Momentum trading is the practice of buying and
selling assets according to the recent strength of price trends. It is
based on the idea that if there is enough force behind a price move, it

will continue to move in the same direction.

When an asset reaches a higher price, it usually attracts more
attention from traders and investors, which pushes the market price
even higher. This continues until a large number of sellers enter the
market — for example, when an unforeseen event causes them to
rethink the asset’s price. Once enough sellers are in the market, the

momentum changes direction and will force an asset’s price lower.

Momentum traders will seek to identify how strong the trend is in a
given direction, then open a position to take advantage of the
expected price change and close the position when the trend starts to
lose its strength. A momentum trader doesn’t necessarily attempt to
find the top and bottom of a trend, but instead focuses on the main
body of the price move. They aim to exploit market sentiment and

herding — the tendency for traders to follow the majority.

Momentum in finance is based on the following key factors:

1. Volume

2. Volatility

3. Time frame



https://www.ig.com/en/glossary-trading-terms/assets-definition
https://www.ig.com/en/trading-strategies/momentum-trading-strategies--a-beginners-guide-190905#Volume
https://www.ig.com/en/trading-strategies/momentum-trading-strategies--a-beginners-guide-190905#Volatility
https://www.ig.com/en/trading-strategies/momentum-trading-strategies--a-beginners-guide-190905#Timeframe

4. \Volume

Volume is the amount of a particular asset that is traded within a
given time frame. Volume is not the number of transactions, but the
number of assets traded — so, if five buyers purchase one asset

each, it looks the same as if one buyer purchases five of the asset.

Volume is vital to momentum traders, as they need to be able to
enter and exit positions quickly, which relies on there being a steady
stream of buyers and sellers in the markets. If a market has a high
number of buyers and sellers, it is known as a liquid market as it is
easier to exchange an asset for cash. Whereas if a market has a low

number of buyers and sellers, it is regarded as illiquid.

Volatility

Volatility is a momentum traders’ bread and butter. Volatility is the
degree of change in an asset’s price — if a market is highly volatile, it
means that there are big price swings, while a market with low

volatility is comparatively stable.

Momentum traders will seek out volatile markets, in order to take
advantage of short-term rises and falls in an asset’s value. As
momentum trading attempts to capitalise on volatility, it is important
to have a suitable risk management strategy in place to protect your
trades from adverse market movements. This should include stops

and limits.


https://www.ig.com/en/glossary-trading-terms/liquidity-definition
https://www.ig.com/en/glossary-trading-terms/volatility-definition

Time frame

Momentum trading strategies are usually focused on short-term
market movements, but the duration of a trade can depend on how
long the trend maintains its strength. This could make is suitable for

traders who employ longer-term styles such as position trading, as

well as those who prefer short-term styles, such as day trading

and scalping.

5. How to start momentum trading

1. Identify the asset you are interested in

2. Devise a momentum trading strategy based on technical indicators

and analysis
3. Practise trading in a risk-free environment

4. Start trading on live markets

5. Popular momentum indicators

Momentum traders aren’t necessarily worried about the
fundamentals of the underlying asset — such as its long-term
growth prospects and the economic circumstances surrounding it.
All a momentum trader generally cares about is price action. This
IS why most momentum traders rely heavily on technical analysis

and indicators to determine when to enter and exit each trade.


https://www.ig.com/en/trading-strategies/best-position-trading-strategies-181119
https://www.ig.com/en/trading-strategies/four-simple-scalping-trading-strategies-190131

Popular momentum indicators include:

1. The momentum indicator

2. The relative strength index (RSI)

3. Moving averages

4. The stochastic oscillator

5. Momentum indicator

The momentum indicator is, as you might expect, the most
popular momentum indicator. It takes the most recent closing
price and compares it to the previous closing price, which can be

used to identify the strength of a trend.

The indicator is an oscillator; it is displayed as a single line which
moves to and from a centreline of zero (or 100 on some charts).
The value of the indicator line provides traders with an idea of
how quickly the price is moving. For example, if the indicator
gives a reading of -0.62 @ $2.90 (Feb.27.2020) that was my
signal to buy because | felt like this would be a indication of being
oversold. When the indicator gave a reading of 0.23 @$3.40
(March.4.2020) this was my sell signal.


https://www.ig.com/en/trading-strategies/momentum-trading-strategies--a-beginners-guide-190905#momentum-indicator
https://www.ig.com/en/trading-strategies/momentum-trading-strategies--a-beginners-guide-190905#RSI
https://www.ig.com/en/trading-strategies/momentum-trading-strategies--a-beginners-guide-190905#moving-averages
https://www.ig.com/en/trading-strategies/momentum-trading-strategies--a-beginners-guide-190905#stochastic-oscillator
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. Relative strength index (RSI)

The relative strength index (RSI) is a momentum-based indicator

which provides buy and sell signals. Like the momentum
indicator, it is plotted on a separate chart and is an oscillator

moving from zero to 100.



https://www.ig.com/en/trading-opportunities/relative-strength-index-trading-strategies-41890-180131
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It is similar to other range-bound indicators, in that it provides
overbought and oversold signals depending on its value.
Anything over 70 is considered overbought, and anything below
30 is considered oversold. So you can on the chart when RSI hit
16.81 that was my signal to buy and when the RSI hit 67.88 that

was my signal to sell.

This momentum strategy is based on the idea that retracements
between these price levels will present clear trends. Momentum
traders would open and close positions within a trend, rather than

at the top and bottom.




When using the RSI, it is important to note that just because the
indicator gives overbought and oversold signals, doesn’t mean
the trend is going to reverse. As you can see from the above
price chart, the signal line remained in the overbought territory for
a sustained period of time. This makes it important to use the

RSI alongside other indicators.

. This momentum strategy is based on the idea that retracements
between these price levels will present clear trends. Momentum
traders would open and close positions within a trend, rather than
at the top and bottom.

When using the RSI, it is important to note that just because the
indicator gives overbought and oversold signals, doesn’t mean
the trend is going to reverse. As you can see from the above
price chart, the signal line remained in the overbought territory for
a sustained period of time. This makes it important to use the

RSI alongside other indicators.

. This momentum strategy is based on the idea that retracements
between these price levels will present clear trends. Momentum
traders would open and close positions within a trend, rather than

at the top and bottom.



Moving averages

Moving averages (MASs) are used by traders to spot emerging

trends in markets. They use a formula that filters out random
fluctuations to show a prevailing price trend. Although MAs are
not a momentum-based indicator, they can help momentum

traders see whether a market is rangebound or not.
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the moving averages (MAs) are on top of each other, with the

shortest-term MA on top and the longest one on the bottom. This
tells us that the market is trending, and that the trend is

accelerating.


https://www.ig.com/en/trading-strategies/moving-averages--how-to-calculate-them-and-use-them-in-your-trad-181008
https://www.ig.com/en/glossary-trading-terms/moving-average-definition

When using moving averages, it is important to be aware that
they are a type of lagging indicator — this means that the signals
happen after the price move. Although a momentum trader
wouldn’t necessarily enter at the start of a trend anyway, this
does mean they will need to use other indicators to find a
suitable exit point. As you can see from the above chart, the MAs
cross over — indicating a trend reversal — after the price has

already declined slightly.

. Stochastic oscillator

The stochastic oscillator compares the most recent closing price

to the previous trading range, over a specified period of time.
This indicator does not follow price or volume, but rather the

speed and momentum of the underlying market.

The stochastic is considered a leading indicator, so it can be
used to predict price movements. It is formed of two lines on a

price chart:


https://www.ig.com/en/trading-strategies/a-trader_s-guide-to-the-stochastic-oscillator-190624
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The indicator line: this is a rangebound line that oscillates
between zero and 100 — if there is a reading of over 80 the
market is considered overbought which it was close to that on
(Mar.4.2020) @ $3.40 when | sold, and if there is a reading
below 20 it is considered oversold which was below 20 on
(Feb.27.2020) @ $2.90 when | bought.

The signal line: this is drawn onto the same price chart. If the
signal line and indicator line cross, it shows that a change in

direction is likely to happen

Momentum trading summed up

Momentum trading is the practise of buying and selling assets

according to the recent strength of price trends



They will open a position to take advantage of an expected
price change and close the position when the trend starts to

lose its strength

Momentum trading is based on volume, volatility and time

frames

Momentum trading works by enabling traders to identify the
rate of change in an asset’s price or volume. As neither price
or volume will continue in one direction indefinitely,

momentum is usually thought of as an oscillating measure

Momentum traders focus on price action rather than long-

term growth and fundamentals

Popular indicators for momentum trading include the
momentum indicator, the RSI, MAs and the stochastic

oscillator
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