


Introduction

• Welcome to Trading 
Major Reversals, our 
latest installment in 
the Trade Secrets 
Series.

• This Trade Secret 
will focus on 
detecting the stages 
of Major Reversals 
and reacting to 
them accordingly.



The Goal of this Trade Secret

• Determine Broad 
Market Trend 
Changes

• Individual Security 
Trend Changes

• Determine Type 
of Trade Based on 
Trend Change 
Information



Reacting Without Overreacting

• We want to take 
advantage of reversals, 
but we also want to 
make sure that we are 
trading a reversal.

• We will look at Major 
Reversals in stages.

• This allows us to react 
differently in different 
stages.



The Three Major Reversal Stages

The Warning Stage

First Sign of Major Reversal

The Evidence Stage

Additional Clues of Major 
Reversal

The Confirmation Stage

Continuation Confirmation



STAGE ONE:
The Warning Stage



The “Warning” Stage

• In Stage One, or the 
Warning Stage, we are 
looking for reliable clues 
that a major reversal 
might be coming.

• These clues should 
reveal themselves in a 
relatively short amount 
of time.

• It’s important not to 
overreact, but be aware.



The Big Tell: Divergence

• Divergence analysis 
is one of the most 
effective ways of 
forecasting a 
potential reversal.

• Divergence means 
that an instrument 
we are comparing 
to an index or 
security is moving 
in a different 
direction.

• Divergence is often 
measured using 
peaks and valleys.



Market Breadth Divergence

• Market Breadth 
Divergence 
shows us a shift 
in market 
sentiment ahead 
of the index.

• The McClellan 
Oscillator lends 
itself well to 
divergence 
analysis.

• Relevant to broad 
market index.



Dow Transport Divergence

• Dow Transport 
Divergence can 
be an early 
warning of 
broad market 
trend change.

• This analysis 
method is only 
relevant if they 
were previously 
correlated.



More Dow Transports Divergence



Momentum Divergence

• Momentum is 
commonly used 
as a leading 
indicator.

• Divergence tells 
us the security 
(or index) is 
losing/gaining 
momentum.



A Word on Divergence

• Most Divergence 
Analysis will 
compare peaks and 
valleys.

• It’s important that 
we don’t miss the 
forest for the trees!

• We are looking at 
the divergence 
between price and 
an indicator, 
whether peaks and 
valleys exist or not. 



Major Support/Resistance

• The test of long term 
support/resistance is 
a great early warning.

• Even if the level 
doesn’t hold, we 
know it didn’t hold!

• This applies more to 
securities as actual 
price levels have 
meaning.



Volume Climax

• A Volume Climax is 
an early indication 
of selling or buying 
pressure subsiding.

• Using a Volume 
Moving Average 
can make 
detecting a 
Volume Climax 
easier.



STAGE TWO:
The Evidence Stage



Collecting Evidence

• Now we have 
been warned of 
a Major Reversal 
in Stage One.

• In Stage Two, we 
are looking 
additional Major 
Reversal clues. 



Volatility Trend

• Increasing 
Volatility is a sign 
of fear.

• This is usually 
associated with a 
downward trend.

• Volatility Trend 
changes provide 
evidence of price 
trend change.



MACD Crossover

• MACD Crossovers 
are good 
confirmation of a 
trend change.

• MACD Histogram 
Crossover will give 
you earlier 
confirmation.

• The significance of 
the crossover is 
directly related to 
being warned in 
Stage One.



Moving Average Crossover

• MA Crossovers 
provide good 
evidence of a 
trend change.

• We want to use 
MA values that 
represent a 
short term and 
a long term.



Higher Low/Lower High

• Higher Lows and 
Lower Highs are 
excellent 
indications of a 
coming 
continuation 
move.

• A Higher Low tells 
us the bulls are re-
entering the 
market quickly 
which will most 
likely drive the 
market higher. 



STAGE THREE:
The Confirmation Stage



Confirming the New Trend

• Our Third Stage 
confirms that we are 
in a new long term 
trend.

• We want to not only 
confirm a major trend 
change, but also 
confirm that we 
should get a 
continuation move.

• We want to consider 
momentum and trend 
strength for trades in 
this stage.



More Higher Lows & Lower Highs

• Continued Higher 
Lows are an 
excellent 
continuation 
confirmation 
tool.

• They also provide 
great entries into 
the trend.



Trend Strength

• Trend Strength helps 
us confirm the new 
long term trend.

• The Trend Intensity 
Index is an excellent 
tool to determine 
trend strength.

• A weakening TRII 
should be 
considered a red flag 
of bears coming into 
the market.



Long Term Momentum

• Strong Long Term 
Momentum tells 
us that we should 
see the trend 
continue.

• The lookback 
shouldn’t be too 
far as to water 
down our right 
edge analysis.

• Be aware that 
extreme levels 
could be signs of 
the market being 
overbought.



The Three Reversal Stages

Warning

• First Sign of Major 
Reversal

•Market Breadth 
Divergence

•Dow Transport 
Divergence

•Momentum Divergence

•Major 
Support/Resistance

•Volume Climax

Evidence

• Additional Clues of 
Major Reversal

•Volatility Trend

•MACD Crossover

•MA Crossover

•Higher Lows/Lower 
Highs

Confirmation

• Continuation 
Confirmation

•More Higher 
Lows/Lower Highs

•Trend Strength

•Momentum



Three Stage Example

• DLTR shows an 
example of the 
three stages.
– Stage 1 

Momentum
Divergence

– Stage 2 
Volatility Trend

– Stage 3 
Strong 
Momentum



Three Stage Example

• ALGN with an 
example using 
some different 
analysis 
techniques:
– Stage 1

Momentum 
Divergence

– Stage 2
MA Crossover

– Stage 3
Higher Low



Reversal Stages Considerations

• Sometimes there is 
no Warning Stage.

• Stage 1 can also be 
used as an exit or 
allocation reduction 
warning.

• Stage 2 and 3 can be 
prone to overbought 
readings.

• The type of trade 
taken and how it is 
managed should 
adjust for each stage.



Conclusion

• In order to take advantage of 
potential Major Reversals, we 
will look for three stages.

– Stage One: The Warning Stage 

– Stage Two: The Evidence Stage

– Stage Three: The Confirmation 
Stage

• Each stage requires different 
analysis techniques.

• Each stage should be traded 
differently.




