Divergence Cheat Sheet
by Vaughan Kilpatrick
It�s about higher highs and lower lows.  If you find them in price, but not in the oscillator, you have regular divergence.  If you find them in the oscillator, but not in price, then it�s hidden divergence.
Higher Highs => Short

Lower Lows => Long

At first this seemed to me like the opposite of common sense, so I had to think about it for a while.  I finally got it that it means when higher highs or lower lows in either price or an oscillator aren�t confirmed by the other, then the direction indicated by the extremes, meaning the higher highs or lower lows, is weak and is likely to change.
If the higher highs or lower lows are in price but not the oscillator, then the direction of price is likely to reverse.  This is regular, or classic divergence and can be used as a confirming indicator for a reversal entry.
Regular divergence describes a price trend change that will probably happen in the future, albeit shortly.  On the other hand, hidden divergence is a confirming indicator of past price direction.
We have hidden divergence when we have higher highs or lower lows in the oscillator but not in price.  In this case the direction indicated by higher highs or lower lows in the oscillator is contradicted by the price trend.  Unlike regular divergence, where the weakness in price trend is about to lead to a reversal; here the weakness has already led to a little reversal against the trend.  The hidden divergence implies that this recent little reversal in price direction will be short-lived and that price will resume moving in the direction of the trend.  This is exciting because it can confirm a continuation entry, which is generally much less risky than a reversal entry.  What you have here is the opportunity to enter on a pullback of the current trend, which you expect to continue based on this and whatever other indicators you choose.  This is trading with the trend, nice and friendly; however, please heed the following warning.
Warning:  I consider divergence to be an indicator, not a signal to enter a trade.  It would be unwise to enter a trade basely solely on this indicator as too many false signals are given; however, on the other hand, I consider it even more unwise to trade against this indicator.
Thanks to NQoos for sharing his knowledge in the NQ/ES Paltalk room and providing so many wonderful examples of divergence in his great charts posted at www.dacharts.com.  Also thanks to Dave Shedd and Buffy for bringing us all together and for freely and generously sharing their time and knowledge.

 

SUMMARY OF FOUR TYPES OF DIVERGENCE

Regular Divergence:

· Higher highs in price and lower highs in the oscillator which indicate a trend reversal from up to down.

· Lower lows in price and higher lows in the oscillator which indicate a trend reversal from down to up.

Hidden Divergence:

· Lower highs in price and higher highs in the oscillator which indicate a confirmation of the price trend which is down.

· Higher lows in price and lower lows in the oscillator which indicate a confirmation of the price trend which is up.

On the diagram, the diagonal lines represent the trend lines drawn on a chart showing how each of the four patterns look with price above and the oscillator below.  On the two price lines, going either from right to left or left to right, the reversal of the diagonal lines shows the direction to be expected by each instance of divergence.  In each of the four instances of divergence, when price is headed up, green, chances are good it will turn down, red, and vice versa.
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Another explanation
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I have a special treat. Here’s a short lesson on divergences. Divergence is basically price action measured in relationship to an oscillator indicator. It doesn’t really matter what type of oscillator you use. You can use RSI, Stochastic, MACD, CCI, etc. etc. I personally use OsMA. OsMA is simply the difference between the MACD and its signal line. If you’re still confused, I suggest you read  our lesson on MACD again. The great thing about divergences is tat you use them as a leading indicator and it’s pretty easy to spot. 

Just think “higher highs” and “lower lows”. 

If the price is making higher highs, but the oscillator isn’t then you have regular divergence. If the price is making lower lows, but the oscillator isn’t, this is also considered regular divergence. A regular divergence is used as possible sign for a trend reversal. 

If the oscillator is making higher highs, but the price isn’t, then you have hidden divergence. If the oscillator is making lower lows, but the price isn’t, this also considered hidden divergence. A hidden divergence is used a possible sign for a trend continuation. 

Let’s look at the chart above as an example. First, notice how I’ve labeled “Lower Lows” for price and “Lower Lows” for OsMA in purple. This is the normal relationship between price and the oscillator. If price is making lower lows, then the oscillator is supposed to make lower lows as well. 

Now take a look at where I’ve labeled “Lower Lows” for price in red and also “Higher Lows” for OsMA in red. This is a good example of “regular divergence”. Observe how the pair stopped falling and slowly began to rise. This is what I mean by “trend reversal”. 

If a pair is in a downtrend and you spot a regular divergence, you better take caution as this is a possible sign the move down might be over and price is likely to reverse. If you’re in a short trade, you might want to think about cashing out before it’s too late. 

Last but not least, take a look at where I’ve labeled “Higher Lows” in green for price and “Lower Lows” in green for OsMA. This is an example of “hidden divergence”. The hidden divergence implies that this recent downtrend (swing high of 1.2321 to 62% Fib line) is temporary and that price will resume moving up.

Here is a cheat sheet on how to trade divergences:

	Divergence Type
	Price
	Oscillator
	Trade

	Regular
	Higher High
	Lower High
	SELL

	Regular
	Lower Low
	Higher Low
	BUY

	Hidden
	Higher Low
	Lower Low
	BUY

	Hidden
	Lower High
	Higher High
	SELL


This is why I like a long trade. The setup looks really nice:

1. The pair has bounced off its 62% Fib level and looks like it’s going to rise

2. The hidden divergence provides additional confirmation of a possible move up

Please keep in mind that I use divergence as an indicator, not a signal to enter a trade!  It wouldn’t be smart to trade basely solely on divergences as too many false signals are given.  On the flip side, I think it is just as dangerous trade against this indicator. If you’re unsure about which direction to trade, chill out on the sidelines. 

While this was a really quick primer on divergences, if you’re still a little bit confused, that’s okay. I guarantee that if you re-read what I wrote about divergences above several times while looking at charts, it will come to you. If not, you can always take up astronomy and look at stars instead of charts. I’m kidding. Don’t worry, while we haven’t talked about divergences in our School of Pipsology, it’s definitely a lesson we will eventually add and cover more in-depth. So stay tuned.
Another explanation
The indicator i used for this was the OSMA or 'moving average of ocilator - basically the histogram on a good macd. The settings are 8,12,9

The chart shows the easiest type of hidden divergence to spot and the most lucrative - there are other harder to spot ones where the lows come in the same peak so to speak but lets get the basics right first.

basically this is my definition and how to use it:

Determine the trend with some kind of moving average or whatever else you fancy - the ones above are a 34 ema and a 50 ema showing the trend as up

you will then see higher highs on price and higher highs on osma - higher lows on price and higher lows on osma.

when you see a higher low on price but which shows a lower low on osma this is hidden divergence and is used for re-entry into the prevailing trend. the trade can be exited in many ways either an osma top or a pre-determined level of support. Or you may decide to stay in the trend until some kind of regular divergence is seen.

Entry is given on the close of the first bar that makes a single higher (lower) bar on the osma. Its important that you wait for the bar to close as until it is the osma bottom is not formed.

There are ways of optimising the entry point where you can enter before osma has given the signal that its bottomed out - either by identifying some kind of support zone with pivots, murray math etc or on some other significant support such as a price channel, trendline etc.

this is the prime hidden divergence setup when above the osma zero line you get 2 or more higher highs in succession followed by a lower low. There are other forms of hidden divergence but this one is the highest probability one. If you wait all day for these and take nothing else you will make money on them overall. Hidden divergences are seen on all timeframes


Please let me know if this was useful or if it needs more in depth.
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