Question: What does MACD stand for, how is it constructed, and how can it be used?  Cite advantages and disadvantages when using it.

· Answer: (20 points in total)

· MACD stands for Moving Average Convergence Divergence (1)
· The MACD is a trend-following momentum indicator that shows the relationship between two moving averages of prices. (1)
· It is made up of a 12- and 26-day Exponential Moving Average (MACD) and a 9-day Exponential Moving Average of the MACD, called the “signal line” or “trigger line.” (2)
· The MACD is calculated by subtracting the 26-day exponential moving average (EMA) from the 12-day EMA. (1)
· A nine-day EMA of the MACD, called the "signal line", is then plotted on top of the MACD, functioning as a trigger for buy and sell signals. (2)
· When the "signal line“ crosses above the MACD, a buy signal is given and when it crosses below the MACD, a sell signal is triggered. (2)
· When the MACD crosses 0, it indicates the shorter, more sensitive, moving average is crossing over the longer, slower, moving average. (1)
· Convergence of the two exponential averages, identified as the MACD moving toward 0, indicates trend termination or consolidation.  (2)
· Divergence of the two exponential averages, movement away from 0 by the MACD, indicates the shorter/faster average is accelerating away from the longer/slower average. This is associated with a strengthening trend. (2)
· By identifying extreme points the MACD indicates when a short-term trend is over extended relative to its longer-term trend. (1)
· The unbounded nature of the MACD study makes defining specific overbought/oversold levels difficult though. (1)
· Its advantages are that it smoothes out the price data and will keep a trader in a long-term position in a market that is trending strongly. It is also simple to read. (2)

· Its disadvantages are that it is a lagging indicator and that it will give “late” entry and exit signals. Furthermore, it will give repeated false signals in a sideways trending market. (2)
