July 21, 2006


GFT’s Chart Studio Unleashes Rapid RSI Indicator 

Introducing the Rapid RSI, an alternative to the J. Welles Wilder’s Original – by Ian Copsey, currencies analyst, Global Forex Trading.

In this article we’ll discover a bit of history about the Relative Strength Index, the person who developed it and how to build a nifty alternative in Chart Studio™. 

Many swing traders have applied RSI to their forex chart analysis, but what they may not realize, is that the indicator was designed by one individual: J. Welles Wilder Jr. Wilder is arguably one of the greatest technical analysts of the late 20th century and he defined many mathematical formulas that would lead to profitable trading systems. 
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In his book New Concepts in Technical Trading Systems, Wilder created six indicators for use in trending and non-trending markets. All of these indicators were original and were designed as stand-alone trading systems. In fact, relative strength index is one that has great popularity, being virtually in every technical analysis software package. However, the RSI indicator does have its limitations for generating dependable signals. 

Have you ever been frustrated with RSI? Do you ever wait for an overbought or oversold signal only to find that price reverses without the extreme ever being hit? Some traders narrow the extremes but this can make the indicator too sensitive in a trend when RSI spends long periods in oversold or overbought. 
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This chart displays daily USD/JPY with Welles Wilder’s RSI drawn below. Very clearly in the center of the chart USD/JPY has moved sideways and for a long period (from the beginning of December to the end of April) RSI does not reach overbought or oversold. 

While it finally reaches oversold recently at the 108.96 low, there were no sell signals generated. There is little information to be gathered from this form of RSI for a trader to know when to trade.
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Well, there is an alternative, and there are always plenty of those for any indicator, but this one I use quite a bit. 

Let us look first at the formula for Welles Wilder’s version:

RSI = 100 - ( 100 )

(1 - RS) 

Where RS = average of x day's up closes divided by average of x day's down closes.

RS basically measures the ratio of close to close moves higher against those of the moves lower. An average is used to remove the effect of any excessive single bar move that may make RSI move too quickly. 

Possibly the problem with RSI these days is that it used by just about every trader whether they be institutional or private traders and the signals given appear to have become less effective. 

What can be done to retain the overall characteristics of RSI? 

Given that the RSI line very rarely moves to oversold or overbought we possibly need a more sensitive version of RSI. This could be done by selecting an RSI of shorter duration but more often than not all this does is increase the volatility of the swings without actually providing any signals. The alternative is to remove the averaging effect of the up and down moves. Thus we shall replace this with the sum of the up and down moves:

Rapid RSI = 100 - ( 100 )

(1 - RS) 

Where RS = sum of x day's up closes divided by sum of x day's down closes
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By using this calculation we can see that the overbought and oversold areas are reached with much greater frequency, increasing the occasions where positions can be taken. 
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Placed on the same chart, Welles Wilder’s version reached overbought and oversold on only two, possibly three occasions while Rapid RSI achieved the extremes on seven occasions. 

There is another technique that can be used on RSI indicators – price momentum divergence – which often occurs at the end of trending moves. This occurs when price is making new extremes while the underlying momentum indicator is not making new extremes. 
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The above example is of a bearish divergence. Note how price is rising and marking new peaks while the RSI below is failing to make new peaks. Instead the peaks are declining which displays a weakness in the move higher and warns of a possible reversal in the trend.
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In this daily chart of AUD/USD Welles Wilder’s version of RSI is in orange at the top and the Rapid RSI in blue at the bottom. The traditional version reached overbought/oversold only twice. The Rapid RSI reached extremes 11 times. 

In addition to these extremes it can be seen that Rapid RSI also provides a few more divergence signals and where both RSI’s provide these signals, the Rapid RSI signals are more pronounced. 

Rapid RSI is easily built in Chart Studio™. Open this feature and open a new technique. Cut and paste the following into the area that appears:

indicator RapidRSI;

input price = close, period = 14, Hi_Base = 70, Lo_Base = 30;

draw RS("RSI"), line_hi("OverBought"), line_lo("OverSold");

vars b(number), f(number), i(number), j(number), k(number), line(series), u(series), d(series), dif(number),

SumUp(number), SumDn(number);

begin

f := front(price);

b := back(price);

//definition of line_hi and line_lo

line_hi := makeseries(f, b, Hi_Base);

line_lo := makeseries(f, b, Lo_Base);

//Set values to u[i] and d[i] //

for i := f + 1 to b do begin

dif := price[i] - price[i - 1];

if dif > 0 then begin

u[i] := dif;

d[i] := 0;

end else begin

u[i] := 0;

d[i] := -dif;

end;

end;

//Set values in RS[i]//

for j := f + period + 1 to b do begin

SumUp := 0;

SumDn := 0;

for k := j - period + 1 to j do begin //make SumUp & SumDn for period j//

SumUp := SumUp + u[k];

SumDn := SumDn + d[k];

end;

if SumUp + SumDn = 0 then begin //make RS for period j//

RS[j] := 50;

end else begin

RS[j] := 100*SumUp/(SumUp + SumDn);

end;

end;

end.

Following this select “Build” and select “Verify Module” from the top menu bar You will be prompted to enter a name for this analysis technique. Write in “Rapid RSI.”

The Select “Build” again and this time you should see this succeed in the output window at the bottom of the studio. 

Then select “Build” again but this time choose “Install Module”

The module will be installed into the User Modules.

You will now be able to access Rapid RSI in the charting application via the “set Up Indicators” icon at the top of the chart.
