SECTION 2----CHART PATTERNS

Overview—
Buying and selling pressures dictate price movements.  See these pressures in recurring price movement patterns---also known as formations.  These patterns are referred to as continuation and trend reversal patterns.  Continuation patterns are gaps or pauses needed by the market during sharp trends (that include wedges, triangles and rectangles). Trend reversals are when trends go the other way (in the opposite direction).

   Common Trend reversals:

· Head and Shoulders.

· The 1,2,3 tops and bottoms.

· Double or triple tops and bottoms.

Lesson 1---Chart Types

The most basic building block of technical analysis is price charts.
· Charts help the trader determine ideal entry and exit points of a trade.

· Provides a visual representation of historical price of what’s being studied.

There are three widely used plotting charts:

1. Bar chart.

2. Line chart.

3. Candlestick chart.

The Bar Chart:

1. Uses vertical bars to portray price action.

2. Represents the trading range for the stated time period.

3. Have at least on horizontal mark.

4. The top of the bar records the highest price.

5. The bottom of the bar records the lowest price.

6. The mark on the bar, extending to the left, records the opening price.

7. The mark on the bar, extending to the right, record the closing price.

8. Advantage: it can provide inclusive visual info on a single page.

The Line Chart:
1. The openings, the highs and the lows are ignored.

2. Only the closing price is plotted.

3. A continuous line, joined by peaks and valleys, join (connects) the closing prices.

4. Offers less visual info than the other charts.

5. It can be more helpful:

a. Since the high and lows are ignored, the market noise (short-term fluctuation) is gone/eliminated.

b. Makes it much easier to spot trends and reversal patterns.

Candlestick Chart:

1. Developed in Japan centuries ago.

2. Provides the same info as the bar charts.

3. Looks like a vertical rectangle, with a vertical line on top (wick), and/or a vertical line on the bottom (tail).

4. Vertical lines on the bottom and top a.k.a “the upper and lower shadows”.

5. The rectangles is a.k.a “the body”, showing the activity between the opening and closing prices.

If the opening price is higher than the closing price….

If the opening price is lower than the closing price…..

The biggest advantage of Candlesticks: easier to spot certain price patterns than on other price charts.

The biggest dis-advantage: candlesticks take up more horizontal space, leaving a limited/smaller view of market activity.

Lesson 2—Wedges
What is a wedge?
The most common breakout-based approach to wedges---give a bias to the same direction of the overall trend when the wedge is pointing in the opposite direction of the trend.

Wedges can be:

· Falling in an uptrend.

· Falling in a downtrend.

· Rising in an uptrend.

· Rising in a downtrend.

Lesson 3---Rectangles
A rectangle is also a channel.

What is a rectangle?

Support and resistant lines do not have to be horizontal.

Support and resistant lines do not have to be horizontal.
Trend lines connect to the high or low points to identify the channel/rectangle.

Several directions:

· Horizontal.

· Inclining

· Declining. All these directions are easy to spot as they are viewed as brief sideway trends.

A rectangle describes a price pattern where supply and demand are in approximate balance for an extended period of time.

The prices move in a narrow range, hitting resistance at the rectangle's top and finding support at its bottom. It is a pattern of indecision, one in which the bulls and bears are approximately equally powerful.
It’s sort of a tug-of-war for a period of time

A breakout can be measure by the height of the rectangle.

A rectangle should not be traded until the tug-of-war is resolved.  Either the buyers or the sellers will win.

A break out rectangle offer a low-risk entry point a very clear stop and explicit price target.

If a channel occurs within an uptrend and breaks out on the upside, it is called a bullish rectangle.

If congestion occurs with a downtrend and breaks out on the downside, the formation is called a bearish rectangle.

How do Traders frequently trade on the breakout of the channel or test the breakout?

“Flagpole” and the “flag,”

Lesson 4—Triangles

What is a triangle?
Triangles can be:

· Symmetrical.

· Ascending.

· Descending.

· Expanding.

The ascending triangle is recognized by a flat resistance line and an upward sloping support line.

The descending triangle is identified by a flat support line and downward sloping resistance line.

The less common expanding triangle is a mirror image of a symmetrical triangle, but the tip of the triangle - not the base - is next to the original trend.

When a triangle follows a strong rally phase, we refer to this as a pennant formation since the rally phase resembles a flagpole and the consolidation phase (triangle) that follows it resembles a pennant flag that tapers to a point.
Lesson 5---Head and Shoulders
What are head and shoulders?

Head and shoulders signal a reversal.

In an uptrend, the market begins to slow down and forces of supply and demand generally achieve equilibrium. Sellers come in at the highs (left shoulder) and push the market down until the bearish force slows down (beginning neckline). Buyers soon return to the market and ultimately push through to new highs (head). However, the new highs are quickly turned back and the downside is tested again (continuing neckline). Short-term buying re​emerges and the market rallies once more, but fails to take out the previous high (right shoulder). Buying subsides and the market turns back to the downside again. The pattern is complete when the market breaks the neckline. Head and shoulders can appear in an uptrend or inverted in a downtrend.

Lesson 6---1,2,3, Tops and Bottoms

1,2,3 tops and bottoms is a chart that signals a trend reversal.

In an uptrend, the market hits a new high (#1 top), pulls back to a short-term support level (#2 point), and resumes an upward move to a high that is below the #1 high point (#3 point), whereupon it reverses once again. In a downtrend, the preceding definition is inverted. The pattern is complete when the market breaks the #2 point.

Lesson 7---Double or Triple Tops and Bottoms

Double or triple tops and bottoms is another chart pattern that signals a trend reversal.

In an uptrend, prices rally to a new high, pull back for an indefinite time period, rally to the same high price area again whereupon it reverses once again. This rally and pull-back action can occur two, three or more times, forming a double or triple top. In a downtrend, the pattern simply manifests in the opposite direction.

1. Which of the charts are widely used?  All of them.  The bar, the line and the candlestick charts.
2. Which is NOT considered a continuation pattern?  One is the Head and Shoulders pattern.
3. Which is used by the line chart?  The closing price.
4. What does a Head and Shoulders pattern signal?  A trend reversal.
5. A wedge pattern is similar to a triangle except for….A noticeable slant in either direction.
6. The ascending triangle is recognized by a _________ resistance line, and a ________ sloping support line.  Flat, upward.
7. What is NOT a shape of a triangle?  A pyramid
8. Which would be the correct statement with respect to triangles? Traders frequently trade on the breakout of a triangle or test the breakout by placing a small risk stop order inside the triangle.
9. This would be INCORRECT about a Bar Chart: A mark, extended to the right, records the opening price.  Not true.  A mark, extended to the right records the closing price.
10. What statement is CORRECT about Head and Shoulders?  The pattern is complete when the market breaks the "neckline"
