Excerpts from Elder’s book:
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28. MOMENTUM

When an oscillator rises or falls beyond its reference line, it helps a trader to pick a top or a bottom. Oscillators work spectacularly well in trading ranges, but they give premature and dangerous trading signals when a new trend erupts from a range. When a strong trend begins, oscillators start acting like a dog that pulls its owner off his path.

An oscillator can stay overbought for weeks at a time when a new, strong uptrend begins, giving premature sell signals. It can stay oversold for weeks in a steep downtrend, giving premature buy signals. Knowing when to use oscillators and when to rely on trend-following indicators is a hallmark of a mature analyst (see Section 43).

Types of Divergences

Oscillators, as well as other indicators, give their best trading signals when they diverge from prices. Bullish divergences occur when prices fall to a new low while an oscillator refuses to decline to a new low. They show that bears are losing power, prices are falling out of inertia, and bulls are ready to seize control. Bullish divergences often mark the ends of downtrends.

Bearish divergences occur in up trends - they identify market tops They emerge when prices rally to a new high while an oscillator refuses to rise to a new peak. A bearish divergence shows that bulls are running out of steam, prices are rising out of inertia, and bears are ready to take control.

There are three classes of bullish and bearish divergences (Figure 28-I). Class A divergences identify important turning points - the best trading opportunities. Class B divergences are less strong, and class C divergences are least important. Valid divergences are clearly visible - they seem to jump from the charts. If you need a ruler to tell whether there is a divergence, assume there is none.

Class A bearish divergences occur when prices reach a new high but an oscillator reaches a lower high than it did on a previous rally. Class A bearish divergences usually lead to sharp breaks. Class A bullish divergences occur when prices reach a new low but an oscillator traces a higher bottom during its previous decline. They often precede sharp rallies.

      Class B bearish divergences occur when prices make a double top but an oscillator traces a lower second top. Class B bullish divergences occur when prices make a double bottom but an oscillator traces a higher second bottom. 

       Class C bearish divergences occur when prices rise to a new high but an indicator stops at the same level it reached during the previous rally. It shows
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Figure 28-1.
Types of Divergences

Divergences between prices and indicators give some of the most pow​erful signals in technical analysis. Divergences are defined by the differ​ences in height or depth of prices and indicators.

Class A bearish divergence-prices reach a new peak while in indicator reaches a lower peak. This is

                   the strongest sell signal. 

Class A bullish divergence-prices fall to a new low while an Indicator stops at a more shallow low  

                    than before. This is the strongest buy signal.

Class B bearish divergence-prices trace a double top while an indicator reaches a lower peak. This 

                     is the second strongest sell signal.

Class B bullish divergence-prices trace a double bottom while an indica​tor traces a higher second 

                     bottom. This is the second strongest buy signal.

Class C bearish divergence-prices reach a new peak while an indicator traces a double top. This is 

                   the weakest bearish diver​gence.

Class C bullish divergence-prices fall to a new low while an indicator makes a double bottom. This is the weakest bullish divergence.
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that bulls are becoming neither stronger nor weaker Class C bullish divergences occur when prices fall to a new low but the indicator traces a double bottom.

Class A divergences almost always identify good trades. Class B and C divergences more often lead to whipsaws. It is best to ignore them, unless they are strongly confirmed by other indicators.

   Triple Bullish or Bearish Divergences consist of three price bottoms and three oscillator bottoms or three price tops and three oscillator tops. They are even stronger than regular divergences. In order for a triple divergence to occur, a regular bullish or bearish divergence first has to abort. That's another good reason to practice tight money management! If you lose only a little on a whipsaw, you will not suffer - and you will have both the money and psychological strength to re-enter a trade.

Momentum and Rate of Change
Momentum and Rate of Change measure trend acceleration - its gain or loss of speed. These leading indicators show when a trend speeds up, slows dawn, or maintains its rate of progress. They usually reach a peak before the trend reaches it's high and reach a bottom before prices hit their low.

As long as oscillators keep reaching new highs, it is sate to hold long positions. As long as they keep reaching new lows, it is safe to hold short positions. When an oscillator reaches a new high, it shows that an uptrend is gaining speed and is likely to continue. When an oscillator traces a lower peak, it shows that an uptrend has stopped accelerating, like a rocket that has run out of fuel. When it flies only because of inertia, you have to get ready for a reversal. The same reasoning applies to oscillator lows in downtrends.

Momentum and Rate of Change compare today's closing price to a price a selected period of time ago. Momentum subtracts a past price from today's price. Rate of Change divides today's price by a past price.
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