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Disclaimer

This book is not to be used for financial advice. 

All the material contained in this book is provided for informational purposes only. The author does not guarantee any results from the use of this information. 

No responsibility can be taken for any results or outcomes resulting from the use of this material.

While every attempt has been made to provide information that is both accurate and effective, the author does not assume any responsibility for the accuracy or use/misuse of this information.
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Introduction - What is Momentum Trading?
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One of the most effective strategies used in trading is momentum trading. First let’s go over what momentum trading actually is. Momentum trading is exactly that - trading based on momentum. 

Momentum trading uses technical indicators to help spot when a security is starting to gain momentum in either a positive or negative direction. At the very heart of momentum trading is the idea that price momentum precedes price action. In other words, the momentum of a security’s price will change direction before the price itself changes direction. 

This is extremely important because it means that we can get into a trade ahead of the move, rather than trying to pick tops and bottoms.

What is Momentum?

Momentum is defined as the rate of change in price. In trading, momentum is the speed at which a security's price moves. When the price is moving quickly in one direction, it is said to have high momentum. 

Momentum can be measured using various technical indicators, such as the Relative Strength Index (RSI) and the Stochastic Oscillator. These indicators help traders identify when momentum is increasing or decreasing which can be used as a signal to enter or exit a trade.
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In this book, we'll take a look at some of highly profitable momentum trading trading strategies and how you can use them to make money in the markets. 
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Chapter 1: Identifying Momentum In The Markets
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When it comes to trading, momentum is key. Momentum trading is all about making money by riding on the wave of an asset's price movement. And while it may sound easy enough in theory, in practice, it takes a bit of skill to master. 

When momentum trading, the first thing you need to know is how to identify momentum momentum in the market. In this chapter you will learn how to identify momentum on your charts using technical indicators and price action.
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Momentum In Price Action
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Another way you can spot changes in momentum is by using price action to spot these changes. You can see changes in momentum by looking at the sizes of candles and how prices have been acting over a period of time.

One thing you want to look for is candles that are increasing in size. The larger the size of the candle, the stronger the momentum will be. You should also look at how prices have been acting during this period. If you notice that certain candles are completely engulfed by others, then this is another indication that momentum is increasing.
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Once momentum starts increasing in a security, you should look to enter a position when prices start breaking through resistance levels. As momentum increases, it can have a positive effect on the underlying security. 

When this happens, you may find that previously broken resistance levels will now act as support. You can then use these areas as potential entry points for your trades.
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Using Momentum Indicators
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Momentum indicators are technical analysis tools that traders use to measure the speed and magnitude of price changes. 

They vary in complexity, but all attempt to find the strength and duration of market momentum. Momentum oscillators can be used to identify overbought and oversold conditions, trend reversals, and trading opportunities.

Momentum oscillators are indicators that are designed to highlight changes in the strength of a trend. They work by measuring the speed of price movement over a given period of time. 
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How to Read a Momentum Indicator 
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There are many different types of momentum oscillators, but all of them work in basically the same way. They measure the speed or magnitude of price changes over a certain period of time. When the momentum indicator is pointing up, it means that prices are increasing at a faster rate than they have been in the past.

Some momentum oscillators like the MACD have two lines - a fast line and a slow line. The fast line is usually the more sensitive indicator, while the slow line is more smoothed out.

Many traders use the crossover of these two lines as a trading signal. When the fast line crosses above the slow line, it is considered to be a bullish signal, and when the fast line crosses below the slow line, it is considered to be a bearish signal. You can use these signals to enter into new trades or to exit existing trades. 

Other momentum oscillators like the RSI will have a single line that moves up and down. This line will oscillate between 0 and 100. Below are important components of a RSI that you should know, these are found on most momentum oscillators and can be used of entry/exit signals.

The Centerline or "zero line":

All momentum oscillators will have a centerline or "zero line" which is used as a reference point. When the indicator moves above the centerline, it is indicating that the trend has become stronger, while when it moves below the centerline, it is indicating that the trend has weakened. The further away from the centerline the indicator travels, the greater the magnitude of change.
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Overbought/Oversold Zones:

Most momentum oscillators will also have overbought and oversold zone. The overbought zone is typically defined as prices that are too high, indicating a likely price drop and the opposite being oversold is typically defined as prices that are too low, and a potential price bounce is likely. When the momentum oscillator reaches these levels, it is said to be "overbought" or "oversold". On the RSI and most other oscillators, the overb0ught zone will be above 70, and the oversold zone will be below 30. 

How to Trade Overbought/Oversold Signals

When using overbought/oversold signals you should wait until the oscillator has crossed out of the zone before using it as a valid signal, this means –

	Buy when the RSI crosses above the oversold zone

	Sell when the RSI crosses below the oversold zone
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An example of a oversold buy signal (green circle) and oversold sell signal (red circle)

When using overbought/oversold signals, it is best to combine them with confirmation signals from price action or other indicators. You should not solely use overbought/oversold readings for entries and exits.
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How Momentum Oscillators can be used in Trading
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Here are a few ways momentum oscillators can be used in trading:

1. Accurate Entry and Exit Signals

Accurate entry and exit signals can be created by using common momentum indicators like the RSI, Stochastics, and MACD. A signal to enter or exit a trade can be when the oscillator reaches overbought or oversold levels, and then exits these levels. You can also use more advanced techniques like adding a moving average on the RSI, using the RSI crossing above the moving average as a buy signal and crossing below as a sell signal.

2. Trend Confirmation

Momentum oscillators can also be used as confirmation indicators. When combined with other technical indicators, momentum oscillators can provide confirmation that a trend is indeed happening. 

An example of this would be using the 50 level on your RSI as a trend confirmation signal. If the RSI is above 50, price is in an uptrend and below 50 a downtrend is occurring.

3. Trend Reversals

As mentioned earlier, divergence between price and an oscillator can be a strong indication that a reversal is coming, this makes momentum oscillators great tools for predicting trend reversals. If you spot divergence on your oscillator you could either avoid entering the trend, or wait for the trend reversal to occur entering the new trend early.
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