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Foreword

| am a collector of first editions of books. My specialties include astron-
omy texts written before 1900, such as Percival Lowell's classc Mars, the
first published speculations about the possibility of life on the red planet
(which inspired Jules Verne to write The War of the Worlds), and a strange
little tome from 1852 that claims astronomer William Hershel spotted
sheep on the Moon with his telescope.

My collection aso includes about 200 business books written by au-
thors | have interviewed through the years. My inscribed copy of lvan
Boesky's Merger Mania, for example, was appraised a few years ago at
$200.

But my sentimental favorite is a beat-up old chart book of the Dow
Jones Industrials and Transportations Averages going back to December
18, 1896, the day the modern Dow Jones averages were born. (Trivia
question: Where did the Dow Industrials close after its very first day of
trading? Answer: 3859, Back then, the Industrials only had 12 compo-
nents, and the Transports, with 20 issues, were known as the Rails.

A 90-year-old FNN viewer from Virginia offered it to me in the fall of
1985.

"I have been interested in, but not too active in, the market since the
early '20's," he wrote, "and lived through the '29 'break' and the great
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depression which was a 'tempering' influence against excessive enthusi-
asm.

"At age 90 my activities are confined to 'growth' stocks and safe
investments. | am no longer interested in 'speculation." So he wondered if
| would be interested in his chart book.

Indeed, | was. | gladly accepted in exchange for a signed copy of one
of Joe Granville's books.

The book was published in 1931 by Robert Rhea, the famed disciple of
Charles Dow and of the oldest form of technical analysis, the Dow Theory.
It covers the years 1896-1948, with each page devoted to one year's
trading of both averages.

It is one hig faded green rectangle, measuring 11 inches high and 18
inches across. Its heavy cardboard covers are held together by a couple of
rusty screws.

| browse through it once in awhile, marveling at its simplicity. Each
day's closing value is designated by a single horizontal hash mark meticu-
loudly notched on the graph paper. Nothing fancy. No intra-day highs and
lows, no trendlines, no points or figures; just a simple daily record of the
debits and credits of civilization.

There is the market panic in December of 1899, when the Industrias
plunged from 76 to 58 in just 13 trading days.

There is the period from July to December of 1914, when, incredibly,
the market was closed on account of World War I. Eerily, haf the page
devoted to that year is blank.

And, of course, there is 1929, when the Industrials peaked on Septem-
ber 3 at 381.17 and hit bottom, three pages later, in July of 1932 at 41.22.

The book means a lot to me. Between its covers there is a bit of
history, some mathematics, a dose of economics, and a dash of psychol-
ogy. It has taught me much about a discipline that | once considered
voodoo.

Good journalists are supposed to maintain an open mind about the
dories they cover. Political reporters, for example, should be neither Re-
publican nor Democrat. And successful financial reporters should avoid
being either bullish or bearish. And they should aso be familiar with both
fundamental and technical analysis.

Foreword

I remember the first time | interviewed a technical market analyst in
the fall of 1981, when | was still cutting my teeth on business news. This
analyst spoke of 34-day and 54-week market cycles and head-and-shoulder
bottoms and wedge formations. | thought it was so much mumbo-jumbo
until the summer of '82 when the bull market was launched, and the
fundamental analysts were still bemoaning the depths of the recession that
gripped the economy at the time. That was when | realized the technicians
may have something there.

He doesn't know it, but Greg Morris taught me a lot about technical
anaysis. Or, more accurately, his N-Squared software did. For a couple
years during the mid-80's, | hand-entered the daily NY SE advance/decline
readings and the closing figures of afew market indices into my computer.
| used N-Squared to build charts and draw trendlines. (I hadn't yet learned
about modems and down-loading from databanks.)

The dow, painstaking process gave me a hands on, almost organic, feel
for the markets. And watching various repetitive chart patterns unfold on
the computer screen was a great lesson about supply and demand and
about market psychology.

| think | understand how technical analysis works. It's the why that
still puzzles me. | understand the supply and demand implications of
support and resistance levels, for example, and | appreciate the theories
behind pennant formations and rising bottoms.

But | still marvel a what ultimately makes technical analysis work:
that intangible something that causes technicians to anthropomorphize the
markets without even redlizing it. The market is tired, they say. Or the
market is trying to tell us this or that. Or the market always knows the
news before the newspapers do.

That something, in my mind, is simply the human side of the market,
which | suggest American technicians tend to ignore. Technical analysis
is, after al, as much art as it is science. But too many analysts have a
mathematical blind spot, and | blame that on computers. Yes, charts rep-
resent numerical relationships. But they aso depict human perceptions
and behavior.

Enter Sakata's Candlesticks, which combine the highly quantitative
ratiocination of American technical analysis with the intuitive elegance of

xi
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Japanese philosophy. Greg Morris has more than ably turned his attention
to this fascinating charting style with this book.

It occurs to me that Japanese Candlesticks are the perfect form of
technical analysis for the '90's. | happen to agree with authors John
Naisbett and Peatricia Aburdene. In their bestseller Megatrends 2000, they
write that we're headed for the age of spirituality. It won't necessarily be
an overtly religious period, mind you, but rather one subtle, intuitive
power we may al develop that alows us to sense things before they
actually happen. It will be a period that embraces a kind of hybrid Eastern
philosophy and Western practicality without al the New Age hocus-pocus.

Just right for Candlestick analysis. The system is precise and exacting,
but it charms with its haiku-like names for chart patterns. "“paper um-
brella," or "spinning tops," for example.

But I'll let Greg Morris tell the story from here. | just hope my
90-year old friend is still around to read it. | think he would like it.

Bill Griffeth, Anchor
“Strictly Business,” CNBC
Park Ridge, NJ

xii

Preface

Japanese candlestick charting and analysis is definitely a viable and effec-
tive tool for stock and commodity market timing and anadysis. That is a
bold statement, especidly when you consider the universe of analysis
techniques that are being promoted, offered, sold, used, abused, and
touted. Other than Nison's work, the only problem has been the lack of
detailed information on how to use and identify them. Not only will this
book solve this problem, but it will aso provoke an intellectual curiosity
in candlesticks that will not easily disappear.

Japanese candlesticks provide visual insight into current market psy-
chology. There is no ancient mystery behind Japanese candlesticks, as
some promoters would have you believe. They are, however, a powerful
method for analyzing and timing the stock and futures markets. That they
have been used for hundreds of years only supports that fact. When
candlesticks are combined with other technical indicators, market timing
and trading results can be enhanced considerably.

It is Amost regretful that this sound analysis technique was introduced
to the West using the word "candlesticks" instead of some more appealing
or appropriate terminology, such as Sakata's Methods or Sakata's Five
Methods. If candlesticks' Western debut had focused on the uncovering of
an ancient Japanese analysis technique caled Sakata's Methods, | believe
their acceptance would have been quicker and more widespread. None of

xin
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this, however, changes the contribution that candlesticks make to technical
analysis, only fewer misleading claims would have been made.

In January 1992, | completed a week of study in Japan with Mr.
Takehiro Hikita, an independent and active futures trader. While staying in
his home, we thoroughly discussed the entire realm of Japanese culture
related to candlestick analysis. His extensive knowledge and dedication to
the subject made my learning experience not only enjoyable, but quite
thorough. His insistence that | try to understand the psychology at the
same time was instrumental in learning many of the pattern concepts. |
hope that | have transposed that priceless information into this book.

This is a book that not only covers the basics, but offers more detail
into exactly how to identify and use the patterns. A comprehensive analy-
sis and recognition methodology will be presented so that you will have no
doubt in your mind when you see a candlestick pattern. In addition to a
thorough coverage of the candlestick patterns, the philosophy of their use
will be discussed <o that you will have a complete understanding of Japan-
exe candle pattern analysis and its usefulness to market timing and strate-
gies. Candle patterns need to be defined within parameters that people can
understand and use in their everyday analysis. This can still involve flexi-
bility as long as the limits of that flexibility are defined, or at least ex-
plained.

An attempt to take the subjectivity out of Japanese candlesticks analy-
ss will be a primary thrust of this book. Most sources that dea with
candlesticks admit that patterns should be taken into the context of the
market. Thisis true, but is often an excuse to avoid the complicated meth-
odology of pattern recognition.

Chapters on statistical testing and evaluation will reved, totally, all
assumptions used and all details of the testing results. Rigorous testing has
been done on stocks, futures, and indices. Some of the results were surpris-
ing and some were predictable. All results are shown for your use and
perusal.

There is nothing more tiring, useless, and inefficient than reading page
after page of detailed analysis on chart patterns about how the market was
or what you should have done. The seemingly endless verbiage about how
you would have done if you had only recognized this or that when this or
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that occurred is totally worthless. Charting examples will be shown in this
book only as learning examples of the candle patterns being discussed. It
definitely helps to see the actual candle patterns using real data.

| could not have alowed myself even to start a project as involved as
this if | had even the dlightest doubt as to the viability and credibility of
using Japanese candlesticks as an additional tool for market analysis and
timing. Over the last fifteen years, | have read amost every book on
technical analysis, used every type of indicator, followed numerous ana-
lysts, and developed technical and economic analysis software in associa-
tion with N-Squared Computing. Believe me, if candlesticks were just a
passing fancy, this book would not have been considered — certainly not by
me.

| felt that a straightforward approach in writing the book would be the
most accepted, and certainly the most believable. When | buy a book to
learn about a new technique, a textbook-like approach is appreciated.
Hence, this style has played avital part in the structure and organization of
this book.

This book will not only introduce and explain al of the inner workings
of Japanese candlesticks, but will also serve as areference manual for later
use. Each candle pattern has been defined and explained in a standard
format 0 that quick and easy referral is possible. | will introduce a new
method of analysis called "candlestick filtering," which, based upon my
research, is essential for better recognition. You will see it gain in popular-
ity because it can provide such a sound basis for future analysis and
research.

Japanese candlestick analysis used with other technical/market indica-
tors will improve your performance and understanding of the markets.
Even if you use candlesticks solely as a method of displaying data, you
will find them indispensable. Candlestick charting, candle pattern analysis,
and candlestick filtering will give you an edge, a tool if you will, that will
enhance your understanding of the markets and trading performance.
Learn CandlePower, use it, enjoy its rewards.

Greg Morris
Dallas, Texas
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1 Introduction

Japanese candlestick analysis is a valid form of technica analysis and
should be treated as such. Promoters of instant wealth will always misdi-
rect and abuse their rights, but in the end, they are not around long enough
to cause any substantial damage. One should always look into any new
technique with a healthy amount of skepticism. Hopefully, this book will
keep that skepticism under control and unnecessary.

Technical Analysis

When considering technical analysis, one should remember that things are
quite often not always what they seem. Many facts that we learned are not
actually true; and what seems to be the obvious, sometimes is not. Many
people believe water runs out of a bathtub faster asit gets to the end. Some
people may drink like a fish, but fish don't drink. George Washington
neither cut down a cherry tree, nor threw a dollar across the Potomac.
Dogs don't sweat through their tongues, Audi automobiles never mysteri-
ously accelerated, and the Battle of Bunker Hill was not fought a Bunker
Hill.

A good detective will tell you that some of the least reliable informa-
tion comes from eye witnesses. When people observe an event, it seems
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their background, education, and other influences, color their perception of
what occurred. A most important thing that detectives try to do at a crime
scene, is to prevent the observers from talking to each other, because most
will be influenced by what others say they saw.

Another curious human failing becomes a factor when we observe
facts. The human mind does not handle large numbers or macro ideas well.
That thousands of people die each year from automobile accidents raises
scarcely an eyebrow, but one airplane crash killing only a few people,
grabs the nation. We are only modestly concerned that tens of thousands of
people are infected with AIDS, but we are touched deeply when presented
with an innocent child that has been indirectly infected. If a situation is
personalized, we can focus on it. We can become deluded by our emo-
tions, and these emotions can effect our perceptions. When our portfolios
are plunging, dl of the fears that we can imagine are dragged out: reces-
sion, debt, war, budget, bank failures, etc. Something is needed to keep us
from falling victim to everyday emotion and delusion; that something is
technical analysis.

Almost al methods of technical analysis generate useful information,
which if used for nothing more than uncovering and organizing facts about
market behavior, will increase the investor's understanding of the markets.
The investor is made painfully aware that technical competence does not
ensure competent trading. Speculators who lose money do so not only
because of bad analysis, but because of their inability to transform their
analysis into sound practice. Bridging the vital gap between anaysis and
action requires overcoming the threats of fear, greed and hope. It means
controlling impatience and the desire to stray away from a sound method
to something new during times of temporary adversity. It means having the
discipline to believe what you see and to follow the indications from sound
methods, even though they contradict what everyone else is saying or what
seems to be the correct course of action.

Japanese candlestick Analysis

As a new and exciting dimension of technical analysis, Japanese candle-
dtick charting and candle pattern analysis will help anyone who wishes to
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have another tool at their disposal; atool that will help sort and control the
constant disruptions and continued outside influences to sound stock and
futures market analysis.

What does candlestick charting offer that typical Western high-low bar
charts do not? As far as actual data displayed—nothing. However, when
it comes to visual appeal and the ability to see data relationships easier,
candlesticks are exceptional. A quick insight to the recent trading psychol-
ogy is there before you. After a minimal amount of practice and familiar-
ization, candlesticks will become part of your analysis arsena. You may
never return to standard bar charts.

Japanese candlesticks offer a quick picture into the psychology of
short-term trading, studying the effect, not the cause. This places candle-
sticks squarely into the category of technical analysis. One cannot ignore
the fact that prices are influenced by investor's psychologicaly driven
emotions of fear, greed, and hope. The overall psychology of the market-
place cannot be measured by statistics; some form of technical analysis
must be used to analyze the changes in these psychological factors. Japan-
exe candlesticks read the changes in the makeup of investor's interpreta-
tions of value. This is then reflected in price movement. More than just a
method of pattern recognition, candlesticks show the interaction between
buyers and sellers. Japanese candlestick charting provides insight into the
financial markets that is not readily available with other charting methods.
It works well with either stocks or commodities. Related analysis tech-
niques, such as candlestick filtering and CandlePower charting, will add to
your analysis and timing capabilities.

This book not only will serve as an introduction to Japanese candle-
stick charting and analysis, but will aso provide conclusive evidence of
the usefulness of candlestick patterns as an analysis tool. All methods of
analysis and al assumptions will be open and unobstructed. You will, after
reading this book, either begin to use candlesticks to assist in your market
analysis and timing or be confident enough in them to further your own
research into candlestick analysis.
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Japanese Candlesticks and You

Once you become accustomed to using candlestick charts, you will find it
disconcerting to be limited to a standard bar chart. Without candlesticks,

you will feel that you are not seeing the complete picture— that something

ismissing. Besides providing the quick and easy pattern recognition, can-

dlesticks have great visual appea. The data relationships almost jump off

the page (or computer screen), hardly the case with bar charts.

Candlestick Charts versus Bar Charts

Throughout this book, the assumed time period, will be a single day of
trading. It should be understood that a bar or candle line can represent any
trading period, not always just a day. However, daily analysis is probably
the most common and will thus represent the period of trading for this
book. Additionally, the mention of investors, speculators, and traders will
be used throughout with no attempt to classify or define them.

Standard Bar Charts

The data required to produce a standard bar chart consists of the open,
high, low, and close prices for the time period under study. A bar chart
consists of vertical lines representing the high to low range in prices for
that day. The high price refers to the highest price that the issue traded
during that day. Likewise, the low price refers to the lowest price traded
that day.

Figure 1-1
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<«—— Close

Open —>
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introduction

For years, the only other price element used in bar charting was the
close price. The close was represented on the high-low bar as a small tick
mark extending from the bar out to the right. Recently, bar charting has
incorporated the open price by another small tick on the left side of the
high-low bar. This stands true for aimost all stock charts and stock data
vendors. Most futures and commodity charts have always used the open
price because it was more readily available.

Figure 1-2
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Most bar charts are displayed with a volume histogram at the bottom.
Charting services aso offer a number of popular indicators aong with the
bar chart. Technical analysis software vendors gave the user agreat deal of
flexibility in displaying the bar charts. The standard bar chart could be
displayed with indicators, volume, open interest, and a large assortment of
other technical tools appropriate for that software.
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Candlestick Charts

Japanese candlestick charts do not require anything new or different as far
as data are concerned. Open, high, low, and close are all that is needed to
do candlegtick charting. Many data vendors do not have open prices on
stocks. This problem can be addressed by using the previous day's close
for today's open price. This, however, presents a somewhat controversial
situation and is thoroughly discussed in Chapter 6.

The Body (jittal)

The box that makes up the difference between the open and close is called

the rea body of the candlestick. The height of the body is the range
between the day's open price and the day's close price. When this body is
black, it means that the closing price was lower than the opening price.

When the closing price is higher than the opening, the body is white.

<« Open
<X
<« Close

The Shadows (/cage)

The candlestick line may have smal thin lines above and/or below the
body. These lines are called shadows and represent the high and low prices
reached during the trading day. The upper shadow (uwakage) represents
the high price and the lower shadow (shitakage) represents the low price.
Some Japanese traders refer to the upper shadow as the hair and the lower
shadow as the tail. It is these shadows that give the appearance of a candle
and itswick(s).

Figure 1-3

Introduction

When drawing candlestick charts by hand, the Japanese use red instead
of white to represent the up days (close higher than open). With the use of
computers, this is not feasible because red would be printed as black on
most printers and you could not tell the up days from the down days. This
aso applies to photocopying..

‘
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If you compare Figures 1-4 and 1-5, you can see that the Japanese
candlestick chart really does not display anything different from the stand-
ard bar chart. However, once you become accustomed to seeing Japanese
candlestick charts, you will prefer them because their clarity is superior
and alows a quick and accurate interpretation of the data. This matter of
interpretation is also what this book is about. Japanese candlestick charting
and analysis will continue to grow and gain in popularity. For as long as it
is used as intended, only a profit of doom would suggest its demise.
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Figure 1-5
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2| candlestick Lines

A day of trading in any stock or futures market is represented in traditional
charts by a single line or price bar; Japanese candlestick charting is no
different, except that the information is so much more easily interpreted.

There is much information provided in a single candle line. This will
help in understanding the psychology behind the many candle patterns
described in later chapters. There are a few candle patterns that consist of
only asingle candlestick and aso qualify as reversal patterns. They will be
covered thoroughly in the chapter on reversa patterns.

Each type of candle line has a unique name and represents a possible
trading scenario for that day. Some candle lines have Japanese names and
some have English names. Whenever possible, if the name is in English,
the Japanese name will aso be given. The Japanese name will be written
in a form caled Romanji. This is a method of writing Japanese <o that it
can be pronounced properly by non-Japanese-speaking people. Single can-
dle lines are often referred to as yin and yang lines. The terms yin and
yang are Chinese, but have been used by Western analysts to account for
polar terms, such as infout, on/off, up/down, and over/under. (The Japan-
e equivaents are inn and yoh.) Yin relates to bearish and yang relates to
bullish. There are nine basic yin and yang lines in candlestick analysis.
These can be expanded to fifteen different candle lines for a clearer expla-
nation of the various possibilities. It will be shown in later chapters how
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most candle patterns can be reduced to single candle lines and maintain the
same bullish or bearish connotations.

Reading the single daily lines is the beginning of Japanese candlestick
analysis. A few definitions should be given first. Remember, these terms
and descriptions dl refer to only a single day of trading. Depictions of
candle lines and candle patterns will use a shaded day to show when body
color, black or white, is not important.

Long Days

Figure 2-1

Reference to long days is prevalent in mogt literature dealing with Japan-
exe candlesticks. Long describes the length of the candlestick body, the
difference between the open price and the close price, as shown in Figure
2-1. A long day represents a large price movement for the day. In other
words, the open price and close price were considerably different.

How much must the open and close prices differ to qualify as a long
day? Like most forms of analysis, context must be considered. Long com-
pared to what? It is best to consider only the most recent price action to
determine what is long and what is not. Japanese candlestick analysis is
based solely upon the short term price movement so the determination of
long days should be aso. Anywhere from the previous five to ten days
should be more than adequate to produce the proper results. Other accept-
able methods of determining long days may also be used. These will be
thoroughly discussed in the chapter on pattern identification and recogni-
tion.
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Short Days

Figure 2-2

0o .

Short days, shown in Figure 2-2, may also be based on the same method-
ology as long days, with comparable results. There are aso numerous days
that do not fall into any of these two categories.

Marubozu

Marubozu means close-cropped or close-cut in Japanese. Other interpreta-
tions refer to it as Bald or Shaven Head. In either case, the meaning
reflects the fact that there is no shadow extending from the body at either
the open or the close, or a both.

Black Marubozu
Figure 2-3

A Black Marubozu is a long black body with no shadows on either end
(Figure 2-3). This is considered an extremely weak line. It often becomes
part of a bearish continuation or bullish reversal candle pattern, especially
if it occurs during a downtrend. This line, being black, shows the weakness
of the continuing downtrend. A long black line could be a final sl off;
this is why it is often the first day of many bullish reversal patterns. It is
;ds0 cdled a Major Yin or Marubozu of Yin.
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White Marubozu
Figure 2-4

A White Marubozu is a long white body with no shadows on either end.
This is an extremely strong line when considered on its own merits. Oppo-
gte of the Black Marubozu, it often is the first part of a bullish continua-
tion or bearish reversal candle pattern. It is sometimes called aMajor Yang

or Marubozu of Yang.

A Closing Marubozu has no shadow extending from the close end of the
body, whether the body iswhite or black (Figure 2-5). If the body is white,
there is no upper shadow because the close is at the top of the body.
Likewise, if the body is black, there is no lower shadow because the close
is at the bottom of the body. The Black Closing Marubozu (yasunebike) is
considered aweak line and the White Closing Marubozu is a strong line.

Closing Marubozu

Figure 2-5

Opening Marubozu

The Opening Marubozu has no shadow extending from the open price end
of the body (Figure 2-6). If the body is white, there would be no lower
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shadow, making it a strong bullish line. The Black Opening Marubozu
(yoritsuki takane), with no upper shadow, is a weak and therefore bearish
line. The Opening Marubozu is not as strong as the Closing Marubozu.

il

Spinning Tops (koma)

Figure 2-7

Spinning Tops are candlestick lines that have small red bodies with upper
and lower shadows that are of greater length than the body's length. This
represents indecision between the bulls and the bears. The color of the
body of a spinning top, along with the actual size of the shadows is not
important. The smal body relative to the shadows is what makes the
spinning top.

Figure 2-6

Daoji

When the body of a candleline is so small that the open and closing prices
are equal, they are caled Doji (Smultaneous or concurrent) lines. A Dgji
occurs when the open and close for that day are the same, or certainly very

close to being the same. The lengths of the shadows can vary. The perfect
Doji day has the same opening and closing price, however, there is some
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interpretation that must be considered. Requiring that the open and close
be exactly equa would put too much of a constraint on the data and there
would not be many Daji. If the difference between the open and cose
prices iswithin afew ticks (minimum trading increments), it is more than
satisfactory.

Determining a Daji day is similar to the method used for identification
of along day; there are no rigid rules, only guidelines. Just like the long
day, it depends upon previous prices. If the previous days were mostly
Daji, then the Doji day is not important. If the Dgji occurs aone, it's a
signd that there is indecision and must not be ignored. In amost all casss,
aDaoji by itself would not be significant enough to forecast a change in the
trend of prices, only a warning of impending trend change. A Dqji pro-
ceeded by a long white day in an uptrend would be meaningful. This
particular combination of days is referred to as a bearish Doji Star (Chap-
ter 3). An uptrend that, dl of a sudden, ceasss to continue, would be cause
for concern. A Doji means that there is uncertainty and indecision.

According to Nison, Doji tend to be better at indicating a change of
trend when they occur at tops instead of at bottoms. This is related to the
fact that for an uptrend to continue, new buying must be present. A down-
trend can continue unabated. It is interesting to note that Doji dso means
"goof or "bungle.”

Long-Legged Daji (jujn
Figure2-8

The Long-Legged Daji has long upper and lower shadows in the middle of
the day's trading range, clearly reflecting the indecision of buyers and
lers (Figure 2-8). Throughout the day, the market moved higher and
then sharply lower, or vice versa. It then dlosed at or very near the opening

14
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price. If the opening and closing are in the center of the day's range, the
line is referred to as a Long-Legged Daji. Juji means "cross”

Gravestone Doji (tohba)

The Gravestone Doji (hakaishi), shown in figure 2-9, is another form of a
Daji day. It develops when the Daji is at, or very near, the low of the day.

Figure2-9

The Gravestone Daji, like many of the Japanese terms, is based on various
andogies. In this case, the Gravestone Doji represents the graves of those
who have died in battle.

If the upper shadow is quite long, it means that the Gravestone Dqji is
much more bearish. Prices open and trade higher dl day only to cdose
where they opened, which is aso the low price for the day. This cannot
possibly be interpreted as anything but a failure to rally. The Gravestone
Doji at a market top is a specific version of a Shooting Star (Chapter 3).
The only difference is that the Shooting Star has a small body and the
Gravestone Daji, being a Dgji, has no body. Some Japanese sources claim
that the Gravestone Daji can occur only on the ground, not in the air. This
means it can be a bullish indication on the ground or a a market low, not
as good as a bearish one. It certainly portrays a sense of indecison and a
possible change in trend.

Dragonfly Doji (tonbo)
Figure 2-10

15
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The Dragonfly Daji, or Tonbo (pronounced tombo), occurs when the open
and close are at the high of the day (Figure 2-10). Like other Doji days, this
one normally appears at market turning points. You will see in later chapters
that this Doji is a specid case of the Hanging Man and Hammer lines. A tonbo
line with a very long lower shadow (tail) (shitahige) is dso called a Takuri
line. A Takuri line at the end of a downtrend is extremely bullish.

Four Price Daji
Figure 2-11

This rare Doji line occurs when all four price components are equal. That
is, the open, high, low, and close are the same (Figure 2-11). This line
could occur when a stock is very illiquid or the data source did not have
any prices other than the close. Futures traders should not confuse this with
alimit move. It is 9 rare that one should suspect data errors. However, it
does represent complete and total uncertainty by traders in market direc-
tion.

Stars (hoshi
Figure 2-12

A Star appears whenever a small body gaps above or below the? previous
day's long body (Figure 2-12). Idedlly, the gap should encdrnpass the
shadows, but this is not always necessary. A Star indicates some uncer-
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tainty in the marketplace. Stars are part of many candle patterns, primarily
reversal patterns.

Paper umbrella (karakasa)

[T

Many of these lines are also included in the next chapter on candle pat-
terns. Like the previously mentioned candle lines, the Umbrella lines have
strong reversal implications. There is strong similarity between the Drag-
onfly Dgji and this candle line. Two of the Umbrella lines are caled
Hammer and Hanging Man, depending upon their location in the trend of
the market.

Figure 2-13

Conclusion

The single candle lines are essentia to Japanese candlestick analysis.
When they are used by themselves, and then in combinations with other
candle lines, a complete psyche of the market unfolds. Much of the analy-
ss of these lines and patterns is part of Sakata's Method (Chapter 5).
However, this book will go beyond the Sakata Method with additional
patterns and methods. Some of these patterns are new; some are variations
of the originas.
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3 Reversal Candle Patterns

A candle pattern can be a single candlestick line or multiple candlestick
lines, seldom more than five or six. In Japanese literature, there is occar
sional reference to patterns that use even more candlesticks, but they will
be included in the chapter on candle formations. The order in which the
candle patterns are discussed does not reflect their importance or predictive
ability. They are listed in order of their frequency of occurrence, with
related patterns following.

Most of the candle patterns are inversely related. That is, for each
bullish pattern, there isasimilar bearish pattern. The primary differenceis
their position relative to the short-term trend of the market. The names of
the bullish and bearish patterns may or may not be different. So that this
chapter can serve as a reference, each pattern set will be covered using the
same basic format. Some patterns retain their Japanese names while others
have been given English interpretations. A few are identica in construc-
tion, but have different names. Any differences will be dealt with in the
discussion.

Three small vertical lines will precede the pattern drawing. These lines
only show the previous trend of the market and should not be used as
immediate referenceto pattern relationships.
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Reversal versus Continuation Patterns

Reversal and continuation patterns have been separated into different chap-
ters. This chapter covers the reversal patterns and Chapter 4 covers the
continuation patterns. This separation was done to add convenience and
smplify future reference. This is mentioned here because the determina-
tion of bullish or bearish implications has to do only with continued price
action and not with previous action. Previous price movement helps to
determine only the pattern, not its ability to foresee or anticipate future
price movement. Whether a reversal pattern or a continuation pattern,
investment and trading decisions still need to be made, even if it is the fact
that you decide to do nothing. Chapter 6 deals with this concept at length.

Thereis a normal expectancy to have a bullish pattern or situation prior
to a bearish counterpart. That tendency will continue here, except when
one counterpart tends to exhibit greater prevalence; then it will be covered
fird.

Chapter Format

Most of the candle patterns will be explained using a standard format that
should ensure easy reference at a later date. Some candle patterns will not

be covered as thoroughly as others because of their simplicity or smilarity
to other patterns. Some patterns are only modified versions of another

pattern, and will be noted as such. Since many patterns have a counter part
reflecting the other side of the market, some of the scenarios will contain
only one example. Additionally, some repetition may seem to occur. This
too is done 0 that later reference will be both easy and thorough. The
usual format will be:
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Pattern name

Japanese name and Interpretation
The romanized Japanese name and meaning, if known
Comment on whether confirmation is required or suggested

Commentary
Description of pattern(s)
Western (traditional) counterpart(s)

Graphic of classic pattern(s)

Detailed drawing of the classic pattern (days that can be either black or
white are shown with shading)

Rules of recognition
Simplistic rules for quick identification
Criteria for pattern recognition

Scenarios / psychology behind the pattern
Possible trading scenarios that could have developed
General discussion of the psychology of each day

Pattern flexibility
Situations that change the pattern's effectiveness
Allowable deviations from the classic pattern
Information for the numerically oriented and computer programmer

Pattern breakdown
Reducing the pattern to a single candle line

Related Patterns
Patterns that have similar formations
Patterns that are a part of this pattern

Examples

21



Chapter 3

Index of Reversal Patterns
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Reversal Candle Patterns

Hammer and Hanging Man

(kanazuchiftonkachi and kubitsuri)
Confirmation is definitely required.

Figure 3-1 . Figure 3-2

Commentary

The Hammer and Hanging Man are each made of single candlestick lines
(Figures 3-1 and 3-2). They have long lower shadows and small real
bodies that are at or very near the top of their daily trading range. These
were first introduced as paper umbrelas in Chapter 2. They are aso e
cial versions of the Tonbo/Takuri lines.

The Hammer occurs in a downtrend and is 0 named because it is
hammering out a bottom. The Japanese word for Hammer (tonkachi) also
means the ground or the soil.

A Hanging Man occurs at the top of atrend or during an uptrend. The
name Hanging Man (kubitsuri) comes from the fact that this candle line
looks somewhat like a man hanging.

Ancther candle line similar to the Hammer is the Takuri (pronounced
taguri) line. This Japanese word equates with climbing a rope or hauling
up. The motion is not smooth and could be related to pulling up an anchor
with your hands: as you change hands, the upward movement is inter-
rupted momentarily. A Takuri line has a lower shadow at least three times
the length of the body, whereas the lower shadow of a Hammer is a
minimum of only twice the length of the body.
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Rules of Recognition
1 Thesmal red body is at the upper end of the trading range.
2. The color of the body is not important.

3. The long lower shadow should be much longer than the length of
the real body, usualy two to three times.

4. There should be no upper shadow, or if there is, it should be very
small.

Scenarios and Psychology Behind the Pattern

Hammer

The market has been in a downtrend, so there is an air of bearishness. The
market opens and then sdis off sharply. However, the sdll-off is abated
and the market returns to, or near, its high for the day. The failure of the
market to continue the selling reduces the bearish sentiment, and most

_, traders will be uneasy with any bearish positions they might have. If the
dose is above the open, causing a white body, the situation is even better
for the bulls. Confirmation would be a higher open with yet a dill higher
cdose on the next trading day.

Hanging Man

For the Hanging Man, the market is considered bullish because of the
uptrend. In order for the Hanging Man to appear, the price action for the

day must trade much lower than where it opened, then raly to close near

the high. This iswhat causes the long lower shadow which shows how the

market just might begin a sll-off. If the market opens lower the next day,

there would be many participants with long positions that would want to

look for an opportunity to sell. Steve Nison claims that a confirmation that

the Hanging Man is bearish might be that the body is black and the next

day opens lower.
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Pattern Flexibility

Features that will enhance the signal of a Hammer or Hanging Man pattern
are an extra long lower shadow, no upper shadow, very small real body
(dmost Daji), the preceding sharp trend and a body color that reflects the
opposite sentiment (previous trend). This trait, when used on the Hammer,
will change its name to a Takuri line. Takuri lines are, generally, more
bullish than Hammers.

The body color of the Hanging Man and the Hammer can add to the
significance of the pattern's predictive ability. A Hanging Man with a
black body is more bearish than one with awhite body. Likewise, a Ham-
mer with awhite body would be more bullish than one with a black body.

As with most single candlestick patterns like the Hammer and the
Hanging Man, it is important to wait for confirmation. This confirmation
may merely be the action on the open of the next day. Many times, though,
it is best to wait for a confirming close on the following day. That is, if a
Hammer is shown, the following day should close even higher before
bullish positions are taken.

The lower shadow should be, a a minimum, twice as long as the body,
but not more than three times. The upper shadow should be no more than
5 to 10 percent of the high-low range. The low of the body should be
below the trend for a Hammer and above the trend for a Hanging Man.

Pattern Breakdown

The Hammer and Hanging Man patterns, being single candle lines, cannot
be reduced further. See Paper Umbrellain Chapter 2.

Related Patterns

The Hammer and Hanging Man are specia cases of the Dragonfly Doji
discussed in the previous chapter. In most instances, the Dragonfly Doji
would be more bearish than the Hanging Man.
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Chapter 3
Figure 3-3B
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Commentary

The Engulfing pattern consists of two red bodies of opposite color (Fig-
ures 34 and 35). The second day's body completely engulfs the prior
day's body. The shadows are not considered in this pattern. It is dso called
the Embracing (daki) line because it embraces the previous day's line.
When this occurs near a market top, or in an uptrend, it indicates a shifting
of the sentiment to slling. A Yin Tsutsumi after an uptrend is called the
Final Daki line and is one of the Sakata techniques discussed in a later
chapter.

The first day of the Engulfing pattern has a small body and the second
day has along real body. Because the second day's move is So much more
dramatic, it reflects a possble end to the previous trend. If the bearish
Engulfing pattern appears after a sustained move, it increases the chance
that most bulls are already long. In this case, there may not be enough new
money (bulls) to keep the market uptrend intact.

An Engulfing pattern is similar to the traditional outside day. Just like
the Engulfing pattern, an outside day will close with prices higher and
lower than the previous range with the dose in the direction of the new
trend.

Rules of Recognition
1 A definite trend must be underway.

2. The second day's body must completely engulf the prior day's
body. This does not mean, however, that either the top or the
bottom of the two bodies cannot be equal; it just means that both
tops and both bottoms cannot be equal.

3. Thefirst day's color should reflect the trend: black for a downtrend
and white for an uptrend.

4. The second real body of the engulfing pattern should be the oppo-
ste color of the first real body.
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Scenarios and Psychology Behind the Pattern

Bearish Engulfing Pattern

An uptrend is in place when a small white body day occurs with not much
volume. The next day, prices open at new highs and then quickly sell off.
The sell-off is sustained by high volume and finally closes below the open
of the previous day. Emotionally, the uptrend has been damaged. If the
next (third) day's prices remain lower, a major reversal of the uptrend has
occurred.

A similar, but opposite, scenario would exist for the bullish Engulfing
pattern.

Pattern Flexibility

The second day of the engulfing pattern engulfs more than the real body;
in other words, if the second day engulfs the shadows of the first day, the
success of the pattern will be much greater.

The color of the first day should reflect the trend of the market. In an
uptrend, the first day should be white, and vice versa. The color of the
second, or the engulfing day, should be the opposite of the first day.

Engulfing means that no part of the first day's real body is equal to or
outside of the second day's real body. If the first day's red body was
engulfed by at least 30 percent, a much stronger pattern exists.

Pattern Breakdown
Figure 3-6 Figure 3-7

E
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The bullish Engulfing pattern reduces to a Paper Umbrella or Hammer,
which reflects a market turning point (Figure 3-6). The bearish Engulfing
pattern reduces to a pattern similar to the Shooting Star or possibly a
Gravestone Dqji, if the body is very small (Figure 3-7). Both the bullish
and bearish Engulfing patterns reduce to single lines that fully support
their interpretation.

Related Patterns

The Engulfing pattern is aso the first two days of the Three Outside
patterns. The bullish Engulfing pattern would become the Three Outside
Up pattern if the third day closed higher. Likewise, the bearish Engulfing
pattern would make up the Three Outside Down pattern if the third day
closed lower.

The Engulfing pattern is adso a follow-through, or more advanced
stage, of the Piercing Line and the Dark Cloud Cover. Because of this, the
Engulfing pattern is considered more important.
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Examples
Figure 3-8A
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Figure 3-8B

896711 [13 e
- S sv1817 t7@1

51.000 Engulfing- -<

= ‘
AL R T

43.008
42.3500

Jul Thug s % Tt

Harami

(haramt)
Confirmation is strongly suggested.

Figure 3-9 Figure 3-10
|
I .

32

Reversal Candle Patterns

Commentary

The Harami pattern is made up of the opposite arrangement of days as the
Engulfing pattern (Figures 3-9 and 3-10). Harami is a Japanese word for
pregnant or body within. You will find that in most instances the red
bodies in the Harami are opposite in color, do like the Engulfing pattern.

You will probably note that the Harami is quite similar to the tradi-
tional indde day. The difference, of coursg, is that the traditional insde
day uses the highs and lows, whereas the Harami is concerned only with
the body (open and close). This requirement to use the open and close
prices instead of the high and low prices is common in Japanese candle-
dtick analysis and philosophy. The Harami requires that the body of the
second day be completely engulfed by the body of the first day.

Rules of Recognition
1 Along day is preceded by a reasonable trend.

2. Thecolor of the long first day is not as important, but it is best if it
reflects the trend of the market.

3. A short day follows the long day, with its body completely inside
the body range of the long day. Just like the Engulfing day, the
tops or bottoms of the bodies can be equal, but both tops and both
bottoms cannot be equal.

4. The short day should be the opposite color of the long day.

Scenarios and Psychology Behind the Pattern

Bullish Harami

wpdwntrend has been in place for some time. A long black day with
erage volume has occurred which helps to perpetuate the bearishness.

33



Chapter 3

The next day, prices open higher, which shocks many complacent bears,
and many shorts are quickly covered, causing the price to rise further. The
price rise is tempered by the usua late comers seeing this as an opportu-
nity to short the trend they missed the first time. Volume on this day has
exceeded the previous day, which suggests strong short covering. A con-
firmation of the reversal on the third day would provide the needed proof
that the trend has yeversed.,

Bearish Harami

An uptrend is in place and is perpetuated with a long white day and high
volume. The next day, prices open lower and stay in a smadl range
throughout the day, closing even lower, but still within the previous day's
body. In view of this sudden deterioration of trend, traders should become
concerned about the strength of this market, especialy if volume is light.
It certainly appears that the trend is about to change. Confirmation on the
third day would be a lower close.

Pattern Flexibility

The long day should reflect the trend; in an uptrend the long day should be
white and a downtrend should produce a black long day. The amount of
engulfing of the second day by the first day should be significant. The long
day should engulf the short day by at least 30 percent. Remember that long
days are based upon the data preceding them.

Pattern Breakdown
Figure 3-11

Jo- -

Figure 3-12
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The bullish Harami reduces to a Paper Umbrella or a Hammer line which
indicates a market turning point (Figure 3-11). The bearish Harami reduces
to a Shooting Star line, which aso is abearish line (Figure 3-12). Both the
bullish and the bearish Harami are supported by their single-line break-
downs.

Related Patterns

The Harami pattern is the first two days of the Three Inside Up and Three
Inside Down patterns. A bullish Harami would be part of the Three Inside
Up and a bearish Harami would be part of the Three Inside Down.

Examples
Figure 3-13A
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Chapter 3

Figure 3-13B
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Commentary

The Harami pattern consists of along body followed by a smaler body. It
is the relative size of these two bodies that make the Harami important.
Remember that Doji days, where the open and close price are equal, repre-
sent days of indecision. Therefore, small body days that occur after longer
body days can dso represent a day of indecision. The more the indecision
and uncertainty, the more likelihood of a trend change. When the body of
the second day becomes a Doji, the pattern is referred to as aHarami Cross
(Figures 3-14 and 3-15), with the cross being the Dgji. The Harami Cross
is a better reversd pattern than the regular Harami.

Rules of Recognition
1 A long day occurs within atrending market.
2. The second day is aDoji (open and close are equal).
3. The second-day Daji is within the range of the previous long day.

Scenarios and Psychology Behind the Pattern

The psychology behind the Harami Cross starts out the same as that for the
basic Harami pattern. A trend has been in place when, dl of a sudden, the
market gyrates throughout a day without exceeding the body range of the
previous day. What's worse, the market closes at the same price &s it
opened. Volume of this Daoji day aso drys up, reflecting the complete lack
of decision of traders. A significant reversd of trend has occurred.

Pattern Flexibility

The color of the long day should reflect the trend. The Doji can have an
open and a dose price that are within 2 to 3 percent of each other if, and
only if, there are not many Daji days in the preceding data.
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Pattern Breakdown
Figure 3-16

-

The bullish and bearish Harami Crosses reduce to single lines that support
their interpretation in most instances (Figures 3-16 and 3-17). The body of
the single-day reduction can be considerably longer than what is allowed
for a Paper Umbrella or Hammer line. The fact that the breakdown is not
contrary to the pattern is supportive.

Figure 3-17

+ —

Related Patterns

The Harami Cross could possibly be the beginning of a Rising or a Falling
Three Methods, depending on the next few days' price action. The Rising
and Falling Three Methods patterns are continuation patterns, which are in
conflict with the signal given by the Harami Cross.
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Examples

Figure 3-18A
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Figure3-1SB
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Inverted Hammer and Shooting Star

(tohba and nagare boshi)
Confirmation is definitely required.

Figure 3-19
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Figure 3-20
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Commentary

inverted Hammer

The Inverted Hammer is abottom reversad line (Figure 3-19). Similar to its
cousin the Hammer, it occurs in a downtrend and represents a possible
reversal of trend. Common with most single and double candlestick pat-
terns, it is important to wait for verification, in this case bullish verifica-
tion. This could be in the form of the next day's opening above the
Inverted Hammer's body. Since the closing price is near the low for the
day and the market actualy traded much higher, verification is most im-
portant. Additionally, there is little reference to this pattern in Japanese
literature.

Shooting star

The Shooting Star (Figure 3-20) is a single-line pattern that indicates an
end to the upward move. It is not a major reversal signal. The Shooting
Star line looks exactly the same as the Inverted Hammer. The difference,
of course, is that the Shooting Star occurs at market tops. A rally attempt
was completely aborted when the dose occurred near the low of the day.
The body of the Shooting Star does gap above the previous day's body.
This fact actualy means that the Shooting Star could be referred to as a
two-line pattern snce the previous day's body must be considered.

Rules of Recognition

inverted Hammer
1 A smadl red body is formed near the lower part of the price range.

2. No gap down is required, as long as the pattern falls after a down-
trend.
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3. The upper shadow is usualy no more than two times as long as the
body.

4. The lower shadow is virtualy nonexistent.

Shooting Star
1 Prices gap open after an uptrend.
2. A smdl red body is formed near the lower part of the price range.
3. The upper shadow is at least three times as long as the body.
4. The lower shadow is virtually nonexistent.

Scenario and Psychology Behind the Pattern

inverted Hammer

A downtrend has been in place when the market opens with a down gap.
A raly throughout the day fails to hold and the market closes near its low.
Similar to the scenario of the Hammer and the Hanging Man, the opening
of the following day is critical to the success or failure of this pattern to
cal areversal of trend. If the next day opens above the Inverted Hammer's
body, a potential trend reversa will cause shorts to be covered which
would aso perpetuate the rally. Similarly, an Inverted Hammer could eas-

g%/) become the middle day of a more bullish Morning Star pattern (page

Shooting Star

During an uptrend, the market gaps open, rallies to a new high, and then
closes near its low. This action, following agap up, can only be considered
& bearish. Certainly, it would cause some concern to any bulls who have
profits.
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Pattern Flexibility
Single-day candlesticks allow little flexibility. The length of the shadow

will help in determining its strength. The upper shadow should be at least

twice the length of the body. There should be no lower shadow, or at least
not more than 5 to 10 percent of the high-low range. Like most situations,
the color of the body can help, if it reflects the sentiment of the pattern.

Pattern Breakdown
Figure 3-21

TS

Even though the Inverted Hammer and the Shooting Star are considered as
single-day patterns, the previous day must be used to add to the patterns'
successfulness. The Inverted Hammer pattern reduces to a long black can-
dle line, which is always viewed as a bearish indication when considered
alone (Figure 3-21). The Shooting Star pattern reduces to a long white
candle line, which almost always is considered a bullish line (Figure 3-22).
Both of these patterns are in direct conflict with their breakdowns. This
indicates that further confirmation should always be required before acting
oa them.

Figure 3-22

Related Patterns

As the Hammer and Hanging Man were related to the Dragonfly Daji, the
Shooting Star and Inverted Hammer are cousins to the Gravestone Dgji.

43



Chapter 3

Examples

Figure 3-23A
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Figure 3-23B
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(kirikomi)
Bullish reversal pattern.

Confirmation is suggested, but not required

Figure 3-24
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commentary

The Piercing Line pattern, shown in Figure 3-24, is essentialy the opposite
of the Dark Cloud Cover (see next pattern). This pattern occurs in a down-
trending market and is atwo line or two day pattern. The first day is black
which supports the downtrend and the second day is a long white day
which opens a a new low and then closes above the midpoint of the
preceding black day. Kirikomi means a cutback or a switchback.

Rules of Recognition
1 Thefirst day is along black body continuing the downtrend.

2. The second day is a white body which opens below the low of the
previous day (that's low, not close).

3. The second day doses within but above the midpoint of the pre-
vious day's body.

Scenarios and Psychology Behind the Pattern

A long black body forms in a downtrend which maintains the bearishness.
A gap to the downside on the next day's open further perpetuates the
bearishness. However, the market rallies adl day and closes much higher.
In fact the close is above the midpoint of the body of the long black day.
This action causes concern to the bears and a potential bottom has been
made. Candlestick charting shows this action quite well, where standard
bar charting would hardly discern it.

Pattern Flexibility

The white real body should close more than halfway into the prior black
candlestick's body. If it didn't, you probably should wait for more bullish
confirmation. There is no flexibility to this rule with the Piercing pattern.
The Piercing pattern's white candlestick must rise more than halfway into

Reversal Candle Patterns

the black candlestick's body. There are three additional candle patterns
caled On Neck Line, In Neck Line, and Thrusting Line (covered in Chap-
ter 4), which make the definition of the Piercing Line s stringent. These
three patterns are similar to the Piercing Line but are classified as bearish
continuation patterns since the second day doesn't rally nearly as much.

The more penetration into the prior day's black body, the more likely
it will be a successful reversa pattern. Remember that if it closes above
the body of the previous day, it is not a Piercing pattern, but a bullish
Engulfing day.

Both days of the Piercing pattern should be long days. The second day
must close above the midpoint and below the open of the first day, with no
exceptions.

Pattern Breakdown
Figure 3-25

The Piercing Line pattern reduces to a Paper Umbrella or Hammer line,
which isindicative of a market reversal or turning point (Figure 3-25). The
single candle line reduction fully supports the bullishness of the Piercing
Line

Related Patterns

Three patterns begin in the same way as the Piercing Line. However, they
do not quite give the reversal signa that the Piercing Line does and are
considered continuation patterns. These are the On Neck Line, In Neck

a7
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Line, and Thrusting Line (see Chapter 4). The bullish Engulfing pattern is
aso an extension, or more mature situation, of the Piercing Line.

Example

Figure 3-26
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Dark Cloud Cover

(kabuse)
Bearish reversal pattern.
No confirmation is required.

Figure 3-27

Commentary

The Dark Cloud Cover (Figure 3-27) is a bearish reversd pattern and the
counterpart of the Piercing pattern (Figure 3-24). Since this pattern only
occurs in an uptrend, the first day is a long white day which supports the
trend. The second day opens above the high of the white day. This is one
of the few times that the high or low is used in candle pattern definitions.
Trading lower throughout the day results in the dose being below the
midpoint of the long white day.

This reversal pattern, like the opposite Piercing Line, has a marked
affect on the attitude of traders because of the higher open followed by the
much lower close. There are no exceptions to this pattern. Kabuse means
to get covered or to hang over.

Rules of Recognition
1 Thefirst day is along white body which is continuing the uptrend.

2. The second day is a black body day with the open above the
previous day's high (that's the high, not the close).
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3. The second (black) day doses within and below the midpoint of
the previous white body.

Scenarios and Psychology Behind the Pattern

The market is in an uptrend. Typicd in an uptrend, a long white candle-
dick is formed. The next day the market gaps higher on the opening,
however, that is dl that is remaining to the uptrend. The market drops to
dose well into the body of the white day, in fact, below its midpoint.
Anyone who was bullish would certainly have to rethink their strategy
with this type of action. Like the Piercing Line, a significant reversd of
trend has occurred.

Pattern Flexibility

The more penetration of the black body's close into the prior white body,
the greater the chance for a top reversal. The first day should be a long
day, with the second day opening significantly higher. This merely accen-
tuates the reversa of sentiment in the market.

Pattern Breakdown
Figure 3-28

The Dark Cloud Cover pattern reduces to a Shooting Star line, which
supports the bearishness of the pattern (Figure 3-28). If the second day's
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black body closes deeply into the first day, the breakdown would be a
Gravestone Doji, which dso fully supports the bearishness.

Related Patterns

The Dark Cloud Cover is dso the beginning of a bearish Engulfing pat-
tern. Because of this, it would make the bearish Engulfing pattern a more
bearish reversal signa than the Dark Cloud Cover.

Example

Figure 3-29
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Doji Star

(doji bike)
Confirmation is suggested.

Figure 3-30 Figure 3-31

'l, T

Commentary

A Dgji Star is awarning that a trend is about to change. It is a long real
body which should reflect the previous trend. A downtrend should produce
ablack body, an uptrend, a white body (Figures 3-30 and 3-31). The next
day, prices gap in the direction of trend, then close at the opening. This
deterioration of the previous trend is immediate cause for concern. The
clear message of the Doji Star is an excellent example of the value of the
candlestick method of charting. If you were using close only or standard
bar charts, the deterioration of the trend would not quite yet be apparent.
Candlesticks, however, show that the trend is abating because of the gap in
real bodies by the Doji Star.

Rules of Recognition
1 Thefirst day is along day.

2. The second day gaps in the direction of the previous trend.
3. The second day is a Daji.

52

Reversal candle Patterns

4. The shadows on the Doji day should not be excessvely long, espe-
cidly in the bullish case.

Scenarios and Psychology Behind the Pattern

Considering the bearish Doji Star, the market is in an uptrend and is
further confirmed by a strong white day. The next day gaps even higher,
trades in a small range, and then closes at or near its open. This will erode
amost al confidence from the previous rally. Many positions have been
changed, which caused the Dgji in the first place. The next day's open, if
lower, would set the stage for a reversal of trend.

Pattern Flexibility

If the gap can aso contain the shadows, the significance of the trend
change is greater. The first day should aso reflect the trend with its body
color.

Pattern Breakdown
Figure 3-32

. . +
i

The bullish Daji Star reduces to a long black candlestick, which does not
support the bullishness of the pattern (Figure 3-32). The bearish Doji Star
reduces to a long white candle line, which puts it in direct conflict with the
pattern (Figure 3-33). These breakdown conflicts should not be ignored.

Figure 3-33
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Related Patterns

The Doji Ster is the first two days of either the Morning or Evening Doji

Qtar

Examples

Figure 3-34A
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Morning Star and Evening Star

(sankawa ake no myojyo and sankawa yoi no myojyo)
No confirmation is required.

Figure 3-35 Figure 3-36

Commentary

Morning Star

The Morning Star is a bullish reversa pattern. Its name indicates that it
foresees higher prices. It is made of along black body followed by a small
body which gaps lower (Figure 3-35). The third day is a white body that
moves into the first day's black body. An ideal Morning Star would have
a gap before and after the middle (star) day's body.

Evening star

The bearish counterpart of the Morning Star is the Evening Star. Since the
Evening Star is a bearish pattern, it appears after, or during, an uptrend.
The first day is along white body followed by a star (Figure 3-36). Re-
member that a star's body gaps away from the previous day's body. The
star's smaller body is the first sign of indecision. The third day gaps down
and closes even lower completing this pattern. Like the Morning Star, the
Evening Star should have a gap between the first and second bodies and
then another gap between the second and third bodies. Some literature
does not refer to the second gap.
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Rules of Recognition

1 The first day is dways the color that was established by the ensu-
ing trend. That is, an uptrend will yield a long white day for the
first day of the Evening Star and a downtrend will yield a black
first day of the Morning Star.

2. The second day, the star, is aways gapped from the body of the
first day. It's color is not important.

3. The third day is always the opposite color of the first day.

4. The first day, and mogt likely the third day, are considered long
days.

Scenarios and Psychology Behind the Pattern

Morning Star

A downtrend has been in place which is assisted by a long black candle-
dtick. There is little doubt about the downtrend continuing with this type of
action. The next day prices gap lower on the open, trade within a small
range and close near their open. This small body shows the beginning of
indecision. The next day prices gap higher on the open and then close
much higher. A significant reversal of trend has occurred.

Evening Star
The scenario of the Evening Star is the exact opposite of the Morning Star.

Pattern Flexibility

Idedlly there is one gap between the bodies of the first candlestick and the
star, and a second gap between the bodies of the star and the third candle-
gtick. Some flexibility is possble in the gap between the star and the third
day.
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If the third candlestick doses deeply into the first candlestick's redl
body, a much stronger move should ensue, especidly if heavy volume
occurs on the third day. Some literature likes to see the third day close
more than halfway into the body of the first day.

Pattern Breakdown
Figure 3-37

iy

The Morning Star reduces to a Paper Umbrella or Hammer line, which
fully supports the Morning Star's bullish indication (Figure 3-37). The
Evening Star pattern reduces to a Shooting Star line, which is dso a
bearish line and in full support (Figure 3-38).

Figure 3-38

Related Patterns

The next few patterns are al specific versions of the Morning and Evening
Stars. They are the Morning and Evening Doji Stars, the Abandoned Baby,
andthe Tri Star.
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Examples
Figure 3-39A
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Figure 3-39B
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The Morning and Evening Doji stars

(ake no myojyo doji bike and yoi no myojyo doji bike minamijyuji set)
No confirmation is required.

Figure 5-a0 Figure 3-41
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Commentary

Remember from the discussion of the Doji Star that a possible reversal of
trend is occurring because of the indecision associated with the Daji. Doji
Stars are warnings that the prior trend is probably going to at least change.
The day after the Dqji should confirm the impending trend reversa. The
Morning and Evening Doji Star patterns do exactly this.

Morning Daji Star

A downtrending market is in place with a long black candlestick which is
followed by a Doji Star. Just like the regular Morning Star, confirmation
on the third day fully supports the reversal of trend. This type of Morning
Star, the Morning Doji Star (Figure 3-40), can represent a significant re-
versd. It is therefore consdered more significant than the regular Morning
Star pattern.

Evening Doji star

A Dgji Star in an uptrend followed by a long black body that closed well

into the first day's white body would confirm atop reversal (Figure 3-41).
The regular Evening Star pattern has a small body as its star, whereas the
Evening Doji Star has a Doji &s its star. The Evening Doji Star is more
important because of this Doji. The Evening Doji Star has dso been re-
ferred to as the Southern Cross.

1 Like many reversal patterns, the first day's color should represent
the trend of the market.

2. The second day must be a Doji Star (a Daji that gaps).
3. The third day is the opposite color of the first day.
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Scenarios and Psychology Behind the Pattern

The psychology behind these patterns is similar to those of the regular
Morning and Evening Star patterns, except that the Doji Star is more of a
shock to the previous trend and, therefore, more significant.

Pattern Flexibility

Flexibility may occur in the amount of penetration into the first day's body
by the third day. If penetration is greater than 50 percent, this pattern has
a better chance to be successful.

Pattern Breakdown

Figure 3-42 Figure 3-43

+

The Morning Doji Star reduces to a Hammer pattern (Figure 3-42) and on
occasion will reduce to a Dragonfly Dqji line. The Evening Doji Star
reduces to a Shooting Star line (Figure 3-43) and occasiondly to a Grave-
stone Doji line. The closer the breakdown is to the single Dgji lines, the
greater the support for the pattern, because the third day daoses further into
the body of the first day.

Related Patterns

You should be aware that this pattern starts with the Doji Star. It is the
confirmation that is needed with the Doji Star and should not be ignored.
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Examples
Figure 3-44A
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Figure 3-44B
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Commentary

Another major reversa pattern that is similar in format to the family of
Morning and Evening Star patterns is the Abandoned Baby pattern. This
pattern is amost exactly the same as the Morning and Evening Doji Star
pattern with one important exception. Here, the shadows on the Doji must
also gap below the shadows of the first and third days for the Abandoned
Baby bottom (Figure 3-45). The opposite is true for the Abandoned Baby
top (Figure 3-46), the Doji must completely (including shadows) gap
above the surrounding days. The Abandoned Baby is quite rare.

Rules of Recognition
| 1 Thefirst day should reflect the prior trend.

2. The second day is a Doji whose shadows gap above or below the
previous day's upper or lower shadow.

3. Thethird day is the opposite color of the first day.
4. Thethird day gapsin the opposite direction with nQ-ShadfEBKS-Over-
lapping.

Scenarios and Psychology Behind the Pattern

Like most of the three day star patterns, the scenarios are similar. The
primary difference is that the star (second day) can reflect greater deterio-
ration in the prior trend, depending on whether it gaps, is Doji, and so on.

Rattern Flexibility

Because of the specific parameters used to define this pattern, there is not
much room for flexibility. This is a specid case of the Morning and
Evening Doji Stars in which the second day is smilar to a traditional
idand reversal day.
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Pattern Breakdown
Figure 3-47

l+m—»

The breakdown of the Abandoned Baby patterns, both bullish and bearish,
are extensions of the Morning and Evening Doji Stars (Figures 3-47 and
3-48). The bullishness or bearishness is further amplified because the long
shadow is usually longer than in the previous cases. As before, the more
that the third day closes into the first day's body, the closer these bresk-
downs are to the Dragonfly and Gravestone Dgji lines.

Figure 3-48

+

Related Patterns

This is a specia case of the Doji Star in that the Doji day gaps from the
previous day. This gap includes al shadows, not just the body. The third
day gaps also, but in the opposite direction.

Reversal Candle Patterns

Examples
Figure 3-49A
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Figure 3-49B
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The Tri Star

(santen boshi)
Confirmation is suggested.

Figure 3-50 Figure 3-51
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Commentary

The Tri Star pattern (Figures 3-50 and 3-51) was developed by Steve Nison.
It is made up of three Doji days with the middle Doji day being a star. This
pattern is extremely rare, but when it occurs should not be ignored.

Rules of Recognition
1. All three days are Doji.
2. The second day gaps above or below the first and third day.

Scenarios and Psychology Behind the Pattern

The market has probably been in an uptrend or downtrend for a long time.
With the trend starting to show weakness, bodies probably are becoming
smaller. The first Doji would cause considerable concem. The second Doji
would indicate that there was no direction left in the market. And finally,
the third Doji would put the final nail in the coffin of this trend. Because
this indicates entirely too much indecision, everyone with any conviction
would be reversing positions.

Pattern Flexibility

Be careful with this one. Because the Tri Star is so rare, you should
probably be suspect of the data used in its calculation. If the middle Doji
gapgéincludes the shadows, it would be even more significant.

Lia

Pattern Breakdown
lﬁaure 3-52

s

Figure 3-53
+
P
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The Tri Star patterns break down into Spinning Tops which are indicative Figure 3-54B
of market indecision (Figures 3-52 and 3-53). This is somewhat of a con-
flict with the Tri Star pattern and supports the notion that because this
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Upside Gap Two Crows

(shita banare niwa garasu)
Bearish reversal pattern.
Confirmation is not required, but is mildly suggested.

Figure 3-55

Commentary

This pattern only occurs in an uptrend. As with most bearish reversa

patterns, it begins with awhite body candlestick. The gap referred to in the
name of this pattern is the gap between, not only the first and second days,

but aso the first and third days. The second and third days are black which
iswhere the two crows originate.

The third day (second black day) should open higher and then close
lower than the dose of the second day. The third day, even though closing
lower than the second day, still is gapped above the first day. Simply said,
the second black day engulfs the first black day.

Rules of Recognition
1 An uptrend continues with a long white day.
2. An upward gapping black day is formed after the white day.
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3. A second black day opens above the first black day and doses
below the body of the first black day. Its body engulfs the first
black day.

4. The close of the second black day is till above the close of the
long white day.

Scenarios and Psychology Behind the Pattern

Oke the beginning of most bearish reversa patterns a white body day
occurs in an uptrend. The next day opens with a higher gap, fails to rally
and dosss lower forming a black day. This is not too worrisome because
it ill did not get lower than the first day's close. On the third day prices
again gap to a higher open and then drop to close lower than the previous
day's close. This closing price, however, is still above the close of the
white first day. The bullishness is bound to subside. How can you have
two successively lower closes and still be araging bull?

Pattern Flexibility

The Upside Gap Two Crows pattern is fairly rigid. If the third day (second
black day) were to dose into the white day's body, the pattern would
become a Two Crows pattern (discussed later in this chapter).

Pattern Breakdown
Figure 3-56

>
—
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The Upside Gap Two Crows pattern reduces to a candle line whose white
body is slightly longer than the first day's white body and has a long upper
shadow (Figure 3-56). The fact that this is not exactly a bearish candle line
suggests that some further confirmation is required before acting on this
pattern.

Related Patterns

A failure of the third day's black body to open dightly below the second
day's open and remain above the first day's body could lead to this
pattern's becoming a Mat Hold continuation pattern. The Mat Hold is a
bullish continuation pattern discussed in the next chapter. Also, the first
two days of this pattern could become an Evening Star, depending upon
what happens the third day.
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Example
Figure 3-57
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Meeting Lines

(deai sen or gyakushu sen)
Confirmation is suggested.

Figure 3-58

|||

Figure 3-59

Commentary

Meeting Lines are formed when opposte-colored candlesticks have the
same closing price. Some literature refers to Meeting Lines as Counterat-
tack Lines. Deaisen means lines that meet and gyakushusen means coun-
teroffensive lines.

Bullish Meeting Line

This pattern normally occurs during a decline. The first day of this pattern
is a long black candlestick (Figure 3:58). The next day opens sharply
lower and puts the downtrend into apromising position. The bullish Meet-
ing Line is somewhat similar in concept to the bullish Fiercing Line, with
the difference being the amount the second day rebounds. The Meeting
Line only rises up to the first day's clase while the Piercing Lin€e's second
day goes above the midpoint of the first day's body. The bullish Meeting
Line is not as significant a the Piercing Line. Also, do not confuse this
with the On Neck Line covered in Chapter 4.
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Bearish Meeting Line

An amost opposite relationship exigts for the bearish Meeting Line rela-
tive to the Dark Cloud Cover. The bearish Meeting Line (Figure 3-59)
opens a anew high and then doses at the same dose of the previous day,
while the Dark Cloud cover drops to below the midpoint.

Rules of Recognition
1 Two lines have bodies that extend the current trend.

2. The first body's color aways reflects the trend: black for down-
trends and white for uptrends.

3. The second body is the opposite color.
4. The dose of each day is the same.
5. Both days should be long days.

Scenarios and Psychology Behind the Pattern

Bullish Meeting Line

The market has been in a downtrend when a long black day forms, which

further perpetuates the trend. The next day opens with a gap down, then

rdlies throughout the day to cdose at the same dose as the previous day.

This fact shows how previous price benchmarks are used by traders: the
odds are very good that a reversal has taken place. If the third day opens
higher, confirmation has been given.

Pattern Flexibility

The Meeting Line pattern should congst of two long lines. However, many
times the second day is not nearly as long as the first day. This doesn't
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seem to affect the pattern's ability; confirmation is gtill suggested. It is dso
best if each day is a Closing Marubozu.

Pattern Breakdown

Figure 3- Figure 3-61

60

The Meeting Lines break down into single candle lines that offer no sup- jj
port for their case (Figure 3-60 and 3-61). The single lines are smilar to
the first line in the pattern, with a shadow that extends in the direction of

the second day. Again, the breakdown neither confirms the pattern nor
indicates lack of support.

Related Patterns

Somewhat opposite in appearance are the Separating Lines, which are
continuation patterns. One can dso see the potentia for these lines to
become a Dark Cloud Cover or a Piercing Line, if there is any penetration
of the first body by the second.
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Figure 3-62B
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Belt Hold

(yorikirf)
Confirmation is required.

Figure 3-63 . Figure 3-64

Commentary

Belt Hold lines are aso opening marubozu lines (Chapter 2). Remember
that the opening marubozu does not have a shadow extending from the
open end of the body. The bullish Bet Hold (Figure 3-63) is a white
opening marubozu that occurs in a downtrend. It opens on the low of the
day, rdlies significantly against the previous trend, and then closes near its
high but not necessarily et its high. The bearish Belt Hold (Figure 3-64) is
ablack opening marubozu that occursin an uptrend. Similarly, it openson
its high, trades against the trend of the market, and then closes near its low.
Longer bodies for Belt Hold lines will offer more resistance to the trend
that they are countering.

Belt Hold lines, like mogt of the single day patterns lose their impor-
tance if there are many of them in dose proximity. The Japanese name of
yorUdri means to push out. Steve Nison coined the name of Belt Hold.

Rules of Recognition
1 The Belt Hold lineis identified by the lack of a shadow on one end.

81



Chapter 3

2. The bullish white Belt Hold opens on its low and has no lower
shadow.

3. The bearish black Belt Hold opens on its high and has no upper
shadow.

Scenarios and Psychology Behind the Pattern

The market is trending when a significant gap in the direction of trend
occurs on the open. From that point, the market never looks back: all
further price action that day is the opposite of the previous trend. This
causes much concern and many positions will be covered or sold, which
will help accentuate the reversal.

Pattern Flexibility

Since this is single candle line pattern, there is not much room for any
flexibility. It should be along day. Remember, a day is considered long in
relation to the previous few days only.

Pattern Breakdown

Single candle line patterns cannot be reduced further.

Related Patterns

The Belt Hold pattern is the same as the Opening Marubozu, discussed in
Chapter 2. Like the Marubozu, the Belt Hold will form the first day of
many more advanced candle patterns.
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Examples
Figure 3-65A
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Figure 3-65B
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SI unique Three River Bottom

(sankawa soko zukae)
Bullish reversal pattern.
Confirmation is not required, but is suggested.

% Figure 3-66

911120 [218]
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Iﬁ Commentary

As demonstrated by Figure 3-66, the Unique Three River Bottom is a
pattern somewhat like a Morning Star. The trend is down and a long black

TSep Toct

real body is formed. The next day opens higher, trades at a new low, then
closss near the high, producing a small black body. The third day opens
lower, but not lower than the low that was made on the second day. A
small white body is formed on the third day, which closes below the close
of the second day. The Unique Three River Bottom is extremely rare.

Rules of Recognition
1 The first day is a long black day.
V2. The second day isaHarami day, but the body is also black.
3. The second day has alower shadow that sets a new low.
4. Thethird day is a short white day which is below the middle day.
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Scenarios and Psychology Behind the Pattern

A falling market produces a long black day. The next day opens higher,
but the bearish strength causes a new low to be set. A substantia rally
ensues in which the strength of the bears is in question. This indecision
and lack of stahility is enforced when the third day opens lower. Stability
arrives with a small white body on the third day. If, on the fourth day,
price rises to new highs, a reversal of trend has been confirmed.

Pattern Flexibility

Because this is such an unusual and precise pattern, there is not much
flexibility. If the lower shadow on the second day were quite long, the
grester potential for reversa would be more likely. In some literature, the
second day resembles a Hammer line. Like many reversal patterns, if
volume supports the reversal, the success is likely to be greater.

Pattern Breakdown
Figure 3-67

[j —
The Unique Three River Bottom pattern reduces to a single line that most
likely is a Hammer line (Figure 3-67). The lower shadow must be at |east
twice as long as the body to be a Hammer, which, in this casg, is quite
possible because of the long lower shadow on the second day. The Ham-

mer fully supports the bullishness of the Unique Three River Bottom pat-
tern.
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Related Patterns

This pattern is a take-off of the Morning Star, but doesn't look anything
like it. Its appearance in Japanese literature is part of the Sekata Method

(see Chapter 5).

Example
Figure 3-68
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Three White Soldiers

(aka sanper)
Bullish reversal pattern.
No confirmation is required.

Figure 3-69

Commentary

The Three White Soldiers pattern is a vital part of the Sakata Method
described in Chapter 5. It shows a series of long white candlesticks which
progressively close a higher prices. It is dso best if prices open in the
middle of the previous day's range (body). This stair-step action is quite
bullish and shows the downtrend has abruptly ended.

Rules of Recognition
1 Three consecutive long white lines occur, each with a higher close.
2. Each should open within the previous body.
3. Each should close at or near the high for the day.
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Scenarios and Psychology Behind the Pattern

The Three White Soldiers pattern occurs in a downtrend and is repre-
sentative of a strong reversal in the market. Each day opens lower but then
closss to a new short term high. This type of price action is very bullish
and should never be ignored.

Pattern Flexibility

The opening prices of the second and third days can be anywhere within
the previous body. However, it is better to see the open above the midpoint
of the previous day's body. Keep in mind that when a day opens for
trading, some sdlling has to exist to open below the previous dose This
uggests that a healthy rise is aways accompanied by some sdlling.

pattern Breakdown
Figure 3-70

-

The Three White Soldiers pattern reduces to a very bullish long white
candle line (Figure 3-70). This breakdown is in full support of the pattern,
which makes confirmation unnecessary.
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Related Patterns

See the next two patterns, Advance Block and Deliberation.

Examples
Figure 3-71
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Reversal candle Patterns

Advance Block

(saki zumari)
Bearish reversal pattern.
Confirmation is suggested.

Figure 3-72

Commentary

As shown in Figure 3-72, this pattern is a derivation of the Three White
Soldiers pattern. However, it must occur in an uptrend, whereas the Three
White Soldiers must occur in a downtrend. Unlike the Three White Sol-
diers pattern, the second and third days of the Advance Block pattern show
weakness. The long upper shadows show that the price extremes reached
during the day cannot hold. This type of action after an uptrend and then
for two days in a row should make any bullish market participants nerv-
ous, especidly if the uptrend was getting overextended.

Remember, that this pattern occurs in an uptrend. Most multiple-day
patterns begin with along day, which helps support the existing trend. The
two days with long upper shadows show that there is profit taking because
theriseislosing its power.
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Rules of Recognition
1 Three white days occur with consecutively higher closes.
2. Each day opens within the previous day's body.

3. A definite deterioration in the upward strength is evidenced by long
upper shadows on the second and third days.

Scenarios and Psychology Behind the Pattern

The scenario of the Advance Block pattern closely resembles the events
that could take place with the Three White Soldiers pattern. This situation,
however, does not materialize into a strong advance. Rather, it weakens
after the first day because the close is significantly lower than the high.
The third day is as weak as the second day. Remember, weakness in this
context is relative to the Three White Soldiers pattern.

Pattern Flexibility

Defining deterioration is difficult. Although this pattern starts out like the
Three White Soldiers, it doesn't produce the upward strength and each day

shows smaller body length and longer shadows. The second and third day
need to trade higher than their closes.

Pattern Breakdown
Figure 3-73
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The Advance Block pattern reduces to a long white candle line that is not
quite as long as the Three White Soldiers breakdown (Figure 3-73). This
long white candlestick also has a long upper shadow, which shows that the
prices did not close nearly as high as they got during the trading days.
Because of this, the Advance Block is viewed as a bearish pattern. In most
casss this could only mean that long positions should be protected.

Related Patterns

This is a variation of the Three White Soldiers (discussed previously) and
the Deliberation pattern (explored next).

Examples
Figure 3-74
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Deliberation

(oka sansei shian boshi)
Bearish reversa pattern.
Confirmation is suggested.

Figure3-75

Commentary

As illustrated in Figure 3-75, the Deliberation pattern is aso a derivative
of the Three White Soldiers pattern. The first two long white candlesticks
make a new high and are followed by a smdl white candlestick or a star.
This pattern is dso cdled a Stalled pattern in some literature. It is best if
the last day gaps above the second day. Being a small body, this shows the
indecision necessary to arrest the upmove. This indecision is the time of
deliberation. A further confirmation could easily turn this pattern into an
Evening Star pattern.

Rules of Recognition
1 Thefirst and second day have long white bodies.
2. Thethird day opens near the second day's dose.

Reversal candle Patterns

3. The third day is a Spinning Top and most probably a star.

Scenarios and Psychology Behind the Pattern

This pattern exhibits a weakness similar to the Advance Block pattern in
that it gets weak in a short period of time. The difference is that the
weakness occurs all at once on the third day. The Deliberation pattern
occurs after a sustained upward move and shows that trends cannot last
forever. As with the Advance Block, defining the deterioration of the trend
can be difficult.

Pattern Flexibility

If the third white body is aso a star, watch for the next day to generate a
possible Evening Star pattern.

Pattern Breakdown
Figure 3-76

L

The Deliberation pattern reduces to along white candlestick (Figure 3-76).
This is in direct conflict with the pattern itself which suggest the need for
further confirmation. A gap down on the following day would produce an
Evening Star and therefore support this pattern's bearishness.
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Related Patterns

Reversal Candle Patterns

See the previous two patterns, the Three White Soldiers and Advance 1 / 1. \
Block. | \Fes g

Example
Figure 3-77

11121 [211)
75.2%8

.o Deliberation- —

- ,ﬂ‘ inﬂﬂﬂi |

Ll

oiL"H87848Y

"

+«10303 [21B1

Y ix

TPeo

96

T Jan

T Febh

ba
Bearish reversal pattern.
No confirmation is required.

|II . l
Commentary

The Three Black Crows is the counterpart of the Three White Soldiers
pattern. Occurring during an uptrend, three long black days are stairstep-
ping downward. "Bad news has wings," an old Japanese expression, easily

fits this pattern. Each day opens dightly higher than the previous day's
close, but then drops to a new closing low. When this occurs three times,
aclear message of trend reversal has been sent. Be careful that this down-
ward progression does not get overextended, that would surely cause some
bottom picking from the eternal bulls.

Figure 3-78

Rules of Recognition
1 Three consecutive long black days occur.

N 2. Each day doses a anew low.
3. Each day opens within the body of the previous day.
4. Each day dosss et or near its lows
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Scenarios and Psychology Behind the Pattern

The market is either approaching a top or has been at a high level for some
time. A decisive trend move to the downside is made with a long black
day. The next two days are accompanied by further erosion in prices
caused by much sdlling and profit taking. This type of price action has to
take its toll on the bullish mentality.

Pattern Flexibility

It would be good to see the real body of the first candlestick of the Three
Black Crows under the prior white day's high. This would accelerate the
bearishness of this pattern.

Pattern Breakdown

Figure 3-79

The Three Black Crows pattern reduces to a long black candlestick, which
fully supports this pattern's bearishness (Figure 3-79).
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Related Patterns

A more rigid version of this pattern is the Identical Three Crows (see the
following pattern).

Example
Figure 3-80
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Identical Three Crows

(doji sanba garasu)
Bearish reversal pattern.
No confirmation is required.

Figure 3-81

Commentary

This is a special case of the Three Black Crows pattern discussed earlier.
The difference is that the second and third black days open a or near the
previous day's close (Figure 3-81).

Rules of Recognition

1 Three long black days are stair-stepping downward.
2. Each day starts at the previous day's close.
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Scenarios and Psychology Behind the Pattern

This pattern resembles a panic selling that should cause additional down-
Sde action. Each day's close sets abenchmark for opening prices the next
trading day. There is a total absence of buying power in this pattern.

pattern Flexibility

Because this pattern is a specia version of the Three Black Crows pattern,
flexibility is almost nonexistent.

Like the Three Black Crows pattern, the Identical Three Crows reduces to
along black candlestick (Figure 3-82). This fully supports the pattern's
bearish implications.

Pattern Breakdown
Figure 3-82

Related Patterns
This is a variation of the Three Black Crows pattern.
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Example
Figure 3-83
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Reversal candle Patterns

Breakaway

(hanare sante no shinte zukae)
Confirmation is recommended, especialy for the bearish Breakaway pat-
tern.

Figure 3-84 Figure 385
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Commentary

Bullish Breakaway

The bullish Breakaway pattern comes during a downtrend and represents
an acceleration of selling to a possible oversold position. The pattern starts

a long black day followed by another black day whose body gaps
down (Figure 3-84). After the down gap, the next three days set consecu-
tively lower prices. All days in this pattern are black, with the exception of
sthe third day, which may be either black or white. The three days after the
.gap are similar to the Three Black Crows in that their highs and lows are
each consecutively lower. The last day completely erases the small black
days and closes inside the gap between the first and second days.

The bearish Breakaway pattern involves a gap in the direction of the trend
followed by three consecutively higher price days (Figure 3-85). In an
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uptrend, along white day is formed. Then the next day, prices gap upward
to form another white day. This is followed by two more days which st
higher prices. The color of the days should be white with only one excep-
tion: the third day of the pattern, or the second day after the gap, may be
either black or white as long as a new high price has been made. The low
prices set in the three days after the gap should aso be higher than each
previous day's low price. The idea of this pattern is that prices have
accelerated in the direction of trend and an overbought situation is devel-
oping. The last day sets up the trend reversal by closing inside the gap of
the first and second days.

Japanese literature does not discuss a bearish version of the Breakaway
pattern. | decided to test such a pattern and have found that it works quite
well. See Chapter 6 for results.

Rules of Recognition

1 Thefirst day is along day with color representing the current trend.

2. The second day is the same color and the body gaps in the direction
of the trend.

3. The third and fourth days continue the trend direction, with closes
consecutively greater in the direction of trend.

4. Thefifth day is along opposite-color day that closes inside the gap
caused by the first and second days.

Scenarios and Psychology Behind the Pattern

It is important to redize what is being accomplished here: the trend has
accelerated with abig gap and then startsto fizzle, but it still movesin the
same direction. The dow deterioration of the trend is quite evident from
this pattern. Finally, a burst in the opposite direction completely recovers
the previous three days' price action. What causes the reversal implication
is that the gap has not been filled. A short-term reversal has taken place.
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pattern Flexibility

Because this is a complex pattern, it is difficult to discuss flexibility. As
long as the basic premise is maintained, this pattern can offer some flexi-
bility. There could be more than three days after the gap as long as the last
day of the pattern closes inside the initial gap. It is dso possible to have at
least two days after the gap.

pattern Breakdown
Figure 3-86

I‘§ID~! ]

The bullish Breakaway pattern reduces into a possible Hammer line (Fig-
ure 3-86). The lower shadow must be twice the length of the body for it to
qualify as aHammer. This is quite possible if the gap on the second day is
large and followed by significantly lower prices on days three and four.
This, of course, supports the pattern.

The bearish Breakaway pattern reduces to a long candle line with a
white body at the lower end of its range (Figure 3-87). Chances are that
this would not be a Shooting Star because of the large gap on the second
day and the higher prices that followed. It seems that the bearish Break-
away would require further confirmation before selling.

\
Related Patterns

Because of this pattern's complexity, there are no related patterns.

Figure 3-87
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Examples

Figure 3-88A
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Figure 3-88B
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Two Crows

(niwa garasu)
Bearish reversal pattern.
Confirmation is suggested.

Figure 3-89

Commentary

This pattern is good only as a topping reversal or bearish pattern. The

uptrend is supported by along white day. The next day gaps much higher,
but closes near its low which is gtill above the body of the first day. The

next (third) day opens inside the body of the second black day, then sells
off into the body of the first day. This has closed the gap and given us the
same pattern as a Dark Cloud Cover if the last two days of the Two Crows

pattern were combined into a single candle line. The fact that this gap was

filled s0 quickly somewhat eliminates the traditional gap analysis, which

would indicate a continuation of the trend.

Rules of Recognition
1 The trend continues with a long white day.
2. The second day is agap up and a black day.
3. The third day is dso a black day.

108

Reversal Candle Patterns

4. The third day opens inside the body of the second day and closes
inside the body of the first day.

Scenarios and Psychology Behind the Pattern

The market has had an extended up move. A gap higher followed by a
lower close for the second day shows that there is some weakness in the
rally. The third day opens higher, but not above the open of the previous
day, and then sdlls off. This sell-off closes well into the body of the first
day. This action fills the gap after only the second day. The bullishness has
to be eroding quickly.

Pattern Flexibility

The Two Crows pattern is slightly more bearish than the Upside Gap Two
Crows pattern. The third day is along black day which needs to close only
inside the body of the first day. The longer this black day is and the lower
it closes into the first day, the more bearish it is.

Pattern Breakdown

Figure 3-90
. o

The Two Crows pattern reduces to a possible Shooting Star line (Figure
3-90). This would support the bearishness of the Two Crows pattern.

109



Chapter 3

Related Patterns

The Two Crows pattern is similar to the Dark Cloud Cover in that it
represents ashort-term top in the market. If the second and third dayswere
combined into one, the pattern would become a Dark Cloud Cover. The
Upside Gap Two Crows is slightly different in that the third day does not
close into the body of thefirst day. It dso isaweak version of the Evening
Star, except that there is no gap between the second and third bodies.

Example

Figure 3-91
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Three inside Up and Three inside Down

(harami age and harami sage)
No confirmation is required.

Figure 3-92
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Commentary

TheThree Inside Up and Three Inside Down patterns are confirmationsfor
the Harami pattern. As shown in Figures 3-92 and 3-93, the first two days
are exactly the same asthe Harami. Thethird day is aconfirming close day
with respect to the bullish or bearish case. A bullish Harami followed by a
third day that closes higher would be a Three Inside Up pattern. Similarly,
a bearish Harami with a lower close on the third day would be a Three
Inside Down pattern.

The Three Inside Up and Three Inside Down patterns are not found in
any Japanese literature. | developed them to assist in improving the overall
results of the Harami pattern, which they have done quite well.

Figure 3-93

Rules of Recognition
1 A Harami pattern is first identified using all previously set rules.

2. The third day shows a higher close for a Three Inside Up and a
lower close for a Three Inside Down.
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Scenarios and Psychology Behind the Pattern

This pattern, being a confirmation for the Harami, can represent the suc-
cess of the Harami pattern only by moving in the forecast direction.

Pattern Flexibility

Because this pattern is a confirmation of the Harami pattern, the flexibility
would be the same as that of the Harami. The amount of engulfment and
size of the second day helps to strengthen or weaken this pattern, as the
case may be.

Pattern Breakdown
Figure 3-94 Figure 3-95

ol Iy

The bullish Three Inside Up pattern reduces to a bullish Hammer which
supports the pattern (Figure 3-94). The bearish Three Inside Down reduces
to a bearish Shooting Star line, which aso supports it (Figure 3-95).

Related Patterns

The Harami pattern and Harami Cross pattern are part of these patterns.
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Examples
Figure S-96A
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Figure 3-96B
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Reversal candle Patterns

Three Outside up and Three Outside Down

(tsutsumi age and tsutsumi sage)
No confirmation is required.

Figure3-97 Figure 3-98

[
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Commentary

The Three Outside Up and Three Outside Down patterns (Figures 3-97 and
3-98) are confirmations for the Engulfing patterns. The concept is identical
to the Three Inside Up and Three Inside Down patterns and how they
worked with the Harami. Here, the Engulfing pattern is followed by either
a higher or a lower close on the third day, depending on whether the
pattern is up or down.

The Three Outside Up and Three Outside Down patterns are not found
in any Japanese literature. | developed them to assg in improving the
overall reaults of the Engulfing pattern, which they have done quite well.

Pattern Recognition
1 An Engulfing pattern isformed using all of the previously s rules.

2. The third day has a higher close for the Three Outside Up pattern
and a lower close for a Three Outside Down pattern.
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Scenarios and Psychology Behind the Pattern

These patterns, representing the confirmation of the Engulfing pattern, can
only show the success of the forecast of the appropriate Engulfing pattern.

Pattern Flexibility

Confirmation patterns do not have any more flexibility than the underlying
pattern. The amount of confirmation made on the last day can influence
the magnitude of this pattern's forecast.

Pattern Breakdown
Figure 3-99 Figure 3-100

TR

The bullish Three Outside Up pattern reduces to a possible Hammer line
(Figure 3-99), and the bearish Three Outside Down reduces to a possible
Shooting Star line (Figure 3-100). The word possible is used here because
the difference between the first day's open and the third day's close can be
significant, which would negate the Hammer and Shooting Ster lines. The
supporting point is that the body will be the color of the sentiment.

Related Patterns
The Engulfing pattern is a subpart of this pattern.
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Examples

Figure 3-101A
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Figure 3-1018 -
'gure Three Stars in the South
(kyoku no santen boshi)
o0 S8 1133 nSRHIETASY SaSSe, cIss! Bullish reversal pattern.

Confirmation is suggested.
3.008 &' /?l\ Figure 3102
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This pattern shows a downtrend slowly deteriorating with less and less
daily price movement and consecutively higher lows (Figure 3-102). The
long lower shadow on the first day is critica to this pattern because it is
the first sgn of buying enthusiasm. The next day opens higher, trades
lower, but does not go lower than the previous day's low. This second day
aso closes off of its low. The third day is a Black Marubozu and is
engulfed by the previous day's range.

Rules of Recognition

1 Thefirst day is along black day with a long lower shadow (Ham-
mer-like).

'. The second day has the same basic shape as the first day, only
smaller. The low is above the previous day's low.
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3. The third day is a small Black Marubozu that opens and closes
inside the previous day's range.

Scenarios and Psychology Behind the Pattern

A downtrend has continued when, after a new low has been made, a rally
closes well above the low. Thiswill cause some concern among the shorts
because it represents buying, something that has not been happening until

now. The second day opens higher, which lets some longs get out of their
positions. However, that is the high for the day. Trading is lower, but not
lower than the previous day, which causes arally to close above the low.

The bears are certainly concerned now because of the higher low. The last

day is a day of indecision, with hardly any price movement. Anyone who
is till short will not want to see anything more to the up side.

Pattern Flexibility

The last day of this pattern could have small shadows that probably would
not greatly affect the outcome. Basically, each consecutive day is engulfed
by the previous day's range.

Pattern Breakdown

..

Figure 3-103
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This pattern reduces to a long black line, which normally is quite bearish
(Figure 3-103). Because of this conflict, definite confirmation should be
required.

Related Patterns

This is somewhat like the Three Black Crows, except that the lows are not
lower and the last day is not a long body. Of course, this pattern has a
bullish implication, whereas the Three Black Crows pattern is bearish.

Example
Figure 3-104
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Concealing Baby Swallow

(kotsubame tsutsumi)
Bullish reversal pattern.
No confirmation is required.

Figure 3-105

l||

.

Two Black Marubozu days support the strength of the downtrend (Figure
3-105). On the third day, the downtrend begins to deteriorate, with a
period of trading above the open price. This is especially important be-
cause the open was gapped down from the previous day's close. The
fourth day completely engulfs the third day, including the upper shadow.
Even though the close is at a new low, the velocity of the previous down-
trend has eroded significantly and shorts should be protected.

Commentary

Rules of Recognition

1 Two Black Marubozu days make up the first two days of this
pattern.
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2. The third day is black with a down gap open. However, this day
trades into the body of the previous day, producing a long upper
shadow.

3. The fourth black day completely engulfs the third day, including
the shadow.

scenarios and Psychology Behind the Pattern

Any time a downtrend can continue with two Black Marubozu days, the
bears must be excited. Then on the third day, the open is gapped down,
which aso adds to the excitement. However, trading during this day goes
above the close of the previous day and causes some real concern about the
downtrend, even though the day closes at or near its low. The next day
opens significantly higher with a gap. After the opening, however, the
market sells off and closes at anew low. This last day has given the shorts
an excellent opportunity to cover their short positions.

Pattern Flexibility

Thisisavery strict pattern and does not allow much in the way of flexibil-
ity. The gap between the second and third day is necessary, and the upper
shadow of the third day must extend into the previous day's body. In
addition the fourth day must completely engulf the previous day's range.

To meet al of these requirements, only afew changes in relative size can
be allowed.

This pattern reduces to along black day which is amost always considered
abearish day (Figure 3-106). Because of this direct conflict, confirmation
isrequired.
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Figure 3-106 Example
Figure 3-107
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Stick Sandwich

(gyakusashi niten zoko)
Bullish reversal pattern.
Confirmation is suggested.

Figure 3-108

Commentary

In the Stick Sandwich pattern two black bodies have a white body between
them (Figure 3-108). The closing prices of the two black bodies must be
equal. A support price has been found and the opportunity for prices to
reverse is quite good.

Rules of Recognition

1 A black body in a downtrend is followed by a white body that
trades above the close of the black body.

2. The third day is ablack day with a close equa to the first day.

Scenarios and Psychology Behind the Pattern

A good downtrend is under way. Prices open higher on the next trading
day and then trade higher all day, closing at or near the high. This action
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suggests that the previous downtrend has probably reversed and that shorts
should be protected, if not covered. The next day, prices open even higher,
which should cause some covering initially, but then prices drift lower to
cloe at the same price as two days ago. Anyone who does not note
support and resistance points in the market is taking exceptiona risk.
Another day of trading should tell the story.

Pattern Flexibility

Some Japanese references use the low prices as the support point for the
two black days. Using the close price presents a more memorable support
point and therefore a better chance of reversal.

|

The Stick Sandwich breaks down to an Inverted Hammer line as long as
the body of the first day is considerable smaller than the range of the third
day (Figure 3-109). If thefirst day is a small body and the third day's price
fange (high to low) is two or three times that of the first day, this pattern
Reduces to the bullish Inverted Hammer. However, if this does not occur,
the Stick Sandwich reduces to a black line, which is usually bearish. As a
result, confirmation is suggested.

Pattern Breakdown

Figure 3-109
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Related Patterns

The last two days of this pattern are similar to a bearish Engulfing pattern
in most instances. It would have to be seen if the support point is better
than the bearish candle pattern, assuming no consideration is made to the
previous trend.

Examples

Figure 3-110
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Kicking
(keri ashi)
No confirmation is required.

Figure 3111 Figure 3112

Commentary

The Kicking pattern is similar to the Separating Lines pattern, except that
instead of the open prices being equal, a gap occurs. The bullish Kicking
pattern is a Black Marubozu followed by a White Marubozu (Figure 3-
111). The bearish Kicking pattern is a White Marubozu followed by a
Black Marubozu (Figure 3-112). Some Japanese theory says that future
movement will be in the direction of the longer side of the two candles,
regardless of the price trend. The market direction is not as important with
this pattern as it is with most other candle patterns.

Rules of Recognition

1 A Marubozu of one color is followed by a Marubozu of the oppo-
site color.

2. A gap must occur between the two lines.
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Scenarios and Psychology Behind the Pattern

The market has been in a trend when prices gap the next day. The prices
never enter into the previous day's range and then close with another gap.

Pattern Flexibility

This allows no flexibility. If the gap does not exist, a Separating Lines
(continuation) pattern will be formed.

Pattern Breakdown

Figure 3-113 Figure 3-114

0

The bullish Kicking pattern reduces to a long white candle line, which
usually is bullish (Figure 3-113). The bearish Kicking pattern reducesto a
long black candle line, which is usually bearish (Figure 3-114).

Related Patterns

The Separating Lines pattern is aimost the same, except for the gap and the
fact that the Separating Lines is a continuation pattern.
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Example

Figure 3-115
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Homing Pigeon

(shita banare kobato gaeshi)
Bullish reversal pattern.
Confirmation is suggested.

Commentary

v ie Homing Pigeon closely resembles the Harami pattern, except that both
ps bodies are black rather than opposite in color.
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Figure 3-116

Hl
I

Rules of Recognition
1 A long black body occurs in a downtrend.
2. A short black body is completely inside the previous day's body.

Scenarios and Psychology Behind the Pattern

The market is in a downtrend, evidenced by a long black day. The next

day, prices open higher, trade completely within the prior day's body, and
then close dlightly lower. Depending upon the severity of the previous

trend, this shows a deterioration and offers an opportunity to get out of the
market.

Pattern Flexibility
Two-day patterns do not offer much flexibility.

Pattern Breakdown

The Homing Pigeon pattern reduces to a long black candle line with a
lower shadow, which certainly is not a bullish line (Figure 3-117). Confir-
mation would definitely be suggested.
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Figure 3117

i-

Related Patterns

The Harami is similar in its candle line relationship, but both of its days
must be black.

Example
Figure 3-118
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Ladder Bottom

(hashigo gaeshi)
Bullish reversal pattern.
Confirmation is suggested.

Figure 3119

| |
Commentary

After a reasonable downtrend with four consecutive lower closes and black
days, the market trades higher than the open (Figure 3-119). This action is
the first indication of buying even though the market still closes at a new
low. On the next day, prices gap higher and never look back. The last day
closss much higher than the previous day or two.

Rules of Recognition

1 Three long black days with consecutive lower opens and closes
occur much like the Three Black Crows pattern.

2. The fourth day is black with an upper shadow.
3 ghe last day is white with an open above the body of the previous
ay.
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Scenarios and Psychology Behind the Pattern

A downtrend has been in place for some time and the bears are sure to be
complacent. After a good move to the downside, prices trade above the
open price and almost reach the high price of the previous day, but then
they close at another new low. This action certainly will get the attention
of the shorts and shows that the market will not go down forever. The
shorts will rethink their positions and, if profits are good, the next day they
will sdl. This action causes agap up on the last day of the pattern and the
close is considerably higher. If volume is high on the last day, a trend
reversal has probably occurred.

Pattern Flexibility

The four black days of the Ladder Bottom pattern may or may not be long
but consecutively lower closes must occur. The last day must be white and
may be either long or short, as long as the close is above the previous
day's high.

Pattern Breakdown

Il'i 3

e Ladder Bottom reduces to a Hammer pattern, which supports its bull
implications (Figure 3-120).

Figure 3-120
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Related Patterns

The Ladder Bottom starts out just like the Conceding Baby Swallow
pattern. The first three days adso resemble the Three Black Crows pattern
except that a downtrend is in place.

Example
Figure 3-121
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Matching Low

(niten zoko/kenuki)
Bullish reversal pattern.
Confirmation is suggested.

Figure 3-122

|
Commentary

The Matching Low pattern follows a concept similar to that used in the
Stick Sandwich pattern. In fact, by removing the middle day in the Stick
Sandwich pattern, you will get a Matching Low pattern. A long black day
continues the downtrend, the next day opens higher, but then closes a the
same close of the previous day. This yields two black days together with
their lower bodies (closes) equal. This pattern indicates a bottom has been
aade, even though the new low was tested and there was no follow

[Ihirough, which is indicative of a good support price.

Rules of Recognition
1 A long black day occurs.

2. The second day is dso ablack day with its close equal to the dose
of the first day.
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Scenarios and Psychology Behind the Pattern

The market has been trading lower, as evidenced by another long black
day. The next day, prices open higher, trade still higher, and then dose at
the same price as before. Thisis a classic indication of short-term support
and will cause much concern from any apathetic bears who ignore it.
Apathetic bears are short the market, and quite comfortable with their short
position. If they ignore the Matching Low as a possible trend reversd, it
will cause them much concern.

An interesting concept is presented with this pattern. The psychology
of the market is not necessarily with the action behind the daily trading,
but with the fact that the trading closes at the same price on both days.

Pattern Flexibility

The length of the bodies of the two days may be either long or short
without affecting on the meaning of the pattern.

Pattern Breakdown

Figure 3-123
I i X

The Matching Low pattern reduces to a long black line, which is usually
bearish (Figure 3-123). Confirmation would be highly recommended.
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Related Patterns

The Matching Low closely resembles the Homing Pigeon pattern, but,
because the closes are equal, the second day does not quite fit the defini-
tion of being engulfed.

Examples
Figure 3-124
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4 Continuatibn Patterns

Continuation patterns are included in a separate chapter from reversal pat-
terns only to make later reference easier. Keep in mind that once a pattern
has been identified, it is suggesting a direction for future price movement.
It really doesn't matter if that future price movement is the same as before
or areversal. Continuation patterns, according to the Sakata Method, are a
time of rest in the market. Whatever the pattern, you must make a decision
your current position, even if that decision is to stay where you are.
The format of discussion for this chapter is identical to that of the

previous chapter on reversal candle patterns. In condensed form, that for-
mat is

Pattern name
Japanese name and interpretation
Commentary

raphic of classic pattern(s)

uies of recognition

cenarios / psychology behind the pattern
attern flexibility

141



Chapter 4

* Pattern breakdown
* Related patterns

* Examples

Continuation Pattern Index

Pattern

Upside Tasuki Gap and
Downside Tasuki Gap

Side-by-Side White Lines

Rising Three Methods and
Falling Three Methods

Separating Lines

Mat Hold

Three-Line Strike

Upside Gap Three Methods and
Downside Gap Three Methods

On Neck Line
In Neck Line
Thrusting Line

142

Page Number
143

148
154

159
163
167
172

177
180
183

Continuation Patterns

Upside Tasuki cap
and Downside Tasuki Gap

(uwa banare tasuki and shita banare tasuki)
Confirmation is recommended.

q
| 1l

e typical Tasuki line occurs when the price opens lower from a white
,and then closes lower than the previous day's low. When the price
is higher from ablack day's close and then closes higher than its high
ie opposite case. Tasuki lines are mentioned in a number of sources of

edtick literature, but they do not contribute enough to be considered
dividua patterns. A Tasuki is a sash for holding up deeves. The
i Gaps involve the Tasuki line after a gap in the direction of the
nt market trend.
Upside Tasuki Gap (Figure 4-1) is a white candlestick which has
d above the previous white candlestick, then followed by a black
icstick that closes inside that gap. This last day must aso open inside

Figure 4-2
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the second white day's body. An important point is that the gap made
between the first two days is not filled. The philosophy is that one should
go long on the dose of the last day. The same concept would be true in
reverse for aDownside Tasuki Gap (Figure 4-2).

Rules of Recognition

1 A trend is under way, with a gap between two candlegticks of the
same color.

2. The color of the first two candlesticks represents the prevailing
trend.

3. The third day, an opposte-color candlestick opens within the body
of the second day.

4. The third day dosss into the gap but does not fully close the gap.

Scenarios and Psychology Behind the Pattern

The psychology behind a Tasuki Gap is quite smple: Go with the trend of
the gap. The correction day (the third day) did not fill the gap and the
previous trend should continue. This is looked upon as temporary profit
taking. The Japanese widely follow gaps (windows). Therefore, the fact
that the gap does not get filled or closed means that the previous trend
should resume. . .

The literature is sometimes contradictory on gaps. One normally ex-
pects a gap to provide support and/or resstance. The fact that the gap is
tested s0 quickly is reason to believe that the gap may not provide its usua

anaytic ability.
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Pattern Flexibility

The first day's color is not as important as the color of the second and third
days. It is best that it be the same color as the second day, which would
fully support the ongoing trend.

Pattern Breakdown

Figure 4-3 Figure 4-4

s
e . D
The Upside Tasuki Gap pattern reduces into a long line with a white body
at the lower end (Figure 4-3). The only support here can be in the fact that
the breakdown is a long white line which is normally considered bullish.
The Downside Tasuki Gap reduces to a long black line which is usually

bearish. Because of the lack of strong support, further confirmation is
recommended.

Related Patterns

The Tasuki lines by themselves are somewhat opposite of the Piercing
Line and the Dark Cloud Cover, which are reversal patterns. The Upside
and Downside Tasuki Gap patterns are very similar to the Upside and
Downside Gap Three Methods patterns discussed later in this chapter. You
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will see that they are aso in direct conflict with each other. It might be
best to see the statistical results of the pattern testing in later chapters.

Examples
Figure 4-5A
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side-by-Side White Lines

(narabi aka)
No confirmation is requir
mended for the bearish lines.

ed for the bullish case, but confirmation is recom-

Figure 4-7

||‘

Figure 4-6

I

Commentary

w nhi means "in arow" and narabiaka means "whites in a row." The
IIkltalflre,refers to Side-by-Side Lines, both blach]and white, _H]ut

%ﬁ m@ a pg,Jse or astalemaiewncu UI())(AUC Ué d m the

attern of importance ncic
d| rection of the current trend.
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Bullish Side-by-Side White Lines

Two white candlesticks of similar size are side-by-side after gapping
above another white candlestick. Not only are they of similar size, but the
opening price should be very dose. The Bullish Side-by Side White Lines
(Figure 4-6) is also referred to as an Upside Gap Side-by-Side White Lines
(uwappanare narabiaka).

Bearish Side-by-Side White Lines

Side-by-Side White Lines which gap to the downside are very rare. These
are d cdled Downsde Gap Side-by-Side White Lines (Figure 4-7).
Despite what appears to be obvious, these two white lines are looked upon
as short covering. This action, like many continuation patterns, represents
the market taking a rest or buying time.

It would be a normal expectation to have two Side-by-Side Black Lines
for this continuation pattern. A downside gap to Side-by-Side Black Lines
would certainly indicate a continuation of the downtrend. This pattern,
however, is not of much use because it portrays the obvious. Another
derivation of these lines would be Side-by-Side White Lines which do not
gap, but arein an uptrending market. These are caled Side-by-Side White
Lines in Stalemate (Hdzumari narabiaka). These indicate that the market is
approaching its top and with limited support.

Rules of Recognition
1 A gap is made in the direction of the trend.
2. The second day is awhite candle line.

3. Thethird day is aso awhite candle line of about the same size and
opens at about the same price.
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Scenarios and Psychology Behind the Pattern

Bullish Side-by-Side white Lines

The market is in a uptrend. A long white candlestick is formed, which
further perpetuates the bullishness. The next day, the market gaps up on
the open and closes still higher. However, on the third day, the market
opens much lower, in fact, as low as the previous day's open. The initial
selling that caused the lower open ends quickly and the market climbs to
yet another high. This demonstrates the force behind the buyers, and the
rally should continue.

Bearish Side-by-Side White Lines

A downtrend is further enhanced with along black candle line followed by
a large downward gap open on the next day. The market trades higher all
day, but not high enough to close the gap. The third day opens lower, at
about the same open as the second day. Because of the resistance to further
downside action, shorts are covered, causing the third day aso to rally and
close higher, but again not high enough to close the gap. If enough short
covering was accomplished and the rally attempt was not very convincing,
the downtrend should continue.

Pattern Flexibility

Because Side-by-Side White Lines are used only after gapping, there is not

much flexibility in this pattern. The two white lines should be of similar
body length, but this length is not as important as the fact that they gapped
in the direction of the trend. Their open prices should be close to the same,
though.
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Pattern Breakdown

Figure 4-8 Figure 4-9

i )
it

The Upside Gap Side-by-Side White Lines reduce to along white candle-
gtick which fully supports the bullish continuation (Figure 4-8). The
Downside Gap Side-by-Side White Lines reduce to a black candlestick

with a long lower shadow (Figure 4-9). This single candle line does not
fully support the bearish continuation and suggests further confirmation.

Related Patterns
There are no patterns comparable to the Side-by-Side White Lines. The

Breakaway pattern has some similarities in that the second and third days
gap in the direction of trend.
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Chapter 4

Rising Three Methods
and Falling Three Methods

(uwa banare sanpoo ohdatekomi and shita banare sanpoo ohdatekomi)
No confirmation is required.

Figure 4-11 Figure 4-12

If
I ]
Commentary

The Three Methods (Chapter 5) include the bullish Rising Three Methods
and the bearish Falling Three Methods. Both are continuation patterns that
represent breaks in the trend of prices without causing areversal. They are
days of rest in the market action and can be used to add to postions, if

aready in the market.

Rising Three Methods

A long white candlestick is formed in an uptrend (Figure 4-11). After this
long day, a group of smal-bodied candlesticks occur which show some
resistance to the previous trend. These reaction days are generally black,
but most importantly, their bodies dl fall within the high-low range of the
first long white day. Remember that the high-low range includes the shad-
ows. The final candlestick (normally the fifth day) opens above the close
of the previous reaction day and then doses at a new high.
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Falling Three Methods

The Falling Three Methods pattern is the bearish counterpart of the Rising
Three Methods pattern. A downtrend is underway, when it is further per-
petuated with a long black candlestick (Figure 4-12). The next three days
produce small-body days that move againg the trend. It is best if the
bodies of these reactionary days are white. It is noted that the bodies 4l
remain within the high-low range of the first black candlestick. The next
and last days should open near the previous day's dose and then close at
anew low. The market's rest is over.

Rules of Recognition
1 A long candlestick is formed representing the current trend.

2. This candlestick is followed by a group of small real body candle-
dicks. It is best if they are opposite in color.

3. The amal candlesticks rise or fall opposite to the trend and remain
within the high-low range of the first day.

4. Thefinal day should be a strong day, with a close outside of the
first day's close and in the direction of the original trend.

Scenarios and Psychology Behind the Pattern

The concept behind the Rising Three Methods comes from early Japanese
futures trading history and is avital part of the Sakata Method. The Three
Methods pattern is considered a rest from trading or a rest from battle. In
modern terminology, the market is just taking a break. The psychology
behind amove like thisis that some doubt creeps in about the ability of the
trend to continue. This doubt increases as the small-range reaction days
take place. However, once the bulls see that a new low cannot be made,
the bullishness is resumed and new highs are set quickly. The Faling
Three Methods pattern isjust the opposite.
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Pattern Flexibility

Because this pattern normally consists of five candle lines, it is somewhat

rareto find in its dassc form. Some leeway can be allowed in the range of

the reaction days. They may go dightly above or below the range of the
first day. It is begt, if this is alowed, that they cover the range of the first
day completely. If they do not and tend in one direction, the pattern can
become a Mat Hold pattern, if it occurs in an uptrend.

Pattern Breakdown
Figure 4-13 Figure 4-14

¥ E]*
" ]

The Rising Three Methods pattern reduces to a long white candlestick,
which fully supports the bullish continuation (Figure 4-13). The Falling
Three Methods pattern reduces to a long black candlestick, which fully
supports the bearish continuation (Figure 4-14).

v

Related Patterns

A pattern similar to the bullish Rising Three Methods is the Mat Hold
pattern. It is dso abullish continuation pattern but allows greater flexibil-
ity in the reaction days. That is, the small black days that are between the
two long white days do not have to be within the range of the first white
day. These reaction days are generally higher relative to the first candle-
dtick. Seeing the two patterns side-by-side will show that the uptrend was,
and is, much stronger for the Mat Hold pattern.
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Examples

Figure 4-15A
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Figure 4-158
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Separating Lines
(iki chigai sen)
Confirmation is required, especially for the bullish case.

Figure 4-16 . Figure 4-17

Commentary

The Separating Lines have the same open and are opposite in color. They
are similar, but oppodte of the Meeting Lines. The second day of these
patterns is a Belt Hold candlestick. The bullish pattern (Figure 4-16) has a
white bullish Belt Hold and the bearish pattern (Figure 4-17) has a black
bearish Belt Hold. Ikichigaisen means lines that move in opposite direc-
tions. Sometimes these are cdled Dividing (furiwake) Lines.

Rules of Recognition
1 Thefirst day is the opposite color of the current trend.
2. The second day is the opposite color of the first.
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3. The two bodies meet in the middle, at the open price.

Scenarios and Psychology Behind the Pattern

An uptrend is in place when a long black day occurs. This is not normal
for a strong market and will produce some skepticism. However, the next
day opens much higher, in fact, it opens at the previous black day's open-
ing price. Prices then move higher for the rest of the day and close higher,
which suggests that the prior uptrend should now continue. This scenario
is for the bullish Separating Line; the bearish scenario is quite similar, but

opposite.

Pattern Flexibility

Separating Lines should each be long lines: however, there is no require-
ment that this be so. Strong furiwake lines would be two long bodies
without any shadows (marubozu) a the points where they meet.

pPattern Breakdown
Figure 4-18 Figure 4-19

i

The bullish Separating Lines pattern reduces to a Long-Legged Dgji line
(Figure 4-18). A Dqji, and especidly the Long-Legged Doji, represents

160

Continuation Patterns

indecision in the market and therefore does not fully support the bullish
continuation of this pattern. The bearish Separating Lines pattern reduces
to a candle line with a black body near the lower portion of the range
(Figure 4-19). This line can be considered bearish and therefore supports
the bearish continuation pattern.

Related Patterns

The Meeting Lines, which are not continuation, but reversal patterns, are
similar in concept.

Examples
Figure 4-20A
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sS4.735@

162

il

2311

by

‘lr[]l'qn "H

‘Hr%913~¢ 9068838 [308)

i
‘w“'”u 1
!., +

ﬂ W ..,.,.in. H—
W‘%ﬁﬁﬂﬁ

TJul TAug

Continuation Patterns

Mat Hold

(uwa banare sante oshf)
Bullish continuation pattern.
No confirmation is required.

Figure 4-21

Commentary

The Mat Hold pattern is a modified version of the Rising Three Methods.
The first three days start out like the Upside Gap Two Crows, with the
exception that the second black body (third day) dips into the body of the
first long white day (Figure 4-21). This is followed by another small black
body that closes even lower, but still within the range of the first white
body. The fifth day sees alarge gap opening, with a strong rise to a close
above the high of the highest of the three black days. This suggedts that the
trend will continue upward and that new positions can be taken here.

The Mat Hold Pattern shows greater strength as a continuation signal
than the Rising Three Methods. The reaction days are basically higher than
the ones in the Rising Three Methods. In other words, the Mat Hold does
not take quite the rest, or break from trend, that the Rising Three Methods
does.
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Rules of Recognition
1 A long white day is formed in an uptrending market.

2. A gap up with a lower close on the second day forms admost a
star-like day.

3. The following two days are reaction days similar to the Rising
Three Methods.

4. Thefifth day is awhite day with a new closing high.

Scenarios and Psychology Behind the Pattern

The market is continuing its rise, with a long white day confirming the
bullish action. The next day prices gap open and trade in a small range,
only to close slightly lower. This lower close (lower than the open) is till
a new closing high for the move. The bulls have only rested, even though
the price action surely brings out the bears. The next couple of days cause
some concern that the upward move may be in jeopardy. These days open
about where the market closed on the previous day and then close slightly
lower. Even by the third such day, the market is still higher than the open
of the first day (a long white day). An attitude that a reversal has failed
develops and prices rise again to close at a new closing high. This fully
supports the bulls' case that thiswasjust a pause in a strong upward trend.

Pattern Flexibility

The arrangement of the three small black days should show consecutive
declines, much like the Rising Three Methods. The reaction days are ato-
gether higher than those in the Rising Three Methods.
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Pattern Breakdown

The bullish Mat Hold pattern reduces to a long white candlestick, which
fully supports its bullish continuation (Figure 4-22).

Figure 4-22

. —_—
Related Patterns

Rising Three Methods is a more rigid pattern. Even though this pattern
begins somewhat like the Upside Gap Two Crows, the closing of the third
day into the body of the first day eliminates that possibility. One must also

be on guard for a possible Three Black Crows pattern starting with the
second day, especidly if it is along day.
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Examples Three-Line Strike
(sante uchi karasu no bake sen)
Figure 4-23 Confirmation is definitely required.
—— g tiagis ssoass (733 Figure 4-24 Figure 4-25
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This is afour-line pattern that appears in a defined trend. It can be looked
upon as an extended version of either the Three Black Crows pattern
— (bearish) or the Three White Soldiers pattern (bullish). This pattern is a
— Trer resting or pausing pattern; the rest is accomplished in only one day. Breaks
in trend are almost always healthy for the trend. Some Japanese literature
refers to this pattern as the Fooling Three Crows for the bearish version.
The bullish case could aso be caled Fooling Three Soldiers.

Bullish Three-Line Strike

Three white days with consecutively higher highs are followed by a long
black day (Figure 4-24). Thislong black day opens at anew high and then
plummets to a lower low than the first white day of the pattern. This type
of action completely erases the previous three-day upward march. If the
previous trend was strong, this should be looked upon as just a setback
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with some profit taking. This last day is considered a liquidating day,
which will give the upward trend needed strength.

Bearish Three-Line Strike

A downtrend is accentuated by three black days that each have consecu-
tively lower lows (Figure 4-25). The fourth day opens at a new low, then
rallies to close above the high of the first black day. This last long white
day completely negated the previous three black days. This day should be
looked upon as a day when shorts were being covered and the down move
should continue.

Rules of Recognition

Bullish Three-Line Strike

1 Three days resembling Three White Soldiers are continuing an
uptrend.

2. A higher open on the fourth day drops to close below the open of
the first white day.

Bearish Three-Line Strike

1 Three days resembling Three Black Crows are continuing a down-
trend.

2. A lower open on the fourth day rallies to close above the open of
the first black day.

Scenarios and Psychology Behind the Pattern

The market has continued in its trend, aided by the recent Three Black
Crows or Three White Soldiers pattern, as the case may be. The fourth day
opens in the direction of the trend, but profit taking or short covering
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causes the market to move strongly in the opposite direction. This action
causes considerable soul searching, but remember that this move com-
pletely eradicated the previous three days. This surely dried up the short-

term reversal sentiment and the trend should continue in its previous
direction.

Pattern Flexibility

The amount of the initial gap in the direction of trend and the amount the

fourth day moved would be strong indication's of the success of this
pattern as a continuation pattern.

Pattern Breakdown

Figure 4-26 Figure 4-27
—>

The bullish Three-Line Strike pattern reduces to a Shooting Star line and
is in direct conflict with the bullishness of this pattern (Figure 4-26). The
bearish Three-Line Strike pattern reduces to aHammer and is aso in direct
conflict with this pattern's bearishness (Figure 4-27).

Related Patterns
There is a hint of Three White Soldiers and Three Black Crows in these

patterns, but their influence is quickly negated with the strong reaction day
that follows.
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Examples Figure 4-288
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Upside Gap Three Methods and Downside
Gap Three Methods

(uwa banare sanpoo hatsu oshi and shita banare sanpoo ippon dachi)
Confirmation is suggested.

Figure 4-30

|

Figure 4-29

I

Commentary

This is a smplistic pattern, quite similar to the Upside and Downside
Tasuki Gaps, that occurs in a strong trending market. A gap appears be-
tween two candlesticks of the same color (Figures 4-29 and 4-30). This
color should reflect the trend of the market. The third day opens within the
body of the second candlestick and then closes within the body of first
candlestick (bridging the first and second candles), which would aso make
it the opposite color of the first two days. This would, in traditional termi-

nology, dosethe gap.
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Rules of Recognition

1 ,?] trend continues, with two long days that have a gap between
them.

2. The third day fills the gap and is the opposite color of the first two
days.

Scenarios and Psychology Behind the Pattern

The market is moving strongly in one direction. This move is extended
further by another day that gaps even more in the direction of the trend.
The third day opens well into the body of the second day, then completely
fills the gap. This gap-closing move should be looked upon as supporting
for the current trend. Gaps normally provide excellent support and/or resis-
tance points when considered after a reasonable period of time. Because
this gap is filled within one day, some other considerations should be
made. If this is the first gap of a move, then the reaction (third day) can be
considered as profit taking.

Pattern Flexibility

No significant flexibility is suggested, as thisis afairly simple concept and
pattern. The first day could be opposite in color to the second day without
much change in the pattern's interpretation.

Pattern Breakdown

The bullish Upside Gap Three Methods pattern reduces to a Shooting Star
line (Figure 4-31) and the bearish Downside Gap Three Methods pattern
reduces to a Hammer line (Figure 4-32). These are two patterns (when al
are considered) that do not reduce to the single line that supports the
bullish or bearish nature of the pattern.
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Figure 4-31 Figure 4-32

P
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Related Patterns

These are somewhat similar to the Tasuki Gap, except that the gap is filled
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Examples
Figure 4-33A
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Figure
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continuation Patterns

On Neck

(ate kubi)
Bearish continuation pattern.
Confirmation is suggested.

Figure 4-34

i

The On Neck Line is an undeveloped version of the Piercing Line dis-
cussed in Chapter 3. A similar pattern is formed, except that the second
day's white body only gets up to the previous day's low (Figure 4-34). Do
not confuse this pattern with the Meeting Lines, covered in Chapter 3.

Commentary

Rules of Recognition
1 A long black line is formed in a downtrend.

2. The second day is white and opens below the low of the previous

day. This day does not need to be along day or it might resemble
the bullish Meeting Line.

3. The second day closes at the low of the first day.
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Scenarios and Psychology Behind the Pattern

The On Neck Line usually appears during a decline. Bearishness is in-
creased with the long black first day. The market gaps down on the second

day, but cannot continue the downtrend. Asthe market rallies, it is stopped
at the previous day's low price. This must be uncomfortable for the bottom
fishers who go into the market that day. The downtrend should continue
shortly.

Pattern Flexibility

If the trading volume on the second day is high, the chance of the down-
ward trend's continuing is good.

;!

The On Neck Line pattern reduces to a fairly bearish black candlestick
with along lower shadow (Figure 4-35). This single candle line supports
the bearishness of this continuation pattern.

Pattern Breakdown
Figure 4-35

Related Pattern

The On Neck Line pattern is aweak beginning to a Piercing Line. See dso
the In Neck Line and the Thrusting Line.
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Examples
Figure 4-36
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In Neck

(iri kubi)
Bearish continuation pattern.
Confirmation is suggested.

Figure 4-37

Commentary

This is dso a modified or undeveloped version of the Piercing Line. The
second day's white body closes near the close of the previous black day; at
the lower part of the body (Figure 4-37). The actua definition requires that
it closejust inside the previous day's body, that is, slightly above the close.
It is a higher close than the On Neck Line, but not much. If the first day's
close is dso at its low (Closing Marubozu), the In Neck and On Neck
Lines are most probably the same.

Rules of Recognition
1 A black line develops in a downtrend.

2. The second day is a white day with an opening below the first
day's low.
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3. The close of the second day isjust barely into the body of the first
day. For all practical purposes, the closes are equal.

Scenarios and Psychology Behind the Pattern

The scenario is almost identical to the On Neck Line, except that the
downtrend may not continue quite as abruptly because of the somewhat
higher close.

Pattern Flexibility
If the volume on the white day (second day) is heavy, the chance of the

trend's continuing is good.
: F

The In Neck Line pattern reduces to a black candlestick with a long lower
shadow (Figure 4-38). The fact that this single line is not at al bullish
lends support for the bearish continuation of this pattern.

Pattern Breakdown

Figure 4-38

Related Patterns

The In Neck Line, like the On Neck Line, is a weak beginning to a
Piercing Line. It, however, is a little stronger, but not nearly enough to
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cause a reversal of trend. You should aso note that this pattern, if both
days are near Marubozu, would be like the Meeting Lines pattern.

Examples
Figure 4-39
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Thrusting

(sashikomi)

Bearish continuation pattern.
Confirmation is required.

Figure 4-40

|
I

This is the third derivative of the Piercing Line. The Thrusting Line is
stronger than either the On Neck Line or the In Neck Line, but fails to
close above the midpoint of the previous day's body (Figure 4-40). The
second day is normally a much larger gap down than the In Neck or On

Neck patterns. This makes it a long white day and confirmation definitely
is needed before adding to short positions.

Commentary

Rules of Recognition
1 A black day is formed in a downtrend.

2. The second day is white and opens considerably lower than the low
of the first day.
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3. The second day closes well into the body of the first day, but not
above the midpoint.

Scenarios and Psychology Behind the Pattern

Much like the On Neck and In Neck Lines, the Thrusting Line represents
afailureto rally in adown market. Because of this failure, the bulls will be
discouraged and a lack of buying will et the downtrend continue.

Pattern Flexibility
Because the Thrusting pattern is approaching the bullish Piercing Line

pattern and is dlightly better than the On Neck Line, there is little room for
flexibility.

Pattern Breakdown

Figure 4-41

-

The Thrusting pattern reduces to a Hammer line which is somewhat in
conflict with the bearishness of this pattern (Figure 4-41). Because the
Thrusting pattern is 90 close to being a Piercing Line pattern, it is easy to
e the possibility of no breakdown support.
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Related Patterns

The Thrusting pattern is the strongest of the three lines that fail to make a

Piercing Line. It is stronger than the On Neck and In Neck Lines, but
weaker than the Piercing Line.

Example
Figure 4-42
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Additional Note

Y ou may wonder why there are three continuation patterns that are derived
from a failure to complete a Piercing Line. The On Neck Line, In Neck
Line, and Thrusting patterns al represent failed attempts to reverse the
downwardtrend. o )

Why, then, are there not similar patterns that represent failed Dark
Cloud Cover patterns? This can be answered by most students of the
market who are familiar with normal topping and bottoming tendencies.
Bottoms (market lows) tend to be sharp and with more emotion. Tops
usually take longer to play out, and cannot be as easily identified.
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5 Sakata's Method and
Candle Formations

Japanese history, and Japanese financial trading history, in particular, is
rich with accounts of success, usually dominated by only a few individu-
as. One such success was a man named Munehisa (Sohkyu) Honma
Some references use Sohkyu and some use Munehisa.

Honma stepped into Japanese futures trading history in the mid-eigh-
teenth century. When Honma was given control of the wealthy family
business in 1750, he began trading at the local rice exchange in the port
city of Sakata in Dewa Province, now Yamagata Prefecture, on the west
coast of northern Honshu (about 220 miles north of Tokyo). Sekata was a
collection and distribution port for rice and today is till one of the most
important ports on the Sea of Japan.

Stories have it that Honma established a personal communications net-
work that consisted of men on rooftops spaced every four kilometers from
Osaka to Sakata. The distance between Osaka and Sakata is about 380
miles, which would have required well over 100 men. This alowed
Honma the edge he needed to accumulate great wealth in rice trading.

Honma kept many records in order to learn about the psychology of
investors. His studies helped him understand that the initial entry into a
trade must not be rushed. According to Honma, if you feel compelled to
rush into a trade because you believe that you just can't lose, wait three
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days to see if you ill feel the same way. If you do, you can enter the
trade, probably quite successfully.

The Honma family owned a grest rice field near Sakata and they were
considered extremely wealthy in both fact and song. One folk song sad
that no man can be as wealthy as a Honma: one can merely hope to be as
rich as a daimyo. A daimyo is the early Japanese term for afeudal lord.

Honma died in 1803. During this period of time a book was published.
"If @l other people are bullish, be foolish and sdl rice" is some of the
advice contained in San-en Kinsen Horoku. This book was published in
1755 and is known today as the basis of Japan's market philosophy.
Today, in Sakata, a house which once belonged to the Honma family, is
the Honma Museum of Art.

All of the patterns and formations based upon Sakata's Method are
taken from 160 rules that Honma wrote when he was 51 years old.
Sakata's Method, in turn, is what is now considered as the beginnings of
candle pattern recognition. Candlestick charting was not actually devel-
oped by Honma, only the pattern philosophy that goes with it. His ap-
proach has been credited as the origin of current candlestick analysis.

Since Honma came from Sakata, you may see reference to:  Sakatas
Law, the Sakata Method, Sakata's Five Methods, Honma Constitution, and
similar names. While the labels may differ, the analysis technique remains
the same. This book will refer to this approach as Sakata's Method.

Sakata's Method

Sakata's Method, as originated and used by Honma for basic chart analy-

§s, deds with the basic yin (inn) and yang (yon) candle lines along with
two additiona lines. The concept is centered around the number 3. The
number 3 appears often in traditional analysis aswell as in Japanese chart-
ing techniques. Sakata's Method is a technique of chart analysis using the
number 3 at different points and times in the market. Sakata's Method can
be summarized as:
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San-zan (three mountains)
San-sen (three rivers)
San-ku (three gaps)
San-pei (three soldiers)
San-poh (three methods)

From this list it is should be obvious that san refers to the ubiquitous
number 3.
San-zan (three mountains)

Three Mountains forms a line that makes a major top in the market. This
issimilar to the traditional Western triple top formation in which the price

Figure 5-1A
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Figure 5-1B
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rises and falls three times, forming a top. This formation is dso similar to
the Three Buddha Top (san-son) formation which is the equivalent of the
traditional head and shoulders formation. It comes from the positioning of
three Buddhist images lined up, with a large Buddha in the center and a
smaller one on each side. San-zan do includes the typical Western triple
top where three upmoves are made with comparable corrections that fol-
low. The three tops may be the same height or may be trending in one
direction, most probably down.

San-sen (three rivers)

Three Rivers is the opposite of Three Mountains. It is often used like the
traditional triple bottom or inverted head and shoulders bottom, but this is
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Figure 5-2A
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not necessarily correct. The Three Rivers method is based on the theory of
using three lines to forecast the turning point of the market. This can be
seen in a number of bullish candle patterns using three lines, such as the
Morning Star and Three White Soldiers. In Japanese literature, the Morn-
ing Star is often called the Three Rivers Morning Star in reference to this
Sakata Method.

There is some confusion about whether Sakata's Method uses Three
Rivers for a bottom formation technique or whether it refers to the use of
three lines for identifying tops and bottoms. There is considerable refer-
ence in Japanese literature to Three Rivers Evening Stars (a bearish pat-
tern) and the Three Rivers Upside Gap Two Crows (also a bearish pattern).
Also recall from Chapter 3 that there was a bullish reversal pattern called
the Unique Three Rivers Bottom.
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Figure5-2B
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San-ku (three gaps)

This method uses gaps in price action as a means to time entry and exit
points in the market. The saying goes that after a market bottom, sl on
the third gap. The first gap (ku) demonstrates the appearance of new buy-
ing with great force. The second gap represents additional buying and
possibly some covering by the sophisticated bears. The third gap is the
result of short covering by the reluctant bears and any delayed market
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orders for buying. Here, on the third gap, Sakata's Method recommends
selling because of the conflict of orders and the possibility of reaching
overbought conditions too soon. This same technique works in reverse for
downward gaps in the market after a top. The Japanese term for filling a
gap is anaume. Gaps (ku) are also called windows (madd) by the Japanese.

Figure 5-3
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Figure 5-4
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San-pei (three soldiers)
San-pel means "three soldiers who are marching in the same direction.”
This is typified by the bullish Three White Soldiers candle pattern, which
indicates a steady rise in the market. This steady type of price rise shows
promise as a major move to the upside. Sakata's Method aso shows how
this pattern deteriorates and shows weakness in the market rise. These
bearish variations to the bullish Three White Soldiers pattern are discussed
next. Thefirst variation of the Three White Soldiers pattern is the Advance
Block pattern, which is quite similar, except that the second and third
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white days have long upper shadows. The second variation of the Three
White Soldiers pattern is the Deliberation (stalled) pattern, which aso has
a long upper shadow on the second day. However, the third day is a
Spinning Top, and most likely a star. This suggests that a turnaround in the
market is near.

Other patterns that make up the san-pei method are the Three Black
Crows and the Identical Three Crows patterns. Each of these candle pat-
terns is bearish and indicates a weak market (Chapter 3).

Figure 5-5

.‘“ 918986 (11 P8 e b el T 928117 [931

27.000

i M{Mqoﬂ

B Y

Uﬂwﬂ
e "Wpu e
= o ,UMW‘WW ﬂﬂ

Sew Toat THos es T

195



Chapter 5

Figure 5-6
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San-poh (three methods)

San-poh means "a rest or cease-fire in market action." A popular Japanese
saying is "Buy, sdl, and rest." Most traditional books on market psychol-
ogy and trading suggest taking abreak from the markets. This is necessary
for many reasons, not the least of which is to get a perspective on the
market while not having any money involved. San-poh involves the con-
tinuation patterns called the Rising Three Methods and the Falling Three
Methods (Chapter 4). Some sources aso refer to two other patterns, the
Upside Gap Three Methods and Downside Gap Three Methods, dl dis-
cussed in Chapter 4. o

The Rising and Falling Three Methods continuation patterns are rest-
ing patterns. The trend of the market is not broken, only pausing while
preparing for another advance or decline.
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Sakata's Method is intended to present a clear and confident way of
looking at charts. Often Sakata's Method is presented along with the fol-
lowing simple philosophy:

1 Inan up or a down market, prices will continue to move in the
established direction. This fact was instrumental in the develop-
ment of candle pattern identification with a computer (Chapter 6).

2. It takes more force to cause a market to rise than to cause it to fall.

This is related directly to the traditional saying that a market can
fal due to its own weight.

3. A market that has risen will eventualy fall, and a market that has
fallen will eventually rise. As an article in the September 1991/
issue of Forbes observed, in bear markets, it's smart to remind

Figure5-7
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Figure5-8
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yourself that the world isn't coming to an end, and in bull markets,
it's smart to remind yourself that trees don't grow to the sky. A
similar and more common analogy is that al good things must

cometo an end.

4. Market prices sometimes just siop moving completely. This refers
to lateral trading, atime for al but the most nimble traders to stand

aside.

Sakata's Method, while focusing on the number 3, dso involves the
use of broader formations in which numerous candle patterns may exist.
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Candle Formations

There are many Japanese candle formations that resemble price formations
used in traditional technical analysis. Steve Nison coined many of the
names commonly used in the West today. These formations can consist of
many days of data. These formations are used as general market indicators
and lack the precise timing that many investors and traders require. When
a formation does evolve, look for additional evidence of price reversal,
such as a reversa candle pattern. Some interference may occur when a
formation takes shape over a long period of time. Remember that most
candle patterns, and certainly admost al reversa candle patterns, require
that they have a relationship with the current or previous trend. These
trends are greatly influenced by the following candle formations.

Eight New Price Lines (shinne hatte)

Figure 5-9
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This is aformation of continually rising prices in the market. After eight

new price highs are set, one should take profits, or at least protect positions

with stops. Action based on ten new price highs, twelve new price highs,
and thirteen new price highs is aso mentioned in some literature, but not
recommended here. The previous market action should be taken into con-
sideration before using this technique.

Tweezers (kenukl)

Tweezers is a relatively simple formation using the components of two or

more daily candle lines to determine tops and bottoms. If the high of two

days is equd, the formation is called a Tweezer Top (kenukitenjo). Like-

wise, if the low of two days is equd, it is called a Tweezer Bottom

(kenukizoko). The high or low of these days may aso coincide with the
open or cdose This means that one day could have a long upper shadow
and the next day could be an Opening Marubozu with the open (aso the
high) equal to the high of the previous day. The Tweezer Top or Tweezer
Bottom is not limited to just two days. Days of erratic movement could
occur between the two days that make up the tweezer formation.

Tweezer Tops and Tweezer Bottoms are formations that will give short
term support and resistance. The terms support and resistance refer to
prices that have previously turned the market. Support is a price base that
stops market declines, and resistance is a level of prices that usually halts
market rises. A good indication that tweezer tops and bottoms have suc-
ceeded occurs when they are dso part of a reversal pattern. An example of
thiswould be aHarami Cross in which the two highs (or lows) are equal.
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Figure5-10
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Similar in concept to the Tweezers is the Matching Low and Stick
Sandwich patterns discussed in Chapter 3. These two bullish reversal pat-
terns are derivatives of the tweezer concept, except that the close price is

used exclusively, whereas the Tweezer may use any data component, such
as high or low.
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High waves (takane nochlal)

The High Waves formation can be seen in the upper shadows on a series
of candle lines. After an uptrend, a series of days such as a Shooting Star,
Spinning Tops, or Gravestone Doji can produce topping tendencies. This
failure to close higher shows aloss of direction and can indicate a reversal
in market direction. An Advance Block pattern could aso be the beginning

of a High Waves formation.

Figure 5-11
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Tower Top and Tower Bottom (ohtenjyou}

Tower Tops and Tower Bottoms are made of many long days which
slowly change color and indicate apossible reversal. Tower Bottoms occur
when the market is in a downtrend, along with many long black days, but

not necessarily setting significantly lower prices as in the Three Black
Crows pattern. These long black days eventually become white days, and
even though a turnaround isn't obvious, new closing highs are eventually
made. There is nothing to say that an occasiona short day cannot be part
of this reversal pattern. These short days usually happen during the transi-

tion from black to white days. Of course, the Tower Top is the exact
opposite. The term Tower refers to the long days which help define this

pattern. Some Japanese literature refers to this type of formation as a

Turret Top when it occurs at pesks.

Figure 5-12
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Figure 5-13
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sakata's Method and Candle Formations

Fry Pan Bottom (nabezoko)

The Fry Pan Bottom is similar to the Tower Bottom, except that the days
are al small or short body days. The bottom formation is rounded and the
colors are not as important. After a number of days of slowly rounding out
the bottom, a gap is made with awhite day. This confirms the reversal and
an uptrend should begin. The name is derived from the scooping bottom of
a frying pan with along handle.

Figure 5-14
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Dumpling Top

The Dumpling Top is the counterpart of the Fry Pan Bottom formation. It
is arounded top similar to the rounded top in traditional technicd jargon.
The downtrend is confirmed by a gap to a black body. If the black day
after the gap is a Bt Hold Line, the ability of this formation to predict

future price movement is even better.

Figure 5-15
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High Price Gapping Play and Low Price Capping Pla
(bghtoh and bpophrz:%(u) d apping T8y

High and Low Price Gapping Plays are the Japanese equivalents of bresk
outs. As prices begin to consolidate near a support or resistance level, the
indecision in the market becomes greater as time goes by. Once this range
is broken, market direction is quickly resumed. If the break out is caused
by a gap in the same direction as the prices were trending before the
consolidation, a further move in that direction is certain. Because of the
subjective nature of these formations, the textbook cases will rarely be
seen. Basically, they are the same as the Rising and Falling Three Methods

and the Mat Hold, except that no clear arrangement of candlesticks can be
used to define them.

Figure 5-16
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Figure 5-17
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6 The Philosophy Behind
Pattern Identification SR

Data Requirements, caps, and Rules

Only daily price data, which consists of open, high, low, and close prices
on a stock or commodity, is being used when explaining these concepts.
Many times, the open price is not available on stocks. In such cases the
previous day's closing price has been substituted. The exception to this is
when the previous day's close is higher than today's high, today's high is
used for the open. Similarly, when the previous day's close is lower than
today's low, today's low is used as the open price. This alows the visibil-
ity of gaps from one day's close to the next day's range.

Gaps are an important part of candlestick analysis. To demonstrate that
there is not much difference, the S&P 100 stocks with and without open
price were tested and analyzed. Comprehensive testing was also accom-
plished on vast amounts of data that contained the open price to see if there
was any statistical information about gaps that could be used when the
open price was not available. Whenever a day's high and low prices were
greater than the high price of the preceding day, a gap-up analysis was
performed. Likewise, whenever a day's high and low price were less than
the previous day's low price, a gap-down analysis was done. Once a "gap
day" was identified, the following formula was used to determine the
location of the open price relative to the day's range:

209



The Philosophy Behind Candle Pattern Identification

Chapter 6
 Inverted Hammer

[(Open - Low) / (High - Low)] * 100
open price Was 17 to 31 per- « Dark Cloud Cover
If the gap was 0 the upst

ent above the low price. - -
ould fall 17 to + Meeting Lines
tics calcu- + Upsie Gap Two Crows

ested.
* Two Crows

 Unique Three River Bottom

The results showed consistently that the pside, « Piercing Line

cent into the high-low range following a gap.
the open price would fall about 17 tc') 28 perc gl it
Similarly, if the gap was to the downside, the op :)e s
31 percent below the high price. Remember, these a mjions o
lated from a large amount of data, so the usual preca

Figure 6-1
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° 100 There are techniques that can be used in computerized candle pattern
J identification that will still allow these patterns to be used. For example,
J-‘ & 755 Average one could s¢t some parameters that relate the data components from
Fargs 59: : "greater than" to "greater than or equal to." As aresult a requirement that
50 the open of one day to be less than the close of the previous day could be
modified so that the open could adso be equal. Although this may stretch

the philosophy of candle pattern recognition too far, it at least permits the
use of data that do not contain the open price.
Today's electronic capabilities let traders watch intraday price move-

0
LT Gap DOWN ments from single trade ticks, one minute bars, and amost any other
skl conceivable increment in between. It is not the purpose here to decide
in candle patterns cannot exist if which type is better, but sometimes the trees do get in the way of the
One must aleo b swars B0 O " pclose cannot be substi- forest. One must aso keep_|n mllnd that Caf‘(,j'e patterns reflect the short
o N o e ol cannot exist when the term P%/Chol ogy of trad!ng, including the decision process that oceurs after
tuted for the open. The following candle patterns fem poychology ofrasig,inlucingthe deion prooss el oonrsaftr
ice i ilable.
open prlce is not avai
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Using intraday day data without the benefit of a break is questionable at
the very least.

The Idea

Pattern recognition has been around for many years. A computer can check
and scan vast amounts of data and compile unlimited statistics on patterns
and their ability to forecast prices. This approach never remains popular
for very long because it is based solely on statistics and overlooks an
important explanation of why some patterns are more successful than oth-

ers—human psychology.

Enter Human Psychology

In the first few minutes of the trading day, a great deal of overnight
emotion is captured. Sometimes special events will even cause chaos. For
example, on the New York Exchange, it may take severa minutes for the
specialists to open a stock for trading because of a large order imbalance.
However, once a stock or commodity does open, a point of reference has
been established. From this reference point, trading decisions are made
throughout the day.

As the trading day progresses, extremes are reached as speculator emo-
tion is tossed around. These extremes of emotion are recorded as the high
and low of the trading day. Finally, the trading day ends and the last trade
is recorded as the closing price. Thisis the price that many will use to help
make decisions about their positions and the tactics they will use at the
open of the next trading day.

Aside from intraday data, four prices are normally available for the
trader to analyze. One certainly knows the exact open and close prices for
any trading day, but a what times during the day the high and low were

reached, and in what order, are not known.
How does one determine the existence of a candlestick pattern?

212

The Philosophy Behind candle Pattern Identification

Most candle patterns require the identification of, not only the data
relationship making the pattern, but also the trend immediately preceding
the pattern. The trend is what sets up the psychology of traders for the
candle pattern to develop. Most of the current literature somehow evades
this essentia ingredient to candle pattern recognition.

It must dso be stated here that Japanese candlestick analysis is short

term (one to ten days) analysis. Any patterns that give longer term results
are surely just coincidental.

Trend Determination

What is a trend? This question, if it could be answered in depth, could
revea the secrets of the marketplace and maybe even the universe. For this
discussion, only a simple and highly reliable short term answer is sought.
Trend analysis is a primary part of technical anaysis. To some, trend
identification is as important as the timing of reversal points in the market.
Technical analysis books deal with the subject of trend quite thoroughly

and define it in numerous ways. One of the most common approaches is
the moving average.

Moving Averages and Smoothing

One of the simplest market systems created, the moving average, works
amost as well as the best of the complicated smoothing techniques. A
moving average is exactly the same as a regular average except that it
"moves' because it is continuously updated as new data become available.
Each data point in a moving average is given equal weight in the compu-
tation, hence the term arithmetic or simple is sometimes used when refer-
ring to a moving average.

A moving average smooths a sequence of numbers 0 that the effects
of short term fluctuations are reduced, while those of longer term fluctua-
tions remain relatively unchanged. Obviously, the time span of the moving
average will alter its characteristics.
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J. M. Hurst in The Profit Magic of Sock Transaction Timing (1970)
explained these aterations with three general rules:

1 A moving average of any given time span exactly reduces the
magnitude of the fluctuations of duration equal to that time span to

Z&X0.

2. The same moving average aso greatly reduces (but does not elim-
inate) the magnitude of al fluctuations of duration less than the

time span of the moving average.

3. All fluctuations are greater than the time span of the average "come
through," or are also present in the resulting moving average line.
Those with durationsjust a little greater than the span of the aver-
age are greatly reduced in magnitude, but the effect lessens as
periodicity duration increases. Very long duration periodicities

come through nearly unscathed.

A somewhat more advanced smoothing technique is the exponential
moving average. In principle, it accomplishes the same thing as the simple
(arithmetic) moving average. Exponential smoothing was developed to
assigt in radar tracking and flight path projection. A quicker projection of
trend was needed with more influence from the most recent data. The
formulafor exponential smoothing appears complex, but it is only another
way of weighting the data components 0 that the most recent data receive
the greatest weight. Even though only two data points are required to get
an exponentially smoothed value, the more data used the better. All of the
data are used and are a part of the new result.

A simple explanation of exponential smoothing is therefore given here.
An exponential average utilizes a smoothing constant that approximates
the number of days for a simple moving average. This constant is multi-

plied by the difference between today's closing price and the previous
day's moving average value. This new value is then added to the previous
day's moving average vaue. The smoothing constant is equivalent to
2/(n+l) where n is the number of days used for a simple moving average.
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The Trend Method used

After conducting numerous tests, a short term exponential smoothing of
the data was determined to best identify the short term trend. It gives the
best, easiest, and quickest determination of the short term trend and is
certainly a concept which one can understand. Simple concepts are usually
more reliable and certainly more creditable.

Numerous tests were performed on vast amounts of data with the find-
ing that a exponential period of ten days seemed to work as well as any,
especialy when you recall that candlesticks have a short term orientation.

Identifying the Candle Patterns

Previous chapters presented detailed descriptions of the exact relationships
among the open, high, low, and close. Those chapters dso dealt with the
concept of trend use, while this chapter focused on trend determination. In
addition, a method of determining long days, short days, doji days, €c. is
needed, including the relationship between the body and the shadows. The
latter is essential for proper identification of patterns such as the Hanging
Man and Hammer. The following sections will show the multitude of
methods used to accomplish these and similar tasks.

Long Days

Any of three different methods are available, where each, or any combina-
tion, of the three can be used to determine long days. The term minimum
in these formulas refers to the minimum acceptable percentage for a long

day. Any day whose body is greater than this minimum value will be
consideréd a fong day.

1 Long Body / Price - Minimum (0 to 100%)

This method will relate the day in question with the actual value of
the prices for a stock or commodity. If the value is st at 5% and
the price is a 100, then a long day will be any day whose range
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price movement is required to cause an engulfment. Can this be at just one
end of the body when the prices are equal at the other end? In other

words, can the open-to-close range be different by only one tick? The
following formula will let you control this situation.

Small Body / Large Body — Maximum (0 to 100%)

The inverse of this value can be used for the Harami. It is recom-
mended to use values that represent what could easily be identified if the
determination were made visually. If a small body is engulfed by a large
body by 70%, it means that the small body cannot exceed 70% of the size

of the large body. Said another way, the large body is approximately 30%
larger than the small body.

Umbrelia Days

Remember, an umbrella day occurs when the body is at the upper end of
the day’s range and the lower shadow is considerably longer than the
body. One must also take into consideration the length of the upper
shadow, if one exists. The body and lower shadow relationship is defined
as a percentage of body length to lower shadow length:

Umbrella Body / Lower Shadow (0 to 100%)

If this value is set to 50, then the body cannot exceed 50%
of the lower shadow. In this example, the lower shadow would

twice the length of the body. The upper shadow on an umbrella
handled in a similar fashion, such as:

of the size
be at least
day can be

Umbrella Upper Shadow / High to Low Range (0 to 100%)

The upper shadow is related to the entire day’s range. A value of 10

(or less) of the high-low range.
ging Man and Hammer candle
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patterns. Patterns such as the Shooting Star and Inverted Hammer use just
the inverse of these settings.

Doji Days N _
Doni occurs when the open and close prices are equal. Thisis an exception-

icti leeway
aly restrictive rule for most types of data and should have some
Whyen identifying candle patterns. The formula lets you set a percentage

difference between the two prices that will be acceptable.
Doji Body / High to Low Range - Maximum (0 to 100%)

[ [ [ [ |ative to the range
This value is a percentage maximum of t_he prices rel
of prices on the Doji day. A value in the neighborhood of 1 to 3% seems

to work quite well.

Equal Values

es occur when prices are required to be equal: Thls_ is used f_or
Egtl:grnvsall iuke Meeting Lings and Separating L_ines Meetl_ng L|_nes require
that the close price of each day be equal; while Separatl ng L_mgs require
the open prices to be equal. The same concept y%d in determini ng a Dr:m
day can be used here as well. There are afeyv instances when setting the
parameters to the literal definition will restrict, rather than enhance, the

pattern concept.

Computerized Analysis and Anomalies

isticsi of dataused in
The candle pattern statistics in Table 6-1 sho_ws the amount ISEx
this analysig, the type of data used, and various other pertinent sataﬂstlcs
Data were obtained from stocks with and without open price, CSl's perpet-

ual futures contracts, and leading market indexes.

A total pattern frequency of dlightly less than 11% equates to one
candle pattern about every nine trading days. This represents a good fre-
quency for daily analysis of stocks and futures. Reversal patterns occur
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Table 6-1

Candle Pattern Statistics - 920331 .
Stocks Stocks FuturesIndices Percent
W/ OPENw/0o OPEN TOTALS of TOTAL

Total Issues 243 1416 41 13 1713

Total Data Records 113472 896290 49307 6940 1066009

Reversal Patterns

Hammer+ 1817 20493 174 53 22537 2.114%
Hanging Man- 1721, 13866 163 126 15876 1.489%
Engulfing+ 1218 12166 451 86 13921 1.306%
Engulfing- 988 10284 453 84 11809 1.108%
Harami+ 989 11569 442 22 13092 1.228%
Harami- 1643 15470 467 150 17730 1.663%
Harami Cross+ 364 276 24 3 667 0.063%
Harami Cross- 485 364 30 4 883 0.083%
Inverted Hammer+ 137 0o 31 0 168 0.016%
Shooting Star- 66 600 5 1 672 0.063%
Piercinq Line+ 136 4 0 111 3 250 0.023%
Dark Cloud Cover- 144 0 122 3 269 0.025%
Doji Star+ 265 582 21 2 870 0.082%
Doji star- 293 480 37 4 814 0.076%
Morning Star+ 32 78 25 0 135 0.013%
Evening Star- 30 83 32 b § 146 0.014%
Morning Doji Star+ 33 41 14 3 91 0.009%
Evening Doji Star- 15 4 10 0 29 0.003%
Abandoned Baby+ 0 13 4 0 17 0.002%
Abandoned Baby~- 0 16 2 0 18 0.002%
Tri-Star+ 31 151 0 1 183 0.017%
Tri-Star- 31 158 0 9 198 0.019%
Upside Gap Two Crows- 3 0 18 0 21 0.002%
Meeting Lines+ 2 [} 3 0 5 0.000%
Meeting Lines- 25 0 8 1 34 0.003%
Belt Hold+ 242 863 17 3 1125 0.106%
Belt Hold- 294 1124 22 22 1462 0.137%
Unique Three River+ 0 0 : | 0 1 0.000%
Three White Soldiers+ 26 7z 4 4 105 0.010%
Deliberation~- 51 118 20 3 192 0.018%
Advance Block- 23 212 1 2 238 0.022%
Three Black Crows- 19 10 12 1 42 0.004%
Identical Three Crows- 9 295 1 3 308 0.029%
Breakaway+ 1 33 4 0 38 0.004%
Breakaway- 1 34 4 [¢] 39 0.004%
Two Crows- 18 0 24 0 42 0.004%
Three Inside Up+ 82 695 46 12 835 0.078%
Three Inside Down- 103 711 49 7 870 0.082%
Three Outside Up+ 289 2713 131 31 3164 0.297%
Three Outside Down- 238 1964 128 18 2348 0.220%
Three Stars in the South+ S 6 0 0 7 0.001%
Concealing Baby Swallow+ 0 0 1 0 L 0.000%
Stick sandwich+ 1 49 2 0 52 0.005%
Kicking+ 0 0 0 (o] 0  0.000%
Kicking- 0 0 1 0 1 0.000%
Homing Pigeon+ 36 947 24 0 1007 0.094%
Ladder Bottom+ 6 98 0 0 104 0.010%
Matching Low+ 67 0 4 0 71 0.007%
Reversa) TOTALS 11975 96637 3143 732 112487 10.552%
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Table 6-1 (continued) Remember, candle patterns were used as a visua charting technique

for hundreds of years. With computers there is no way to handle the

stocks Stocks FuturesIndices Percent

w/ OPENW/0 OPEN TOTALS of TOTAL subjectivity that classic chart reading offers. Another factor to consider
, , when using computers is the quality of the graphics screen: its resolution.
Continuation Patterns A i .
_ el B 66 286 88 3 443 0.042% The screen consists of small dots of light known as pixel elements. If too
Downside Tasuki Gap- 13 %7 90§ 39 oloos much data is used, or if the range of the data is too great, then what might
. s i i + .
Side by Side wnite Lines- 2 0 4 s 5 E appear as equal on the screen would not be so numerically. The smallest
el s g o M o 249 17 g AL e size (width) horizontal line could have a price range within itself, not
F in 5 . ..
sZparag;ng Lines+ 2 . 2 S 83 0.008% visible to the eye. Not only computer screens, but also computer generated
SPee Ling Strike+ 26 o 1 1 e chart books could have this problem. This is why some flexibility must be
e tup Tree Netnods+ 32 207 1o 0 219 0-0%0 built into the identification of, and definition of, the classic patterns.
g P i Netheds- 20 515 43 0 et B ' Another computer anomaly arises in handling candl_e patterns that are
In Neck Line- 153 0 58 within, or part of, another candle pattern. A computer will look at the data
Continuation TOTALS 590 2324 390 22 3326  0.312% in chronologica order, that is, old datafirst. As each day is added, a candle
TOTAL (ALL Patterns) 12565 98961 3533 754 115813 10.864% pattern may or may not be noted. When a pattern is identified, the results

are stored and the process continues. If a bullish Engulfing Day is identi-
fied and the next day has a white body with a close greater than the first
day of the Engulfing Day, a Three Outside Up pattern is noted and re-

about 30 times more often than continuation patterns. This too is impor- corded. The data for statistics and testing has been acquired for both pat-

tant, as it indicates the reversal of atrend caused by changed positions in terns. However, only the Three Outside Up pattern will be identified as a
trading. In this analysis, there were 48 reversal patterns and 14 continua- candle pattern if it is given higher priority.

tion patterns, which makes reversal patterns account for about 77% of all

patterns.

It is also interesting to note that 6 patterns account for almost 9% of all
patterns. Of this, the Harami pattern accounts for 32% of those 6 patterns
and amost 3% of al patterns. Finally, please note that some patterns
occurred quite infrequently. To assess whether or not they have any value,
you should refer to the scoring statistics in Chapter 7. When a pattern
occurs, you must understand that, statistically, the success or failure does
not mean much. Success and/or failure of candle patterns is dealt with
extensively in Chapter 7.

When a particular pattern appears only a few times in a large amount
of data, you should redlize that its success and/or failure is subject to the
time period under study. Do not let statistics interfere with common sense,
and certainly be alert for inaccuracies in the data.
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7 Reliability of
Pattern Recognition

Using the identification philosophy developed in the previous chapter, one
can now adapt a method of determining just how successful candle pat-
terns are.

Measures of Success

The following three assumptions were used in measuring the success
and/or failure of the many different candle patterns:

1 The pattern must, of course, be identified based upon its open,
high, low, and close relationships..

2. For the pattern to be identified, the trend must be determined. This
is interchangeable with the previous assumption; each must exist in
the methodol ogy.

3. Some basis of measurement must be established to determine the
success or failure of the candle pattern.

To make a creditable prediction, you either know the current trend or
you do not. Both assumptions and possibilities have been used here.
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The Trend is Known

Candle patterns fal into two general categories. those that indicate a
reversal of the current trend and those that indicate trend continuation.

Each day (for each tradeable), a prediction is made about whether the
known trend will continue or reverse for each prediction interval. In other
words, if today's close is above the exponential average (trend), then we
assume that we are in an uptrend. The success or failure is measured by the
change in this trend over the prediction interval. The prediction interval is
the number of days into the future the success or failure was based upon.
Prediction intervals refer to the time periods between the actua candle
pattern and some point in the future. _

When a candle pattern occurs, it is offering a short-term forecast on the
direction of the underlying market. The prediction interval is the number
of days after the candle pattern that a determination is made as to whether
or not the candle pattern was successful. A prediction interval is atime in
the future that measures the candle pattern's forecasting ability.

Once atrend starts, the odds are that it will continue. Every student of
science or engineering will recognize that this is nothing more than
Newton's First Law of Motion, which says, Every body continues in a
state of rest or of uniform motion in a straight line unless it is compelled
to change that state by forces applied to it. Simply said, it is easier for a
market to continue its direction than to reverse its direction.

Therefore, the continuation of a trend is more common than the rever-
s of atrend. Remember, we are talking about the short-term future here.

If, a the prediction interval, the price is still above the trend, then the
candle pattern was successful. Simply said: If, during the prediction inter-
val, we are till in an uptrend, then it was deemed successful (Figure 7-1).
If not, it was a failure. Figure 7-1 graphically shows the relationship of
reversal and continuation patterns with the prediction interval. The rela-
tionship of pattern type with prediction interval is based upon the fact that
the trend is known.
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Figure 7-1
8
Yy,
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The Trend is Not Known

Sometimes you do not know what the trend is before making the predic-
tion. In such cases, a coin-toss type of prediction is made about whether
the price will go up or down. If you do not know the trend, the odds of its
continuing or reversing would fall into the area of 50%. The difference
above or below 50% would reflect the directional bias of the data used in
the analysis. Again, the success or failure is based upon the price a the
prediction interval relative to the change in trend. This fact is also shown

in Fi,g?ure 7-1. Remember, most candle patterns require that the trend be
identiTied.
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Reverse Current Trend
and Continue Current Trend

From the computer calculations, two primary parameters are determined:
Reverse Current Trend and Continue Current Trend. These are further
broken down into Up and Down trends (i.e, Reverse Current Trend Up
and Reverse Current Trend Down).

The sum of Reverse Current Trend success and Continue Current
Trend success will be equal to the number of days of data used in the
testing process. Since a prediction is made each day, Reverse Current
Trend success and Continue Current Trend failure would be equal. In other
words, the success of Reverse Current Trend, is dso the failure of Con-
tinue Current Trend. ,

Reversal candle patterns (which most are) are compared to Reverse
Current Trend and further broken down into upturns and downturns. Since
reversal candle patterns must go against the very trend that defines them,
their measure of success would not be as rigid as that of a continuation
candle pattern. In fact, their measure of success could actually be less than
that of a coin toss, since they are predicting a change in the current trend,
atrend which is supposedly known.

Likewise, continuation candle patterns are compared to Continue Cur-
rent Trend. Continuation candle patterns say that the trend that helped
define them is going to continue. Therefore, for a continuation candle
pattern to be considered successful, it must do better than the success of
knowing the trend in the first place. Because we know the current trend
and we know that the odds are that the current trend will continue; to be
useful, continuation patterns must be exceptionally good, or are no better

than the trend-identification process.

Candle Pattern Statistical Ranking

Candle patterns are predictable psychological trading pictures (windows)
that produce reasonable forecasting results when used in the proper man-
ner. This section will explain the technique used to determine the various
statistics developed to show the success of candle patterns. Note that no
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magnitude of success is used, only relative success and failure. Keep in
mind, though, that success still means that the pattern correctly predicted
the market move and failure means that it did not.

Using dl of the information about pattern recognition (including trend
determination) developed in the previous chapters, we will now set out to
see just how good candle patterns are. Because a simple approach is usu-
aly best, no elaborate assumptions were used, only the price change over
various time intervals into the future.

Once the relative success or failure of a particular candle pattern was
determined, its relationship to the appropriate pattern standard of measure
was calculated. This standard of measure is the Reverse Current Trend and
Continue Current Trend, discussed earlier. Recal that continuation pat-
terns must outperform reversal patterns because of their trend relationship.

That is why you will see many continuation patterns with a negative rank-
ing, even though their success percentage was high.

Candle Patterns and Stocks

Datafor this analysis were the stocks contained in the Standard and Poor's
100 Index and 41 futures contracts. The S&P 100 Index is a capitalization-

weighted index of 100 stocks from a broad range of industries. These 100

stocks present an excellent representation of the U.S. stock market. The

futures contracts used were perpetua contracts from CS (Commodity

Systems, Inc). These contracts were used S0 that long-term continuous data
could be analyzed.

The results, presented in Tables 7-1 through 7-3, use prediction inter-
vals of three, five, and seven days. This should adequately cover the time
interval used when doing candle pattern analysis. When prediction inter-
vals from one to ten days are anayzed the results from all ten fall within
the expected range represented with these tables.

Table 7-1 presents the results of the candle pattern ranking system for
aprediction interval of three days, using over 82,000 days of data. Notice
that 55 of the 62 possible patterns occurred in the 100 stocks used in this
test, but that a few were somewhat sparse. About 65% (36 out of 55) of the
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Table 7-2

Table 7-1
CANDLE PATTERN RANKING 0 periods: 821 Int . CANDLE PATTERN RankiN
Interval: 3 100 Autoruns/C:\n2\spl00\ erval: 5 100 Autoruns/c:c\;nz\sploo\

rovement Over RANDOM calls

Rankin, Peri, .
gs Based on Percent Improvement Over o ods: 821
RaN Calls

. nt Imp:
Rankings Based on Perce! —— No.
ess g Ype
i Name Total Success  ¥Succ ) Name Total Success s
No. Typ 230.03 R+ s uccess :
Identical 3 Crows- 8 :7 lgg:gg 170.09 2 R~ ’IT':::z g?;;: g:ldiers+ 19 16 anking
= = white Soldiers+ 19 76.40 152.18 3 R~ Upside Ga T ows- 17 13 84.20 108.93
£ R e Black Crows-— 17 s 68.40 125.74 4 R-  Three om;éJ tda Crows~ 3 2 76.40 107.05
3 R- Three aide Down- 76 22 o7.40  122.44 5 R~ Identica; 19¢ Down- 174 66. 60 g
: R e In: ige Down— 175 118 66.60 119.80 3 + Hornincaé 3, Crows- 8 305 62.60 59'649
5 R hrtSe Gap Two Crows— 3 T 66.80  101.81 : Evening seas. Start 25 - 62.50 6938
. R; 'rgree outside Up+ 208 37 62.70 89.43 g R+ Three Outside o 23 13 64.00 58.81
L L Inside Up+ 59 6 51.20 68.98 C  Separating Linec: 208 154 56.50 53.12
5 * ghnésifing Pattemn- e 300 55.00 66.16 7y R~ Three xns?de'lg::; 11 10 5960 47.89
oy ing Pattern+ 52.00 57.10 -  Engulfin - 76 190 il
10 Rt FoTming Doji star+ » Y 5000 51.06 12 R Dark Cloua cover 632 393 260 4318
j - + 100.00 . ree Insi ) . 38.2
12 Rr TS g Three Methods- 5 %5 48.00 45.02 14 R+ Meeting i;;;‘:si’w ’ 59 gg 47.60 2900
13 € Iiercing Line+ 100 4 43.90 44.88 15 R+ Homing Pigeons 4 1 50.80 26.05
i B 2 ercC].'c;n.ld Cover- 107 47 47.60 43.81 16 R+ Engulfing p. 2 22 11 50.00 24.07
12 ‘1;: Sii’éing star+ ggz §2 42.50 40.26 %Z §+ Piercing Li:eferm 907 416 fg'°° 24.07
g 5.40 37.16 = Belt Hold- 100 48 .10 21.84
17 R- Belt Hold- 22 10 s 34.43 19 ¢ Risj 48.0
i 3.70 . Risin 201 .00 19.
% c o P dide White Lines+ 16 gs 35:10 29.04 2 £ DNside cancs e ' i 43 - 43:70 1845
i - . . Harami - 13 .
20 R- Evening Star 13 5 ig ;g 25,33 22 ¢ Se;::ltgrossf 277 9 69.20 %;.91
20 R- Two Crows- 190 79 8330 24.51 23 ¢ gpearating Lines- . 126 4540 e
22 & g:lgr:g}.g; Lines- 12 ;0 81.80 17.36 24 C  0On Neck :f:g: Gap+ 49 §4 66.60 11.56
23 g segaratinq Lines+ 11 i 81.60 17.07 ;g R+ Harami+ 78 27 69.30 Py
26 ¢ Upside Tasuki Gap+ = 5 33.30 3.8 o Belt Holas 751 25k $5.0 933
- i-Star- 33.3 . e anging Man- 78 . 7.69
26 R- O ing Doji Star- 9 2 73.00 9.12 28 ' C  Thrae Line stei 1171 pi 4120 o
27 R~ BVSRCR Line- 79 ol 35.70 7.85 29 R+ Ladder Bottoe: ‘ot 19 12 37.20 0.81
- - Sarani Crosst 237 22 34.80 5.14 30 R- Harami- oM 5 5 63.10 0.00
25 B+ Inverted Hammer+ i 83 70.30 2 & rofching Lows {2 423 e ~0.74
ine- 4.50 2 ri-star+ 16 - ~1.63
31 C In Neck Line 755 261 a 3.30 33 Rs 39.00
+ 72.00 . Hammer+ 18 7 . -3.23
B oc ;‘iﬁiﬂ; e Mws it 1365 358 30.70 128 -+ In Neck Line- T 514 e -3.72
THE o oo S % R Horming sear w3 L
e azag i R- Trj-g - 340 38.00 -5.
+ Hammer+ 99 29.10 # tar~- 118 s 71
3¢ X Harami Cross- " 18 62.00 3¢ R~ Shooting star- 15 5 ] -8.40
¢ Downside Tasuki Gap- 2 3 61.50 0 X Inverted Hammers 36 £ 15 .30 -9.76
o ¢ DNside Gap 3 Methods- 13 15 62.50 4 C  UPside Gap 3 Method 109 38 33.30 -9.76
i UPside Gap 3 Methods+ 24 3 56.20 43 S Three Line striracost 24 o 34.80  -13.65
40 ¢  Three Line Strike- 36 9 25.00 42 R- Two Crows- i 16 8 sods  -ag.3e
R- Shooting Star- 44 24.70 42 S Downside Tasuki gap- 23 4 200" =16.35
ﬁ R+ Doji Start i;ﬂ s 21.40 45 §+ Si‘?f/ﬁde White Liges+ fg 14 23.;}8 -16.80
Matching Low+ 20.00 0ji Star+ 8 . -19.26
‘Ié g: Ladder %«tn;tom ';’o ; %g-gg :-? g_ g:ﬁ;:q ;I:‘hree Methods- ;78 53 ;g- (718 -gg. ;g
= iberation- . ration— S s -26.
3? lé g:iee Line Strike+ };7 ;‘ 15_§g :g ]l;: g??i"q Doji Star- go 7 ;g.gg _gg.go
- Doji star- 1 5. 5 o ji star- 2 . -36.86
:g ]I:- Ad\Jrance Block- ;7 o 0.00 5;’ 11;_ Advance Block- 154 33 35'33 -39.84
50 R+ Meeting Lines+ & b4 0.00 53 R Meeting Lines- 17 2 11.7 —
51 R- Meeting Lines-— 1 0 0.00 Balg Stick Sandwich+ 10 1 10'03 -68.29
R+ Stick Sandwich+ o 0.00 54 Side/side White Lj 1 0 . -72.90
5% R+ 3 Stars in the Southt i 0 0.00 55 R* 3 Stars in the sougﬁf_ : 0 g.oo -100.00
24 ¢ Side/Side White Lines- S o 0.00 R+ Breakaway+ :I'l: 0 = gg -%83' 33
0 g -100.
0.00  -100.00

55 R+ Breakaway+
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Table 7-3 ty of Pattern Recognition

CANDLE PATTERN RANKING
Interval: 7 100 Autoruns/C:\n2\spl00\ Periods: 821 F@?g'e patterns were deemed successful usi ng the established ranking ai

Rankings Based on Percent Improvement over RANDOM Calls Th dat
e .
a offer a good example of the difference in importance between

No Type Name Total Success gSuccess $Ranking rever sal att
1 R+ stick Sandwich+ 1 1 100.00 123.21 patterns and continuation patterns. The reversal :
, , Th pattern Identical
2 R+ Meeting Lines+ 2 2 100.00 123.21 ree Crows had a 100% success and .
% R- Three Black Crows- 17 11 64.70 57.42 conti . ! and a ranking score of 230.03%. Th
Y Rr Three White Soldiers+t 19 11 57.80 29.02 ntinuation pattern Falling Three Methods & v, he
5 R- Advance Block- 17 9 52.90 28.71 its ranki 0ds also had a 100% success, but
¢ R+ Three Inside Up+ 59 34 57.60 28.57 ranking score was only 49.48%. The diff i i
7 R- Shooting Star- 36 19 52.70 28.22 because inuati 070, ifference in ranking scores occurs
g  R- Three Outside Down- 172 88 51.10 24.33 continuation patterns only suggest that th ;
9 Cc Separating Lines+ 11 8 72.70 23.43 tinue, which, of ; e known trend will con-
10 R- Meeting Lines- 10 5 50.00 21.65 i ' course, is favored by the odds. |
11 ¢ Upside Tasuki Gap+ 49 35 71.40 21.22 terns indicate that th ; A n contrast, reversal pat-
12 C On Neck Line- 78 52 66.60 20.65 e trend will reverse, which is less likel
13 ¢ Separating Lines- 12 8 66.60 20.65 As Table 7-2 sh . o Ikely to occur.
12 R- Dark Cloud Cover- 107 52 48.50 18.00 ows, using a prediction interval of five d
15 R+ Three Outside Up+ 208 109 52.40 16.96 the number of successful ive days decreased
le C Three Line Strike+ 19 13 68.40 16.13 ul patterns somewhat.
nly 28 out of 55
17 R+ Morning Doji Star+ 25 13 52.00 16.07 were ranked as successful . . o patterns
18 R- Three Inside Down- 76 36 47.30 15.09 . , orjust a little over 50%. Notice dso th
19 R+ Piercing Linet 100 51 51.00 13.84 Identical Three Crows pattern d ’ at the
30 C Rising Three Methods+ 42 28 66.60 13.07 p ropped to the number 5 position. Falli
21 ¢ UPside Gap 3 Methods+ 24 16 66.60 13.07 \-/I\-/nrﬁe MetEOdS,OFeg%Zti ng its name, dropped to th . Falling
22 R- Engulfing Pattern-— 689 9 46.20 . X y iy
23 R+ Hoain P?geon+ 22 11 50.00 11.61 a ranking %. e number 46 position
24 R+ Matching Low+ 41 20 48.70 g;Z(L’ US|ng a red| t )
25 c Falling Three Methods~ 5 3 60.00 -
26 R+ Morning Star+ 21 10 47.60 6.25 cessful prediction interval of seven days reversed the decline in suc-
27 e pownside Tasuki Gap~ 29 17 58.60 6.16 u paItemS with 35 out of the 55 639
28 R+ Harami+ 750 356 47.40 5.80 illustrated in T X , Or %0, ranked successful, as
50 R+ Engulfing Patternt 907 429 47.20 ggg viouslv n in h able 7-3. Notice aso that the top two patterns wer ,
30 R- Harami- 115 01 43.3 ; ; >
31 R- Deliberation- 30 13 43.30 5.35 y near the bottom in the previous tables. e pre-
32 R- Belt Hold- 199 86 43.20 5.1
33 R+ Harami Cross+ 277 130 46.90 4.69
34 R- Haxlxginq Man- 1166 497 42.60 3.65 S 1
35 R+ Belt Hold+ 189 8 46.00 2. ummaryv of t
36 R+ Hammer+ 1331 591 44.40 -0.89 eT
37 C DNside Gap 3 Methods- 13 7 53.80 -2.54 y hree Stock Tables
8- R T - B - What can be gl {
39 c Side/Side White Lines+ 1 9 . -4. :
a0 R- Baveni Cross- 340 133 39.10 -4.87 that th g rom the datain Tables 7-1, 7-2, and 7-3? Remember
41 R- Evening Star- 23 9 39.10 -4.87 e exact same data were used in each tab '
42 C Three Line Strike- 16 8 50.00 =42 ti&n intervals were changed. A table and that only the predic-
43 ¢ n Neck Line- 11 8 49.1 -11. 3 i
42 R- Upside Gap Two Crows- 3 1 33.30  -18.98 valons. ged. As aresult, we can make the following obser-
45 R- Evening Doji Star- 9 3 33.30 -18.98
ie R+ Inverted Hammert+ 109 38 34.80 -22.32
47 R- Doji star- 154 4 1. -22. : .
48 Rt Doji Star+ 178 61 34.20  -23.66 ,lf a pattern rises and falls in the rankings when the prediction i
49 R+ Tri-start 18 6 33.30 -25.67 is changed, its useful . e prediction interval
50 R- Identical 3 Crows- 8 2 25.00  ~39.17 , its usefulness is suspect for the data bei
= oA ok . abeing used. For exam-
51 R- Two Crows 13 3 23.00 44.0 ple Downside Gap Th am
52 R+ Ladder Bottomt 5 1 20.00 -55.36 L ap lhree Methods moved from 39 when th ;
=5 R+ 3 Stars in the south+ 1 0 0.00 -100.00 tion interval was at three d ? e predic-
24 C Side/side White Lines- 1 0 0.00 ~-100.00 . : ays, to number 20 with the predicti
55 R+ Breakaway+ 1 0 0.00 ~-100.00 interval at five, and then to 37 as the prediction interval i prediction
' interval increased to

seven. Even though thejump up to 20 was not exceptional, it did show
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that this pattern's predictive ability wasn't steady, which is what we
are looking for in these tables.

2. Steady movement in a single direction in the rankings can be telling.
Matching Low is a good example. In Table 7-1 it ranked at 44 with a
negative 35.35% ranking score. As the prediction interval increased
from three to five days, Matching Low moved up the rankings to 3L
And a seven days, Matching Low was up to 24th place and a 8.71%
ranking score. This says that the Matching Low reversal pattern tends
to get better, relatively, with an increase in prediction interval. Said
differently, Matching Low has staying power and tends to be longer

term in its trend-reversal prediction capability.

Meeting Linest is another good example of a pattern that moves up
the list as the prediction interval is increased. Meeting Lines* moved
from 50 to 14, and then to the number 2 position. This indicates that
Meeting Lines-i- tends to be better at slightly longer term predictions of
trend change. The only problem is that Meeting Lines+ occurred only
twice, which makes the conclusion somewhat suspect.

Identical Three Crows, while number 1 with the prediction interval at
three, moved to number 5, and then down to number 50 when the
prediction interval increased to seven days. This shows that it tends to
be much better as a short term reversal indicator than as a longer term

one.

3. Patterns that continue to remain in the same relative position are the
most stable predictors of trend changes. Out of the first 15 patterns for
a prediction interval of three days, 6 patterns remained in the top 15
for al three rankings. They were Three Black Crows, Three White
Soldiers, Three Inside Up, Three Outside Down, Dark Cloud Cover,
and Three Outside Up. These 6 reversal patterns consistently showed
good performance over all prediction intervals tested.

At the other end of the spectrum, 6 patterns remained in the bottom 15
ranking for all three prediction intervals. They were Three Line Strike-,
Doji Star+, Doji Star-, Three Stars in the South, Side-by-Side White Lines.,
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and Breakaway*. Three of these patterns, Three Stars in the South, Side-
by-Side White Lines-, and Breakaway+, occurred only once in all of the
data, so not much significance should be put on them.

It is dso interesting to note that when the prediction interval was
increased to nine days, only Three Black Crows, Three Inside Up, and
Dark Cloud Cover remained in the top 15 ranking. Three Line Strike- and
Side-by-Side White Lines- were the only patterns to remain in the bottom
15 ranking. The surprise came when the consistently poor performers,
Three Stars in the South and Breakaway*, were in the number 1 and 3
positions, respectively.

Obviously, one could get overly analytical with the results. One should
always strive to make observations that have at least a chance at being
successful when additional data and/or intervals are used.

Candie Patterns and Futures

The candle pattern ranking for 41 different futures contracts was per-
formed on over 49,000 days of data. Table 7-4 shows the results for a
prediction interval of three days. Out of 62 possible candle patterns, 57
patterns were identified in this data. It is important to note that 7 patterns
occurred only one or two times. Slightly more than half (32 out of 57)

were deemed successful using the ranking system previously discussed.

Here, just as with the stocks, two patterns had a 100% success rate. Kick-

ing-, a reversa pattern, had only a single occurrence and should not be
given much significance. Side-by-Side White. Lines*, a continuation pat-

tern, had a 100% success rate and a ranking score of 40.65%. Remember

that continuation patterns have the trend working in their favor and there-
fore must perform exceptionally well to receive a high ranking score.

With the prediction interval at five days, 30 out of 57 patterns had
positive ranking scores, as shown in Table 7-5. Note, however, that 4
patterns had 100% success. Because the number of occurrences of each of
these patterns was small, their significance should be based upon how they
performed over varying prediction intervals.
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Table 7-6

Setting the prediction interval at seven days gave 38 successful pat-

terns, or over 66%. Again, 4 patterns had successes of 100%, but aso
notice that it wasn't the same 4 patterns as in Table 7-5.

CANDLE PATTERN RANKING X . .
Interval: 7 41 Autoruns/C:\n2\csi\ Periods: 314

Rankings Based on Percent Improvement Over RANDOM Calls

No. Type Name Total Success  $Success %Rzzk::q
100.00 155.
,  ®- Kicking- 1 . 195:00 1s5.75 Summary of the Three Futures Tables
2 R- Advancelblock- 1 100.00 135.29
3 R+ COncealinqkSg;ii:2+ iz 9 75.00 3:-23 . . . .
5 R Thres wmite soldierst 4 3 75.00 7.4 1 Aswhen analyzing stocks, patterns that jump around in the rankings
6 R+ Breakaway+ TR 2 100.00 73.91 should be noted. Shooting Star started out with a rank of 45 when the
7 C side/side White Line: a1 81 61.80 45.41 . . o i
§ R+ Three Outside Up+ b 26 54.10 38.36 rediction interval was three days. When the prediction interval was
9 R- Three Inside Down N 10 58.80 38.35 A ' - X
10 R+ Belt Hold+ 1 27 58.60 37.88 moved up to five days, Shooting Star improved to a ranking of 23.
de Up+ 46 35.81
11 M e e 32 > 31,30 ) Finally, with the prediction interval days, Shooting St
12 R- Eveniglngtggttern_ - i 5130 32.48 inally, wi e prediction Interv at_ seven aays, ooting tar
i R Mosning Start 25 14 550 3.1 dropped to a low of 53. This type of volatility shows that the Shooting
5w Eggzgeog\;;l}euethodsy 10 8 a9 e Star should not be relied upon when used with this data.
17 R- Meeting glggz;_ 2 1 so.og g;-gg 2. ) ) ) )
1 R ﬁﬁi'a’iéﬁv-mw 450 236 S 23252 Steady movement, whether up the list or down, w_|||_ help |den'F|fy
20 R+ Engu e white Lines+ 4 3 2%:00 s patterns that may be used for shorter or longer predictions. The first
21 C  side/ Bobschy 57 39 68.4 > ; LS . . .
r b izv:fgi‘;{;;‘:&grzm_ 31 g et % (36 pattern to demonstrate this trait is Morning Doji Star. It starts out with
= a . 1
28 B Rtec Line striker 16 i ii,zg 221 aranking of 3, then moves down slightly to a ranking of 7, and finally
2¢ B+ Hammers 174 7 i 2 358 drops to a ranking of 34. This says that Morning Doji Star is best
58 R- Doji Star- 3 Y 40.00 2.30 when used for short prediction intervals.
29 R- Evening Doji star- 30 12 40.00 2,40
-+ - 533{3353 Three Methods— 17 19 §§Z'ig 104 In contrast, Side-by-Side White Lines- starts out with a ranking of 44,
33 & Rising Tures Nethodst 13 s 3133 0.71 moves up to aranking of 21, and then continues up to a ranking of 7.
i . . i i i : q :
34 &' Upside rasuki Gap+ 88 - $5:30 0-51 These significant moves strongly suggest that Side-by-Side White
36 R- Dark Cloud Cover- 122 64 39.20 0.26 . . . 4
37 R Hanging Men- 163 o s 0. Lines- is best at maki ng Ionger_ term p_redlcfuons. As you may remem-
3% ¢ Downside Tasuki Gap- 89 51 c0.00 148 ber from Chapter 4, Side-by-Side White Lines- would normally show
19 ¢ feRa’fine strike- 17 5 52.30 .. 4-98 asomewhat bullish pattern in that there are two normally bullish white
4% B > P it oA e 4 LD ;‘Z‘ lines in arow. This probably accounts for its longer term perspective
44 R- Belt Hold~ 10 45.40 . . —2Le8 on the trend. Even though it appears bullish st of d it i
3 Methods- 22 -21.65 - appears as a bulll ays, IL IS
45 C Haating Linest [ : 32 o correctly calling the downtrend to continue.
47 R- Deliberation- 20 5 29.10 -25.58
48 R- Two Crows- ae 6 28.50  -32.94 . . .
49 R+ Doji Star+ 2L 6 25.00  -41.18 Patterns that were stable in their rankings are the best overal perform-
50 R+ Homing Pigeont+ 23 1 25.00 -41.18 o X
51 R+ Abandened  Baky+ : 1 25.00  -41-13 ers. Only 7 of the top 15 patterns when the prediction interval was
o ! “us. : . o
53 R Shooting star- s : 29:00 -100:00 three days remained that high for all three tests. They were Kicking-,
i C - . . .
= B 3313553";1‘{%, pottomt 1 0 6:00 -10000 Three Black Crows, Breakaway*, Three Outside Up, Three Inside Up,
i nes-— ~1C0. H H
56 € Sebmtical s crows- 1 0 0.00 -1 Engulfing Pattern-, and Three Outside Down. Of these 7 patterns,
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icking- had only a single occurrence and Breakaway+ showed up
Kicking-
only four times. o
i terval of three,
i bottom 15 for the predlctlpn intervz .
o hout. They were Deliberation, Homing Pigeon,
: ver Bottom. Of these 4 patterns,
had a significant number of

Of the patte h

ly 4 remained through .
grtligk Sandwich, and Unique 'Three' Ri
only Deliberation and Homing Pigeon

occurrences.

T y y 4 at-
Wh the p edlCtlon lntelval was lnC!eaSed to nine da S’ onl p
en

. Kicking- kaway+, Three Black
i in the top 15: Kicking-, Brea :

pii reT::ln?l“(:lrl:e Outsige Up. In the bottom 1§ ranking, only two
Chrc())v‘:::i up: Homing Pigeon and Unique Three River Bottom.

S 5

individual stock Analysis

ows the actual trading results on numerous stocks

indi used for the trading signals.

e candlgopi:)tzlr(r;ss;:)‘svr:nii“’:;;z;: ;ifethe stock with the be-st trading
F“'m; lt)}:;eti solsely on candle patterns was plicl(;ecfy fzr glre: gsllo)\’ag‘rlxgw c;,l);asr:;

B i lumn labeled %AvGn-Ls, .
it s the’ et stock. The best average gain
fhe 3 pef;;?a(g;e%::;;g:;. t;;‘ii:g;?ige candle patte.m s?atistics fo;
il s rs of daily data on TDY for the three prediction intervals o
o ye:ad seven days are shown in Tables 7-7, 7-8, .and.7—9. s
e 'ﬁve', z:in idual stocks or futures, patterns that maintain a post -
V'Vlth g 1vhout the prediction intervals can be looked upon as gO(:.
ot thmuhgt articular stock or commodity. The }?ngulﬁfng Pattlerq i
patt_ems forlt zrinog/ing down the ranking list as prediction mtex_'va s an
wt::eslor\:aglntained fairly good readings throughout.n’g?z rle{;n%x“ntgit we:i '

y: ; intain i . The Hammer was s

alSosit:tr:lidv:i(:h“z::ltla;el(:cst‘il:: (:i:xsterztzlil. The other patterns did not appear
con

often enough to provide meaningful information.

The next chapter sh
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Table 7-7

CANDLE PATTERN RANKING
Interval: 3 1 Autoruns/C:\n2\sp100\

Rankings Based on Percent Improvement Over RANDOM Calls

Periods: 821

No. Type Name Total Success  ¥Success $Ranking
1 R+ Engulfing Pattern+ 12 7 58.30 86.86
2 R+ Belt Hold+ 6 3 50.00 60.26
3 R+ Harami Cross+ 2 1 50.00 60.26
4 R- Belt Hold- 4 2 50.00 53.37
L) c Three Line Strike+ i ] 100.00 48.37
6 e UPside Gap 3 Methods+ 1 b 2 100.00 48.37
T C On Neck Line- 1 1 100.00 45.35
8 R+ Hammer+ 12 5 41.60 33.33
9 R- Hanging Man- 15 5 33.30 2.15
10 R~ Harami Cross- 3 1 33.30 2.15
11 R- Harami- 19 5 26.30 =19.33
12 C Rising Three Methods+ 2 1 50.00 ~25.82
13 C  In Neck Line- 2 1 50.00 -27.33
14 R- Engulfing Pattern- 9 2 22.20 =31.90
15 R- Evening Star- 1 0 0.00 ~100.00
16 R+ Harami+ 1 0 0.00 =100.00
17 R+ Doji Star+ p | 0 0.00 =100.00
18 R- Doji Star- 1 0 0.00 =100.00
19 R~ Three Outside Down- 2 0 0.00 -100.00
20 R+ Inverted Hammer+ 1 0 0.00 =100.00

Table 7-8
CANDLE PATTERN RANKING
Interval: 5 1 Autoruns/C:\n2\sp1l00\ Periods: 821
Rankings Based on Percent Improvement Over RANDOM Calls

No. Type Name Total Success %Success $Ranking
B R+ Harami Cross+ 2 2 100.00 172.48
2 R- Harami Cross- 3 2 66.60 72.54
3 C  Three Line Strike+ bl 4 100.00 62.87
4 C On Neck Line~ 1 1 100.00 57.98
5 R+ Engulfing Pattern+ 12 6 50.00 36.24
6 R- Belt Hold- 4 50.00 29.53
k R- Harami- 19 9 47.30 22.54
8 R- Hanging Man~ 15 7 46.60 20.73
9 R- Enqulfing Pattern- 9 4 44.40 15.03
10 R+ Hammer+ 12 4 33.30 ~9.26
11 C Rising Three Methods+ 2 1 50.00 -18.57
12 C In Neck Line- 2 1 50.00 =331 01
13 R+ Belt Hold+ 6 1 16.60 -54.77
14 R- Evening Star- 1 0 0.00 =100.00
15 R+ Harami+ 1 0 0.00 -100.00
16 R+ Doji Star+ 1 0 0.00 =100.00
17 R- Doji Star- 1 4] 0.00 -=100.00
18 R~ Three Outside Down- 2 0 0.00 =100.00
19 R+ Inverted Hammer+ 1 [} 0.00 =100.00
20 C UPside Gap 3 Methods+ 1 [¢] 0.00 =100.00
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Table 7-9
TTERN RANKING iods: 821
Interval: sANDLElpAAutoruns/c:\n2\5p100\ Raric
nte: :
1s
t over RANDOM Cal
. percent Improvemen ) . ) )
Rankings Based on e C dl
TYp Name Total success $Succe o an es lc I er'ng
e : 100.00 139.

i a 3 ‘00 126.76
1 R+ Harali\xl‘ ng:it 1 :ll igg,oo g8
3 -4 gl"':rge %ine strike+ 1 3 100.00 ;ggg
- g UPside Gap 3 Methods+ 1 2 100.00 Wt
5 C Rising Three Methods® 1 1 100.00 51.02
6 (o] on Neci:kcLinZ- = 3 gg go s1.0

- ross—
; §+ g:;\al?fing Pattern+ ig 4 53 gg ig gg
9 R- Hanging Man- c 3 50 00 1.4
Belt Hold+ Yo 52 27
10 R+ Harami 19 S 22°00 13 38
11 R- Ha = _ s 0 1
12 R- Threerguts:Lde Down %2 ‘r{ éé go s | | | | |
Y s A 12,00 - aies Candlestick filtering offers a method of trading with candlesticks that is
» Hold- 5 i _-49. . | ndlestick
e K Epting e i S 0-00  Z100.00 supported by other popular technical tools for analysis. Filtering is a con-
d i : - . | -

17 R+ Doji star 1 0 0.00 =—100.00 cent that has been Used in many other forms of technical analvsis and is
18 R+ Ha;§m1+ 1 0 508 e
3 e [I)O?I;r\s::?lr;iammer+ 1 0
20 R+ n

now a proven method with candlesticks.

If there is any fault with using a single method for market timing and
analysis, it most certainly will also be a fault with candlesticks. Just like
any price-based technical indicator based upon a singular concept, candle-
sticks will not work all of the time. When indicators are combined or used
in conjunction with one another, the results can only improve. Again,

candlesticks are no different: when used with another indicator, the results
are superb.

The Filtering Concept

The filtering concept was developed to assist the anayst in removing
premature candle patterns, or for that matter, eliminate most of the early
patterns. Because candle patterns are intensely dependent upon the under-
lying trend of the market, lengthy trends in price will usually cause early
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pattern signdls, just like most technical indicators. Something ese had to
be used to assst in the qualification of the candle pattern signals. Most
technical analysts use more that one indicator to confirm their signals, 0
why not do the same with candle patterns? The answer is the use of
technical indicators. While appearing obvious, technical indicators did not
provide the "how" answer to the problem, only the "what."

The following discussion will try to explain the answer to the "how"
question. Most indicators have a buy and sell definition to help in their
interpretation and use. There is apoint prior to a buy or sdll signa that is
normaly a better place for a signa to fire, but it is difficult to define.
Most, if not dl, indicators lag the market somewhat. This is because the
components of indicator construction are the underlying data itself. If an
indicator's parameters are set too tight, the result will be too many bad
signds, or whipsaws. Therefore, a pre-signal area was calculated based
upon thresholds and/or indicator values, whether positive or negative.

Once an indicator reaches its defined pre-signa area, it has been
primed to await its firing signal. The amount of time an indicator will be
in the pre-signal area cannot be determined. The only certainty is that once
an indicator reaches its pre-signal area, it will eventually produce atrading
signal (buy or sdl). Statistically, it has been found that the longer an
indicator isin its pre-signal area, the better the actual buy or sell signd will

" The pre-signal area is the filtering area for each individual indicator; its
fingerprint. Each indicator has a different fingerprint. If the indicator is in
the buying pre-signal area, only bullish candle patterns will be filtered.
Likewise, if an indicator is in the sdling pre-signal area, only bearish
candle patterns are filtered.
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Figure 8-1
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Pre-Signal Areas

For threshold-based indicators, the pre-signal area is the area between the
indicator and the thresholds, both above and below (Figure 8-1).
For oscillators, the pre-signal area is defined as the area after the indi-

cator crosses the zero line until it crosses the moving average or smoothing
used to define the trading signds (Figure 8-2).
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Figure 8-2
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indicators
The indicators used to filter candle patterns should be easily available and
simple to define. They must perform in a manner that enables one to
determine areas of buying and areas of selling. These are often referred to
as overbought and oversold areas. Indicators such as Welles Wilder's RS
(Relative Strength Index) and George Lane's %K and %D (stochastics) are
exceptionally good for candlestick filtering because they both remain be-
tween 0 and 100. At the end of this chapter, many other indicators will be
shown to demonstrate the filtering concept. Because RSl and stochastics
are 0 widely known and used, more detail will be provided on their

construction and use in filtering.
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Wilder's RSI

J. Welles Wilder developed the Relative Strength Index (RSl) in the late
1970s It has been a popular indicator, with many different interpretations.

It is a simple measurement that expresses the relative strength of the cur-

rent price movement as increasing from 0 to 100. Basically, it averages the

up days and the down days. Up and down days are determined by the

day's Close relative to the previous day's close.

Wilder favored the use of the 14-period measurement because it repre-
sents one-half of a natural cycle in the market. He aso set the significant
levels of the indicator at 30 and 70. The lower level indicates an imminent
upturn and the upper level, a downturn.

A plot of RSl can be interpreted using many of the classic bar chart
formations, such as head and shoulders. Divergence with price within the

Figure 83
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period used to calculate the RSl works well, if the divergence takes place
near the upper or lower regions of the indicator.

Many stock-charting services show RSI calculations based on 14 peri-
ods. Some commodity chart services prefer to use 9 periods. If you can
determine the dominant cycle of the data, that value would be a good
period to use for RSI. The levels (thresholds) for determining market turn-
ing points can dso be moved. Using levels of 35 and 65 seem to work
better for stocks, whereas the origina levels of 30 and 70 are better for
FUtU[ESthe chart of Philip Morris (MO), presented in Figure 83, the diver-
gence of the 14-day RSl with the general price trends is quite obvious.
Whenever the RSI gets into or near the thresholds, a change in the trend of

prices is soon to follow.

Lane's Stochastic Oscillator: %D

George Lane developed stochastics many years ago. A stochastic, in this
sense, is an oscillator that measures the relative position of the closing
price within the daily range. In simple terms, where is the close relative to
the range of prices over the last x periods? Just like RSI, 14 periods seems
0 b&%&%g i%hk?g%%d on the commonly accepted observation that clos
ing prices tend to cluster near the day's high prices as an upwards move
gains strength and near the day's lows during a decline. For instance, when
amarket is about to turn from up to down, highs are often higher, but the
closing price settles near the low. This makes the stochastic oscillator
different from most oscillators, which are normalized representations of
the relative strength, the difference between the close and a sdlected trend.

The calculation of %D is simply the three period simple moving aver-
age of %K. It is customarily displayed directly over %K, making both of
them almost impossible to see. Interpreting stochastics requires familiarity
with the way it reacts in particular markets. The usual initial trading signd
occurswhen %D crosses the extreme bands (75 to 85 on the upside and 15
to 25 on the downside). The actua trading signa is not made until %K
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Figure 8-4
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crosses %D. Even though the extreme zones help assure an adverse reac-
tion of minimum size, the crossing of the two lines acts in away similar to
dual moving averages.

In Figure 84, the same chart of Philip Morris (MO) used in the RSI

example, we can see how good Lane's %D is at oscillating with the prices
to areas of overbought and oversold.

Filtering Parameters

Many powerful trading and back-testing software packages are available
today. Some optimize indicators by curve-fitting the data, while others
utilize money-management techniques. A few have advanced methods that
concentrate on all possibilities. It is not going to be the purpose here to
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amplify the faults or hail the innovations of this type of analysis. The

method used will be simple and straightforward in concept.
Three trading systems will be utilized in these tests: candle patterns,

indicators, and filtered candlesticks. Each will use the same methodology
of buying, sdlling, selling short, and then covering so that a system is in
the market at all times. While this is not always a good way to trade, it is
used here to show how filtered candlesticks will usually outperform the
other two systems. Also, the trading results are shown as if there were a
closing trade on the last day of the data to give you afeel for the complete
trading history. ) ) )
Additionally, a signa is generated whenever the appropriate reference
indicator reaches the prescribed parameters. That is, the indicator must
have gone above (or below) the threshold and then cross it again in the
opposite direction. For example, when %D goes above 80, it has entered
the pre-signa area and the sdll filter is turned on for the candle patterns.
Any candle pattern that gives a sell signal when %D is above 80 will be
registered as a filtered signal. Similarly, whenever %D goes below 20, it
has entered the pre-signal area and the buy filter is turned on. Any bullish
candle patterns that appear will be considered filtered patterns. The thresholds
of 20 and 80 were used here only for purposes of explanation.

Each of the indicators requires a setting for the number of days (peri-
ods) to be used in their calculation. As mentioned earlier, this value should
reflect the basic cycle of the market being analyzed. Two additional values
need to be st the upper and lower thresholds just mentioned. These are
the settings that determine the values that the indicator must reach or
exceed before it will filter a candle pattern.

Initially, commonly accepted values will be used: a 14-day %D, first
with thresholds of 20 and 80 and then with thresholds of 65 and 35 on
different data. The data used will be the stocks of the S&P 100 Index and
the 30 stocks of the Dow Industrial Average. The S&P 100 database
started at the beginning of 1989 and ended on March 31, 1992. The Dow

Industrials database began on April 24, 1990, and ended on March 31,

1992.
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Filtering Examples

From Table 8-1 you can see that trading each stock using candle patterns
for the advice resulted in 67 stocks with positive percentage gains and 33
losers. These numbers came simply from counting the positive and nega-
tive results in the first column. Trading strictly on the candle pattern sig-
Ba}laorﬁulted in an average of 37.1 trades, with an average gain per trade of

Trading the same 100 stocks using only %D for the trading signas
resulted in only 53 stocks that were winners and 47 losers. The number of
ta}vaggge trades was reduced to 301, with an average gain of 0.02% per

Using the filtering concept for'the trading signals resulted in 62 win-

ners and 38 losars. This was not as good as using the candle patterns by
themselves, but was much better than using signals generated strictly from
the stochastic indicator %D. The average number of trades was 137,
which is better than candle patterns or %D by over 50%. The average gain
per trade was 0.60% which, again, is significantly better than the average
gain from the other two trading methods.

What does all of this realy tell you? First, by filtering the candle
patterns with an indicator, such as %D, the number of trades is signifi-
cantly reduced. Compared to candle patterns alone, the reduction was over
63%, and compared to trades using the indicator %D alone, the reduction
was over 54%. Second, filtering increased the average gain per trade. The
increase over candle patterns alone was 50% and the increase over the %D
was over 30 times as great.

You should not ignore or forget what is known about using statistics to
make a point; they can be manipulated to show whatever results the author
is trying to make. We al know that an average gain of 0.6% would quickly
disappear when we included commissions, dippage, and the like. The
simplicity of these calculations, though, shows one very important point:
It is the relationship of the numbers with each other that is important, not
the actual numbers. This relationship, taken as an average of the values
derived from 100 different stocks, is the proof needed to support the filter-
Ing concept.
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Table 8-1 (continued)

Table 8-1
Filtering Statistics
100 Tickers 1340 Periods Indicator: %D(14) Buy Line: 20 Sell LIne: -
icker $Gain,
. ) ) /CS ¥AvGn-cs %Gain/Ing g
Ticker $Gain/CS  %AVGn-CS  %Gain/Ind $%AvGn-Ind $Gain/Fil %AvGn-Fil KM AVGNn-Ing $Gain/py;
69.950/41 = taven-
AA 47.690/40 = 1.1923  82.100/38 = 2.1605  89.040/19 = 4.6863 o -34.09053: =~%'zgg§ 31.310/31 = 19100 Ven=pL
AEP 19.840/34 = 0.5835 -35.800/34 =-1.0529 8.9700/14 = 0.6407 o 64.830/39 = 1.6633  01-820/24 =3 5755 _16:390/16 -,
AGC -9.690/40 =-0.2423 9.7800/30 = 0.3260 8.0500/17 = 0.4735 Mon 131.97/40 = 3.3905 80.910/42 < o 9748  ~102.1477 J71:0244
AIG 6.8700/41 = 0.1676 12.320/30 = 0.4107 -59.940/14 =-4.2814 MC 35.690/40 = g.g9 793.690/25 ~~3.747¢ 56.080/15 = ;285
AIT 9.3800/33 = 0.2842 42.320/27 = 1.5674 21.980/10 = 2.1980 MEéc 147.67/37 = 3'9952 733.790/30 =-1.1349 _6-400071s =_3-1156
AMP -34.440/48 =~0.7175 27.650/33 = 0.8379 19.660/15 = 1.3107 v 65.940/36 = 1'331; “10.350/32 =g 333, ~7:3300/17 =-0‘2°°°
AN 47.330/38 = 1.2455 -32.510/35 =~0.9289 10.760/7 = 1.5371 MOB 46.860/35 = 13350 26.110/28 = 0.3355 142.83/17 - 524312
ARC 48.740/42 = 1.1605 57.680/36 = 1.6022 4.0900/12 = 0.3408 MR 43.720/47 = 0 530 15.470/31 = 04990 37.920720 = 175918
AVP -105.26/35 =~3.0074 92.000/34 = 2.7059 ~17.930/12 =-1.4942 MTC -42.780/31 =_1'3803 60.820/35 = 17375 51.840/13 = 3'9350
AXP 81.570/43 = 1.8970 38.510/29 = 1.3279 113.36/16 = 7.0850 NSG 725.090/27 =-0l9293 _34°280/22 =-20200 25.260/17 = ) 4800
BA -16.960/29 =~0.5848 26.750/31 = 0.8629 108.53/20 = 5.4265 NSM 35.660/31 = 1.159 -24.230/25 =-0.9692 =26.960/7 = -3‘8539
BAC -21.860/33 =-0.6624 -82.550/21 =-3.9310 ~-44.550/11 =-4.0500 el ~166.31/29 =-5'734§ 16.720/30 = g.5575 ~42:560/9 = 5’5064
BAX 44.410/43 = 1.0328  -23.130/27 =-0.8567  52.120/15 = 3.4747 A =37.080/37 =-1.0035 24:080/22 =3 4553 _38-970/17 < 3:.d87
BC 24.620/39 = 0.6313 -14.760/30 =-0.4920 190.74/18 = 10.597 POT ~5.2100/34 =-0.1535 52.680/35 = 1.5051 ~69.310/6 = -17 552
BCC 83.770/46 = 1.8211 40.060/26 = 1.5408 25.070/14 = 1.7907 PEP 59.350/27 = 2.703 T95.790/22 =-4.354; 42.920/13 = 3 ;572
BDK ~77.760/44 =-1.7673 131.07/36 = 3.6408 ~31.490/16 =-1.9681 PR 48.670/40 = 1.37 1 -39.070/30 ==1.302% 35.700/12 = 2.9750
BEL 52.780/48 = 1.0996  ~22.200/28 =-0.7929 29.140/16 = 1.8213 PRD 94.990/43 = 2'2°§f ~64.410/29 =3 3375 10.510/11 = §g557
BHI 114.57/38 = 3.0150 9.1300/36 = 0.2536 30.540/14 = 2.1814 Rhi 88.500/31 = 3.gs 8 35.510/32 = 1.1097 ~8.0600/19 =-0.4242
BMY 41.450/36 = 1.1514 54.950/33 = 1.6652 ~31.740/5 = -6.3480 ROK 20.980/42 = o 4990 61.500/17 = 3 5176 6-8300/11 = 0 305
BNT 9.0000/36 = 0.2500 ~44.460/27 =-1.6467 ~49.100/9 = -5.4556 RTN £7.470/43 = 11569, _aa:800/33 =-0.4424 ~18.870/10 =-1.gg74
BS 58.150/45 = 1.2922  ~58.090/32 =-1.8153 ~8.7100/12 =-0.7258 P 20.710/41 = gl 5ga)  54-640/36 =-1.517g 47:310/17 ~ 204359
CCB 18.560/35 = 0.5303 3.8700/29 = 0.1334 ~35.480/14 =-2.5343 o ~9.540/39 =~0 3446 _+/:510/30 =-0 5337 47.540/12 = 3961
ccI 39.360/40 = 0.9840 ~40.970/38 =-1.0782 42.240/21 = 2.0114 S5 8.6600/38 = 0. 337 =65.700/24 =-2.7375 36.190/15 = 274759
CDA 38.770/37 = 1.0478 233.73/33 = 7.0827 67.140/14 = 4.7957 So 3 e T26.360/13 ~-2.0377
CGP 53.650/48 = 1.1177 55.500/36 = 1.5417 43.730/19 = 2.3016 - ~5.6200/17 =~0 3306
CHA 54.160/41 = 1.3210 65.230/28 = 2.3296 70.600/19 = 3,7158 TAN 39.730/9 = 44144
cr 16.320/44 = 0.3709 13.080/28 = 0.4671 ~-4.3100/16 =-0,2694 D 0.9200/12 = 0.97¢7
CL 20.010/51 = 0.3924 -49.560/25 =-1,9824 -8.2400/19 =-0.4337 TEY =32.240/9 = ~-3,5822
cse -42.050/43 =-0.9779 12.360/33 = 0.3745 38.810/19 = 2.0426 TOK 72.490/19 = 3 gy53
CWE -10.930/33 =-0.3312 -68.300/23 =-2.9696 11.540/12 = 0.9617 Tx§ 112.80/7 = 16,114
DAL -15.960/42 =-0.3800 86.830/36 = 2.4119 =-2.3100/14 =-0.1650 UA 15.590/15 = 1 4333
DD -25.940/45 =-0.5764 -46.350/29 =-1.5983 14.070/12 = 1.1725 uzé 35-420/9 = 3 9354
DEC 30.880/37 = 0.8346 41.410/29 = 1.4279 75.850/14 = 5,4179 uBy =30.310/30 =-1.0103 71.950/36 = 1.998¢ 118.08/17 = g 9459
DIS -36.790/28 =-1.3139  -55.110/21 =-2.6243 -45.950/13 =-3.5346 UTx 29.830/38 = g.7g5¢ 0253.25/22 =-1].517 _94-110/14 =—6 0079
DOW -146.10/29 =-5.0379  -15.670/32 =-0.4897 -16.120/9 = -1,7911 WMB 63.830/35 = 1 833, 36-960/26 =-1.4215 /1:730/14 =-5]1534
EX -3.4000/30 =-0.1133 26.600/31 = 0.8581 32.730/10 = 3.2730 WM =0.8200/52 =—9 0158 92.380/37 = 24968 14.430/10 = 113230
ETR -12.940/32 =-0.4044  -25.660/25 =-1.0264 —62.480/6 = -10.413 Wy 12.000/34 = (3529 41.210/36 = 1 1447 50.080/13 = 3.gs533
F -58.800/32 =-1.8375 16.150/28 = 0.5768 =-85.530/9 = =-9.503 LoN 4.5100/43 = o 3gs9 -18-470/28 =-3 055 ;3-800/17 = 4.3412
FDX 29.690/40 = 0.7423 64.750/32 = 2.0234 -4.0700/15 =-0.2713 - 78.5400/40 =-q.2175 _25-080/28 =—0 gg5; _22-860/8 = -3 1975
FLR 44.220/36 = 1.2283 45.310/35 = 1.2946 132.12/18 = 7.3400 ~73.810/32 =-2.39¢6 =35.710/27 =~1.323¢ 58.990/11 =-53637
FNB 91.740/41 = 2.2376 23.440/27 = 0.8681 84.600/21 = 4.0286 o X * 63.880/33 = 1.3358 5 5090/10 = 2. 7000
GD 67.350/39 = 1.7269 -23.430/25 =-0.9372 -32.300/14 =-2.3071 (AadeS/Ga1ns: 37.1/ 0.40 i 8.9600/17 = 0.5271
GE 8.8000/23 = 0.3826 ~14.610/29 =-0.5038 -43/7 = ~6.1429 verages) : 30.1/ o0.02
GM -25.110/27 =-0.9300 21.580/31 = 0.6961 24.930/11 = 2.2664 o : 13577 0T én
GWF 83.550/44 = 1.8989  -80.230/30 =~2.6743 -107.71/12 =~8.9758 ickers - C:\n2\sp1o0\
HAL 39.060/38 = 1.0279 88.670/32 = 2.7709 16.060/14 = 1.1471 890103 T0 920337 R
HM -9,810/38 =~0.2582 =35,270/32 =-1.1022 97.200/17 = 5.7176 €POTL: 04-05-1997 ¢ 17:50:54
HNZ -27.660/42 =~0.6586 -29.680/23 =~1.2904 11.810/16 = 0.7381 b T
HON -21.150/31 =~0.6823 -3.5600/28 =~0.1271 ~-10.480/10 =-1.0480
HRS 41.300/41 = 1.0073 61.480/31 = 1.9832 9.1300/14 = 0.6521
HUM 62.090/39 = 1.5921 48.970/31 = 1.5797 161.86/20 = 8.0930
HWP ~18/22 =-0.8182 -106.32/26 =-4.0892 9.2400/10 = 0.9240
1 -74.760/38 =-1.9674  -35.580/28 =~1.2707 -45.430/20 =-2.2715
IBM 11.380/31 = 0.3671 12.030/31 = 0.3881 14.910/11 = 1.3555
IFF ~25.540/43 =-0.5940 32.710/33 = 0.9912 4/15 = 0.2667
IMA 19.640/33 = 0.5952  -~23.540/28 =-0.8407 ~14.590/13 =-1.1223
1P 46.850/31 = 1.5113 34.280/26 = 1.3185 35.360/13 = 2.7200
ITT 74.590/33 = 2.2603 25.560/36 = 0.7100 49.630/15 = 3.3087
INT 16.830/35 = 0.4809  ~37.890/28 =-1.3532 ~13.870/13 =-1.0669
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In Figures 8-6 through 8-18, thirteen different indicators are displayed
above the candlestick chart of AA. The chart displays only the latest 140
trading days, but the trading analysis gtill covers the data beginning Janu-
ary 1, 1989, and ending March 31, 1992 (3-1/4 years). The up and down
arrows at the top of the chart (above the indicator) show the signals given
by the indicator itself. The up and down arrows below the indicator are the
automatic candle pattern identification arrows showing each candle pattern
and whether it is bullish (up arrow) or bearish (down arrow). If the candle
pattern arrow is shown with a double head, it represents a filtered candle reacts sighUy gower than %K. Repenber %p 1° o Th"

pattern. The box in the lower right corner of the chart displays the trading mov,ng average of %K. In this example, the filtered caldfc
information for the three trading methods. The information in the box -Tee ,1p16s better than >>k when » tthe - < < TM_er
shows the effective dates, the total percentage gain or loss, the number of
trading signds, and the average percentage gain or loss per trade. Y ou will
note that the trading results of the candle patterns by themselves will be the

Chart 8-7 shows the faster %K indicator fnr 14 A
values of 20 and 80. TTe difference beteen %K andtn

same for al examples. The data did not change, therefore the candle pat- Figure 8-6
terns are the same. Only the indicator and, therefore, the filtered candle
patterns will change with each example. For al indicator examples, the 7

918912 16821 Candlestiok
* & a (e A

total gain using candle patterns alone for trading Alcoa (AA) was 45.8%
over the period from January 3, 1989, to March 31, 1992. There were 40

$2a3.
. 31, te213

trades, which made the average gain per trade equal to 1.14%. L
The price of Alcoa on the first day, January 3, 1989, was 55.875 and a8
on the last day, March 31, 1992, was 705. So that you will have a basis 73.875

for judgment, a buy and hold strategy would have yielded dlightly more
than 26%. Again, neither calculations for commissions nor execution slip-
page have been figured, nor have the figures been annualized. Because the
trading strategy has been kept so simple, one must consider only the rela-
tive values when viewing these concepts. o

One more thing might not be obvious: al trading is figured up to the
value of the closing price on the last day of the data. This does not neces-
sarily mean that a trading signa occurred on that day, only that the per-
centage gain or loss was calculated as if avalid signa had been given.
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Figure 8-7
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Since %K reacts quicker than %D, one could lower the upper threshold
and raise the lower threshold to give a larger filtering area. This would
normally generate more trades. For example, by changing the thresholds to
25 and 75, the filtered candles gained 71.6%, with 21 trades for an average
gain per trade of 3.41%. Using a larger filtering area was not quite as good
asthe original example, however, because although it did, in fact, increase
the number of trades it did not increase the overall gain. The results of the
indicator %K were only dlightly improved to 51.9%. Opening up the
thresholds to 30 and 70 increased the filtered candle trades to 27 with a
gain of only 31.5%. The indicator actually decreased in performance to
45.6%. This shows that the tighter thresholds of 20 and 80 tend to produce
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tI?leytter results for filtering without changing the indicator results apprecia-

Figure 88 shows Wilder's RSl for 14 days, with threshold values of
35 and 65. The average gain for the filtered candles was over twice as
good as the average gain from RS|. When you consider that there were
aso fewer trades, the average gain per trade for the filtered candles was
exceptionally better than RSI.

Figure 89 shows the money flow index. Money flow is calculated
similarly to RSI, but the days when the price closes higher are averaged
separately from the days when the price closes lower. In this case a period
of 21 days was used for the smoothing of both the up closes and the down

257



Chapters

closes. Prior to smoothing, the change in price each day is multiplied by
the volume for that day. This way an up day with large volume would
cause alarger move in the indicator than would a similar up day with little
volume. Once the two averages are calculated, they are further operated

upon to produce an indicator that moves between 0 and 100.
As you can see from the trading box in Figure 89, the filtering concept

once again performs much better than the indicator itself, even though the
indicator did quite well.

Figure 8-9
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Figure 810 shows an indicator knows as the rate of change. Rate of
change is a fairly simple concept that is widely used by many analysts.
Here a ten-day rate of change is used by taking the percentage difference
between the closing price today and the closing price ten days ago. For
example, if the value of the rate of change indicator were 7.5, one could
ggeguce that the price on that day was 7.5% greater than the price ten days

The trading signals for this indicator cannot be given by thresholds
because the up and down values are theoretically unlimited. Therefore, the
trading signals are generated by the crossing of the indicator with its own
ten period smoothing. Ten periods for the smoothing value is used for
most indicators that work this way. Better values may exist for certain
stocks or commodities, but ten seems to be consistently good.
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The rate of change indicator did better than the candle patterns and
much better than the filtered patterns when looking at total gain. Because
the filtered candles amost always result in fewer trades, the average gain
was better with the indicator, but not significantly so. The filtering area
occurs after the indicator crosses the zero line and before the indicator
Crosses its own smoothing.

Figure 8-11 shows Arms Ease of Movement Indicator for 13 periods.
The signdl is generated when it crosses its own ten period smoothing. Ease
of Movement is a numerical method used to quantify the shape of a box
used in Equivolume charting. Arms takes a ratio of the box width to the
box height, called the box ratio, which is aratio of the volume to the price
range. Heavy volume days with the same price range result in a higher box
ratio and, therefore, difficult movement.

Figure 8-11
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Based upon total gain, this indicator did not do better than candles
aone or filtered candles. Likewise, when the number of trades is consid-
ered, filtered candles did much better.

Figure 812 shows the double momentum oscillator for 18 periods.
Like most oscillators, a signd is generated when it crosses its own 10-day
smoothing. The double momentum oscillator is a combination of two rate

of change calculations which are 20% above and below the value set for
the indicator. In this example, the indicator value is set at 18, 0 the two
rate of change calculations are 14 and 22.

In this example, the filtered candles greatly outperformed the indicator.
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Figure 8-13
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Figure 813 shows the linear trend indicator for 15 periods. The linear
trend indicator is based upon the dope of a least squares fit over the
chosen period, in this case 15 days. Because the LTI is such a smooth line,

a shorter 5-day crossover smoothing was used.
From the trading box in Figure 813, the indicator generated good

results, but the filtering concept failed to do better than the indicator or the
candles. Filtered candlesticks obviously does not work every time.
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Figure 814
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Figure 814 shows Wilder's Directional Index for 14 periods. Again,
signals are generated when it crosses its own 10-day smoothing. Wilder
developed the directiona index along with the RSl in 1978 (see bibliogra-
phy). Using signals from a simple crossover smoothing is not the method

Wil w%?eﬂed for its use. However, that was the only method that
wou?gr generate afiltering area. y

The filtering concept did quite well here dso. Notice that even though
Hpﬁe@g&%or did not do very well, the filtered candles did amost three
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Figure 815
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Figure 815 shows the price detrend oscillator for 21 periods. This
indicator is the difference between the closing price and a smoothing of the
closing price, in this case 21 days. Signas are generated when PDO
crosses its own 10-period smoothing.

Here is an example where the indicator was exceptional and the filtered
candles were a failure. The suspected problem is in defining the filtering

area used on the indicator. _ _
Figure 8-16 shows Appel's Moving Average Convergence Divergence

Indicator, known as MACD. MACD is an extension of the price detrend
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Figure 8-16
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oscillator, in that another smoothed value is used instead of the closing
price. MACD uses the difference between a 12-day smoothing and a 25
day smoothing. Signals are generated when this difference crosses its own
9-day smoothing. Nine days were used here because that is the popular
setting used by most analysts. Incidentally, in keeping with the previous
use of 10 d or the smoothl ng vaue, it actually improved the indicator
trading resu s y over /

MACD did not perform well in this example. However, filtered can-
dles yielded an average of 4.29% per trade.
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Figure 8-17
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Figure 817 shows Lambert's Commodity Channel Index for 14 peri-
ods. Signals are given whenever CCl crosses the thresholds of 100 and
-100. The Commodity Channel Index was designed for use with commod-
ities that exhibit cyclical and/or seasona characterigtics. It consists of the
mean deviation over the number of periods selected, in this case, 14.

Filtered candles, again, did exceptionally well when compared to the

indicator or candle patterns.
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Figure 8-18
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Figure 818 shows Bollinger's Oscillator, %B, for 20 periods. %B is
another method of displaying the Bollinger Bands developed by John
Bollinger. Bollinger Bands used two standard deviations over a period of
20 days to encase about 95% of the price action. It is an excellent way to
show the volatility of the market. %B looks merely at the closing price
relative to the upper and lower Bollinger Bands, much in the same way as
stochastics are calculated. %B is a measure of where the closing price is
relative to the Bollinger Bands. Signals are generated whenever %B ex-
ceeds 100% and 0%

From the trading box in Figure 818, you can see that %B by itself
gives excellent trading results, but when used as afilter for candle patterns,
the results for average gain are even better.
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Conclusion
It should be obvious that filtering candle patterns with popular indicators

is an almost certain method of improving your trading results. Not only
does it provide better overal gains from a simple trading system, it will
amost always reduce the number of trades. Reducing the amount of trad-
ing will dso reduce transaction costs and produce a much higher average

gain per trade. Filtering works!
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9 Derivative Charting Methods

Candlestick charting has produced a number of derivative charting and
analysis methods. The appeal of candlestick charts, as a method of plotting
market data, is that they visually help to interpret the market. Your brain
can quickly assimilate the information because it is displayed s consis-
tently well. A new charting method, called CandlePower charting, adds a
new dimension to candlestick charts: volume. CandlePower is a trademark
of N-Squared Computing, the originator of the concept.

CandlePower Charting

CandlePower Charting is another visually appealing charting technique
that combines the power of Japanese candlesticks and volume.

Typica charting (whether bar or candlestick) shows the price action on
the vertical scale and time on the horizontal scale (see Chapter 1). Volume
is usually depicted as a histogram plot under the prices. Two significant
pieces of information are generated each time a transaction occurs between
a buyer and a seller. One of these, price change, we tend to react to
emotionally, and the other, volume, we largely ignore. Volume is certainly
a more vauable tool to market analysis than is usually acknowledged.
Richard Arms claims that price tells us what is happening and volume tells
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us how it is happening. Joseph Granville filled an entire career analyzing

and writing about volume, et i

Volume, during most phases of the market, will precede prices. Thisis
a hotly contested remark, but watching both price and volume can only
enhance your timing and decison making. Simply said, when price and
volume are increasing, it is considered bullish. Likewise, when prices and

volume are decreasing, it is considered bearish.

Figure 9-1
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<+ - — Open
1 I
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I volume '

As shown in Figure 9-1, the body of a CandlePower day, just like a
candlestick, is made up of the difference between the open and close. The
color of the body and the shadows aso follow the same conventions used
in Japanese candlestick charting. The difference is that the width of the
body is a reflection of the volume for that day. A day with large volume
will be awider candlestick body than a day with less volume. On a chart,
it is easy to pick out the largest volume day by finding the widest body.
Likewise, the day with the smallest volume will be the thinnest body.

Many candle patterns can have added importance when volume is
introduced. For instance, a bullish Engulfing Day will be even more bullish if
the second day dso is accompanied by larger volume. A Morning Star
pattern can be judged more successful if there is excessive volume on the

last day.
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Figure9-2
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In Figure 9-2, the CandlePower chart of Avon Products (AVP), notice how
the upmove contains large white candle lines. These wide lines show that
the upmove is fully supported by volume. Once the large white days dry
up, the move has probably run its course.

The large black day in the chart of Bell South (BEL) shows a classic
volume blow-off day (Figure 9-3). After a good upmove, the volume starts
to dry up. Then, in one day, prices explode to the upside, but close near
their lows on very large volume. A few days into the decline, a three-day
rally is terminated with a gap down. Then the decline continues.

271



Chapter 9

Figure 9-3
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In Figure 9-4, the chart of Citicorp (CCl), notice how each turning
point in the market is accompanied by large volume. The market bottomed
with a large black day, then rallied. The rally stopped with a large white
day, then went sideways until the next large white day. From there it
gapped up twice, followed by two days of indecision (Spinning Tops),
each with large volume. Here again, Spinning Tops with large volume
support the indecision of the marketplace. Large amounts of stock changed

hands, but no side took the leadership.
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Figure 9-4
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The bottom reversa toward the end of December on the chart of Litton
(LIT) shows continually larger-volume days (Figure 9-5). In fact, if it were
not for the small white Spinning Top day, a Morning Star bullish reversal
pattern would have represented the bottom. Here is another example where
volume increasing throughout a pattern will add to its significance.

Figure 9-6, the last example of CandlePower charting, shows more

r?%[t% é\éo(lzgnm%en}%ﬂ §ngpn6rgca}%t ggen reduced), s0 the richness of the charting
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Figure 9-6
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Condensed CandlePower Charting

Another twist js added to CandlePower charting with Condensed CandlePower
charting. In this approach, the time element is returned to the horizonta]
axis. The variable-width candlestick bodies are still displayed accurately,
but they overlap. Each new day starts at 3 uniform distance (time) interval.
This method of charting displays more data at once, while stjll giving the
large-volume days visibility. Individua] candle patterns are more difficult

to see, though.
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Areas of volume congestion can be easily spotted using condensed
CandlePower Charting. Trendlines used on this type of chart would aso

reflect the volume component.

Example
Figure 9-7
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The data used for the Condensed CandlePower chart in Figure 9-7 is the
same as in the last example of CandlePower Charting. This was done
intentionally, so you could easily see the difference in charting methods.
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1 0 Conclusion

Successful analysis of the stock and futures markets is not an easy task.
Most participants prepare themselves no better than they would for a game
of cards. One must first learn how these markets work, then learn about the
many different kinds of analysis that are available, such as, fundamental
and technical analysis. On a smaller scae, the field of technical analysis
tcﬁggres a host of varying techniques; Japanese candlestick analysis is one of

Throughout this book, it was emphasized that candlestick analysis
should be used with other analysis methods. At the risk of sounding con-
tradictory, | would like to warn that too many methods can only confuse
and hinder. It reminds me of the saying that the person with a watch
glj%ays knows what time it is, but the person with two watches is never

It has been shown that candle pattern analysis can enhance the use and
timing of popular technical indicators. Filtered candlesticks consistently
outperform a host of technical indicators and usually candle patterns by
themselves. The combination of technical indicators and techniques is not
new; in fact, it is the method of analysis most successful traders use.
ﬁeg(jlitr;g candle patterns to that arsenal will surely further improve trading
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I'm sure that with the passing of time, new and different analysis
techniques will surface. Some will gain in popularity, some will go by the
wayside. Any andysis technique that has a substantial basis for its method
will usually survive. | am convinced that candlestick charting and candle
pattern anaysis will be a survivor.

CandlePower Software

All of the charts, the candle pattern ranking, and filter testing was accom-
plished with a software program caled CandlePower by N-Squared Sys-
tems. CandlePower software will automatically identify al 62 of the
petterns mentioned in this book. Complete filtering capability on the fol-
lowing listed indicators is quickly and easily accomplished:

+ Arms' Ease of Movement

* price Detrend Oscillator

» Wilder's RSI

+ Lambert's Commaodity Channel index
* Bollinger's Oscillator

* Wilder's Directional indicator
¢ Lane's Stochastics

+ Double Momentum Oscillator
* Price Rate of Change

+ Appel's MACD

* Linear Trend indicator

* Money Flow index

+ Plus, Expert Signal Predictor
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N-Squared Systems
6821 Lemongrass Loop SE

Salem, OR 97306
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An interview with Japanese trader,
Mr. Takehiro Hikita

Mr. Takehiro Hikita has gracioudy provided me with a large amount of
insight into the candle pattern philosophy. | have never met anyone o
devoted to the detailed study of a concept as he. He started using candle-
dick analysis many years ago, in fact, dl of his charting was done by hand
until persona computers became available.

During a trip to Japan in January, 1992, | studied the candle philoso-
phy and interpretation with Mr. Hikita. | aso maintained a log of our
conversations, from which | have sdected appropriate questions for this
interview.

Occasiond editing was done to assst in clarifying his answers, defi-
nitely not to change the meaning. It became quite obvious to me, that using
English as a second language resulted in a completely honest and direct
response; with no effort to be clever or entertaining. | found this to be
quite refreshing and decided that you might aso.

1. How and when did you first become interested in investing and
trading?

7 believe it was when | was around 31 years of age, that is over 25
years ago. It was, however, once terminated and | stayed out of the
market for about 2 years after losing money, more than enough at that
time.
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2. When did you realize that a form of technical analysis was better
than fundamental analysis?

It was when | started trading again and | was around 41 years of age,
after leaving the company for some reason. Beginning with the candle-
stick pattern analysis, | studied and researched all different kinds of
Japanese analysis techniques with real trading, and was extended later
on to the method available in the States. My starting to trade again
was with the policy to do so based on the technical analysis and no
more guesses and fundamental analysis to make a living. | am fortu-

nately still in the business of trading.

Speaking of this story a little further | started subscribing Commodities
(now called Futures) and purchased many publications such as Com-

modity Trading Systems and Methods written by Kaufman and

Wilder"s publications. My first use ofa calculator was the programma-
ble Texas Instruments product on Wilder's method. Then the Casio's
programmable calculator for me to build in my own method, as |

became serious. Then to make the daily analysis much easier, | pur-
chased the IBM-5100 with 32K memory; it was in 1977.

In 1979, | learned the Apple Il came out on the market which has a
graphic capability. | then immediately purchased it by importing direct
from the Sates. In 1980, | joined CompuTrac and attended their first
TAG Conference in New Orleans. My Sock & Commodities magazine

subscription started since then.

3. Did you always use candle charting for your analysis? If not, when
did you start using candle charts?

It wasfrom the very beginning, asfar as taking a look at the market in
general, to know how the market is acting. Snce the candlestick chart-
ing method is the only one available in Japan to record the history of
the price activity in graphic form. It isjust like the bar chart in the
Sates. Regardless whether | liked it or not, it was what was used then.

But, the candlestick pattern analysis is another subject, rather than the
charting itself. My interest on how to read the pattern better was
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probably few years later. |first started trading after reading the first

a?tgftsrhah rgua%ue'g B)(/)?\Iﬁ é o?'gc%s.’ the original of The Japanese Chart of

4. Areeandles used in Japan today as widely as bar charts are used

As already mentioned in the above, there is no other method than
candlestick charting to show a market record and activity in Japan.

Yes, it is being usedjust like the bar chart in the Sates. The pattern
recognition is another subject within the chart analysis.

5. Is the word candlestick a Western term? If so, what is candle
charting and analysis called in Japan?

There is generally nothing but the candlestick charting to show the
trend and market activity, and any others are classified as the analysis
since they are rather clear to know the pinpoint to take an action, like
the Point & Figure chart. Speaking ofthe chart, we generally call it Hi

Ashi | Daily Chart, ShuAshi/ Weekly Chart, and Tsuki Ashi / Monthly
Chart. The Japanese wordfor candle is roshoku.

For your information, Ashi meansLeg or better say Foot, and thefoot
has an inside meaning ofthepast record, that isprobablyfrom thefoot
stamp that shows the past movement and activities, not only as a
market term but in general. | then feel the Candlefoots is better to be

calledin English. Itis, however, alright as long as understandable and
sounds smoGth to you people's ears.

6. Do you trade stocks, futures, or both?

Yes, | trade both. | trade actively the futures but not the stocks. My
trading stock is a long term basis, never sale, that isin order to hedge
from inflation, while trading the future is to make money in the short

There is other reason, it is easier tofind a pivot in thefutures, espe-
cially tofind out a pinpoint to short and | like to sell, rather than long,
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which has a false start often, compared to going short. Not only that,
it will be only one third of time needed for movement to gain the same
price difference in case of short, against in case of long.

. Have you found that candles work better with stocks, futures, or

does it matter?

Again, the candles chart and candles pattern analysis should be sepa-
rated. The candlestick is only the chart itself, but the candlestick pat-
terns are the analysis based generally on the Sakata's Five Law, or
somehow originating from it. There are two applications in the law,
one for daily and the other is for weekly chart which has a different
definition. The daily candlesticks pattern works better on the futures. It
is again because of speed, thefutures has a short trend cycle while the

stocks is longer.

. Which candle patterns seem to work best for you? Can you list
your ten favorite patterns?
Your question is too straightforward even though it might be scientific
approach to research, so it is awfully difficult to answer it. You have to
understand that the candle patterns analysis is originating from man's

experience in trading, and that is a mix of market tendency with the
human psychology expressed in the pattern. There is no scientific logic

at all

Approaching from a dtatistic viewpoint and supposing there were
100% perfect patterns, if it comes once a year, or about one every
three years, nobody can keep watching to see it and catch it. It must be
based on such a daily analysis, repeating tedious business. There is,
also, no guarantee that a pattern showed 100% successful in the past,
will work well repeatedly in future. In statistical speaking, the number
of the sample is the important factor and so it can not be compared

with other in a different number of sampling.
| would like to see a research report that will be able to do by your

software, or will be done by somebody else. Again, it will be all differ-
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ent results by each software even though using exactly the same data
because of the definition used by every software program. They will
each be a little bit different in defining the patterns, along with defini-
tion of filtering to define it. So any such research report should be with
a note within this program and within that program, not as a candle

pattern itself. It is the matter of the pattern quality inside software
other than the system quality.

In conclusion, | should say it always depends on how used, in conjunc-
tion with others and market condition such as how many counts in new

high or new low included, but not by candlestick pattern itself. Again,
the candle pattern is one of the analysis tools.

. Which candle patterns do you think are not very good? How about

alist?

Again, my answer will be the same as the above explained. It depends
upon the market condition and theprice level and so on.

10. Do you trade or make timing decisions based solely on candle

patterns or do you use them in conjunction with other technical
indicators?

Of course | use the candlespattern in conjunction with other technical
indicators. As you know there is no perfect technical analysis method
by itself, and again the candlestick pattern is also one of them covering
some part of the 360 degrees that must be defended. The daily candle-

stick pattern analysis is, however, good with futures as one of the

timing tools. Again, there is nothing that covers all the degrees needed
for technical analysis.

It is my intention to make an accent in trading by number of contracts
in opening a position, depending upon the market condition, that re-
quires the guts, too, which is another of the factors required. One
contract each time without the accent will never let you make money.
This is one reason why | am not interested in any of the valuable
factors of optimized automated trading systems. They seem to be only
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playing the game for fun, so | don't like it. Everybody who wants to
make money should be aware of no easy money anywhere in the world,
unless you are lucky or originated from a son of a king.

Author's Note: Mr. Hikita is referring to trading multiple contracts
when the candle signals are supported. Also, he stressed the impor-
tance of using the candle pattern signals to assist in opening and clos-
ing of positions, not necessarily for reversing positions only.

11. Which indicators have you found that work well with candle pat-
terns?

/ have to emphasize, this time, that it depends upon the market condi-
tion and the price level which indicator is good to use with the candle
patterns. | feel, however, that stochastic %D works fairly good in
general, ifyou can correctly count the cycles and confluence/conver-
gence on different cycle generated by %D. And, pinpointing tops and
bottoms using a combination of the stochastic oscillator seems good.

12. Candlestick analysis is growing rapidly in the United States. Do
you think that it isjust a fad or do you think candle analysis is

here to stay?

/ suppose it is a not fad and will stay long in the States. Because this
way of expression of the market has much advantage in comparing it
to the bar chart, so that it is easier to understand the daily price
change. There is also another good point, for instance it has a open
price mark, that we understand important factor to read the market.
Also, it is easy to know by one quick look at candle which way the
market moved during the day. Since each pattern has a deep meaning
similar to Gann analysis, it will last a long time within traders who are
interested in the philosophy behind the patterns.

13. What advice would you offer to Western traders about candlestick
analysis?
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To understand the candle patterns you should understand the philoso-
phy inside and behind each pattern. Since it is not a perfect technique,
as is the same case with others, it is also important not to depend

solely on the patterns itself, but use it in conjunction with others based
on a logically established method. The candle pattern analysis is one
of the analysis methods that was built up by human impression and

expressed by image from the combination of the pattern based on
history. Beyond a maximum possible technical analysis there is an-

other world of discipline of the mental power, that is to establish your
philosophy.

The candle patterns must be believed in ifyou get signal, you must
execute or follow the market very closely. Say in touch with each

candle signal. Ifyou become disconnected, the psychology behind the
candle pattern will not work well.

Once you establish your trading policy, whatever you can believe
based on the above explanations, you will not make a big mistake. You
will be aware of mistakes in advance within an acceptable level of
damage, as long as employing a proper trend analysis. Ifyou had this
policy you will be then not disappointed by any accident, and will be
able to understand this way the market is wrong, instead ofyou and
your policy, in the case of the market being against you.

Final Note

Asyou can see from this interview, Mr. Hikita thinks that the separation of
candlestick charting and candle pattern analysis is important. Also, one
cannot forget the underlying psychology behind each candle pattern. These
are insights into the minds of the traders and speculators that move the
market every day.

Mr. Hikita always referenced his trading analysis to dancing with the
trend. This concept is not new to technical analysts, however, many traders

must graduate from the school of bitter experience before they redize its
importance.
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A

Abandoned Baby pattern (Sute Go), 22,
58, 64-68

Advance Block pattern (Saki Zumari), 22,
90, 91-93, 95, 96, 194, 202

Aka Sanpei, see Three White Soldiers

Aka Sansei Shian Boshi, see Deliberation

Ake No Myojyo Doji Bike, see Morning
Doji Star

Anaume, 193

Analysis, see Japanese, Technical

Appel’s Moving Average Convergence
Divergence (MACD), 264, 265, 278

Arms’ Ease of Movement Indicator, 260,
278

Ate Kubi, see On Neck Line

B
Baby, see Abandoned, Concealing
Bald head, 11
Bar charts, 4-5
Belt Hold pattern (Yorikiri), 22, 81-84,
206
Black
Crow, see Identical, Three
Marubozu, 11, 119, 120, 122, 123, 129

Opening Marubozu, 13, 81
Opening Shaven Head, 81
Body, see Doji, Jittai, Large, Small, Um-
brella
Bohraku, see High Price Gapping Play
Bohtoh, see High Price Gapping Play
Bollinger’s
Bands, 267
Oscillator, 267, 278
Bottom reversal, 41
Breakaway pattern (Hanare Sante No
Shinte Zukae), 22, 103-107, 233,
237,238

Cc
Candle, 261
formations, 199-207
line, 132, 202
pattern, 11, 195, 197, 210, 220, 224,
227-231, 233-237, 242, 243, 248,
277
see Filtered, Reversal
identification, 209-221, 226
ranking system, 227
statistical ranking, 226-227
statistics, 218
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CandlePower
see Condensed
chart, 271
charting, 3, 269-275, 276
day, 270
software, 278-279
Candlestick, 58, 76, 95, 143, 144, 151,
154, 155, 156, 172, 178
see Filtered, Japanese, Single-day, White
analysis, 209
filtering, 241-268
lines, 9-17, 23
pattern, 25, 149
Chart, see Commodity, Futures
Charting, see Derivative, Japanese
Close price, 5
Closing marubozu, 12,78, 180
Commodity, 209, 259
charts, 5
Systems, Inc. (CSD), 218, 227
Computerized
analysis, 218-221
anomalies, 218-221
Concealing Baby Swallow pattern
(Kotsubame Tsutsumi), 22, 122-125,
136
Condensed CandlePower Charting, 275-
276
Continuation pattern, 20, 141-185, 196,
226, 233
Continue Current Trend, 226-227
Counterattack lines, 76
Crossover smoothing, 262, 263
Crow, see Fooling, Identical, Three, Two
CSl, see Commodity

D

Daki, see Embracing

Dark cloud cover pattern (Kabuse), 22,
46, 49-51, 77,78, 108, 110, 145,
211,232,233
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Day, see CandlePower, Doji, Engulfing,
Long, Short, Umbrella
Deai Sen, see Meeting Lines
Deliberation pattern (Aka Sansei Shian
Boshi), 22, 90, 93, 94-96, 195, 238
Derivative Charting Methods, 269-276
Divergence, 245-246
Dividing Lines, 159, 160
Doji, 13-16, 25, 37, 65, 69
see Dragonfly, Four, Gravestone, Long
body, 218
days, 218
Sanba Garasu, see Identical Three Crows
Star (Doji Bike), 14, 22, 52-55, 62, 65,
66, 232
see Morning
Double momentum oscillator, 261, 278
Dow Industrial Average, 248, 253
Downside Gap, see Upside Gap
Dragonfly doji (tonbo), 15-16, 17, 23, 25,
43, 62, 66
Dumpling Top, 206

E
Eight New Price Lines (Shinne Hatte),
199-200
Embracing line (daki), 28
Engulfing
Day, 221, 270
pattern (T sutsumi), 22, 27-32, 33, 48,
51, 115, 116, 128, 216, 237, 238
Equal values, 218
Equivolume charting, 260
Evening Doji Star, see Morning Doji Star
Evening Star, see Morning Star
Expert Signal Predictor, 278-279

E
Falling Three Methods, see Rising Three
Methods
Filtered
candle pattern, 254

candle tracks, 256
candlesticks, 248, 277
Filtering, 249-253
see Candlestick
parameters, 247-248
Firing signal, 242
Fooling Three Crows, 167
Fooling Three Soldiers, 167
Four price doji, 16
Fry Pan Bottom (Nabezoko), 205, 206
Furiwake, see Dividing Lines
Futures
charts, 5
contracts, 233-237
tables summary, 237-238
trading history, 187

G

Gap (Ku), 192, 193, 209-210

Gap analysis, 209

Gravestone doji (Hakaishi/Tohba), 15, 30,
43, 51, 62, 66, 202

Gyakusashi Niten Zoko, see Stick Sand-
wich

Gyakushu Sen, see Meeting Lines

H
Hakaishi, see Gravestone
Hammer, 30, 38, 58, 86, 116, 119, 145,
169, 184, 215, 238
see Inverted
Man (Kanazuchi/tonkachi), 17, 22, 23-27
Hanare Sante No Shinte Zukae, see Break-
away
Hanging Man (Kubitsuri), 17, 22, 23-27,
215, 238
Harami, 85, 111, 132, 216
Age, see Three Inside Up
Cross pattern (Harami Yose Sen), 22, 36-
40, 112, 200
pattern, 22, 32-36, 112, 131, 135, 220
Sage, see Three Inside Down

Index

Yose Sen, see Harami Cross
Hashigo Gaeshi, see Ladder Bottom
Head, see Bald, Shaven
High ll:‘;ice Gapping Play (Bohtoh) and
w Price Gappi
i Gapping Play (Bohraku),
High Waves (Takane Nochiai), 202
Histogram, 269
Hold, see Belt, Mat
Homing Pigeon pattern (Shita Banare
Kobato Gaeshi), 131-133, 139, 238
Honma Constitution, 188
Hoshi, see Star

I

Identical Three Crows pattern (Doji
Sanba Garasu), 22, 99, 100-102,
195, 231, 232

Iki Chigai Sen, see Separating Lines

Indicator(s), 241-243, 244, 248, 258, 259
261 ,

see Pre-signal, Threshold

In Neck Line pattern, 47-48, 142, 178,
180-182, 183, 184, 185

Inn, 9, 188, 211

Intraday data, 212

Inverted hammer (Tohba) and shooting
star (Nagare Boshi) pattern, 22, 40-
45, 127, 211, 218

Iri Kubi, see In Neck Line

J

Japanese
candle pattern analysis, 2-4, 277
candlestick analysis, 10, 213
candlestick charting, 2-4, 7, 188, 270

Jittai, 6

Juji, see Long-legged

K

Kabuse, see Dark Cloud
Kage, 6-8
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Kanazuchi, see Hammer

Karakasa, see Paper

Kenuki, see Matching Low, Tweezers

Kenukitenjo, see Tweezer Top

Kenukizoko, see Tweezer Bottom

Keri Ashi, see Kicking

Kicking pattern (Keri Ashi), 22, 129-130,
211,233,237

Kirikomi, see Piercing Line

Koma, 13

Kotsubame Tsutsumi, see Concealing
Baby Swallow

Ku, see Gap

Kubitsuri, see Hanging

Kyoku No Santen Boshi, see Three Stars
in the South

L

Ladder Bottom pattern (Hashigo Gaeshi),
22, 124, 134-136

Lambert’s Commodity Channel Index,
266, 278

Lane, see Stochastics

Large body, see Small Body

Linear trend indicator, 262, 278

Lines, see Candlestick

Long days, 10, 215-216

Long-Legged Doji (Juji), 14-15, 160

Long lower shadow (Shitahige), 16

Lower shadow (Shitakage), 6

LTI, 262

M

MACD, see Appel

Mado, see Windows

Marubozu, 11-13, 82, 129, 160, 182

see Black, Closing, Opening, White

Matching Low pattern (Niten
Zoko/Kenuki), 22, 137-139, 201,
211,231

Mat Hold pattern (Uwa Banare Sante
Oshi), 74, 142, 156, 163-166, 207
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Meeting Lines pattern (Deai
Sen/Gyakushu Sen), 22, 76-80, 161,
177, 182, 211, 218, 232
Methods, see Sakata, San-poh
Money flow, 257
index, 257, 278
Moving averages, 213-214, 243
see Appel B
Morning Doji Star (Ake No Myojyo Doji
Bike) and Evening Doji Star (Yoi
No Myojyo Doji Bike Minami Jyuji
Sei) pattern, 22, 54, 58, 60-64, 65,
66, 237
Morning Star (Sankawa Ake No Myojyo)
and Evening Star (Sankawa Yoi no
Myojyo) pattern, 22, 56-60, 61, 85,
87, 95, 191, 270
see Three Rivers

N

Nabezoko, see Fry Pan Bottom
Nagare Boshi, see Inverted Hammer
Narabi Aka, see Side-by-side

Neck, see In, On

New York Stock Exchange, 212
Niten Zoko, see Matching Low
Niwa Garasu, see Two Crows

0
Ohtenjyou, see Tower Top
On Neck Line pattern (Ate Kubi), 47-48,
76, 142, 177-179, 180, 181, 183,
184, 185
Opening marubozu, 12-13
see Black
Oscillators, 243, 261
see Bollinger, Double, Price, Stochastics

P

Paper umbrella (Karakasa), 17, 30, 38,
47, 58

Pattern(s), 22, 142

recognition reliability, 223-240
PDO, see Price
Piercing line pattern (Krikomi), 22, 30,
45-48, 76, 78, 145, 178, 180, 181,
183, 184, 185, 211
Prediction, 223-226, 232
interval, 227, 231, 232, 233, 237, 238
Pre-signal areas, 242, 243-244
Price, see Close, Four
detrend oscillator (PDO), 264, 278
rate of change, 257, 278

R
Relative Strength Index (Wilder’s RSI),
244, 245-246, 247, 257, 278
Reversal, 24, 77, 104, 141
see Bottom
Reversal candle pattern, 11, 19-139, 141
199, 226
see Patterns
Reversal patterns, 9, 45, 72, 85, 88, 91,
94, 100, 108, 119, 122, 126, 131,
134, 137, 191, 218, 231
continuation pattern comparison, 20
Reverse Current Trend, 226, 227
Rising Three Methods (Uwa Banare
Sanpoo Ohdatekomi) and Falling
Three Methods (Shita Banare
Sanpoo Ohdatekomi) pattern, 38,
142, 154-158, 163, 164, 165, 196,
207, 231
RSI, see Relative

S
Sakata’s
Five Methods, 188
Law, 188
Method/technique, 17, 28, 87, 88, 141,
187-198
Saki Zumari, see Advance Block
Sanba Garasu, see Three Black Crows
Sankawa

“ Separating line(s), 78, 130, 142, 159-162

Index

Ake No Myojyo, see Morning Star
Soko Zukae, see Unique Three River
Bottom
Yoi No Myojyo, see Morning Star
San-ku (Three Gaps), 189, 192-194
San-pei (Three Soldiers), 189, 194-196
San-poh (Three Methods), 189, 196-198
San-sen (Three Rivers), 189, 190-192
San-son (Three Buddha Top), 190
Santen Boshi, see Tri Star
Sante Uchi Karasu No Bake Sen, see
Three-Line Strike
San-zan (Three Mountains), 189-190
Sashikomi, see Thrusting pattern
218
Shadows, see Kage, Long, Lower, Upper
Shaven
Bottom, see White Opening
Head, 11
see Black
Shinne Hatte, see Eight New Price Lines
Shita Banare
Niwa Garasu, see Upside Gap
Sanpoo Ippon Dachi, see Upside Gap
Three Methods
Sanpoo Ohdatekomi, see Rising Three
Methods
Tasuki, see Upside Tasuki
Shitahige, see Long
Shitakage, see Lower
Shit Banare Kobato Gaeshi, see Homing
Pigeon
Shooting Star, 15, 30, 41, 42, 43, 50, 105,
109, 112, 116, 145, 169, 173, 202,
218, 237
see Inverted
Short days, 11, 216
Side-by-Side
Black Lines, 149, 211
White Lines in Stalemate (Ikizumari
Narabiaka), 149
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White Lines pattern (Narabi Aka), 142,
148-153, 232, 233, 237
see Upside Gap Side-by-side
Signal, 242, 261, 264, 265, 267
see Expert, Firing, Pre-signal
Single-day candlestick, 43
Small body and large body relationship,
216-217
Smoothing, 213-214, 243, 259, 261, 263,
265
see Crossover
value, 265
Soldiers, see Fooling, Three
Spinning Top, 13, 70, 195, 202, 272, 273
Stalled pattern, 94, 195
Standard & Poor’s (S&P) 100, 209, 227,
248, 252, 253
Star (Hoshi), 16-17
see Doji, Morning, Shooting, Three
Stick Sandwich pattern (Gyakusashi Niten
Zoko), 22, 126-128, 137, 201, 238
Stochastics (Lane’s), 244, 278
oscillators (Lane’s), 246-247
Stock(s), 259
analysis, 238-240, 253-267
tables summary, 231-233
Success
measurement, 223
rate, 233
Sute Go, see Abandoned Baby

T
Takane Nochiai, see High Waves
Takuri Line, 16, 23, 25
Tasuki
Gap, see Upside Tasuki
line, 143
Technical analysis, 1-2
Three
Advancing White Soldiers, 88
Buddha Top, see San-son
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Black Crows pattern (Sanba Garasu),
22, 97-99, 100, 101, 103, 121, 124,
134, 136, 167, 168, 169, 195, 203,
232,233, 237, 238

Gaps, see San-ku

Inside Up (Harami Age) and Three In-
side Down (Harami Sage) pattern,
22, 35, 111-114, 232, 233, 237

Line Strike pattern (Sante Uchi Karasu
No Bake Sen), 142, 167-171, 211,
233

Methods, see San-poh

Mountains, see San-zan
Outside
Down, see Three Outside Up
pattern, 30
Up (Tsutsumi Age) and Three Outside
Down (Tsutsumi Sage) pattern,
22, 115-118, 221, 232, 237, 238
Rivers, see San-sen, Unique
Morning Star, 191
Evening Stars, 191
Upside Gap Two Crows, 191
Soldiers, see San-pei
Stars in the South pattern (Kyoku No
Santen Boshi), 22, 119-121, 232,
233
White Soldiers pattern, 22, 88-90, 91,
92, 93, 94, 96, 167, 168, 169, 191,
194, 195, 232
Threshold, 266
Threshold-based
indicators, 242, 243
values, 255, 257

Thrusting line pattern (Sashikomi), 47,
48, 142, 178, 183-185

Tohba, see Gravestone, Inverted

Tonbo, see Dragonfly

Tonkachi, see Hammer

Tower Top and Tower Bottom
(Ohtenjyou), 203-204, 205
Trend

Index

see Conti i
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