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INTRODUCTION

Like many technicians, I began my study of technical analysis with
classical bar chart patterns: trusty head-and-shoulders, triangles, wedges
and so on. Though I still rely on chart patterns today, not all technicians
share my respect for this form of analysis. Some technicians criticize classi-
cal chart patterns as being dependent on the imagination of the chartist
rather than on objective rules. While perhaps “the essence of charting is
subjective interpretation,™ what I find even more intevesting is the wide-
spread and unapologetic use of classical chart patterns among successful
analysts and traders.* In fact, the question of whether chartists assume a
reality that does not exist seems almost moot given classical charting’s lon-
gevity over the past century.

Yet the question remains why classical charting, a technique that ap-
pears to involve more exceptions than rules, attracts such a loyal following
among otherwise skeptical professionals. What do these analysts and trad-
ers actually see when they identify a “classical” chart pattern? The answer
I believe does not lie hidden in the minutiae of traditional chart pattern
definitions. More likely the answer is found in a set of general conditions
that experienced chartists recognize intuitively.

Traditional chart pattern definitions stress the uniqueness of individual
chart pattern shapes. For instance, think of the many variations on the
“triangle” theme alone: symmetrical, ascending, descending, wedge type,
inverted, inverted with rising or descending hypotenuse, continuation, re-
versal, top, bottom, et al., each with its own time, price, and volume subtle-
ties. It is my belief that in ascribing this much significance to individual
patterns, we also understate the common thread that binds all chart pat-
terns.

In the following discussion I will try to describe that common thread by
breaking chart patterns into generic components and examining each in
turn before assembling them into a single model. My goal is to suggest a
more compact and user-friendly approach to classical chart pattern analy-
sis by focussing on the common elements that appear to characterize classi-
cal chart patterns in general.

APPROACH

First, I will review the history of price charts along with the back-
ground and basic tenets of classical chart pattern analysis. While
these may be tired subjects for many readers, they are worth revis-
iting as they reflect the conventional views that we seek to expand.
I will also discuss the role that classical chart patterns play within
the broader scope of market analysis. Some of the practical
strengths and weaknesses of classical charting will also be covered.

Next, a simple conceptual model will be presented, which at-
tempts to depict classical chart patterns in terms of two basic com-
ponents: the volatility component and the structure component.
Individually these observations will not constitute new or unique
theory on the subject of bar chart patterns or price behavior. Taken
together, however, they should help reduce the degree of separa-
tion between what is typically perceived as a diverse range of classi-
cal chart pattern definitions. Using recent examples from the US
stock market, I will show how the model can be used to simplify
pattern recognition and enhance the timing of chart pattern-based
trading decisions.
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Again, my goal is not to advance a particular view of chart pat-
tern analysis into the realm of verifiable science. Rather, I hope to
add a measure of order to what some technicians view as the am-
biguous process of finding and trading classical chart patterns.

PricE CHART PRIMER

The earliest use of price charts has been traced back to 17th
century Japan where it is believed price charts were first used to
record and analyze the movements of the Japanese rice market.”
The use of price charts in the United States, however, did not de-
velop until the late 19th century. Prior to the widespread use of
charts in the U.S., price and volume analysis was generally limited
to what one could observe and memorize as live quotes ran across
a mechanical ticker tape. This practice became known generally
as “tape reading.”

In the late 1800s, the number of active stocks was few. However,
as this number increased, following the list of active stocks on the
tape became more difficult. Summarization of the data into price
charts was the inevitable result.

Thus, a price chart is merely a graphic record of price and vol-
ume activity over a length of time —a graphic ticker tape so to speak.
In this context one can understand how price and volume rela-
tionships gleaned from the practice of tape reading ultimately
shaped charting principles. As one technician aptly put it, “tape
reading was just primordial technical analysis.”

The earliest charts used in Western technical analysis are be-
lieved to be point-and-figure charts and existed at least fifteen years
before the advent of bar charts.” Point-and-figure charts differ sub-
stantially from bar charts in that they do not specifically record
time and volume data. They are noted for their ability to highlight
“consolidation” zones, which generally imply either accumulation
or distribution activity. The subject of this paper, however, relates
only to bar charts and bar chart patterns.

Bar charts, probably due to their ease of construction, have been
the most popular form of price charts since their introduction in
the late 1800s.° Each “bar” consists of a vertical line representing
the range of prices traded over a defined period: an hour, a day, a
week, a month, etc. Prices are plotted on the vertical axis and time
on the horizontal. Bar charts often include a graph along the bot-
tom of the chart depicting volume activity and in the futures mar-
kets the open interest. The vertical axis of a bar chart is generally
plotted on either an arithmetic or logarithmic scale, with the arith-
metic scale being the more popular form. A logarithmic scale shows
equal percentage increments of price rather than equal absolute
increments as with an arithmetic scale.

CrassicAL CHART PATTERN EvoLuTioN

The 1948 book Technical Analysis of Stock Trends, written by Rob-
ert D. Edwards and John Magee, is often referred to as “the bible
of technical analysis.” It is considered by many to be the definitive
reference source for information on classical chart patterns. How-
ever, Edwards and Magee attributed the credit for their ideas to
the original research and theories of both Charles Henry Dow and
Richard W. Schabacker.
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Dow was a co-founder of the Dow-Jones & Co. financial news
service and the first editor of The Wall Street Journal. He created the
original Dow Jones stock averages in the late 1800s and wrote a
series of editorials in the Journal that analyzed the price movements
of these averages. After his death in 1902, William Hamilton and
Robert Rhea refined Dow’s ideas into what became known as “Dow
Theory.”

Loosely defined Dow Theory is a method of analysis that uti-
lizes specific price patterns to infer the direction of the market’s
primary trend. If prices are making a succession of new highs,
interrupted by shorter-term reactions which terminate above pre-
vious reaction lows, the trend is considered to be up. Conversely, a
succession of new lows in price accompanied by lower highs on
intervening rallies indicates a downtrend. Dow recognized that on
all levels, from major swings down to day-to-day fluctuations, prices
do not move in a straight line along their trend but rather in a
pattern of “zigzags” or “waves.” This observation by Dow is signifi-
cant to chart pattern analysis as it form the basis of all classical
chart patterns; combinations of “zigzag” or “wave” patterns make
up the core of all classical chart pattern definitions. Other Dow
Theory principles also underlie classical chart pattern analysis.
These include Dow Theory “lines” which appear as a narrow range
of price fluctuations, and indicate a period of stagnation in price
where buying and selling forces are roughly equal. As Edwards
and Magee noted, a degree of coincidence appears to exist between
Dow Theory lines and what might otherwise be viewed as classical
chart formations.” Finally, the idea that volume tends to expand
on price movements in the direction of the dominant trend is also
a tenet of both Dow Theory and classical chart pattern analysis.

While Dow focused on the longer-term trends of business activ-
ity as reflected in the relationship between the closing prices of his
averages, it was Schabacker who adapted these principles to bar
charts of individual securities on a short to intermediate time frame.
In 1930, while employed as the financial editor of Forbes magazine,
Schabacker authored Stock Market Theory and Practice, a reference
work on the subject of the stock market and trading. He also pub-
lished a manual in 1932, Technical Analysis and Stock Market Profits,
which expanded upon the principles introduced in his first book.
It was primarily through these two texts that Schabacker pointed
out the various bar chart patterns that were later discussed and
popularized by Edwards and Magee. Thus Schabacker was the chief
architect of the “classical” chart patterns we know today such as
triangles, head-and-shoulders, et al. To reiterate, these patterns
belong primarily to the area of technical theory related to the trad-
ing of individual securities.

There have been other significant contributors to the body of
charting knowledge, notably Richard D. Wyckoff and Ralph Nelson
Elliott. Though it would be inaccurate to label the work of either
Wyckoff or Elliott as “classical charting” per se, some overlap does
exist. For instance, like Charles Dow, both Wyckoff and Elliott
sought to identify repeatable price patterns of a cyclical or rhyth-
mic nature.® Wyckoff and Elliott also viewed the relationship be-
tween price and volume similarly to Dow.

More recently formal research has been made into the area of
classical chart patterns. While no definite conclusions regarding
the efficacy of classical chart patterns have been reached, there
have been some encouraging results. For example, a 1995 study by
the New York Reserve Bank found that the head-and-shoulders chart
pattern yielded “significant excess profits” in select currency mar-
kets.” Research by Alex Saitta, a technician at Salomon, has shown
profitable trading results using standardized classical chart patterns
in the Treasury Bond market."
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CrassicaL CHART PATTERN Basics

Most charting methods, including classical charting, make use
of implied psychological or behavioral motivations. For instance,
“doubt” is the emotion usually associated with the early stages of a
new trend. Aftera trend has matured, “greed” or “fear” are thought
to be the forces that compel traders to “chase” prices up or down
even farther, culminating in a frenzied “climax” of buying or sell-
ing activity. "' Elliott wave structures are believed to directly reflect
a rhythm in nature that manifests itself in “crowd behavior,” and
ultimately in the shape of market prices.”” Classical chart patterns,
such as head-and-shoulders, triangles and others, are thought to
be indicative of “pool operators” or “inside interests” who inten-
tionally manipulate the market in distinct phases referred to as
accumulation, markup, distribution, and markdown."”

Regardless of the underlying causes attributed to their forma-
tion, classical chart patterns rely chiefly on the interpretation of
trendlines, geometric formations and price and volume relation-
ships. The primary chart patterns that Schabacker pointed out in
his first book, Stock Market Theory and Practice, included patterns of
accumulation or “bottoming,” and patterns of distribution or “top-
ping.” Collectively these patterns are known as “reversal” patterns
as they tend to coincide with a reversal of the prior established
trend. Schabacker also identified a second group of patterns as
“intermediate” or “continuation” patterns that are found “inserted
in the progress of an already originated move.”* As their name
implies these patterns suggest only a pause in activity followed by a
continuation of the preceeding trend.

The fact that a chart pattern appears as either a reversal or a
continuation pattern does not rule out plentiful exceptions. For
instance, an “orthodox” head-and-shoulders reversal pattern may
develop into a continuation pattern, or vice versa. Most of the
literature on classical chart patterns concedes this flaw. What can
be said with moderate certainty however is that when prices have
been in a trend and suddenly stop advancing or stop declining,
they are now “doing something else.”” That “something else” is
almost always the start of a classical chart pattern of one form or
another.

Over time and depending on which analyst or trader you con-
sult, individual patterns within each category have gone through
minor name changes and other slight revisions. For example,
Schabacker originally identified “wedges” as a reversal pattern, while
other technicians have accepted the wedge pattern as both a con-
tinuation and a reversal pattern. However the names and catego-
ries of the basic “area” patterns, which exclude all one and two-bar
formations such as “island” and “gap” patterns, as well as “spike” or
“V” reversals, can be broadly summarized as follows:

REVERSAL PATTERNS CONTINUATION PATTERNS
Head-and-shoulders Triangles (symmetrical, ascending, descending)
Rounding Rectangles/Boxes

Triangle Flags/Pennants

Broadening Wedges (rising, falling, running)

Double, Triple, Complex ~ Diamonds

Patterns such as complex head-and-shoulders, irregular tops and
bottoms, simple or “naked” trendlines, horizontal support and re-
sistance lines, trend channels and others are also very much part
of chart pattern vernacular. For sake of brevity, however, the pat-
terns listed above safely represent the majority of all classical chart
patterns.
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In addition to identifying specific pattern “shapes,” classical chart
pattern analysis also incorporates an analysis of the relationship
between price and volume. For example, a price “breakout” is be-
lieved to confirm a pattern’s validity if it is accompanied by increas-
ing volume. In the case of top reversal formations, this require-
ment is sometimes relaxed. However, in general, most chart pat-
terns tend to follow a sequence of high and/or irregular volume in
the early to middle stages, with markedly declining volume in the
late stages, just prior to prices “breaking out” beyond the bound-
aries of the pattern. There is as Schabacker explained, “...the ten-
dency for volume to decline during the period of formation of a
technical area pattern. This shrinkage in activity is especially con-
spicuous as the formation nears completion, just before a break-
out occurs.”® Charts 1A-1C demonstrate actual examples of this
behavior.

Another feature of classical chart patterns is the implied price
target. Following the confirmation of a pattern, which is normally
signified by a price “breakout,” chartists believe that targets can be
determined that indicate how far prices will either rise or decline.
The standard procedure for determining a price target is to mea-
sure the width of the pattern, in points or dollars, and
then add or subtract this value above or below the point at which
prices decisively exit the pattern.

RoLE oF CrassICAL CHART PATTERNS

Between the generous ridicule hurled at charting by well known
market commentators' and the often exaggerated claims made by
overzealous chartists, it is probably safe to assume that classical chart
patterns are a misunderstood subject. I have even known experi-
enced technicians who mistakenly view classical chart patterns as a
kind of esoteric knowledge for divining the future direction of stock
prices. In the following section I will utilize quotes from various
sources to help clarify the role of classical chart patterns.

It must be understood that chart patterns were conceived pri-
marily as a “timing” or “trading” technique used for individual trade
selection. Though Schabacker did find chart patterns useful as
indicators of the general market, he did not view them as a long-
term investment or market forecasting strategy; for this he consid-
ered fundamentals the more important of the two approaches:

“Our study has been devoted chiefly to consideration of the

technical factors affecting stock market fluctuations. We

have previously seen that such factors work much more
swiftly and profitably than do the fundamentals. The tech-
nical side of the market is of special importance for the
short-swing stock market trader — he who tries to take his
quick profitand run, and then renew his operation in some
other issue where technical considerations suggest another
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movement is about to materialize.”®

“The technical approach to the market...is based upon fac-
tors which relate chiefly, or at least more directly, to the
market itself, to the price movement which results from the
constant interplay between those who want to buy...and
those who want to sell...”"

“In other words, the fundamental factors suggest what ought
to happen in the market, while the technical factors sug-
gest what is actually happening in the market. Itis, there-
fore, the more important of the two angles for the
trader...”

Thus Schabacker emphasizes the point that “technical factors”
are particularly well suited to serving the needs of traders, or those
who operate on shorter time frames. For Schabacker this specifi-
cally meant the use of bar chart patterns as a means of highlight-
ing accumulation and distribution activity in individual stocks for
the purpose of providing buy and sell signals.

The notion of chart patterns as a tool of the “timer” is as ac-
cepted among knowledgeable observers today as it was by
Schabacker seventy years ago. For example, Gerhard Aschinger,
Professor of Economics at the University of Fribourg, Switzerland,
makes an indirect but a propos reference to the nature of charting
in a 1988 Swiss Bank Corporation article as follows:

“ ‘Speculators,” ... are defined as basing their investment
policy on the behavior of the market itself, using recent
patterns to predict future trends. ... In reality, many char-
tists would fall into this category. ... The point is that ‘fun-
damentalists’ usually follow a longer-range investment strat-
egy, whereas ‘speculators’ have a basically short-term ori-
entation.” *!

Aschinger implies that speculators are more concerned with
matters of timing than with long-range “strategy.” He also links the
use of “recent patterns” with the objectives of “speculators” as an
accomplished fact. These views echo Schabacker’s and support
the idea that chart patterns represent a technique belonging chiefly
to traders.

Peter Brandt, one of Commodity Corp.’s most successful trad-
ers for many years, and a speaker at the 14th Annual MTA Seminar
in Naples, Florida, claims to rely almost entirely on classical chart
patterns for making trading decisions. Brandt explains his views
on classical charting in a 1990 book interview as follows:

“Classical charting is ... useful only to highlight a certain

defined trading opportunity. Itis vital to keep in mind that

over 50 percent of chart formations fail to deliver profit-
able trades. This may be an indictment of classical chart-

ing as a forecasting tool, but not as a trading tool. Classical
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charting principles do not explain all the markets all the
time .... I am just looking for market situations that meet
certain guidelines” #

Thus, Brandt discounts any directional inferences of classical
chart patterns. He views classical chart patterns as useful for the
purpose of identifying and organizing individual trading decisions
rather than for the purpose of outright prediction. For Brandt,
chart patterns serve as a sort of bookmark that enables trades to be
made with reference to a particular set of price levels, risks and
potential outcomes.

The notion that classical chart patterns do not serve as a means
of prediction is not necessarily a new idea.? In the following quote
attributed to legendary trader Jesse Livermore, Livermore appears
to counsel that it is best not to place directional significance in
chart patterns:

“In a narrow market, when prices are not getting anywhere

to speak of but move within a narrow range, there is no

sense in trying to anticipate what the next big movement is

going to be—up or down. The thing to do is to watch the
market, read the tape to determine the limits of the get-
nowhere prices, and make up your mind that you will not
take an interest until the price breaks through the limit in
either direction.” *

One can assume that the “limits of the getnowhere prices” which
Livermore speaks of correspond to the boundaries of a classical
chart pattern of some type. More importantly, Livermore reserves
judgement regarding the future direction of prices “until the price
breaks through the limit.” Thus, Livermore suggests that the fore-
casting value of chart patterns is subordinate to their main role of
cordoning off the conditions that precede certain trends.

If we accept the idea that classical chart patterns are at best me-
diocre forecasting tools, then it follows that the successful use of
chart patterns is dependant on the occurrence of a sufficient num-
ber of sustained trends to offset an even greater number of “false”
signals. In this context, classical chart patterns are by necessity
allied with the technical trend-following philosophy, which states
that once a trend begins it is likely to continue.

In sum, two main points emerge regarding the role of chart
patterns. The first point is that chart patterns are intended chiefly
as an aid to trading and speculation of individual securities, al-
though other uses such as general market analysis are also pos-
sible. The other is that chart patterns are not particularly useful as
a means of predicting the future direction of prices; waiting for a
decisive “breakout” in order to confirm the validity of a chart pat-
tern would be unnecessary otherwise.

STRENGTHS AND WEARNESSES OF CHART PATTERNS

Perhaps the greatest strength of classical chart patterns is their
ability to help us participate in price trends. As trader and analyst
William Gann noted, “...the big profits are made in the runs be-
tween accumulation and distribution.”  Classical chart patterns
offer traders a viable means of capturing these “runs” by highlight-
ing the behavior which normally precedes significant trends.

In addition to highlighting specific trading opportunities, chart
patterns can also be used to control risk by forewarning us of trend
reversals. It is believed among most technicians that price trends
do not reverse immediately, but rather go through a period of ges-
tation before reversing. These periods often coincide with the
development of a classical chart pattern. Those who wish to con-
trol their open position risk may find chart patterns useful in these
situations.
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Another strength of classical chart patterns is that they delin-
eate when and at what price to buy and sell through the use of
trendlines and price target objectives. Once the boundaries of a
potential formation have been decided upon and marked off, these
boundaries correspond to specific price and time coordinates that
can be used to form specific trading and risk control strategy.

On the weakness side of the balance sheet, chart patterns are
notoriously subjective entities. Surpluses of chart pattern examples
exist in books and manuals with no corresponding supply of fixed
pattern definitions. Thus there exists no simple way of determin-
ing whether or not an actual classical chart pattern has been dis-
covered.

Because all classical chart pattern definitions are essentially ap-
proximations, chart pattern analysis contains the potential for abuse
by portraying the personal biases of the chartist rather than actual
market indications. The implied directional significance attached
to specific chart pattern names, such as “Bearish Wedge” or “Bull-
ish Triangle,” may also interfere with the chartist’s objectivity. To
the extent that certain chart pattern shapes are associated with spe-
cific directional outcomes, the risk of taking on a preconceived
directional bias by the analyst or trader seems inevitable.

Correctly identifying classical chart patterns in time to act on
the “breakout” is also problematic. To borrow from Dow Theory
parlance, how can one tell in what section of the line they are in
until it is all over, and thus perhaps too late to take a position?
Conversely, if we act too soon and pre-empt a chart pattern
breakout, the result may be a series of “false starts,” also known as
“whipsaws.”

Tae MoDEL

As mentioned earlier, the conceptual model separates chart
pattern behavior into two components: the volatility component
and the structure component. Both are equally significant and
their order is presented arbitrarily. Below I have summarized the
primary aims of the model:

To offset the lack of classical chart pattern specificity by provid-
ing a less subjective though still not entirely fixed criterion for
identifying patterns.

To serve as a notional benchmark for distinguishing valid chart
pattern behavior from other types of market behavior.

To minimize the risk of implied directional biases by excluding
the use of traditional “bull”, “bear” or pattern “shape” nomen-
clature.

To enhance the timing of trading decisions by more narrowly
defining the specific behavior that coincides with chart pattern
breakouts.

THE VoratiLiry COMPONENT

In lay terms, volatility is a measurement that tells us to what
extent prices are changing over time. A market moving up or down
15 or 20 points a day is more “volatile” than the same market mov-
ing up or down in 3 or 5 point increments. Volatility can also serve
as a proxy of underlying market activity. Using the same three stock
examples from earlier, Charts 2A-2C demonstrate how changes in
volatility, as measured by the one period range (highest high mi-
nus lowest low over the course of one day), correspond positively
with changes in volume over the same time period. This phenom-
enon is not unique to daily stock charts; it can be observed across
virtually all markets and time frames.

While the relationship between changes in volatility and changes
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Chart 3
The Volatility Component

Hypothetical Chart Pattern

"Breakout™

Volatility
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Volatility Curve

Time

in volume is by no means an absolute one, it is robust enough to
help us understand the dynamics behind chart pattern develop-
ment and the volatility component of the model. For example, if
we assume that for every transaction there is both a buyer and a
seller, volume can be viewed as a measure of the gross supply and
demand at any point in time for a given market. In the case of our
model, volatility has been substituted for volume as a means of gaug-
ing these changes in supply and demand.

We can thus begin to describe the development of a classical
chart pattern in terms of volatility as follows: In the final stages of
a price trend, and at the beginning of a so-called “classical” chart
pattern, the market is characterized by relatively high volatility and
wide price swings. Next, a gradual process of declining volatility
begins, leading at last to an area of suspense that marks the “begin-
ning of the end” of the chart pattern’s development. This final
stage immediately prior to a breakout is marked by a relative ab-
sence of price volatility versus the earlier stages of the chart pattern’s
development. The market has reached a relative standstill and is
positioned at the “tripwire” of an imminent breakout. Chart 3 de-
picts a schematic of the idealized volatility component.

Various tools can be used to help us measure changes in volatil-
ity that might not otherwise be obvious through visual inspection
of the chart pattern alone. The standard deviations of closing prices,
or an average of daily high-low ranges are two approaches. How-
ever, I prefer to use Welles Wilder’s Average Directional Index
(ADX) which is based on an average of excesses between period-
to-period ranges, and is smoother in comparison to raw measures
of volatility such as standard deviation. Although ADX is normally
thought of as a measure of trend strength, this does not preclude
the use of ADX for our purposes. ** Later I will show how to utilize
the ADX indicator (14 period) to gauge the changes in relative
volatility that occur during chart pattern development.

THE STRUCTURE COMPONENT

The structure component of the model is not intended as a blue-
print that tells us where we are within the structure and hence where
we are likely to go next, such as with Elliott wave or seasonal trad-
ing patterns. Rather, the structure component represents an ide-
alized form of cyclic behavior unique to classical chart patterns in
general. It is an attempt at making that which is important about
classical chart pattern “shapes” interesting — and not vice versa.

Specifically, the structure component emphasizes the tendency
of chart patterns to exhibit a series of well-defined and periodic
time cycles. This can be observed in most chart patterns as a series

Chart 4
The Structure Component
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During trends, cycles tend to owerlap minimally, or not at
all, such as points A and B above. Chart patterns however exhibit an
overlapping cycle structure, like at points C and D in the example at right.

of distinct turning points marked by prominent highs or lows oc-
curring at regular — or very nearly regular — time intervals. One
possible rational for this phenomenon is that cycle periodicity is
susceptible to greater distortion from the effects of trends. Hence,
cycle periodicity is noticeably more discernible in non-trending en-
vironments as represented by so-called “classical” chart patterns.

In contrast, traditional chart pattern definitions focus primarily
on the variation in cycle amplitude - or the “height” aspect of mar-
ket time cycles as measured in dollars or points — as a means of
classifying and distinguishing individual chart patterns. Traditional
definitions rely on the repeatability of specific chart pattern “shapes”
as formed by the combination of various cycle amplitudes. The
model however is based on the assumption that generic conditions,
such as declining volatility and distinct periodicity, underlie most
chart patterns regardless of their shape or their individual “classi-
cal” definition.

The structure component also incorporates the tendency of clas-
sical chart patterns to exhibit noticeably overlapping cycles or
“waves.” Most chart patterns reveal this tendency by taking on a
horizontal orientation along the length of the pattern. This aspect
of structure highlights one of the most fundamental differences
between price trends and chart patterns: During price trends cycles
overlap minimally, and in the case of very strong trends cycles may
not overlap at all. Chart 4 depicts the idealized structure compo-
nent of the model.
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SCREENING EXAMPLES

In this section I will present several examples of how the model
components combine to facilitate chart pattern based trading de-
cisions.

Chart bA, a weekly chart of Adobe, shows that the stock rallied
strongly from a low of about 15 dollars in mid 1998 to a high of
about 75 dollars in late 1999. Note the characteristic cycle struc-
ture during this trending phase; there is almost no overlap between
adjacent cycles except for a brief consolidation during the early

part of 1999. However, starting in mid November 1999, Adobe
begins to retrace some of its gains. Upon closer examination of
the daily chart during this phase (Chart 5B) we see an overlapping
cycle structure and a distinct 18-19 day cycle periodicity. Thus the
action in Adobe satisfies the basic requirements of the structure
component of the model. Rather than attempt to attribute various
meanings to the “shape” of this pattern, we are simply looking for
generic behavior that is consistent with the model. Yet we are not
ready to trade this pattern until we can satisfy the requirement of
the volatility component of the model. In Chart 5C, we can see
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how relatively higher volatility, as denoted by ADX levels between
30 and 50 during the final months of 1999, coincided with a] the
ending stages of the prior up-trend and b] the beginning stages of
the chart pattern’s development. Note also how decreasing volatil-
ity, as depicted by gradually declining ADX levels, marked the late
and final stages of chart pattern development. Itis common to see
ADX levels decline into the sub-20 level immediately prior to the
completion of a chart pattern, just prior to a pattern “breakout,” as
Adobe demonstrates in January 2000. By waiting for the market to
indicate through a measurable decrease in relative volatility its readi-
ness to breakout, and by ignoring the directional implications of
specific chart pattern “shapes,” we do not find ourselves engaged
in the tricky game of constantly anticipating the time of the breakout
or its direction.

Chart 6A is a weekly chart of Ames Department Stores, showing
prices in a steep downtrend from mid June through November 1999.
During this time Ames lost about fifty-percent of its value. Note
the rally attempt in November beginning from point X on the chart,
and the slight pullback in December to point Y. At this stage, on
the heels of a multi-month decline in prices, a chartist might nor-
mally be pondering whether this current pattern represents a
“higher low” or some other popular formation indicative of the
early stages of a reversal. However, since we are only concerned
with whether and to what extent the pattern imitates the model,
we do not refer to specific bull, bear or pattern “shapes.” A closer
look at the daily chart (Chart 6B) shows that Ames has established
adistinct 10-11 day cycle periodicity with clearly overlapping waves.
Finally, in January of 2000, the stock breaks down through support
near 25 dollars (Chart 6C). Note how this pattern breakout fol-
lows a decrease in relative volatility, as denoted by the ADX indica-
tor declining into the sub-20 level. Through an awareness of the
conditions that precede pattern breakouts, we are less likely to enter
a position based on a premature or “false” move outside of the
pattern. We are waiting for the market to tell us when it is ready to
move, rather than imputing our own biases to the pattern.
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Lastly, Chart 7A shows a weekly chart of software maker Novell,
with prices falling steadily from mid-July through October 1999.
Not unlike in the previous example of Ames Department Stores,
Novell loses roughly fifty-percent of its value over a multi-month
period. Beginning in October, a period of consolidation occurs in
which a distinct 14-15 day cycle emerges (Chart 7B). By mid-De-
cember, ADX has declined to sub-20 levels, a point at which we
have normally come to expect a breakout (Chart 7C). Although I
have highlighted the detail around this pattern to simulate a classi-
cally styled “complex” or “irregular” head-and-shoulders bottom
reversal, this was done purely in hindsight. The point is that such
interpretations are open to wide debate; no doubt many techni-
cians could have found different “classical” patterns in the chart
prior to the upside resolution of prices in Novell in December 1999.

FinaL THoUGHTS

Merely stating a technical observation does not elevate it to the
status of eternal truth. Yet, distilling our observations into strict
rules also has its drawbacks; fixed rules inevitably fail to address
the exceptional cases. The conceptual model offers a possible
middle ground. It attempts to remove some of the subjectivity in-
volved in chart pattern analysis while still permitting flexibility. The
model is useful, even if it is not always an absolute indicator, if it
helps us to understand the nature of the relationship between trend-
ing and non-trending markets, and how changes in volatility re-
flect changes in overall supply and demand.

We have seen how higher volatility coincides with the early stages
of chart pattern development and declining volatility with the later
stages. This has a logical basis: A more active market attracts and
supports more participants, and hence more gross supply and de-
mand — or total investor interest — than does a less active market.
Any sudden changes in supply or demand in a less active or “quiet”
market can result in sharply higher or sharply lower quotes due to
a sheer lack of available buyers or sellers, hence resulting in what
we commonly refer to as a pattern “breakout.” In the case of the
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structure component, we have seen examples of how chart pat-
terns, regardless of whether they be reversal or continuation pat-
terns in “classical” terms, can be set apart from trends by their char-
acteristic periodicity and wave structure.

If we accept the idea that classical chart patterns can be broadly
characterized by general conditions, rather than by a variety of
pattern “shapes,” then perhaps classical chart patterns are truly
not the products of wishful or delusional thinking as some critics
allege. Unlike UFOs, we can point to evidence that supports chart
pattern existence in the form of the volatility and structure com-
ponents. In addition, we can utilize this “template” view of chart
pattern construction to help us locate and trade patterns without
debating over myriad chart pattern definitions and their directional
significance.
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FoOTNOTES

1. Fosback, Norman G. [1976]. Stock Market Logic, Dearborn Fi-
nancial Publishing, Inc., pp. 213-214.

2. John Murphy, Louise Yamada, Alan Shaw, Justin Mamis, Ned
Davis, Alex Saitta, Bruce Kamich, Ralph Bloch, William O’Neil,
John Tirone, Peter Brandt — these names represent a sample
of well known market analysts and traders who utilize classical
chart patterns.

3. Shaw, Alan R. [1988]. Technical Analysis — reprinted from Finan-
cial Analyst’s Handbook, Dow Jones-Irwin, Inc., pp. 313.

4. Dines, James [1972]. How the Average Investor Can Use Technical
Analysis for Stock Profits, Dines Chart Corp., pp. 171. Dines was
paraphrasing - Worden, D. G., [date unknown]. Article “Tape
Reading in an Old and New Key” in the Encyclopedia of Stock
Market Techniques, pp. 820.

5. Murphy, John J. [1986]. Technical Analysis of the Futures Mar-
kets, New York Inst. of Finance, pp. 322-323.

6. Murphy, John J. [1986]. Technical Analysis of the Futures Mar-
kets, New York Inst. of Finance, pp. 322-323.

7. Edwards, Robert D. and Magee, John [1992]. Technical Analy-
sis of Stock Trends, John Magee Inc., pp.203.

8. Edwards, Franklin R. and Ma, Cindy W., [1992]. Futures and
Options, McGraw-Hill, Inc., pp. 444.

9. Osler, C.L,, and PH. Kevin Chang [1995]. “Head-and-shoul-
ders: Not just a flaky pattern,” paper, Federal Reserve Bank of
New York, August.

10. Saitta, Alex [1998]. “Reversal Formations: Predictive Power?,”
article, Technical Analysis of Stocks and Commodities, Novem-
ber.

11. Shaw, Alan R. [1988]. Technical Analysis — reprinted from Finan-
cial Analyst’s Handbook, Dow Jones-Irwin, Inc., pp. 316-317.

12. Koy, Kevin [1986]. The Big Hitters, Intermarket Publishing
Corp., Interview with Robert Prechter, pp.159.

13. Schabacker, Richard W. [1930]. Stock Market Theory and Prac-

tice, B. C. Forbes Publishing Co., pp. 601.
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14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24.

25.

26.

Schabacker, Richard W. [1930]. Stock Market Theory and Prac-
tice, B. C. Forbes Publishing Co., pp. 626.

Roth, Phil [1997]. Technically Speaking, interview, Traders Press,
Inc., pp. 346.

Schabacker, Richard W. [1932]. Technical Analysis and Stock
Market Profits, Pitman Publishing, pp. 296.

In just one example, the headline of Louis Rukeyser’s March
1997 newsletter declares: “Leaving History to the Elves, This
Market’s Charting Its Own Course.” Rukeyser goes on to say
in big, bold print “The typical elf lives in the demonstrably
vain hope that even-short term market action is scientifically
predictable, if only one can tweak the chart one more time.”

Schabacker, Richard W. [1930]. Stock Market Theory and Prac-
tice, B. C. Forbes Publishing Co., pp. 658.

Schabacker, Richard W. [1934]. Stock Market Profits, B. C. Forbes
Publishing Co., pp. 101.

Schabacker, Richard W. [1934]. Stock Market Profits, B. C. Forbes
Publishing Co., pp. 101.

Aschinger, Gerhard [1998]. “Reflections on the Crash,” article
in the Swiss Bank Corp. journal: Economic and Financial Pros-
pects, August/September issue.

Brandt, Peter L. [1990]. Trading Commodity Futures with Classi-
cal Chart Patterns, Advanced Trading Seminars, pp.14-28.

In the literature of Schabacker, Wyckoff, Edwards and Magee,
Jiller, Brandt et al., there is general consensus that bar chart
patterns are at best fallible as forecasting tools. Schabacker
connives to place above average confidence in the predic-
tiveness of some chart patterns, but not without disclaimers
such as: “...accurate analysis depends on constant study, long
experience and knowledge of all the fine points...” (Stock

Market Profits, pp. 35.)

Lefevre, Edwin [1923], Reminiscences of a Stock Operator, John
Wiley & Sons, Inc., pp. 125.

Gann, William D. [1923]. The Truth of The Stock Tape, Finan-
cial Guardian Publishing Co., pp. 125.

In the book Martin Pring on Momentum, International Institute
for Economic Research, [1993], pp. 200, Pring gives an expla-
nation of how ADX can be used to indicate declining “direc-
tional movement” as a precursor to new market trends.
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