The Bollinger Bands Indicator 

I. Introduction: 

Created by John Bollinger, the Bollinger Bands indicator serves as a measure of volatility. Overlaid with the price action, the indicator can give a large amount of information.  

· Periods of consolidation. 
· Periods when a price is overextended. 
· Continuation signals. 
· Establishing price targets. 
· Buy and Sell signals. 
· Reversals 

The Bollinger Bands indicator is similar to the Moving Average Envelope indicator in that they both form upper and lower bands around a moving average. 

Bollinger Bands go a step further than MA Envelopes in that they incorporate statistics and the concept of standard deviations to form their upper and lower limits. 

Bollinger created his bands at a time when many analysts did not understand that volatility was a dynamic variable that fluctuated and not a static one (like pecentage based envelopes). 

The indicator consists of three lines; the middle line (a moving average), the higher band and the lower band. An example of the indicator is depicted above in figure 1.  

II. Construction: 


In order to further understand the construction of the indicator, one has to understand the concept of standard deviation. 

II – A. Standard Deviation 

Standard Deviation is a statistics concept. It originates from the notion of normal distribution. For people who have ever taken a statistics course, normal distribution is akin to a bell curve. To take this example further, when a professor distributes grades on a “curved scale”, he or she is employing normal distribution. 

Most students will fall somewhere in the middle range (or mean) and get a B. There will be a few students that do very poorly and get bad grades, and those acing the test will receive A’s. 

One standard deviation away from the mean, either plus or minus, will include 67.5 percent of the students’ scores. Two standard deviations away from the mean includes 95 percent of the scores. There are only 5% of students that have the absolute best and the absolute worst scores. 

How can this relate to foreign currency or options trading? The Bollinger Bands indicator’s main function is to measure volatility. What the Bollinger Bands upper and lower limits try to do is to confine using two standard deviations, 95 percent of the (possible) closing prices. 

It does this by comparing the current closing price with the moving average of the closing price. The difference between them, and thus the volatility of the current price compared to the moving average, will increase or decrease the standard deviation. 

When volatility is high, or prices close far away from the moving average, the Bollinger Bands increase to accomodate more possible prices that can fall within 95% of the mean. 

 

III. Interpretation: 

III – A. The Bands 

Standard Deviation, as described above, is a statistical measure of volatility. Standard deviation will be higher when prices are changing dramatically and lower when markets are calmer. In comparison to to the Moving Average Envelope indicator which keeps a static percentage band, the Bollinger Bands self adjust by widening and shrinking depending on volatility. 

· When volatility is high the Bands widen. 

· When volatility is low the Bands shrink. 

Volatility is usually higher during reversals such as tops and bottoms. During a market top traders are either euphoric, and taking profits, or are in a state of fear that their short positions are doing so poorly. 

III – B. Squeezes and Bulges 

When the Bollinger Bands exhibit narrow standard deviation it is usually a time of consolidation, and can be a signal that a breakout might be coming as people are adjusting their positions for a new move. Also, the longer the prices stay within narrow bands the greater is the chance of a breakout. 

 

Bollinger Bands that are unusually far apart can serve as a signal that a reverse in trend may be approaching. Notice how in mid-November on figure 4, the bands get very wide as a result of high volatility on the down swing. The trend reverses as prices reach an extreme level according to statistics and the theory of normal distribution. 

 

Trending Patterns and Continuation Signals 
· In general, during an upswing, the price will stay within the upper band and the central moving average. 

· During a downswing, the price will stay within the moving average and the lower band. 

· Prices that close above the upper (or below the lower) band are not reversal signals, in fact subsequent closes above the upper (or below the lower) band are a sign of trend continuation. 

· In this way, prices can “ride” the upper band during an uptrend, or the bottom band during a downtrend. 

Reversals 
· A trader should wait for the price to turn in the opposite direction after touching one of the bands before considering that a reversal is happening. 

· Even better one should see the price cross over the moving average. 

