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How to Use This Book

he Visual Guide to . . . series is designed to be a com-

prehensive and easy-to-follow guide on today’s most
relevant finance and investing topics. All charts are in
full color and presented in a large format to make them
easy to read and use. We've also included the following
elements to reinforce key information and processes:

B Definitions: Terminology and technical concepts
that arise in the discussion.

B Key Points: Critical ideas and takeaways from the
full text.

B Bloomberg Functionality Cheat Sheet: For
Bloomberg terminal users, a back-of-the-book

summary of relevant functions for the topics and
tools discussed.

Go Beyond Print

Every Visual Guide is also available as an e-book,
which include the following features:
B Video tutorials to show concepts in action.

B Quizzes to reinforce your newfound knowledge
and skills.

B Pop-ups with definitions for key terms.

vii







Acknowledgments

like dealing with the best. That is why writing and Thanks also to the other Wiley workers that played
publishing a book is made easy by John Wiley & their part in acquiring or creating this book: Evan
Sons and Pamela van Giessen. Thanks, Pamela. Burton, Meg Freeborn, Chris Gage, and Stephen Isaacs.







Introduction

ometimes before I trade, an inner voice speaks to

me. Some may call it the voice of experience, but
I prefer to call it the voice of knowledge and wisdom.
When I have listened to that voice, it has saved me
money. One goal of this book is to provide the knowl-
edge so that you can create your own trading voice.

Whether you are a professional trader, money
manager, or retired schoolteacher trying to boost the
inheritance for the grandchildren, this book is for you.

From the expert to the novice, there is information
about chart patterns that you do not know or may
have forgotten. This book will provide a visual guide
to learning about chart patterns in a manner that is
simple and easy to understand.

Consider this book an instruction manual for rec-
ognizing chart patterns, discovering why they behave
as they do, and learning what it means when you see
one. You will learn to see not squiggles on price charts,
but footprints of the smart money; not a mountain
range, but double tops, rectangles, and head-and-
shoulders.

The basics come first so that we speak the same
language. What you learn in this section may surprise
you. The basics provide a foundation for what follows.

Then we cover the most important and popular
chart patterns. This is where you discover that not
every peak or valley is a chart pattern. What to look
for and why they form are in this section.

Completing the book are buy and sell signals. I do
not offer mechanical trading systems, but visual ones
that can help make you money or avoid losing it.

When you turn the last page of this book, my hope
is that you leave with a greater understanding and
knowledge of chart patterns, knowledge that can
serve as food for the inner trading voice. Should that
voice speak to you, listen. It could save you a bundle.
And if you find yourself arguing with that inner voice
at the grocery store, then blame me.
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THE BASICS

This section of the book reviews the basics: minor so that we agree on terms and techniques. The basics
highs and lows, trendlines, gaps, throwbacks, pull- will become important when we move to identifying
backs, support, and resistance. I provide many exhibits  chart patterns and then using them to signal trades.







Pattern Recognition Made Easy

hile working at Tandy Corporation, I hung on

my office wall a price chart of the company’s
stock. I did not know if the head-and-shoulders top
I found was one or not, but it looked like a person’s
head in the middle of a pair of shoulders. To the left
and right of that pattern, price dropped back to earth,
making it seem like the pattern was a ghost rising
from a moat.

That was my first attempt at finding a chart pat-
tern. Since that time, I taught myself to recognize
chart patterns—a skill almost anyone can learn. Let
us begin looking at a few charts to see how to recog-
nize patterns.

The Empty Chart

The empty chart is not empty at all, is it? Price bars
form a mountain range that climbs higher until July
after which a hiker walking on those bars would prob-
ably fall to their death. (See Exhibit 1.1.)

In that brief description, we have learned two
things: Price rises until July and then dies. If you
owned this stock, you would be looking for chart pat-
terns that predict the coming decline. Why? Because
you might want to sell before the tumble or act to pro-
tect your position.

In October, in addition to searching for the remains
of our dead hiker, you would be looking for signs that
the downward price trend had reversed. If it had, then
you might want to buy the stock or buy more to cap-
ture the recovery.

How do you find patterns that predict a decline?
Begin with peaks.

Finding Peak Patterns

When Ilook at a price chart, my eyes find peaks that
stop at or near the same price. At line A, for exam-
ple, several peaks approach or touch the upper red
line. That line represents
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Exhibit 1.1:

When price finally breaks through that ceiling, it sig-
nals a change in trend from moving sideways to up.
(See Exhibit 1.2.)

After finding the top horizontal red line, look for a
corresponding line parallel to the top one, but drawn
along the valleys. I show that as the lower red line.
The two lines form a rectangle chart pattern. The
name of the chart pattern is not as important as how
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I found it. Just imagine a horizontal line that touches
several peaks and another line that touches several
valleys.

Peaks B and C also exhibit overhead resistance.
How do I know that? Because they top out near the
same price. An imaginary ceiling exists above those
peaks, holding the stock down—for a time. Peak H
slams its head against that ceiling, too.
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Exhibit 1.2: MMM US Equity (3M Co)

Compare the BCH trio with peaks D and E.
The DE pair form twin tops, but further apart—
larger. Larger patterns tend to be more im-
portant than smaller ones. Price will tend to drop
further after a large pattern than after a small one.
In this case, the stock declines more after DE than
after BC.

Peaks F and G are another pair showing overhead
resistance. In this case, a downward price trend leads
to this pair whereas BC and DE appeared in an up-
ward price trend.

Peak pairs BC, DE, and FG show the major ingre-
dient of double top chart patterns, that of two peaks
finding overhead resistance near the same price.

SMART INVESTOR TIP

Chart patterns tall and wide

(large patterns) tend to perform
better than narrow and short
ones (small patterns).
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DEFINITION:
Underlying support

Underlying support, or just
support, occurs when a falling

stock stalls or reverses, creating
a valley, often at the same price
as it has in the past. Support is
always below price.
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Exhibit 1.3: MMM US Equity (3M Co)

Finding Valley Patterns

Exhibit 1.3 highlights price valleys. In a manner simi-
lar to peaks, look for two or more valleys that bottom
near the same price. Those valleys may rest upon a
floor where support is strong enough to launch an-
other move up. One example is CD.

I highlight this pair because it forms underlying
support. Price finds a floor at C and bounces off it at D.
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Eventually, though, the stock tunnels its way through
support at E, and plummets like a stone through
water.

Valley patterns are useful for determining when
a downward price trend changes to horizontal or
upward.

Notice the peaks that bump up against line G,
shown in red. The first two poke through the line, but



that is fine since rarely will peaks or valleys stop at ex-
actly the same price. The line represents a temporary
barrier to an upward move.

For the moment, ignore the V-bottom at 1. Search
below line G for valleys that bottom near the same
price. I found them and drew line F. It represents a
support area connecting bottoms J and H, and extend-
ing to the right with additional touches along the way.

Does the GF trading range mean price is changing
trend from down to up? Perhaps. It is too early to tell
for sure.

What about the emergency dive to I? That subma-
rine plunge may have been panic selling, forcing the
stock down to a level low enough that it represented a
steal to value investors. The needle shape of the V bot-
tom supports this theory (that is, price remained at I
for just one day before dumping its ballast and rising).

Notice pattern HIJ. It is an inverted (upside down)
head-and-shoulders pattern. Hand J represent shoul-
ders and I is the head. K could be a cancerous growth
on the neck, but lab results have not come back yet. It
is not important to the survival of the pattern.

Another head-and-shoulders bottom (a synonym
for an inverted head-and-shoulders) occurs at ABC.
This one is unusual—and rarer—because price trends
upward into the pattern, not downward.

For now, though, the inbound price trend is not
important. What is important is to train your eyes to
find peaks that top out near the same level and find
valleys that bottom near the same price. When you
can do that, you can find chart patterns. It is that
simple.

Curved Patterns

After finding peaks and valleys that align, try imag-
ining price tracing curves. I show two examples in
Exhibit 1.4.

Notice that the price bars at A begin rising, fol-
lowing a straight line of trend, but then curve at the
top. Connecting the underside of price bars in a ris-
ing price trend often shows the curve better than con-
necting the tops. Either way is fine.

Pattern A is called an inverted and ascending scal-
lop. The chart pattern appears often on the charts, but
it is not popular or well known. The fishy sounding
name refers to the bowl shape and not the mollusk. If
you find one, never eat it.

The rounding turn at B forms another curved pat-
tern. The B turn would be a rounding bottom, but
price needs to enter the pattern trending down and
not up. B is an example of a failed cup with handle
pattern. The handle is at C. Cups have many qualifica-
tions, so strictly speaking, this is not one. However, the
pattern does show the important parts: a rising price
trend followed by a rounded turn and a short handle.

Diagonal Patterns

Staying with the same chart, look at pattern D on the
left. What happened to the rectangle bottom identi-
fied in an earlier chart? It is still there, of course, but
the new lines form a different chart pattern. Chart
patterns can nest (one inside the other) and the same
pattern can appear as two different types. Think of it

Visual Guide to Chart Patterns 7

DEFINITION:
Head-and-shoulders
pattern

A head-and-shoulders bottom and
inverted head-and-shoulders are
synonyms.

SMART INVESTOR TIP

In a rising price trend, try
forming curved patterns beneath
price bars. In a falling price
trend, curves often appear
smoother along the tops. Either
method works.

SMART INVESTOR TIP

Train your eyes to find peaks that
top out near the same price and
valleys that bottom near similar
prices.
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Look for price that moves
along a straight line (usu-
ally diagonal, not flat).
When that happens, there
is a good chance that the
line represents one bound-

SMART INVESTOR TIP

Chart patterns can nest—one

inside the other. The same price
pattern can also appear as two (or

more) differently named patterns.

ary of a chart pattern.
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Exhibit 1.4: MMM US Equity (3M Co)

as explaining the words “there,” “their;” and “they’re”
to someone learning English. They sound the same,
but are different.

Look on the chart where price forms diagonals. I
show one as a slanting blue trendline above D. The line
touches price three times as marked. Another trend-
line touches the pattern’s bottom, also three times. The
blue pattern is an example of a descending triangle.

Constructing Patterns

When you look at a price chart, train your eyes to
search for peaks that top out near the same price.
They may form chart patterns (double tops) that warn
of a coming trend change from up to down.

Train your eyes to find valleys that bottom near the
same price (double bottoms). Bottoming patterns can
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alert you to a stock ready to fly like the model rockets
I launched as a kid (not the homemade gasoline one
that ignited a water puddle—sorry about that, Mom).

Patterns that form diagonals (descending triangle,
for example) or curves (scallops, rounding bottoms, or
cup with handles) also foretell the direction that price
may take.

Aug

2011 \2012

Visually connect peaks, valleys, curves, and diago-
nals to form chart patterns.

Exhibit 1.5 highlights the valid patterns identified
so far.

LS means left shoulder and RS means right shoul-
der. A complex head-and-shoulders bottom (low-
er right) takes the place of the rectangle bottom.

9
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A complex head-and-shoulders bottom has mul-
tiple shoulders and multiple heads, but rarely both.

Think of pattern recognition as like trying to
find the Big Dipper or Cassiopeia in the heavens at
night.

In the next chapter, I begin to develop a common
language, starting with minor highs and lows. Do not
be alarmed. This is not as hard as learning French.
However, I could be lying because I never learned
French.
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Decide which of the following statements are true or 4. On the same price scale (daily scale or weekly scale,

false. but not mixed), tall chart patterns tend to outper-
1. Overhead resistance occurs when price stalls or form smaller ones.

reverses, and is always below price. 5. The same price pattern can have multiple names.
2. Underlying support happens when price stalls at 6. Like an expectant mother, one price pattern can be

the same level as it has in the past. Support is never inside another.

above price.

3. A rectangle forms between underlying resistance
and overhead support.

Answers: 1. False; 2. True; 3. False; 4. True; 5. True; 6. True






Minor Highs and Lows

M inor highs and lows are synonyms for peaks and
valleys except that they have strict definitions
that can help with pattern recognition. I will use these
terms throughout this book, so we might as well go
through the pain of learning what they mean and how
to recognize them.

A minor high does not refer to an overdose, and
a minor low is not lingo for a bad trip. Rather, they
represent the building blocks of pattern recognition.
If you can program a computer to find them, then
you can automate pattern recognition. For example,
a triple top has three minor highs near the same
price.

Since you are a human computer, I have created
definitions for minor highs and lows to help you find
them until your eyes become trained to spot them.
String them together in your mind and patterns will
emerge, patterns that repeat, patterns that can make
you money.

Peaks: Minor Highs

A minor high is a significant peak on the price chart.
What does significant mean? I had to answer that ques-
tion when I wrote Patternz—free software that auto-
matically finds chart patterns. I discovered that peaks
between three and five days apart led to the best
pattern recognition (the exact number is pattern
specific).

Use five days between peaks for , but
be flexible.

Exhibit 2.1 shows each peak highlighted with an
asterisk that is at least five days away from a higher
peak. For example, point A is the highest high from at
least five days before to five days after the peak.

Notice that peak B does not have an asterisk.
According to my computer, it is not a minor high.
Why? Because C has a high that is above peak B, and C
is five days away from B.
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DEFINITION:
Minor lows

A minor low is a valley separated

by about five days from a lower
low. It should represent a
significant bottom.
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Exhibit 2.1: GE US Equity (General Electric Co)

The same situation occurs at D with a higher high
occurring three days later. Nevertheless, I consider
peaks B and D to be minor highs. Grasp the concept
that a minor high is a significant peak in a price
trend and worry less about counting days between
peaks. Once you train your eyes to see minor highs,
you will not need to count. It also helps if you are
sober.

Valleys: Minor Lows

In a manner similar to minor highs, minor lows are
valleys separated by at least five days from a lower
low. That means five days before to five days after the
minor low.

Exhibit 2.2 shows an example, with asterisks high-
lighting minor lows.
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Exhibit 2.2: GE US Equity (General Electric Co)

For example, valley A is below the adjacent price
bars such that none are lower than it is for at least five
days on either side.

Look at B. Notice the absence of an asterisk.
If you count five candles to the right of B, you will
see that a price bar is slightly lower than B (it may
be hard to tell, so just take my word for it). Candle
B is not strictly a minor low, but I consider it one

anyway.

Candle C is another example of a bottom that is
not strictly a minor low because it is too close to lower
candles. However, if this were the left shoulder of a
head-and-shoulders bottom, then I would probably
consider it a valid minor low.

In other words, be flexible when searching for mi-
nor lows. If it looks like price is making a turn, then it
is a minor low. If you need to count the price bars to be
sure it is a minor low, then do so.

Visual Guide to Chart Patterns



CHAPTER 2 Minor Highs and Lows

The inset shows bottoms with two days of sepa-
ration instead of five, highlighted with asterisks.
Notice that point E qualifies, but does it look like
a minor low? No. It appears as part of the upward
price trend and not a significant turning point. It is
not a minor low.

In the next chapter, I discuss trendlines, and there
are three types. Can you name them?

Need a hint? One is curved, but the others are not
straight and diagonal. Wait until you read my exercis-
es. You may find it easier to eat a bowling ball than to
get them right!

For Further Reading

You may find my free website useful, including the link
to Patternz:

Over 500 articles on chart patterns: www.
thepatternsite.com

Free pattern recognition software that finds 66 chart
patterns and 105 candlesticks: www.thepatternsite.
com/patternz.html


http://www.thepatternsite.com
http://www.thepatternsite.com
http://www.thepatternsite.com/patternz.html
http://www.thepatternsite.com/patternz.html

Test Yourself
Answer the following. 3. A minor high is the highest peak from five days
1. True or false: As used in this book, a minor high can before to five days after the peak. If peak A is the

represent a major turning point. highest price four days from a higher peak, is peak
2. True or false: A minor low represents a minor turn- A still a minor high?

ing point. A. Always.

B. Never.
C. Sometimes.

Answers 1. True; 2. True; 3. C

Visual Guide to Chart Patterns
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Trendlines

Trendlines are to technical analysis as hammers
are to carpentry. Knowing how to use trendlines
properly can save you money and allow you to enter a
new trade with confidence.

At the end of the last chapter, I asked if you could
name the three types of trendlines. They are internal,
external, and curved. BeforeI get to that, let us discuss
scaling (this is not a fish joke).

Exhibit 3.1 shows a chart on the logarithmic price
scale. Notice that the price divisions at A (lower right)
are spaced further apart than they are at B (upper
right). On charts that show price making large moves
(such as charts using weekly or monthly data), the log
scale will make chart patterns taller at the lower end
of the scale so you can see them better.

I drew a line connecting the peaks. The line slopes
downward and touches each peak using a straight line.

The same exhibit on the linear scale looks warped,
but it could be your eyeglasses. Check for scratches.
(See Exhibit 3.2.)

A curved line touches the same peaks. Why? Each
vertical division is the same height whereas in the pri-
or exhibit, price was on the log scale.

Which scale should you use to view chart patterns?
Hint: I prefer the log scale. Most of the charts in this
book are on the linear scale.

For an example of why scaling is important, look at
Intel during the technology bubble of 2000 (monthly,
linear scale). Exhibit 3.3 shows a price mountain that
would make Tenzing Norgay pause.

A descending triangle appears in 1998. Notice that
at the lower price ranges, you cannot see any other
chart patterns. The price looks smooth as if a giant
stomped on the foothills (until 1995, anyway).

Compare the same chart using a log scale. (See
Exhibit 3.4.)

The rugged terrain becomes apparent. Other chart
patterns appear, too, such as a rising wedge and a
second descending triangle. Which scale would you
rather use?
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However, whenever you need to physically mea-
sure the height of a chart pattern (like using a ruler
held up to a computer screen), use the linear scale. For
example, measuring one inch on the linear scale may
mean a $10 rise, but on the log scale, that same one
inch could measure $50. Height becomes important
for the measure rule, which I will discuss later in the
book.

Whichever scale you decide to use, do not go flip-
ping from log to linear to log. It will only confuse you.
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Pick one scale and stay with it when searching for
chart patterns. Only switch when needed.

Uptrend Connections

Price forms trends. Sometimes, you can connect those
trends with lines, called . Most often those
lines will be diagonal and straight, but not always.
When you look at a price chart, look for places
where price trends. In your mind, connect the
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Exhibit 3.2: ABGX US Equity (Abgenix Inc)

valleys with a straight line, highlighting an up-
sloping trend.

For example, Exhibit 3.5 shows price trending at
blue line A (far left). The line works well, meaning it
follows the minor lows until F, G, and H. Those candles
poke through the line. In fact, H begins a new trend
downward.

Jan Feb Mar Apr May

2001

Line B shows a horizontal price trend, also drawn
along the minor lows. Trendlines C and D are about
the same length as A and at nearly the same slope.

As you experiment with drawing trendlines, you
may discover that steep, up-sloping trendlines do
not last long. Why? Because traders take profits if the
stock rises too fast. That selling pressure will force the

SMART INVESTOR TIP

Use the linear/arithmetic scale

when physically (think inches,
not price) measuring the height
of a chart pattern.
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SMART INVESTOR TIP

In a rising price trend, draw

trendlines along the valleys to
detect a change in trend, from up
to down.
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Exhibit 3.3: INTC US Equity (Intel Corp)

stock to move sideways or down, piercing the trend-
line—at least temporarily.

Shallower trendlines tend to be powerhouses.
From them, strong moves are born. In between the
shallow and vertical trendlines are the also-rans. They
show breaks in the prevailing short- to intermediate-
term trend only to see a new trend emerge, perhaps at
a shallower angle.

Look at trendline E, drawn in red. It is the longest
on the chart, and it is also the most important. Why?
Because price plunges through it in July, signaling the
end of the uptrend.

Notice that I have drawn each up-sloping trendline
along the valleys and not the tops. Why? To signal a
trend change. Up-sloping trendlines drawn along
peaks will not do that.
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External trendline
An external trendline hugs the
Trendline Types: Internal, I have a different view. If T were to place a stop be- end of price.
External. and Curved low the trendline, I do not want to be stopped out be-
’

cause my trendline sliced through price and an outlier
Trendline A is (Exhibit 3.5) called an internal trend-  hit my stop. I prefer to draw my trendlines like line C. DEFINITION:
line because it slices through price at F and G (Hdoes  This line follows the price bottoms as it trends. Line Curved trendline

not count because it ends the trend). C is an example of an external trendline. An external :
The thinking behind drawing internal trendlines is  trendline connects only the price ends; it does not 5 Fuwed t_re_ndlme also hugs
. o . ] price, but it is curved (although a
that the line best represents the majority of traders. slice through price. A ey Y
Few will receive a fill at the day’s exact high or low, so Line I represents the third type of trendline: a or internal, too).

why draw a trendline connecting those outliers? curved trendline. It begins straight, but curves over
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KEY POINT:

Draw trendlines for the best fit,

whether they look curved or slice
through price.

Steep trendlines stop
trending sooner than
shallow ones.
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Exhibit 3.5: MMM US Equity (3M Co)

at the top of the inverted and ascending scallop chart
pattern. Curved trendlines become important for
some chart patterns and for parabolic moves (curved
moves that resemble a biplane flying level then going
vertical).

Draw trendlines for the best fit. If a trendline hap-
pens to slice through price, do not get your knickers

May Jun Jul Aug Sep Oct Nov
2011

in a twist. If a curved line better represents a trend,
then use it.

Downtrend Connections

Down trendlines are the same as up trendlines except
you draw them along peaks. Why? To detect a trend
change.



Exhibit 3.6 shows an example of several trendlines
highlighting a falling stock. Line A is short and steep.
It is an external trendline that touches the candle tops
three times.

I originally drew line B from the start in May un-
til point B, but then extended it. It touched another
candle at the line’s end, forming a chart pattern called
abump and run reversal bottom. The pattern predicts
an upward breakout, which is what happened. I used
to call them bump and run formations but changed it
because of the acronym (BARF).

Line C, drawn in red, is a major trendline not
only for its length, but also because it signals a trend
change. Price not only slices through the line at E, but
closes above it. A new up trend may be underway.

Minor low D finds support near the trendline, too,
although price pierced the trendline for a day before
reversing. The E to D move is a throwback, a pattern I
will discuss in a later chapter.

Notice the two chart patterns outlined in blue on
the far left of the chart. Those are broadening tops.
A top trendline connects the peaks and a bottom
trendline connects the valleys, creating a megaphone
appearance.

If you know how to draw trendlines, you probably
could have found these two patterns. Not only do
trendlines signal a trend change, but they also outline
pattern boundaries.

On a price chart, look for peaks that align. Draw
trendlines connecting them to see what they reveal.
Draw trendlines along valleys and see what they show,

too. This is especially significant along the hard right
edge (the right side of the chart) because trends there
suggest where price is going in the future.

The two videos describe a methodology for draw-
ing trendlines and how to detect a trend change.

Trendline Guidelines

Now that we have experimented with drawing trend-
lines, what are the guidelines and tips for their use?
Here is a nine-item list.

1. Trendlines should connect at least two peaks
(minor highs) or two valleys (minor lows), prefer-
ably three or more.

2. Like horseshoes and hand grenades, closeness
counts. Price need not touch the trendline, but it
should come close.

3. To detect a trend change, draw trendlines along
the valleys when price is trending up. Draw trend-
lines along the peaks in a declining stock.
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DEFINITION:
Trendlines

Trendlines not only follow trends,
but also outline chart patterns.
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Exhibit 3.6: ACET US Equity (Aceto Corp)

4. Trendlines with widely spaced touches are more
significant than are those with narrow ones (I
proved this).

5. In 2006, I wrote in mybook Getting Started in Chart
Patterns, “Trendlines are like diving boards. You
get a bigger bounce from a longer diving board
than a shorter one’”

6. Steep trendlines underperform shallow ones.
That means larger moves occur after a trend-
line pierce from a shallow trendline than a steep
one.

2011

7. Rising volume along an up-sloping trendline

powers (a larger decline) price downward after a
trendline break more than does a receding volume
trend leading to the breakout.

. For downward sloping trendlines, receding vol-

ume leads to better performance after price pierc-
es the trendline, moving up.

. Just because price closes above a down-sloping

trendline or below an up-sloping one is no reason
to believe that the trend has changed. It is only a
hint of a trend change, not a guarantee.



The next chapter discusses one of the most im-
portant topics: support and resistance. If you can de-
termine when price is going to reverse, you can make
a bundle. If you save wisely and invest carefully, you
can retire at 36 just as I did. Learning about support
and resistance is a good first step to achieving that goal.

This just in: All you have to do is turn the page!

Visual Guide to Chart Patterns

For Further Reading

Bulkowski, Thomas N. Getting Started in Chart
Patterns. Hoboken, NJ: John Wiley & Sons, 2006.

Bulkowski, Thomas N. Trading Classic Chart
Patterns. Hoboken, NJ: John Wiley & Sons, 2002.
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Decide which of the following statements are true or
false.

1.

Answers: 1. False; 2. False; 3. True; 4. True; 5. False; 6. True; 7. True

To detect a trend change in a rising price trend,
draw trendlines along the peaks.

. To detect a trend change in a falling price trend,

draw trendlines along the valleys.

. When price closes above a down-sloping trendline

or below an up-sloping one, it hints of a coming
trend change.

o

An internal trendline cuts through price.

You should avoid using internal trendlines.

A straight trendline on the logarithmic scale will
appear curved on the linear scale.

When trying to measure physical distances, use the
linear scale.



Support and Resistance

f trendlines are like hammers, then support and re-

sistance (SAR) are like boards. Price stalls or even
reverses at SAR areas and that makes predicting fu-
ture price trends easier. Fortunately, there are many
techniques that show SAR, and this chapter discusses
them.

In the fall of 1987, a friend of mine said that she
had purchased shares in a mutual fund. This was her
first time investing in the stock market, and she was
excited!

On black Monday, October 19, 1987, the Dow Jones
industrials lost over 22 percent of their value in one
session.

She was not excited! In fact, she vowed to sell as
soon as she got her money back, which she did.

Her behavior is typical of novices. Imagine that
others acted the same way. Their emotional selling
would force price down. People buying the stock just
before the drop or as the selling begins also get upset

as the stock tumbles. They vow to sell when they get
their money back, too.

Ifyou were to plot this behavior on a chart, you would
see the stock peak and then peak again near the same
price. That concerted selling forms a barrier to upward
movement called . Price will eat
through that resistance, so it is not made of concrete.

A similar behavior pattern exists for valleys. People
want to buy a stock at $10, but price gaps higher and
zooms away from them, rising to $15. They missed
the move and vow to buy the stock if it ever gets back
to $10.

When the stock drops to $10, they buy, joining oth-
ers doing the same thing. That buying demand builds
a floor underneath the stock, which we call
The floor is not made of concrete either, so price can
act as termites do and eat its way through.

Support and resistance is human nature at
work—a pictorial representation of emotion.

29
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Exhibit 4.1: ANF US Equity (Abercrombie & Fitch Co)

Support and resistance represent areas or bands
where price is likely (but not guaranteed) to stall or
reverse. Price can motor through a support zone and
a week later, it will stop there as if taking a snooze at a
roadside rest stop.

KEY POINT:

Support areas can act as

Trendline SAR

Trendlines highlight and act as SAR areas. For example,
Exhibit 4.1 shows a trendline connecting the valleys

resistance and resistance areas
can act as support.

beginning at A, touching B, C, D, and E. At F, however,
price pierces the trendline, heading down.

Notice that at G, H, and I, price bumps up against
a ceiling formed by the same trendline. The trendline
that once acted as support now acts as resistance.

The blue trendline shows the same principle, but
not as clearly. The trendline acts as support from J to
M and as overhead resistance at N and O.

After drawing a trendline, imagine what price
might do in the future. By extending trendline AF,
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a trader can guess where price might reverse when it SAR at Gaps

hits the trendline.

Trendlines can be powerful prediction tools, but
they do not always work.

Down-sloping trendlines show the same behavior
by acting as support or resistance at any time. An
example of this is trendline PQR. Down-sloping
trendline PQ acts as overhead resistance at the two
peaks, and at R it acts as underlying support.

Price gaps when the day’s low remains above the pri-
or day’s high, leaving a bullish gap on the daily chart. A
bearish gap forms when the day’s high remains below
the prior day’s low.

Exhibit 4.2 shows examples of several gaps that act
as support and resistance. I measured how often gaps
show SAR (support: 20 percent, resistance: 25 percent)

Visual Guide to Chart Patterns =~ 31

DEFINITION:
Price gaps

A price gap is a blank area on the
chart that shows the high price

below the prior day’s low, or the
low price above the prior day’s
high. Gaps do not work well as
support or resistance areas.
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and found them to be as reliable as a coworker who
promised to pick me up at the airport and then forgot.

Gap A has difficulty supporting price at valley B. At
peak C, it does provide overhead resistance to block
the upward move.

Gap D shows support at valley E (notice that price
pierces the gap but soon reverses) and resistance at
peak F before the effect wears off.

In February, gap G supports price, but the support
melts like snow in spring during the strong downtrend
in March.

Now look at gaps H, I, ], and K. Those gaps do not
impede price at all.

In candlestick land, gaps are called windows prob-
ably because traders that depend on gaps climb out
windows and jump.

Horizontal Consolidation
Regions

Unless you have read my other books, you probably
have never heard of

, and yet they are some of the most powerful
SAR areas (they work 41 percent to 55 percent of the
time). Exhibit 4.3 shows examples.

An HCR is an area on the price chart where the
stock crawls horizontally. The best HCRs have flat
tops, flat bottoms, or both. When an HCR appears in
the path leading to a chart pattern, any breakout that
takes price back into the path of the HCR will often
run into support or resistance.

To explain this, the inset shows the ideal case. A
horizontal consolidation region appears as the grey
box. Price drops out of this area and heads down,
eventually forming a symmetrical triangle chart pat-
tern. After an upward breakout from the triangle,
price climbs to the HCR region (the area between the
red lines) and then reverses.

The rest of Exhibit 4.3 shows how HCRs can act.
For example, at A, price forms an HCR about a month
long, and I show it bounded by two red lines extended
into the future. At D, the HCR is a ceiling that acts as
overhead resistance. At B and C, price stops at a new
level of overhead resistance.

The area between D and G is a weak HCR because price
tends to meander. Area E finds support in the DG region.

I drew the blue trendline, starting at F, toward G,
just to see where it was in relation to the DG horizontal
consolidation region. Notice that F finds support at
the bottom of the DG area.

Round Number SAR

Support and resistance is a product of fear and greed,
and round number SAR fits into that definition as
snugly as a bugin a rug.

When novice traders buy a stock, they ask their
brokers to buy at $10 and not at $9.91. Those round
numbers—numbers that end in a zero—tend to
show support and resistance. When traders set
price targets, they choose round numbers at which
to sell—$50 and not $49.87. When investors pick
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Exhibit 4.3: AYI US Equity (Acuity Brands Inc)

the same round number at which to trade, their
buying and selling creates overhead resistance or
underlying support. Exhibit 4.4 shows examples of
this behavior.

Circled in red are areas that either touch or come
close to the blue lines. The blue lines are round num-
bers like 20, 30, 40, and so on.

A good example of round number SAR is at A in the
upper middle of the chart. Price bumps up against 80
from May to December before throwing in the towel
and giving up.

Since people will be selling at round numbers, get
in ahead of them. Instead of selling at 80, sell at 79.93.

Apply the same logic to stop placement. Avoid
round numbers because that is where many novice
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SMART INVESTOR TIP

Do not place orders to buy and
sell, or place stop loss orders at

numbers ending in zero. That is
where everyone else will place
their orders, perhaps triggering
unusual price moves.
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Exhibit 4.4: ADS US Equity (Alliance Data Systems Corp)

traders will position their stops. If those stops
trigger, it can start an avalanche where price drops,
triggering more stops, and so on. The selling pres-
sure forces price to tumble in what is called running
or gunning the stop. If this happens to your stock, do
not shoot yourself. Aim for something less valuable.

You can use round numbers to guess where price
is going to stall, even if it has never reached that high
before (no apparent overhead resistance).

For example, if a stock is breaking out to new
highs at 17, you can guess that it will run into
overhead resistance at 20. Traders and investors
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Exhibit 4.5: AWI US Equity (Armstrong World Industries Inc)

will use 20 as a sell point, and if enough actually
sell, price will reverse there. Beat the crowds and sell
at 19.95.

Day traders can use round numbers, too, as tar-
gets. When price reaches a round number, consider
selling.

SAR at Peaks, Valleys, and
Chart Patterns
Support and resistance forms at peaks, valleys, and

chart patterns. Exhibit 4.5 shows examples of all
three.
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SMART INVESTOR TIP

Use the next closest round
number (a number ending with a

zero) to guess where price is going
to stall or reverse, even if the
stock has never climbed that high.
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DEFINITION:
Exhaustion gap

An exhaustion gap appears at the
end of a trend. Price usually closes
the gap within a week or two.

SMART INVESTOR TIP

Objects that show support will
often show resistance in the
future and vice versa.

Starting on the left, an ascending triangle appears
at G. The horizontal consolidation region has a flat
top, but it looks loose with price wandering up and
down between the two red trendlines. That region
should show support or resistance in the future, and
it does. The symmetrical triangle forms in the middle
of the HCR and point I on the far right also peaks near
the top of G.

H is an exhaustion gap. Notice that price later
finds support at the bottom of the gap.

The symmetrical triangle is a delight because it is
a perfect example of the chart pattern. Price bounces
from trendline to trendline, filling the pattern with
movement. The tops and bottoms of the pattern touch
each trendline without leaving whiskers behind for
your shaver.

Notice that price turns at A, directly above the tri-
angle apex. I will discuss this behavior in a later chap-
ter (see Chapter 26).

The apex is also a place of future support and
resistance (as is the entire triangle, for that matter).
Although valley B slides below the apex, it does
reverse within the triangle.

The horizontal red line joining peaks C and D
show peak SAR. Price bumps up against a ceiling
there. During an advance, expect price to reverse at
the level of a prior peak (it may not, so keep that in
mind, too).

This idea also applies to valleys. Circled in blue is
aloose horizontal congestion region at E. When price
attempts to exceed this level at F, it hits the HCR and
finds overhead resistance.

Finally, price drops to find support at K setup by
peak ] (and the loose congestion area to its left).

When looking at price trends, imagine where price
may stall or reverse. Those reversals can happen at the
price level of prior peaks, prior valleys, horizontal con-
gestion regions, gaps, trendlines, chart patterns, and
round numbers.

It sounds like I am covering every possible number
on the price chart, right? Have faith that price will re-
verse at support or resistance and when it fails, squeal
like a stuck pig.

The next chapter discusses four types of gaps.
Traders love gaps. Why? I have no idea. I prefer
women.



Answer the following to test your knowledge of

support and resistance.

1. Which of the following do not usually show
support or resistance?

. Trendlines

Gaps

. Chart Patterns

. Horizontal consolidation regions

Peaks

Valleys

. Whole numbers

. The kitchen sink

2. True or false: Support is always beneath price.

3. If price peaks at $10, at what price can you expect

TQTEMEOO® R

resistance in the future?
A. $10
B. $10.50

Answers: 1. G and H; 2. True; 3. E; 4. True; 5. B; 6. True

Visual Guide to Chart Patterns

C. $9.50
D. None of the above.
E. All of the above, including D.

. True or false: To help avoid stop running, never

place a stop loss order at a round number.

. What is meant by support?

A. Price rises only to bump up against a ceiling
and stop rising.

B. Price drops and then bounces upward as if it
has found a floor.

C. A stock moves in a manner similar to other
stocks in the same industry.

D. Price peaks at $10 and a month later, it forms a
minor high at $9.50.

. True or false: Support areas can also act as resis-

tance areas.
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Gaps

here are several types of gaps, but we will cover

only four of them. Others, like the ex-dividend gap
and the opening gap, are inconsequential or too ad-
vanced.

Gaps are exciting! Those that appear at a chart
pattern breakout can push a stock like a booster stage
does to a rocket. For example, breakout day gaps
in symmetrical triangles (bull markets, up break-
outs) show gains averaging 36 percent compared to
28 percent for those without gaps.

Sometimes the booster stage fails to ignite as it
does in ascending triangles. There, gaps hurt perfor-
mance: 29 percent versus 35 percent gain for those
with and without gaps, respectively.

Being able to tell the gap type can help traders de-
cipher what will happen with the stock. Will a stock
begin a new price trend as it does after a breakaway
gap, or will an exhaustion gap signal the party is over
faster than champagne left uncorked?

Four Types

I show a bar chart to find examples of the four major gap
types: area, breakaway, continuation, and exhaustion.
The bar chart makes finding gaps easier. (See Exhibit 5.1.)

Look at gap B1, located to the right of the circled
congestion region. A breakaway gap always leaves
a congestion area. A congestion area is where price
moves sideways for a time. It can be just a few days
wide—or more—like that circled. The breakaway gap
breaks away from the area, hence its name.

Slaloming downhill, we find gap E1. This is an ex-
ample of an exhaustion gap. The gap exhausts the
trend, thus its name. After an exhaustion gap, expect
to see a quick reversal, sometimes a powerful one, but
also one that does not last long.

Gap Al on the far left of the chart, is an area gap.
These little stinkers carry aload in their pants. They look
like breakaway gaps, but a trend does not develop. The

quickly by curling around and filling the gap.
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DEFINITION:
Measuring gap

A continuation, measuring, or
runaway gap is one that appears

midway in a price trend. Measure
from the start of the trend to the
gap and project from the gap
onward to determine how far
price might move.
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Exhibit 5.1: JNY US Equity (Jones Group Inc/The)

The inset shows an ideal example of the last type
of gap, a continuation gap. A trend develops with a
breakaway gap (B) that appears after a congestion re-
gion. Then a continuation gap appears (Co) during the
trend. An exhaustion gap (E) ends the trend.

A continuation gap is also known as a measuring
gap because it sometimes forms midway in a price

trend. Continuation gaps are rare, and I found only
one on the far right of the chart.

Identification Guidelines

What differentiates gaps? The following table desc-
ribes what to look for.



Area, Common, or

Occurs in areas of congestion (trendless markets) and close rapidly. Volume on the day of the

occur after the gap.

Pattern: gap can be high, but returns to normal in a day or two. No significant highs (in uptrends) or
lows (in downtrends) occur immediately after the gap. A distinctive curl as the gap closes is a
key indication of this gap type.

Breakaway: Identifies the start of a new trend and occurs on breakout from a consolidation region. Is

accompanied by high volume on the day of the gap and continuing for several days. The trend
continues long enough for several new highs (for uptrends) or new lows (downtrends) to

Continuation,
Measuring, or

Runaway: trend.

Happens in the midst of a straight-line advance or decline. Price continues making new highs
or lows without filling the gap. Volume is usually high, propelling price in the direction of the

Exhaustion:

Occurs at the end of a trend on high volume. The gap is not followed by new minor highs
or minor lows and the gap itself may be unusually tall. After the gap, price consolidates.

Commonly occurs after a continuation gap. The gap closes quickly, usually within a week.

I studied each gap type and found that area gaps
close in an average of 3 days.

Breakaway gaps take an average of 136 days to
close in a bull market, upward trend, and 168 days in
a downward trend.

Continuation gaps close in an average of 98 days
(uptrends) and 77 days (downtrends).

Exhaustion gaps close in 9 days (uptrends) and
14 days (downtrends).

Exercise

When 1 visit my dentist every year, I pull out the
Highlights magazine and search the drawing for a
comb, rake, toothbrush, and other utensils hidden on

the page. The exercises that accompany several chap-
ters in this book are just like that search except that
here you are looking for chart patterns.

The next chart tests your knowledge of gaps, based
on the earlier table and discussion. Try to identify
each gap. The numbers point to the gaps and the asso-
ciated volume. All four gap types appear in Exhibit 5.2.

Exhibit 5.3 shows the answers.

Breakaway gaps exit a congestion area as if it were
on fire, so they are easy to spot. Sometimes, however,
they become area gaps. Continuation gaps are rare
and will appear only in strong price trends. It took a
while to find a chart that had them. Exhaustion gaps
end a trend, so look for a strong trend, and find a gap
that leads to a consolidation region.

Visual Guide to Chart Patterns

41



42 '« CHAPTER5 Gaps

SMART INVESTOR TIP

Very large gaps, especially

well into a trend, are usually
exhaustion gaps.
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Exhibit 5.2: OLN US Equity (Olin Corp)

Trading Gaps

If you are a day trader, the only gaps important to you
are opening gaps. Other intraday gaps that may ap-
pear happen because of low volume. Ignore them.

If you are a swing trader, then gaps are important.
When a gap forms out of a consolidation region on
high volume, you know that a trend is underway. It is
a buy signal (but not one you should necessarily take).

Apr May Jun Jul Aug Sep
2011

If a trend fails to appear, then the gap becomes an
area gap. That situation should become clear if the gap
closes in two or three price bars. If the gap closes, exit
the trade immediately.

Area gaps show a hook as price curls back to the
gap. That hook should happen within a handful of
price bars of the gap. If it does not, then it is a break-

away gap.
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Exhibit 5.3: OLN US Equity (Olin Corp)

When a gap appears in a strong price trend that
is already underway, it is probably an exhaustion
gap. It could be a continuation gap, so waiting an-
other price bar or two should provide confirma-
tion, and perhaps a better exit price. If you see lots
of overlap between one gap bar and the next, then
it is an exhaustion gap and time to sell. If the trend
continues with little overlap, then it is a conti-
nuation gap.

Since continuation gaps are rare, a gap in a trend
already underway is most likely an exhaustion gap.

Gap Measure Rule

For continuation gaps, measure from the start of the
trend to the middle of the gap and project upward
from the middle of the gap to get a price target.

For example, in Exhibit 5.3, continuation gap 7
shows a trend start at A that ends at B. The gap is

Visual Guide to Chart Patterns

43



44 = CHAPTER 5 Gaps

SMART INVESTOR TIP

After an exhaustion gap ends, the

trend reversal can be violent and
offers a trading opportunity.

about midway in the trend. To put numbers to this,
the low at A is at 18.95 and the middle of the gap is at
21.57 for a height of 2.62. That gives a target of 21.57 +
2.62 or 24.19. The high at B is at 25.45

Some say that continuation gaps follow breakaway
gaps (I have not verified this). If the trend is already
underway, but a breakaway gap did not appear, then
you are probably looking at an exhaustion gap. Also,
exhaustion gaps can be very large. If the gap you are
seeing is tall, then it is probably an exhaustion gap.

If you do see an exhaustion gap, consider trading
the new direction. Violent reversals can accompany

an exhaustion gap. Gaps 8 and 9 in Exhibit 5.3 are ex-
amples. Notice that the new trend lasts for about a
week, so you have to be nimble trading these.

Now that we have filled the gaps in your knowledge,
what comes next? Throwbacks and pullbacks. Do you
know the difference between them, besides spelling?
Hint: Chart patterns that have throwbacks often per-
form worse than patterns missing them. What about
pullbacks? Are pullbacks to stocks what fullbacks are
to football? I have no idea what that means.
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Answer the following questions to test for gapsinyour 3. True or false: Exhaustion gaps close quickly.

knowledge. 4. True or false: The appearance of an exhaustion gap

1. What does closing the gap mean?
A. The window of opportunity to trade a gap is
dwindling.
B. Price covers the gap within a month.
C. Price in the future retraces far enough to
fill the gap.
D. None of the above.

2. Abreakaway gap has the following characteristics:

A. Is accompanied by high volume.
B. Is accompanied by low volume.
C. Usually closes quickly.

D. Often remains open a long time.
E. Leaves a congestion region.

Answers: 1. C; 2. A, D, E; 3. True; 4. False; 5. False; 6. D and E

means the stock is tired, hence the name exhaus-
tion gap.

. True or false: A continuation gap always appears

midway in a price trend.

. The differences between a breakaway gap and an

area gap are:

A. Only one occurs on high volume.

B. The breakaway gap is unusually tall.

C. The breakaway gap closes quickly.

D. The area gap closes quickly.

E. The breakaway gap remains open longer.






Throwbacks and Pullbacks

hrowbacks and pullbacks are important patterns.

Why? Because they happen about half the time
after the breakout from a chart pattern. Not knowing
about them invites disaster when the stock returns to
the breakout price and continues lower. You sell for a
loss only to watch the stock recover.

Exhibit 6.1 provides a typical example of what a

looks like.

Imagine that you have a buy stop placed a penny
above the top of this ascending triangle. The order
triggers at A. Since you are a seasoned pro, you always
use a stop and decide to place it below the prior minor
low, at D.

Price rises for a few days and then the company an-
nounces earnings before the market opens, at C. The
stock opens below the bottom trendline and then plum-
mets far enough to catch your stop and take you out of
the trade. By day’s end, the stock has closed higher!

The injury to your ego continues when the stock
performs like a killer bee chasing a bird, soaring
38 percent to B.

Congratulations! You have just been stung by a
throwback.

Pullbacks

You learn from your mistake and decide that you
placed the stop too close. In your next trade, you
are looking to boost income so you select the divi-
dend paying utility stock shown in Exhibit 6.2, and
buy at A.

Since ascending triangles break out upward 67 per-
cent of the time in a bull market, you feel confident
that this stock will do well. You place a stop loss order
further away this time, a penny below the bottom of
the triangle, at B.

47
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DEFINITION:
Pullback

A pullback occurs after a

downward breakout from a chart
pattern when price returns to the
breakout price or chart pattern
boundary within 30 days.
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Exhibit 6.1: AMTD US Equity (TD Ameritrade Holding Corp)

The day after you buy the stock, it breaks out down-
ward and a day later, it stops you out (C). Then price
recovers almost as quickly and begins the move up
that you expected. In fact, at D, the stock has climbed
32 percent above your buy price. Not only did you take
a loss, but you missed out on all of those dividend
checks.

The drop to C and therecoveryis called a pullback.

Identification Guidelines

What should you look for when trying to identify
throwbacks and pullbacks? The following table
provides the answer.
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Exhibit 6.2: UIL US Equity (UIL Holdings Corp)
Characteristic Discussion
Chart pattern From a chart pattern, price breaks out upward in a throwback and downward in a pullback.
breakout
Loop Price continues in the direction of the breakout for a few days, but then loops back to the
breakout price.
White space After the stock returns to the breakout price, it leaves white space on the chart between the
breakout and return.
Time The stock must return to the breakout price or trendline boundary within 30 days.
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Throwback
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The Typical Behavior of Throwbacks and Pullbacks

Look at Exhibit 6.3, which helps explain the average
behavior of throwbacks and pullbacks.

The left panel shows a throwback. Buying enthusi-
asm pushes price upward until it explodes out the top
of any chart pattern. However, that buying demand
slowly fades in the face of mounting selling pressure.
In an average of six days, the stock has peaked after

climbing 8 percent. Then it begins the return trip to
the chart pattern.

The return takes only four days to either touch or
come near the trendline boundary or breakout price,
for a total of 10 days to make the round trip.

From there, price may continue lower or it may
rebound immediately. In 65 percent of the cases, price



resumes the upward breakout direction and rises.
The other 35 percent close below the bottom of the chart
pattern.

Pullbacks show a similar pattern except they apply
to downward breakouts from any chart pattern. Price
shoots lower at the breakout when excessive selling
overpowers weak buying demand.

In an average of six days, the stock has bottomed
and buying demand reverses the downtrend. The re-
turn journey takes five days for a total of eleven for the
round trip from breakout to pullback.

Price may continue rising from there, and in 53
percent of the cases it does by closing above the top
of the chart pattern. The remaining 47 percent of the
time, the stock drops.

Exhibit 6.3 shows averages of thousands of chart
patterns, so each individual case may vary.

Not all chart patterns will throwback or pullback,
either. The accompanying table shows the throwback
and pullback rates for popular chart patterns.

The highest throwback rate is for rectangle
tops, and triple tops have the highest pullback rate.
Descending triangles have the lowest throwback rate
and rectangle tops have the lowest pullback rate.

This chapter ends the boot camp. The next chap-
ter begins playing with live ammo by discussing
individual chart patterns. It is an exciting time, so gath-
er the children, and you may want to make popcorn.

Ascending 60% 56%
triangles

Descending 50% 55%
triangles

Double bottoms 56% N/A
Double tops N/A 57%
Head-and- 57% N/A
shoulders

bottoms

Head-and- N/A 59%
shoulders tops

Rectangle 59% 59%
bottoms

Rectangle tops 64% 54%
Symmetrical 58% 58%
triangles

Triple bottoms 58% N/A
Triple tops N/A 63%

N/A: Not applicable

Visual Guide to Chart Patterns
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Answer the following questions. 4. Price completes a pullback after a breakout. What
1. True or false: A pullback occurs when price pulls is the probability that price will continue higher?
back to the chart pattern from above. A. Over 50 percent.
2. True or false: A throwback never happens after a B. Under 50 percent.
downward breakout. C. 50 percent.
3. If price breaks out downward from a descending D. Unknown.
triangle at $10 and 31 days later it is at $10, what
has happened?

A. A throwback has occurred.
B. A pullback has occurred.
C. Nothing.

Answers: 1. False; 2. True; 3. C; 4. A



PATTERN IDENTIFICATION

This section focuses on identifying individual chart questions and others, as well as ask you to find pat-
patterns. How do you find them? What should you terns in the exercises in each chapter.

look for, and why do they form? I answer these







Rectangles

N ow that we are experts at identifying minor highs
and lows, drawing trendlines, and knowing what
support and resistance look like, let us begin by find-
ing our first chart pattern: a rectangle.

Think of a rectangle as a sewer pipe snaking through
aconstruction site. It has a flat top and flat bottom, and
price is a rattlesnake winding its way through the pipe.
Exhibit 7.1 shows an example of a rectangle bottom.

After trending downward, the stock bumped up
against an invisible ceiling of overhead resistance and
stood on a floor of underlying support from October
to December, forming a rectangle bottom.

That ceiling and floor I show as two horizon-
tal trendlines in red. Notice that price touches each
trendline three times on the top (1-3) and three on the
bottom (4-6). Also notice that price enters the pattern
from the top, trending down.

The exit from the chart pattern, called a )
is downward in this example, but can be in any direc-
tion for rectangles. I highlight the breakout location in

the exhibit. Price must close below the bottom of the
rectangle to stage a downward breakout.

Notice the volume trend. Just before the breakout,
volume recedes to a low level. Many times volume will
fall off dramatically a day or two before the breakout
of most chart patterns (not just rectangles).

Identification Guidelines

Rectangles are rare, so finding them is about as com-
mon as seeing a hummingbird in the middle of a
housing subdivision. The following table lists the iden-
tification guidelines.

Price Trend The short-term price trend leading
to the rectangle is downward for
bottoms and upward for tops.

Horizontal Two horizontal, or nearly so,

Trendlines trendlines bound price along the

top and bottom of the rectangle.
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Exhibit 7.1: ACMR US Equity (AC Moore Arts & Crafts Inc)

Characteristic Discussion When searching a chart for rectangles, begin look-

ing for a congestion region where price moves hori-
zontally, often for weeks. In fact, the average length of
1,228 rectangles in a study I did using daily price data
to follow the breakout direction: from 1991 to 2011 was 71 days (about 2 1/2 months).
upward for upward breakouts, and Price should bounce between a support zone at the
downward for downward breakouts. bottom and resistance at the top.

For rectangle tops: Volume usually Connect the minor highs with a horizontal or near-
recedes until the breakout. ly horizontal trendline. A similar line drawn below the

Touches There should be at least two
touches of each trendline.

Volume For rectangle bottoms: Volume tends




minor lows forms a parallel trendline. Occasionally,
one of the trendlines will not be horizontal. That is
fine providing the slope is not too steep to disturb the
overall picture. Consider the varying trend lengths.

At least two touches (but three is better) of each
trendline are required for a valid rectangle. The touch-
es need not alternate from top to bottom, but should
have at least two clearly defined minor highs and two
minor lows coming close to or touching each trendline.

In the ideal case, the trendline touches should be
spaced evenly along the pattern, not bunched together
on one end only. In other words, the trendline should not
appear like a diving board, with one end unsupported.

To determine whether the rectangle is a top or
bottom, look at the price trend leading to the start of
the rectangle. Rectangle bottoms have price trending
downward into them, but tops have price trending up-
ward. Ignore any overshoot or undershoot in the price
bars within a week or so before the start of the rectangle.

For rectangle bottoms, the volume pattern tends to
track the breakout direction. For tops, volume often
recedes over the length of the rectangle. Do not dis-
card a rectangle because the volume pattern is wrong.

For example, Exhibit 7.2 shows a rectangle top on
the weekly scale. Price bounces between two horizon-
tal trendlines B and C, touching each plenty of times,
spread along its length. No diving board here!

Price begins the uptrend at A and although price
bobbles up and down in early 2004 (before the start
of the rectangle), it is clear that this rectangle is at the
top of the trend and not at the bottom.

Volume trends upward during the first half of the
rectangle and recedes thereafter.

A smaller rectangle appears at E. The price trend
off the chart to the left shows that this is a rectangle
bottom because price trends downward into it.

Exhibit 7.3 shows a rectangle bottom on the weekly
scale. Price trends higher at B, peaks at A, and drops
into the rectangle bottom. There, price slides be-
tween two horizontal trendlines before breaking out
upward.

Notice that the exit trend, C, nearly matches the
slope of trendline B. In fact, the exit velocity of price
leading out of a chart pattern nearly matches the ve-
locity going into a pattern. That behavior applies not
only to rectangles, but to all chart pattern varieties. If
you have limited dollars to spend and find two stocks
showing chart patterns, choose the one with a higher
velocity (cents per day).

Notice that volume, D, slopes upward. This upward
slope grows dramatically as price climbs, forming a
long hill at E that would scare bicyclists like me trying
to climb it.

I also show price undershoot (F) a few weeks be-
fore the rectangle begins. Ignore it. Undershoot or
overshoot is a short dip or rise, respectively, before
the start of a chart pattern. The only influence they
have is to confuse novices and give authors like me
something to write about.

The inbound price trend is downward leading to
this rectangle bottom (starting from A), not upward
starting from the undershoot (F).
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DEFINITION:
Trend lengths

A short-term trend lasts up to
three months. An intermediate-
term or secondary trend lasts
between three and six months. A
long-term trend or primary trend
lasts longer than six months.

SMART INVESTOR TIP

Tops have price trending into a
chart pattern from the bottom,
and bottoms have price trending
into a chart pattern from the top.

SMART INVESTOR TIP

The price velocity leading to and

exiting from a chart pattern are
often similar even if the direction
is reversed.
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DEFINITION:
Undershoot or
overshoot

Both undershoot and overshoot

occur before a chart pattern
begins. Undershoot happens
when price briefly dips below
the entrance of a chart pattern.
Overshoot happens when price
briefly soars above it.
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Exhibit 7.2: BSET US Equity (Bassett Furniture Industries Inc)

Rectangle Psychology

Why do rectangles form? Imagine that you run
a small mutual fund and your fundamental
and technical analysis says that Friedman In-
dustries is a steal at 5.50. You order the trading
department to buy the stock at that price. (See
Exhibit 7.4.)

Since you want to own several hundred thousand
shares and the stock averages only 16,000 shares
traded daily, it could take weeks to buy all that you
want. Why? Because if you hit the market with an or-
der for 450,000 shares, it will likely send price soaring.
That would boost the average cost of ownership.

One tip I learned is that your buying or sell-
ing should not be for more than 1 percent of the



Often the velocity of
price exiting a chart pat-
tern nearly matches the
velocity going into a pat-
tern, shown here as the
slope of lines B and C.
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Exhibit 7.3: AGU US Equity (Agrium Inc)

average daily volume. In this example, that
would amount to 1,600 shares. Recently, I had to
use a limit order to exit a stock for fear that my
selling would punish price—it was that thinly
traded.

Beginning in early January, point A in the exhibit,
the trading department starts buying the stock. That
buying demand causes price to rise, and your traders

2006 | 2007 | 2008

stop buying because the stock is too expensive. Price
floats up to almost 6.

Another fund wants to dump the stock since they
believe that the company will suffer in the coming
economic slowdown. But they want to sell at a price
no less than 5.75. Other institutional investors and re-
tail traders join both sides. The result is that price hits
a ceiling near 6 and a floor at 5.45.
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SMART INVESTOR TIP

To help limit adverse price

movement, avoid buying more
than 1 percent of the average
daily volume.
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KEY POINT:

A rectangle forms because
traders want to own the stock at

two fixed prices, one low and one
high, setting limits (for a time) on
how far price moves.
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Exhibit 7.4: FRD US Equity (Friedman Industries Inc)

When price bubbles up to the sell price, the mutual
fund jumps in and sells as many shares as they can be-
fore forcing the price back down. When it drops to the
buy price, the other mutual fund begins buying, send-
ing the price higher.

Eventually, one side fulfills their mission to ei-
ther establish a position or liquidate one. The price
will either drop out of the bottom or rise through
the top.

In this example, an upward breakout happens like
a cork flying off a champagne bottle. C is the break-
out day and 40,700 shares trade that day. The prior day
saw only 12,200 shares traded.

Variations

This section looks at variations that you may come
across in your quest to find rectangles. For example,
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Exhibit 7.5: ARWR US Equity (Arrowhead Research Corp)

Exhibit 7.5 shows an unusual chart pattern, but is it
arectangle?

Starting from A, the stock plunges like a bungee
jumper whose cord breaks, splashing into the wa-
ter, and slowly sinking into the top of the chart pat-
tern. That means this rectangle is a bottom and not
a top.

Our jumper surfaces three times near B, touching
the top trendline. The guidelines say that at least two
touches are necessary, preferably widely spaced. Does
this qualify, or is it a diving board?

Since the chart pattern is so long, the three clus-
tered touches are a problem. However, it helps that C
is there to hold up the far end of the trendline.
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SMART INVESTOR TIP

Volume is not an important
identification feature of most

chart patterns, including
rectangles. Volume plays a bigger
role in performance.
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Exhibit 7.6: GLBL US Equity (Global Industries Ltd)

Consider redrawing the top trendline parallel at F.
It will slice through price as an internal trendline, but
that is fine. Draw the line where it best shows over-
head resistance.

Now look at the bottom trendline. How many trend-
line touches do you see? The chart shows one at D, but
thelineis drawn incorrectly. Ignore that touch and move
the line higher until it hugs the price valleys, connecting
E.If you do that, the support area becomes clearer.

This is a rectangle bottom, but not a pretty one.
If it helps, keep in mind what you are looking
for—price moving sideways in a horizontal congestion
region.

The next chart is one that reminds me of an e-mail
that read as if the sender had overdosed on his medi-
cation. “Is this a flat base? Is this a rectangle? What
kind of chart pattern is it? Price gaps up and then goes
horizontal!” (See Exhibit 7.6.)



One glance at the chart told me all I needed to
know, but I checked the news anyway. At A, the com-
pany received an offer to merge their operations with
another company. These types of buyout offers make
the stock soar and then flatline like a dead animal un-
til the merger completes.

I do not consider the pattern to the right of A to
be a rectangle. Why? Because of the news surround-
ing the stock. This is an example of an event pattern—
how a stock behaves after it receives a buyout offer.

Exercise

This section presents two exercises. Find the rectangles
on each chart. It will help if you look for minor highs that
peak near the same price. In your mind, connect those
peaks with a horizontal trendline. Then look below that
line for minor lows that bottom near the same price. If
you find that combination, then you have a rectangle.

Is it a rectangle top or bottom? Look at the
short-term price trend leading to the rectangle. Tops
have price trending upward into the chart pattern and
bottoms have price trending downward.

Exhibit 7.7 has at least two rectangles. Find them.

Exhibit 7.8 shows the answer. The pattern high-
lighted in red is a rectangle bottom. Price begins slid-
ing after A, trending down into the chart pattern, just
as it is supposed to do for a rectangle bottom. Then
it begins moving horizontally, forming minor highs (1
through 5) and minor lows (6 through 11).

The peak at 1 slices through the top trendline, but
does it matter? No. Why not? Because by the time you

recognize the price pattern as a rectangle bottom,
that peak ceases to have any significance. Drawing the
top trendline above peak 1 would make the other top
touches seem too far away.

The same argument applies to valley 8. Price pokes
below the red trendline but is not important to the
overall picture.

The volume trend (F) rises and price breaks out
upward.

Pattern CED is a rectangle top because price trends
upward into the chart pattern. Price touches the bot-
tom trendline three times and several times along the
top. I drew the top trendline through E to show how
price touches the top trendline better. Also, the first
bottom touch, B, is part of a straight-line run. It is a
minor low, but one that is not easy to see without a
trendline connecting it. This is not a perfect example
of a rectangle top, but be flexible.

The volume trend (G) is upward even though this
rectangle breaks out downward. Rectangle tops of-
ten have a receding volume trend, but do not let that
throw you off.

Look at pattern J. Did you find this one? The bottom
trendline touches only one point. I show it redrawn in
the inset as a V-shaped price trend. This V-shape more
accurately represents the trend, not a horizontal line.

The top trendline rests on one peak, H. Point I
is not a minor high. It is just a price bar on the side
of a hill, not an individual peak (minor high). Avoid
counting a trendline touch that is not a minor high or
minor low. Pattern ] is just squiggles on a chart and
not a rectangle.

Visual Guide to Chart Patterns
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Exhibit 7.7: DPL US Equity (DPL Inc)

Exhibit 7.9 also shows at least one rectangle. Find
as many as you can, and have tissues ready in case you
get it wrong.

Exhibit 7.10 shows the answers. Let us begin with
the red one (C) on the far right, since that is the only
rectangle bottom on this chart.

Mar Jun
2003

Price trends downward into the chart pattern and
then bounces up and down between two horizontal
trendlines, touching each at least twice.

Look at peak B. This is an example of overshoot
that I mentioned earlier. Price trends upward into the
chart pattern, but overshoots the entry for a week
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or so before sliding into the rectangle. This is a
rectangle top.

For rectangle top E, the price trend is horizontal
leading to this pattern but upward before that (sharing
the same inbound trend as rectangle D). Notice that
point A is NOT a minor high so it does not qualify as a
top trendline touch. Be careful about touch counts
and include only minor highs or minor lows.

Jun
2003

Pattern E is a rectangle top. However, I prefer to call
pattern DE one long rectangle top instead of thinking
of it as two separate ones.

The next chapter discusses ascending triangles. I
used to love trading them until I discovered that they
did not perform well. In other words, I lost my shirt.
Have you seen it?

Visual Guide to Chart Patterns

65



66 = CHAPTER 7 Rectangles
28.00

P26.00
% P24.00

F22.00

mW "

P16.00

P14.00

Dec Jun Jun
2009 | 2010 2011 * 2012

Exhibit 7.9: OLN US Equity (Olin Corp)




Visual Guide to Chart Patterns 67

>28.00

Ao E

P22.00

;* ' A ] W! .
! M\// '\TMA"I{'WMM"/?MW \MMM’*‘” o

>16.00

>14.00

>5M

MMJ&M@M&MWBMJ

Dec Jun Jun
2009 | 2010 2011 “ 2012

Exhibit 7.10: OLN US Equity (Olin Corp)




68

CHAPTER 7 Rectangles

Answer the following statements or questions.

1.

True or false: A rectangle bottom always has price
trending down into the chart pattern.

. True or false: It is fine if one of the trendlines bound-

ing the rectangle bottom is almost horizontal.

. True or false: It is fine if both trendlines are not

horizontal, providing they are not too far from
level.

. True or false: A down-sloping volume trend is a key

factor in determining whether the chart pattern is
arectangle bottom.

. True or false: A breakout occurs when price pierces

one of the horizontal trendlines.

Answers: 1. True; 2. True; 3. True; 4. False; 5. False; 6. E; 7. True

6. How is a rectangle bottom different from a top

(pick all that apply)?

A. Rectangle bottoms are shorter in duration.

B. Rectangle bottoms have price entering the chart
pattern from the bottom, and tops have it entering
from the top, hence the bottom and top names.

C. They have different names because the volume
pattern is different.

D. A rectangle bottom is a horizontal consolida-
tion region but a top is not.

E. By definition, price enters tops from the bottom
and enters bottoms from the top.

. True or false: A rectangle top is a horizontal con-

gestion region.



Ascending Triangles

his chapter begins looking at chart patterns not

bounded by twin horizontal lines. Triangles use a
more complicated shape: diagonal trendlines. Train-
ing your eye to recognize them is still easy, though,
because the technique builds on what we have
learned.

Exhibit 8.1 shows an example of an ascending
triangle, highlighted by red trendlines.

Price overshoots (A) the entry to this chart pat-
tern, but who cares? There are no ascending triangle
top and bottom variations to worry about (where
the inbound price trend is important); there are only
ascending triangles.

The stock breaks out upward at B, which hap-
pens the majority of the time, but this one sees price
quickly turn down, closing below the bottom of the
chart pattern at C. When that happens, it

The popularity of ascending triangles stems from
the belief that price will start a robust uptrend.

However, I stopped trading most of them because too
many looked like this chart. Price climbed a few per-
cent and then died, killing my trade as well.

Some volume disciples will look at the chart and
say, “Look at volume! It should be well above aver-
age, but it isn't!” Point D shows the breakout day’s

volume, and they are right. Volume was well below k

average, but I have seen profitable trends start on
mediocre volume, too. In fact, I do not even show vol-
ume on my charts. It is as useful to me as asking if fish
like seafood. I am a vegetarian: I eat weeds.

Identification Guidelines

When searching for ascending triangles, look for
minor highs close together (weeks apart, but usu-
ally not months between tops) that peak near the
same price. Then look directly below those peaks to
see if the valleys trend upward following a straight
line.
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Exhibit 8.1: LXU US Equity (LSB Industries Inc)
Sometimes I will see an up-sloping line of valleys [~ =~ . . .. Discussion
following a trend. Then I look above them and see a - -
. . L. Horizontal top Price along the top follows a
horizontal line of peaks. That combination spells , :
line horizontal trend.
triangle. Unesloo: = " o et el
. . . i p-sloping rice makes a series of higher
Th.e ?,ccompanyln'g tab'le lists the important char bottom line valleys, following a trendline. The
acteristics of ascending triangles. two trendlines converge.




Characteristic Discussion

Price crossing Price must cross the pattern from
side to side, filling the triangle with
movement. Avoid patterns with
excessive white space in the center

of the triangle.

Volume Volume in the pattern recedes
and can be especially low the day
before the breakout.

Breakout Can be in any direction, but is

upward the majority of the time.

Price along the top of the ascending triangle
follows a horizontal or nearly horizontal trendline.
Along the bottom, the minor lows bounce off an up-
sloping trendline drawn connecting them.

Look at Exhibit 8.2.

Minor highs A through D stop near the same price.
Minor lows E through G touch the bottom trendline.
Together they form an ascending triangle, only this
one has a downward breakout.

Make sure that price crosses the chart pattern
plenty of times. What you do not want to see is white
space in the middle of the pattern. I show an example
of that later in this chapter.

Volume tends to recede over the life of the triangle,
but that varies from triangle to triangle. The chart
shows volume trending higher in the first half of the
pattern and then downward leading to the breakout.
Do not discard an ascending triangle simply because
of an abnormal volume trend.

The breakout from an ascending triangle can be in
any direction, but is usually upward.

This is another example of a busted ascending
triangle. Price breaks out downward and does not
drop far (less than 10 percent) before reversing and
closing above the top of the triangle. When that hap-
pens, it busts the downward breakout.

Unfortunately, this bust did not result in a tasty
move upward. That might be because of the extended
rise leading to the triangle. In fact, the downward
breakout was a clue to weakness to begin with.

Ascending Triangle
Psychology

In ascending triangles, price peaks for the same rea-
son it does in rectangles: Traders sell when the stock
reaches their target price.

Suppose that Molly runs a mutual fund and
wants to sell several hundred thousand shares of
ABC Chewing Gum. Every time the stock reaches
$35, she sells some. Her selling creates a ceiling on
the stock.

Harry runs the trading department of a hedge fund,
and he loves ABC Chewing. When the stock drops to
30, he buys as many shares as he can, but the stock
runs away from him and becomes too expensive to
chase.

Johnny is a rich swing trader. He watches Mutual
Fund Molly create overhead resistance at 35 and
sees Hedge Fund Harry put a floor in the stock at 30.
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KEY POINT:

When searching for ascending
triangles, make sure price crosses
the chart pattern from side to

side several times. Price should
not be bunched up near the start
nor near the end with an empty
white hole in the middle.

KEY POINT:

An ascending triangle forms

because of increasing demand at
lower prices matched with selling
at a constant price.
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Exhibit 8.2: FOE US Equity (Ferro Corp)

When the stock drops to 30.25, he starts buying,
knowing that he can probably sell when it approaches
35. “Easy money, he says and smiles.

Harry sees volume tick up and believes that oth-
ers are buying ahead of him. He raises his buy price
to 30.50 and starts eating as many shares as he can
before they disappear from his plate.

On the next cycle, Harry has to raise his buy
price to 31 to stay ahead of the other cannibals. The
hunt continues until Molly sells all of her shares
or Harry bags his quota and quits. When one side
gives up, the other side yells, “Tag! You're it!” and
snatches the stock; then a breakout ensues, ending
the pattern.
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Exhibit 8.3: GD US Equity (General Dynamics Corp)

Variations

Exhibit 8.3 shows an example of an ascending triangle
on the weekly scale.

Price touches the top trendline (A) three times at
three minor highs and the bottom trendline (B) also
three times, although the individual spikes may be
hard to see.

Notice the white space at C. I would prefer that A
slide to the left a bit, filling some of that white space,

but I also think this pattern works as an ascending tri-
angle. It is not perfect, but few chart patterns are.

You will notice that if I changed the time scale to
days or intraday, the pattern shape would not change.
An ascending triangle on the 1-minute scale would
still have a flat top and an up-sloping bottom.

Before we move on to the next exhibit, notice the
head-and-shoulders bottom that appears. The pattern
is a wonderful example of a reversal that signaled the
turn from bear market to bull.
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FAST FACTS

The breakout from an ascending
triangle is upward 64 percent of

the time based on research com-
pleted in 2011 using over 1,600
ascending triangles in both bull
and bear markets.
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SMART INVESTOR TIP

Well-formed chart patterns have
small amounts of white space.
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Exhibit 8.4: CWTR US Equity (Coldwater Creek Inc)

The left (LS) and right (RS) shoulders look fine. The
stretched head and neck, however, warn us to never
play tag with black holes.

Exhibit 8.4 shows an invalid ascending triangle.

Price touches the top trendline twice and the bot-
tom line multiple times, just as the guidelines require.
The top trendline is horizontal and the bottom one
slopes upward. But the gaping hole of white space at
A seems large enough to fly a 747 through. Price does

not cross the triangle often enough to qualify this as a
valid ascending triangle.

Exercise

Look for ascending triangles in Exhibit 8.5. You should
find two of them, maybe three if you are creative, along
with a broadening top, head-and-shoulders top, and
double top. If you do not know what the non-triangle
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Exhibit 8.5: TREX US Equity (Trex Co Inc)

patterns are, that is fine. I just want your eyes to get
used to seeing a variety of patterns.

Exhibit 8.6 shows the answers, including exam-
ples of how the triangle’s apex aligns with price (see
Chapter 10).

Compare apex A with turn B, apex E with F, and G
with H. Above or below each apex is a corresponding
price turn. The turn may not last long or it could start
anew trend. The duration of the turn is unknown, but
this technique does highlight short-term turns.

Look at pattern C. Price along the bottom of the
pattern (D) touches the trendline three times (the
end point does not count since price plunges through
the pattern there). Along the top, it also touches the
trendline multiple times, but there is a problem. The
top line is not horizontal.

Does it have to be level? No. Now look at the blue
inset directly above the triangle. This depiction makes
the top line appear horizontal. Is it an ascending
triangle or not?
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FAST FACTS

The apex of a triangle is where

price tends to form a short-term
peak or valley.
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Exhibit 8.6: TREX US Equity (Trex Co Inc)
Depending on how you draw the top trend- Before moving on to the next exhibit, look at the

line, the blue outline appears to have an upward other chart patterns so that you can become accus-

breakout whereas the red depiction shows a tomed to finding them, too.

downward breakout (a small red circle in each Search Exhibit 8.7 for two ascending triangles, a

case). double bottom, and a head-and-shoulders top and
I believe that the red image better represents a bottom. We have not covered many of those patterns,

rising wedge and not an ascending triangle. but do your best anyway.
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Exhibit 8.8 reveals the locations of these chart The next chapter discusses descending triangles.
patterns. Think of them as ascending triangles who forgot to

Hopefully, you were able to pick out the ascending refill their anti-depressant medication.
triangles in February and April.
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Test Yourself
Answer these questions with true or false. 4. Directly above or below the triangle apex is a likely
1. 'The bottom trendline of an ascending triangle has turning point.

a horizontal slope. 5. Ascending triangles break out upward most of the
2. The top trendline can slant, but not too much. time.

3. The apex is where the trendlines converge.

Answers: 1. False; 2. True; 3. True; 4. True; 5. True






Descending Triangles

Descending triangles share characteristics of their
ascending brothers including one horizontal
trendline and another sloping.

Exhibit 9.1 shows two examples in red.

Starting in May, the stock drops like a Texas
hailstone and slams into support at A, bounces sev-
eral times and forms a descending triangle.

Points A, B, and C highlight valleys that align along
a horizontal bottom trendline. Along the top, peaks D,
E, and F touch another line, but this one slopes down-
ward. The two trendlines merge at the triangle’s apex.

Volume trends downward (G) until spiking on the
breakout day, and that behavior is typical of many
chart patterns.

Be still my heart: This is an example of a trad-
ing setup that I love. Price breaks out downward but

reverses, pushes upward, and closes above the top of
the triangle. When it does that, it busts the pattern.
Busted patterns can lead to good performance, as this
example shows.

I was hesitant to show triangle H because the bot-
tom trendline, although shown flat, is probably bet-
ter drawn sloping upward. If you redraw it, the pat-
tern becomes a symmetrical triangle, the subject
of the next chapter. However, the bottoms are close
enough to the trendline that the pattern qualifies as a
descending triangle, too.

Identification Guidelines

The following table lists the important characteristics
that help identify descending triangles.
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Exhibit 9.1: NWY US Equity (New York & Co Inc)
SMART INVESTOR TIP Characteristic Discussion
If price touches the bottom Horizontal bottom line Price along the bottom follows a horizontal trend.
trendline only twice, it should ) ) ) , .
T T Down-sloping top line Price along the top slopes downward, following a trendline.
at least three times. This is not Price crossing Price must cross the pattern from side to side, filling the triangle with
a requirement, but five touches movement. Avoid patterns with excessive white space in the center of
for many chart patterns works the triangle.
well to help avoid selecting Volume Volume in the pattern recedes and can be especially low the day
G L before the breakout.
Breakout Can be in any direction, but is downward the majority of the time.




Look for at least five
touches (total) of the
trendlines to avoid se-
lecting bogus patterns.
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Exhibit 9.2: MAS US Equity (Masco Corp)

To help explain the guidelines, look at Exhibit 9.2.

The bottom of triangle A shows three touches of a
horizontal trendline. The valleys do not bottom at ex-
actly the same price, but they come close. They look as
if they belong on the same trendline.

Along the top, B, another trendline connects peaks
that form at successively lower levels and yet still
touch the trendline. I look for three touches along the
diagonal if only two touch the bottom. That is a safety
measure to prevent selecting triangles that are just
random squiggles on the price chart.

Price crosses the triangle from side to side, leaving
no room for white space. This is another important
safety tip to avoid selecting bogus patterns.

Volume typically recedes in the chart pattern, but do
not discard a descending triangle just because the vol-
ume pattern shows increasing volume. Triangle E has
U-shaped volume and yet it is a valid descending triangle.

Price can break out of a descending triangle in any
direction, but most often, it will be downward.

Look at points F through J. Is this a descending tri-
angle? Yes. I dislike only two touches on the top, and
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SMART INVESTOR TIP

Avoid excessive white space
between the two trendlines when

selecting descending triangles.
Price should cross the triangle
plenty of times to fill the area.
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Exhibit 9.3: CX US Equity (Cemex SAB de CV)

the bottom trendline could be straighter, but the com-
bination works.

There is another descending triangle on the chart
that is not marked. Where is it? Go look for it before I
tell you where it is.

Hint: Look on the far left of the chart.

In mid-November 2009, the stock began forming
a descending triangle that extended to early January,
breaking out upward. It has three touches on the top
and three on the bottom.

Descending Triangle
Psychology

Suppose you are a large institutional investor that
wants to own Cemex, pictured in Exhibit 9.3, at $5 a
share.

When the stock drops to $5, you buy (A). Notice the
associated rise in volume.

I watch the ticker tape and see large blocks roll
across my screen at $5 and below, so I conduct



research and discover that the stock represents a
compelling value. I buy too. Together, along with other
buyers, we send the price moving up.

When the stock hits $6, I dump the turkey, pass Go,
and collect my $200. Other sellers that view it as over-
valued decide to cash in as well (D).

This selling pressure causes price to ease lower and
eventually trigger more buying at a lower price (B).
When the stock rises, those that missed selling as the
stock approached $6 sell now.

The cycle of buying and selling continues at E,
C, F, and G. At G, well into the traditional worst
performing month of the year (September), selling
pressure increases, overwhelming buying demand,
forcing the stock to push through support. The stock
tumbles.

The footprint that remains on the chart outlines a
descending triangle.

Variations

Look at Exhibit 9.4 because it reveals a flaw in pattern
identification.

Price anchors the bottom of the chart pattern
at A and B with minor low trendline touches at the
same price. Along the top, price touches the trend-
line multiple times on the way to C. The peak at C
pokes up through the top of the triangle, staging a
breakout.

What is wrong with this triangle? It contains too
much white space in the middle of the pattern. Price

does not cross the triangle from side to side, filling the
chart pattern with price movement.

If you look at the blue inset, with the triangle
boundaries removed, you can see that this is nothing
more than the stock climbing to a peak and withdraw-
ing. It is not a triangle.

Compare pattern ABC with the one in the red inset
at D. The D triangle shows plenty of price crossings as
well as trendline touches spaced throughout the tri-
angle. Image D is how a descending triangle should
look.

Exercise

You will likely have difficulty finding a descend-
ing triangle in Exhibit 9.5. Here is a hint: Look for
the down-sloping trendline first. You should also
find a double bottom. Another hint? Both are large
patterns.

The next chart (see Exhibit 9.6) reveals the
descending triangle. It has three touches on the
top and two on the bottom. Price crosses the pattern
and fills the white space, but because the triangle
is so large, it may look like too much white space.
It takes time for price to cross the pattern, so it is
fine.

Notice that the double bottom shares the triangle’s
space. Both are valid chart patterns.

I think that the next exercise is easy, but then I
know where to look. You will find a descending tri-
angle, two double tops, one double bottom, and a
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KEY POINT:

A descending triangle forms
when buyers acquire the stock
at a fixed price, forming a line
of support. Others sell when the
stock becomes overpriced.

SMART INVESTOR TIP

It is helpful to look at a price chart
without any trendlines connecting
the pattern boundaries to make
sure that what you are seeing is
really a chart pattern. Can you
draw each trendline a different
way, by connecting other nearby
peaks or valleys? Will others see
the same pattern as you? If there
are doubts, then skip the pattern
and look for another one.
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Exhibit 9.4: EXPD US Equity (Expeditors International of Washington Inc)

symmetrical triangle. Try to find as many of those as
you can. (See Exhibit 9.7.)

The descending triangle is at A, in red. Price touch-
es each trendline, forming a beautiful wedge shape. It
reminds me of the rubber doorstop I use to keep the
wind from slamming the door shut in summer. (See
Exhibit 9.8.)

You probably did not select triangle B, and that is
good because it is not a descending triangle. There is

too much white space between the trendlines to qual-
ify this as a valid triangle.

On the right of the chart is a symmetrical triangle.
It is a more complicated shape, with two converg-
ing trendlines. Unlike ascending and descending tri-
angles, the shape of the pattern does not hint at the
breakout direction. Symmetrical triangles are as plen-
tiful as fleas on a dog, and can be just as annoying.
They are the subject of the next chapter.
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Exhibit 9.5: NOC US Equity (Northrop Grumman Corp)
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Exhibit 9.7: CACH US Equity (Cache Inc)
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Answer these statements with true or false. 3. Atleast four touches, total, of the two trendlines is
1. Anascendingtriangle has a horizontal top trendline. required, but five or more is better.
2. A descending triangle has a down-sloping top

trendline.

Answers: 1. True; 2. True; 3. True






Symmetrical Triangles

Symmetrical triangles take pattern recognition to
a new level. We ditch horizontal trendlines and
use diagonal ones to outline the pattern.

Exhibit 10.1 shows a pair of symmetrical triangles
swimming in a price sea. They remind me of angel-
fish I'had in my 55-gallon aquarium when Ilived near
Boston.

I like the red triangle at C. Price touches two slop-
ing trendlines that merge at the triangle apex. Directly
above the apex, in this example, is a price peak. I have
mentioned this apex and turning behavior before be-
cause it works well and gives traders a clue where the
trend might shift.

Notice that the blue triangle apex (D) sits beneath
peak E. It is not as timely (it comes late as price is
about to slide) as the other triangle’s prediction, but
it is valuable, too.

Triangle D cuts through price on both trendlines,
so it is not ideal. Volume trends lower as it does in
many symmetrical triangles.

Identification Guidelines

The following table lists important characteristics
that help identify symmetrical triangles.

Two sloping and
converging trendlines

Price follows two sloping
trendlines that join at the
triangle apex.

Price must cross the
pattern from side to side,
filling the triangle with
movement. Avoid patterns
with excessive white
space in the center of the
triangle.

Price crossing

Volume Volume in the pattern
recedes and can be
especially low the day

before the breakout.
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Exhibit 10.1: BA US Equity (Boeing Co/The)

Characteristic Discussion
Breakout Can be in any direction.
Duration Should be longer than

three weeks; otherwise
they could be pennants.

To help explain the guidelines, look at Ex-
hibit 10.2.

Jun
2011 2012

This is an example of a large symmetrical triangle
at C, bounded by red trendlines. Price touches each
trendline three times (twice is a minimum, but I like
to see three) in distinct minor highs and minor lows.
As price crosses the chart pattern from side to side, it
fills the white space. Since this is a large example, do
not expect price to fill the entire area. White space will
be present, but should not look like a cavity too large
for a dentist to fill.
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