afterwards, we will look at common chart 
patterns that signify either an upcoming reversal of a trend or a period of consolidation during a continuing trend.
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Chart Types 

Charts represent the price data fluctuations caused by varying market forces. The information found in these charts 
enables a chartist skilled in the science of technical analysis to draw trading signals for future price activity. The 
primary chart types used for the analysis of the Forex market are:

●     Line Chart 
●     Bar Chart 
●     Candlestick Chart 

The most popular type of chart in use today is the candlestick chart. Originally developed in Japan, it did not come 
into popular use until the 1980s. The line chart is the original type of chart and is still in wide use today, primarily 
due to its convenience and effectiveness in plotting price data over extremely long and short periods of time. The 
bar chart is also used by many traders. Although any one of these chart types can be used equally well for most 
analytical techniques, most traders develop certain preferences for use in their analysis.

Line Chart

In order to plot a line chart, single prices for a selected time period are connected by a line. The most popular 
variation of the line chart is the daily line chart, which plots each day's closing price. The basic problem with the 
daily line chart is its lack of data on intraday market activity. This issue has been amended in recent years with the 
use of computer power to plot line charts with smaller increments. Whereas other chart forms may fall behind in 
the accurate reporting of price data over very small intervals, the line chart can be used to plot data for intervals as 
short as 5 seconds or even a single tick. Line charts are also extremely useful for obtaining a “big picture” view of 
market trends over several years. The only remaining flaw with the line chart is its lack of ability in reporting price 
gaps, as these cannot be represented on a continuous chart.

Bar Chart

Any given line in the bar chart consists of four important points. 

●     High - The top point of the vertical bar 
●     Low - The bottom point of the vertical bar 
●     Opening Price - A small horizontal line to the left of the vertical 

bar 
●     Closing Price - A small horizontal line to the right of the vertical 

bar 

The bar chart’s advantages are its ability to display the price range over the 
selected period as well as its capacity to plot price gaps. One of the bar 
charts major disadvantages however is its inability to plot the whole price 
fluctuation, even when plotted for extremely small periods of time.
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Candlestick Chart

The candlestick chart is quite similar to the bar chart as it also consists of 
the same four primary price points: the high, the low, the open and the 
close. The candlestick is often considered easier to view and thus analyze 
than its bar and line chart contemporaries.

The body of the candlestick bar is comprised of the difference between the 
open and close price. If the opening price was lower then the closing price 
or the given commodity gained value, then the body of the bar is colored 
blue. To contrast, if the opening price was higher then the closing price or 
the given commodity lost value, then the body of the bar is red. If the high 
and low prices are located outside of the open-close range they are marked 
off by two lines known as the upper and lower shadows. The upper shadow 
protrudes from the top of the candlestick's body and marks the high price 
for the given time period represented by the bar. Conversely, the lower 
shadow protrudes from the bottom and marks the low price. 
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Trends

The trend is the fundamental cornerstone of technical analysis. The trend denotes the overall direction of the 
market at a given time over a given scope, showing the trader the tendency of change in market prices. More 
simply put, the trend shows the direction of the market. Thus it follows that all trends fall under one of the 
following three categories: upward, downward, and sideways. Trends may also be classified by their timeframes as 
long-term, medium-term and short-term trends. However, any number of smaller trends can occur within larger 
trends. 

●     Upward Trend 
●     Downward Trend 
●     Sideways Trend 

Trend Types

Upward Trend

An upward trend is denoted by the systematic and extended 
rise in the price of the given currency pair over some prolonged 
period of time. This does not mean that the price of the given 
currency pair never recedes, but merely that in the overall 
picture the price rises more than it falls in the given timeframe. 
A theoretical sketch of an uptrend is presented on the right.

A real life example lasting several months, taken from a VT 
Trader screenshot, is shown below. 

file:////Testserver/htdocs/forex/chapter1/chapter1.php
file:////Testserver/htdocs/forex/chapter2/chapter2.php
file:////Testserver/htdocs/forex/html/chapter3.php


  

Downward Trend

A downward trend shares all the characteristics of the upward 
trend but in the reverse direction, thus denoting the fall in the 
price of a given currency pair.

On the right we show a theoretical image of a downward 
trend, and a real life counterpart below. 

  



Sideways Trend

The sideways trend is also known as a trendless, ranging or flat 
market. Though similar to the other two types, the sideways 
trend shows no major difference in the price values between 
the beginning and the end of a specific time period. The 
sideways trend denotes market conditions in which prices may 
be moving back and forth between levels of support and 
resistance (covered next). 
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Concept of Support and Resistance

In order to clearly see trends a technical analyst must draw trendlines and identify levels of support and resistance. 
This page will teach you about these crucial aspects of technical analysis. 

●     Support and Resistance 
●     Trendline 
●     Trendline Penetrations 
●     Support Turns into Resistance or Resistance Turns into Support 
●     Channel Line 

Support and Resistance

Trends do not move in straight lines; they zigzag in a general direction forming progressively higher (or lower) 
peaks and lows.

At a price peak, or high, buyers that are pushing up the price of a currency pair hit resistance. There are many 
sellers at that particular price, and they overpower the buyers (who may turn into sellers themselves). Price will dip 
as long as this selling pressure is present. If the uptrend is significant however, as price dips buyers that missed 
the opportunity to buy (or have sold at the peak), will now buy the pair and price will recover until there is a next 
peak. These peaks within a trend are known as the trend’s resistance levels.

At a price trough, or low, the opposite is happening. A currency pair that is falling in value will meet some 
support. It is the price at which sellers are overpowered by an influx of buyers. These lows within a trend are 
known as support levels.

Here is an example of support and resistance levels in a sideways moving trend:
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Notice how every time price reaches 1.2900-1.2950 it reverses, and when price falls to 1.2500 it 
rebounds. The levels of support and resistance here impact the market for a full six months.

Trendlines

A trendline is a straight line connecting significant support or 
resistance levels. In the above figure they are the green and brown 
lines. Generally, a trendline can be drawn from as few as two support/
resistance levels. However, the more support/resistance levels that 
are touching the trendline, the more stable the trend is.

●     Just as the trends themselves, trendlines can be 
upward, downward or sideways.
 
 

●     A trendline connecting a set of support levels is 
referred to as the line of support. 
 
 

●     A trendline connecting resistance levels is referred 
to as a line of resistance. 
 
 

●     Trendlines are always drawn from left to right. 
 
 

●     Higher volume at a given support/resistance level, 
extensive repetition of support/resistance levels on 
the trendline and prolonged duration of trendline 
adherence all signify the markets determination to 
obey the trend and thus strengthen it. 
 
 

●     Research has also shown that the more significant 
trends form at 45-degree angles. A sharper angle 
suggests an unsustainable rally and a shallower 
angle suggests that a trend may be close to 



reversal. 
 
 

The figure below has several trendlines showing lines of support (green) and resistance (red).

Trendline Penetrations

Trendline penetrations, also known as violations or breaks, are key technical signals in determining the market’s 
future direction. They can mean that an existing trend is ready to reverse or change its characteristics. You can see 
examples of trendlines being violated in the above figure (in September 2004 and in May 2006) 

●     It is important to monitor market volume during a trendline penetration.  
●     High volume on a trendline penetration or the failure of consecutive support/resistance levels to 

exceed each other would be characteristic of the market’s determination to break out of or even 
reverse a trend.  

Support Turns into Resistance or Resistance Turns into Support

Upon penetrating a firm line of resistance, the market often chooses to take up that very line of resistance as its 
new line of support. In the figure below, there is a trendline break in November. When price recedes from its new 
high near 1.3400 it bounces off support at the line that had previously been resistance. 



  

The reverse is also true, as lines of resistance often replace previous lines of support in cases of downward 
penetration. In this example the trendline is upward sloping, not sideways. There is a downward trendline break in 
October. The old trendline, which had acted as support now turns into resistance, first right away and then again 
three months later.  

 

Channel Line 



The channel line runs parallel to the basic trendline, joining 
the support levels in an upward trend and the resistance 
levels in a downward trend. If the price of the currency pair 
continuously oscillates between the trendline and the 
channel line then one can assume that a valid channel exists.

The channel is one of the most useful analytical patterns. 
Unlike the breaking of a trendline, which signifies a possible 
reversal in the trend, the penetration of the channel line is a 
common indicator of expected acceleration of the already 
prevalent trend. A failure to reach the channel line on the 
other hand is an indication that the trend is failing and that 
price may break through the trend line on its next turn. 

 

Here are two examples of a parallel trend channel:
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Trend Reversal Patterns 

The sideways price action of a reversal pattern signifies that upon breaking out of the pattern there will be a 
turnaround in the current trend.

We will be investigating the Head and Shoulders and Inverse Head and Shoulders on this page. Double Tops and 
Bottoms and Triple Tops and Bottoms will be discussed on the next page.

Other reversal patterns such as Rounded Tops and Bottoms, V-Formations, and Diamond Formations are not as 
common and harder to see. Rounded Tops and Bottoms will be discussed briefly on the next page while you can 
check our glossary for some information on V-Formations and Diamond Formations.

Head and Shoulders

The Head and Shoulders pattern is one of the most classic patterns in a technical analyst’s toolkit. 

This three-peak formation is named for its resemblance to a 
head and two shoulders. The center peak (head) protrudes 
above the remaining two peaks (shoulders), which are set at 
or close to identical levels. The common line of support for 
all three peaks, which does not have to be a horizontal line, 
is known as the Neckline. The final downward penetration of 
the neckline confirms the start of a new downward trend.

There is a chance that even after there is a break of the 
neckline that the trend may not reverse. A good validation of 
a reversal would be if the break is significant or if the 
neckline is tested and it turns from support to resistance. 
Also, a trader should look and see if momentum was higher 
during the formation of the left shoulder compared to the 
right shoulder as this would indicate that buying pressure is 
decreasing and a true reversal pattern is taking place. 
During a true head and shoulders reversal, the downward 
move can be expected to be equal to the distance from 
neckline to head. 
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Here is an example of a head and shoulders pattern on a daily chart using the GBP/USD currency pair. 

Inverse Head and Shoulders

The inverse Head and Shoulder pattern follows the same model.

In the 4-hour chart below you can see that at first price is 
heading downwards. After the pattern forms, price reverses 
and there is a substantial move in an upward direction. Soon 
though price retracts and tests the neckline. The neckline holds 
as support, and the uptrend continues, completing the reversal. 
You can also see, from the momentum indicator, that selling 
pressure eases by the time the right shoulder is forming. 



This figure is an example of an inverse head and shoulders pattern on a 4 hour chart using the EUR/USD 
pair.
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More Reversal Patterns - Various Tops and Bottoms 

Some other chart patterns that signal reversals are double tops, double bottoms, triple tops and bottoms, and 
rounded bottoms and tops.

Double Top 

A double top is formed when the price of a pair in an uptrend 
rises and encounters resistance. Following this, price retreats 
to a support level which will become the neckline and 
subsequently returns to the resistance level. After failing to 
break the resistance level a second time the pair falls back 
down. At the neckline price breaks down into a new 
downward trend.

A real life example of a double top is presented below.

Double Bottom 
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The same but opposite scenario occurs in the case of a double 
bottom. A downtrend reverses after testing a certain support 
level twice. Failing to breakthrough, price reverses into a new 
uptrend. Sometimes, the pair will retest the neckline, which 
should switch its role from support to resistance.

A real life example of a double bottom is shown below. You 
can clearly see in the example the neckline acting as support 
when it is re-tested.

Triple Tops / Triple Bottoms

In the typical triple top formation each one of the heads is about the same size. A line of resistance can be drawn 
connecting the three tops. A neckline should be drawn connecting the support levels. After the third head, price 
falls below the neckline. The market may rebound for a short attempt at breaking back past the neckline only to be 
followed by the start of a new downward trend.

Below is an example of a triple top. Notice that the neckline is slanted upwards instead of perfectly horizontal, 



which is normal. For all of these patterns, a trader will be hard pressed to find them exactly as they are shown in 
their theoretical forms.

Rounded Tops/ Rounded Bottoms

Another variation of the shape a top and bottom can take is one in which the reversal is "rounded". The rounded 
top formation forms when the market gradually yet steadily shifts from a bullish to bearish outlook while in the 
case of a rounded bottom, from bearish to bullish. The prices take on a bowl shaped pattern as the market slowly 
and casually changes from an upward to a downward trend.
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