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Preface to the
Third Edition

I receive a lot of emails from people wanting to know the fastest way to lose
money. They don’t phrase it like that, of course. “I want to trade Forex full
time,” using massive leverage. “I need to make money because I quit my job, I
have $10 in trading capital, and I’'m in debt up to my eyeballs. Can you help?”

One trader, let me call her Lisa, found success using this book. In just
over a year, she made $5 million. On paper. Then she used real money, funded
in part by help from her parents.

What happened?

Lisa made over a thousand percent and bought her dad a boat.

Can I adopt her?

For some, like Lisa, this book is a shortcut to making money. I've done
the heavy lifting by researching and cataloging chart patterns for more than
two decades. I packaged that research and experience into this book. It’s a thick
book. It’s an expensive book. And it’s worth every cent as Lisa found out.

All of my books sell well because I do one thing which few authors do: I
prove what I write. I don’t just copy the ideas of others who copied them from
someone else. My books break new ground. I’'m the person others are steal-
ing their ideas from. You’ll find my ideas between the covers of this book in
easy-to-understand language. There, I share performance details on 75 chart
patterns. Some patterns work. Some are best left untouched. And some that
don’t work turn into money makers when they bust their downward breakouts.

This Book

This book has information that will give you an edge to put you ahead of other
traders. But information is only one ingredient to success. You have to under-
stand how to use it.
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In the Glossary near the back of this book, I have listed the Results Snap-
shot followed by nine statistics tables, the same ones used in most chapters.
There, I explain each table entry. If you’re ever confused about the meaning of
a table entry or how I measured performance, then check the Glossary.

Following the Glossary is terminology. It explains important terms used
in this book.

There’s also a Visual Index of chart patterns hidden back there. If you
can’t make sense of the squiggles on your price chart, then maybe the visual
index can help identify the pattern.

This book is a reference tool, not a novel where you discover the butler
did it, and it’s not a book you’ll want to read from cover to cover. I tried to
lighten up the prose in this edition. You may find my humor misses the mark.
At least I woke you up.

What's New?

Maybe you already own the first or second edition. Why buy the book again?
The first edition was like owning a horse. The second edition was like owning
a model T. This edition is like owning the DeLorean time machine from the
movie Back to the Future.

I added chapters covering 23 new chart patterns.

¢ Additional samples. This edition reports on 150,000 samples, ten
times the first edition (15,000) and almost four times the second edi-
tion (38,500).

* New tables. All tables are still easy to understand. The new tables are:
* How often stops hit (provides guidance for placing stop loss orders)
* Performance and failures over time (do chart patterns work as

well today as they did 30 years ago?)

* Busted patterns (can you make more money trading failed patterns?)
* Special features (shows statistics unique to some chart patterns)

* Experience section. If I have traded a chart pattern, I discuss my expe-
rience with it, including lessons learned.

* Easy to use. Bold table references (example: Table 34.1), chart refer-

ences (example: Figure 27.5), and descriptive table entries (example:

Days to ultimate high) help make finding your place in the text and

locating the discussion for a table entry or figure easier.
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About the Statistics

With four times as many samples as in the second edition, and with perfor-
mance drifting over the 15 years since I updated this book, many statistics will
have changed, sometimes substantially.

Don’t be alarmed.

The statistics in this book allow you to compare the performance of one
chart pattern to another (which I make easy in the Statistics Summary at the
back of the book). The performance results are 7o meant to suggest you can
make 55% trading bump-and-run reversal bottoms (the best performing chart
pattern with an average rise of 55%). You can make 55%, but only if you trade
the chart pattern perfectly, and do so 1,099 times. Is that going to happen?

No.

You can do better.

If you’re serious about trading the stock market, or investing for the long
haul, this book might be the answer to your dreams. And if not, then each night
read one of the Sample Trades to your children as a bedtime story. Most won’t
give them nightmares, and they are too young to care anyway.

But they might grow up to be traders like Lisa who’ll buy you a boat.

Tromas N. BuLkowskr
Fanuary 2021






Preface to the
Second Edition

On 24 March 2000, the financial world changed. No, that was not the date this
book first hit the store shelves, but the beginning of a bear market that lasted
2.5 years. Finally, I had bear market data to use for finding chart patterns!

After spending nearly 5 years recovering from the work needed to com-
plete the first edition, I decided to undertake an update. I changed the editorial
content of the book in small ways, but made substantial improvements in oth-
ers. Here is the list of the important changes:

* Bull and bear market statistics for complete coverage.

* Expanded statistics, all in a similar format:

Results Snapshot, at the start of each chapter, shows the most important
numbers and surprises.

General statistics, including the average rise or decline, busted pattern
performance, and benchmark performance.

Failure rates, a list of ten breakpoints to show how often a pattern fails.

Breakout and post-breakout statistics, showing performance over the
yearly price range, pullback rates, and performance after a gap.

Frequency distribution of days to the ultimate high or low, showing
when the trend is likely to end.

Size statistics, describing how performance varies for pattern height,
width, and combinations of both.

Volume statistics, including volume trend, a new concept I call volume
shapes, and breakout day volume.

For best performance, a list of trading tips and where to find them in
each chapter.

xiii
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* More chart patterns. I added 14 new chart patterns.

* Event patterns. I added 9 new types of patterns, which I call event pat-
terns. These include earnings surprises, drug approvals, store sales, and
stock upgrades and downgrades.

® More samples. I found over 38,500 chart pattern samples, more than
double the 15,000 used in the first edition.

* Keyed table entries. Each table entry appears in bold at the start of its
corresponding text discussion for easy locating.

* Glossary and methodology. Instead of peppering the text with repeated
explanations, a new chapter explains how I arrived at each table entry.

Thanks to the thousands who purchased the first edition. I am confident
that this second edition will help you become a more knowledgeable and suc-
cessful trader.

TaoMas N. BuLkowskl
Fanuary 2005



Preface to the
First Edition

When I was a little tyke, I decided the easiest way to riches was to play the
stock market. It was, after all, a level playing field, a negative-sum game with
somebody winning and somebody losing. (Hint: The winner is always the bro-
ker.) All one had to do to win was pick stocks that went up and avoid stocks
that went down. Easy.

I kept this in mind when I graduated from Syracuse University with an
engineering degree and showed up early for my first professional job. Each
morning I cracked open the newspaper and plotted my stock picks on a piece
of graph paper taped to the wall. Bob, my office mate, used the same news-
paper to select his stocks. I chose my selections after exhausting fundamental
research, but Bob simply closed his eyes, twirled his hand around, and plunged
his finger into the newspaper. When he opened his eyes and removed his fin-
ger, he announced another pick.

After several months of tracking both our selections, I made a startling
discovery: I was getting creamed. Bob’s random selections were beating the tar
out of my carefully researched choices. I also discovered something else: I was
learning a lot by paper trading.

With the hesitancy and distrust inherited from my parents, I studied two
dozen firms before making my final selection and first purchase: I opened a
money market account. The timing was excellent; I was earning over 17% on
my cash. At first glance, the return might imply a very risky investment, but it
was not. The prime rate was, after all, at 21%.

Flush with success, I gathered my courage and opened a brokerage
account and began investing the few pennies I saved. Again, the timing was
excellent as I caught the beginning of a major bull market. I bought a stock at
a split-adjusted price of 88 cents and watched it go to $30 and change.

Lest you think that everything was easy, consider what happened. My
stock portfolio was growing by leaps and bounds, but my professional career
was about to take a turn for the worse. After switching careers more often

XV
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than I sometimes like to admit, I landed a job with a company I could finally
call home—a job that would last a lifetime, or so I hoped. Almost 6 months
after my 10-year anniversary with the company, I received a letter from the
chairman. He congratulated me on my decade with the company and looked
forward to even more success for me in the coming years.

Six weeks later I was laid off.

The Missing Million

I took stock of the situation and decided that, at the age of 36, I had enough.
Newspapers term guys like me The Missing Million. We are the ones who, for
whatever reason, leave their jobs and decide not to go back into the workforce.
We retire. Everyone, and I mean everyone (with the notable exception of my
cousin Mary Ann—bless her heart), thinks we are nuts.

They’re right, of course!

For the longest time, I have been fascinated with technical analysis of
stocks. In the early years, I considered the little squiggles to be nothing short
of voodoo. Still, I was curious as to why the major brokerage houses were hir-
ing technical analysts in droves. But I did not dare take my eye off the funda-
mentals simply because I did not know anything about the technicals.

Then I discovered Technical Analysis of Stocks and Commodities magazine.
During my lunch hour, I would take the elevator down to the library and read
back issues. Although I saw chart patterns in the stocks I bought, I never really
attached much significance to them. As some of my selections went sour, I
began to view chart patterns with more respect. The fundamentals always
looked good, but the technicals were signaling a trend change just as I was
about to pull the trigger. The stocks I bought either lost money outright or I
sold them too soon and cut my profits short.

Perhaps this has happened to you. You do fundamental research on a
stock and then buy it, only to watch it go nowhere for a year or more. Even
worse, once you get in, the stock tumbles. Had you looked at the chart the
answer was always there. Prices pierced a trend line, a head-and-shoulders top
appeared out of nowhere, the relative strength index signaled an overbought
situation. In short, any number of technical indicators were screaming that a
buy now would cost you your shirt. But you never saw the signs.

You are not alone; I did the same thing for years. I eventually got so
frustrated with the performance of my stock selections that I decided to do
my own research on technical analysis. I went to the library and read the same
thing in many books: A head-and-shoulders formation works #zost of the time.
What does that mean? Does it mean they are successful 51% of the time or
90% of the time? No one had the answer. I was not willing to risk my hard-
earned dollars on simple bromides. As an engineer I wanted hard, cold facts,
not fuzzy platitudes. So, I wrote this book.
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Book Layout

At the back of the book is an Index of Chart Patterns. If you suspect your stock
is making a chart pattern but do not know what to call it, the Index of Chart
Patterns is the first place to look. Page numbers beside each pattern direct you
to the associated chapter.

The chapters are arranged alphabetically in two sections: chart patterns
and event patterns. Within each chapter, you are first greeted with a “Results
Snapshot” of the major findings followed by a short discussion. Then, a “Tour”
invites you to explore the chart pattern. “Identification Guidelines,” in both
table form and in-depth discussion, make selecting and verifying your choices
easier.

No work would be complete without an exploration of the mistakes, and
the “Focus on Failures” section dissects the cause of failures. The all-important
“Statistics” section follows. How do you trade a chart pattern? That is what the
“Trading Tactics” and “Sample Trade” sections explore. The “For Best Perfor-
mance” section includes a list of tips and observations on how to select better
performing patterns.

If you have ever worked on a car or done some woodworking, then you
will recognize the importance of selecting the right tool for the job. You would
not want to use a flat-head screwdriver when a Phillips works better. Both do
the job, but they are hardly interchangeable. Sometimes it is not a screwdriver
you should be using, but a chisel. Selecting the proper tools and knowing how
to use them is half the battle. This book is a lot like that, helping to sort the
wheat from the chaff. Sometimes a chart pattern is frightening enough that
you will want to take profits. At other times, the best trade that you can make
is none at all.

I cannot give you the experience needed to make money in the stock
market using chart patterns. I can only give you the tools and say, “Go to work
on paper first.” That is the first step in developing a trading style that works
for you, one you are comfortable with, one that improves as you do. If you
review your paper trades, you will understand why a stop-loss order is more
than a tool for the professionals. You will improve your ability to predict sup-
port and resistance levels that will, in turn, allow you to tighten your stops and
get out near the top, cut your losses short, and let your profits run. You will
understand why the statistics in this book are useful for comparison purposes,
but your trading results may fall short. You may discover that your girlfriend
loves diamonds, but as a chart pattern, they are a lousy investment. One word
says it all. Experience.

Good luck.

Tromas N. BuLkowskr
December 1999
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Introduction

Jim is struggling.

He is the owner of JCB Superstores, and his competitor across town is
beating him up; there is blood all over Jim’s ledger. He decides it is time to
take off the gloves: JCB goes public. He uses the money from the initial public
offering to buy his competitor and add a few more stores around town.

With a growing sales base, Jim’s clout allows him to negotiate lower
prices for the office supplies he sells. He passes on part of the savings to his
customers, while watching his margins widen, and plows the profits back into
building more stores and updating existing ones.

Jim calls his friend, Tom, and tells him of his plans to expand the opera-
tion statewide. They chat for a while and exchange business tactics on how
best to manage the expansion. When Tom gets off the phone, he decides to
conduct his own research on JCB. He visits several stores and sees the same
thing: packed parking lots, people pushing full shopping carts, and lines at the
checkout counters.

He questions a few customers to get a sense of the demographics. At a
few stores, he even chats with suppliers as they unload their wares. Back at the
office, he does a thorough analysis of the financials and looks at the competi-
tion. Everything checks out, so he orders his trading partners to buy the stock
at no higher than $10 a share.

When news of the expansion plan hits the wires, the Street panics. It is,
after all, a soft economy, and expanding willy-nilly when a recession looms is
daft, maybe even criminal, according to some news outlets. The stock drops
below 10 and Tom’s crew makes its move. They buy as much as they can with-
out raising suspicion. The stock rises anyway. It goes back up to 11, then 12,
and rounds over at 13 before heading back down.

Several months go by, and the economic outlook is as bleak as ever. The
stock eases down below 10. After Tom checks in with Jim for the latest public
news, Tom’s team buys more. It is an easy score because investors are willing to
dump the stock, especially as year-end tax selling approaches.
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Six weeks later the company releases the sales numbers for JCB; they are
better than expected. The stock rises 15% in minutes and closes at 10.75. And
that is just for starters. Six months later, it’s clear the economy was never in
danger of entering a recession and everyone sees boom times ahead.

The stock hits 20.

Years go by, the stock splits a few times, and the holiday season looms.
Tom interviews a handful of customers leaving JCB Superstores and discovers
that they are all complaining about the same thing: The advertised goods are
not on the shelves.

Tom investigates further and discovers a massive distribution problem,
right at the height of the selling season. JCB has overextended itself; the infra-
structure is simply not there to support the addition of one new store each week.

Tom realizes it is time to sell. He tells his trading department to dump the
stock immediately but for no less than 28.25. They liquidate about a third of
their holdings before driving the stock down below the minimum.

Since it is the holidays, everyone seems to be in a buying mood. Novice
investors jump in at what they consider a bargain price. The major brokerage
houses climb aboard and tout the stock, but Tom knows better. When the stock
recovers to its old high, his trading partners sell the remainder of their hold-
ings. The stock tops out and rounds over. During the next month and a half,
the stock drifts down, slowly, casually. There is no rush for the exits—just a
slow trickle as the smart money quietly folds up shop and moves on.

Then news of poor holiday sales leaks out. There is a rumor about distri-
bution problems, merchandising mistakes, and cash flow problems. Brokerage
firms that only weeks before were touting the stock now advise their clients to
sell. The stock plummets 39% overnight.

One or two analysts say the stock is oversold; it is a bargain and investors
should add to their positions. Many bottom fishers follow their brokers’ advice
and buy the stock. Big mistake. The buying enthusiasm pushes the price up
briefly before a new round of selling takes hold. Each day the stock drops a bit
lower, nibbling away like waves washing against a castle of sand. In 2 months’
time, the stock is down another 30%.

The following quarter JCB Superstores announces that earnings will
likely come in well below consensus estimates. The stock drops another 15%.
The company is trying to correct the distribution problem, but it is not some-
thing easily fixed. It decides to stop expanding and to concentrate on the prof-
itability of its existing store base.

"Two years later, Tom pulls up the stock chart. The dog has been flat for
so long it looks as if its heartbeat has stopped. He calls Jim and chats about the
outlook for JCB Superstores. Jim gushes enthusiastically about a new retailing
concept called the Internet. He is excited about the opportunity to sell office
supplies online without the need for bricks and mortar. There is some risk
because the online community is in its infancy, but Jim predicts demand will
expand quickly. Tom is impressed, so he starts doing his homework and is soon
buying the stock again.
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Investment Footprints

If you picture in your mind the price action of JCB Superstores, you may
recognize three chart patterns: a double bottom, a double top, and a dead-cat
bounce. To knowledgeable investors, chart patterns are not squiggles on a price
chart; they are the footprints left by the smart money. The footprints are all
they need to follow as they line their pockets with greater and greater riches.

"To others, such as Tom, it takes hard work and pavement pounding before
they dare take a position in a stock. They are the ones making the footprints.
They are the smart money that is setting the rules of the game—a game any-
one can play. It is called investing.

Whether you choose to use technical analysis or fundamental analysis in
your trading decisions, it pays to know what the market is thinking. It pays to
look for the footprints. Those footprints may well steer you away from a cliff
and get you out of a stock just in time. The feet that make those footprints are
the same ones that will kick you in the pants, waking you up to a promising
investment opportunity.

This book gives you the tools to spot the footprints, where they predict
the stock is heading, how far it will travel, and how reliable the trail really is.
The tools will not make you rich; tools rarely do. But they are instruments to
greater wealth. Use them wisely.

The Database

Let me tell you about the stocks I used to compile the statistics in this book.

1,396 stocks were used; most start in July 1991 and extend into 2020.
Not all stocks covered the entire period.

Some stocks no longer trade. It’s important to include what happens
when a company goes bankrupt or merged out of existence.

All stocks use daily price data, not intraday, but some chapters use

weekly or monthly data.

® Most chart patterns were added in real time as new data arrives each
day. This avoids look-ahead bias (where I only catalog patterns I can
see have done well).

* The real-time addition of data was done for more than 20 years.

* All stocks have been split adjusted unless I no longer actively
follow them.

* When a new stock is added to the database, it may have been dividend
adjusted by the data provider. However, I don’t adjust stocks I use in
my database for dividends.

* A stock becomes part of the database provided it trades above $5

a share (usually), isn’t thinly traded (I like to see daily volume over
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100,000 shares), and the stock has a heartbeat (meaning it has a reason-
able high-low yearly trading range).

® Market capitalization varies with all three represented (small, medium,
and large).

® Most stocks chosen are from American companies whose stocks trade
on the NYSE or NASDAQ exchanges.

The Sample Trade

Most of the sample trades included in the chapters of this book are fictitious.
Each sample trade uses techniques I wanted to illustrate, incorporating ficti-
tious people in sometimes unusual circumstances. Call it poetic license, but
I hope they give you some ideas on how to increase your profits or minimize
your losses. Maybe you’ll find them entertaining, too.

Testing Chart Patterns

How do you test chart patterns? It’s not an easy question to answer. If you use
commonly available software that tests trading strategies, you’ll enter rules to
model the shape of a double bottom, for example. When price closes above the
top of the pattern, it signals an entry, so the software simulates a buy.

What about the exit signal? When do you sell? Should you use a stop-
loss order or a signal from MACD or even a moving average crossover? No.
Why not? Because you’re not testing the chart pattern. You're testing how
well a stop-loss order works or you're testing MACD or the moving average
crossover system.

So Iinvented two tools I call the ultimate high and ultimate low to solve
the testing problem.

Let’s look at a chart so I can explain how these work and you’ll under-
stand the statistics in this book. Figure I.1 shows two chart patterns, a double
bottom and a head-and-shoulders top. Let’s take the double bottom first.

Trading the Double Bottom

It appears at AB, two valleys that bottom near the same price. A buy signal
occurs when price closes above the top of the pattern. The top of the pattern is
at C and the entry signal (breakout) happens at D when price closes above the
top of the double bottom. Entry is made the next day using the opening price,
which is 17.06.

Let’s say you're using traditional software and place a stop-loss order a
penny below the low price of B, which is 15.70.
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Figure 1.1 A double bottom signals a trade entry at D and an exit at the ultimate
high. A head-and-shoulders top signals an entry at | and an exit at the ultimate low.

The computer watches the stock rise to E and then drop. When it touches
the stop-loss order at 15.70, which happens at F, it closes out the trade. So this
trade entered at 17.06, sold at 15.70, and took a loss of $1.36 a share.

Does this mean the double bottom lost $1.36 a share? No. It means the
stop-loss order lost that much. You tested the stop-loss order, not the dou-
ble bottom.

What do I mean?

Pretend that when price climbed to E, you raised the stop-loss order to
17.43 (which is the high price of G). When price dropped to 17.43, the stock
sold and it handed you a gain this time of 37 cents a share. Did the double bot-
tom make a profit? No. The stop-loss order did.

As you move the stop-loss order around, you get different sell prices.
You’re not testing the double bottom. You're testing how well the stop-loss
order works at different values. So we haven’t answered the basic question,
“how do you test chart patterns?”

Given the same entry signal (17.06), let’s say you traded this stock per-
tectly. Where would you sell? When price slides below F, you’ll be taking a loss
if you have to sell, so trying to shoot for 19 on the upper right of the chart isn’t
optimum. The trade goes negative for a while before it shows a profit.

Ultimate High

How about selling at E, when price peaks? That would give you the most
profit before the stock dropped into loss territory. That peak is what I call the
ultimate high. If you traded this stock perfectly, you’d buy at 17.06, using the
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opening price the day after an upward breakout, and you’d sell at the high
price at E.

I’'m not testing how well a stop-loss order works because I'm not using
a stop or MACD or a moving average crossover system to find the exit. 'm
selling at the highest possible price before things go wrong. I'm selling at the
ultimate high. A perfect double bottom trade.

How do I automate this? In my software, I use two rules to find the ulti-
mate high (on a historical price chart, not real time).

1. Find the highest high before price drops 20%, measured from the high
to the close.

2. If price closes below the bottom of the chart pattern, then the search
for the ultimate high stops, and we use the highest high found after
entering the trade.

In this example, the stock drops to F and closes at 15.70. The low at B is
15.71, so price has closed below the bottom of the pattern at E. We use rule 2
to find the ultimate high: The highest high between the entry price (17.06) and
F (the bottom of the pattern) is E. E is the ultimate high.

Let’s pretend the double bottom is much lower so I can tell you how rule
1 works. Let’s also assume that the close at J is at 13.

Rule 1 says to look for the highest high before price drops 20%, meas-
ured from the high to the close. The high between the buy price and J is E, at
17.80. So we look for price to close 20% below this, or 14.24. When price closes
at or below 14.24 (again, assuming this happens at J, at 13), we’ve found the
ultimate high, which is E, at 17.80. So we bought at 17.06 and sold at 17.80 and
made a profit of 74 cents a share.

We didn’t use a stop-loss order. We didn’t use MACD or the moving aver-
age crossover. We executed a perfect trade by buying exactly when we should
have and selling at the ultimate high. We tested how well the double bottom
worked if you traded it perfectly.

And that’s how I measured how bullish chart patterns work.

Years ago, someone asked me if this was the same as placing a trailing
stop-loss order 20% below the high price. It’s not. If you did that, you’d be
stopped out at J (the fictitious one at 13) and not E.

Incidentally, the 20% value in rule 1 comes from the idea of bull and
bear markets. A decline of 20% from a high in the market averages means it
slid into a bear market. A rise of 20% off a market low means it entered bull
market territory. I applied that idea to individual stocks when searching for the
ultimate high and low.

Ultimate Low

Finding the ultimate low for bearish chart patterns works similarly. Let’s take
the example of the head-and-shoulders top at GEH. We see the left shoulder
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at G, the head at E, and the right shoulder at H. Price confirms the pattern
when price closes below the neckline. Because the neckline slopes downward
in this example (not shown), I recommend entering the trade when price closes
below the right armpit, which I show as the horizontal line at I. You’d short at
the open the next day.

If you can program your computer to find head-and-shoulders tops, that’s
how you enter a trade. Nothing magical here.

What about the exit signal? Again, we could use a stop-loss order, but we
already know that’s not going to work from our previous example. We’d be
testing various locations of the stop and not the chart pattern. So let’s find the
ultimate low.

Two rules:

1. Find the lowest low before price rises 20%, measured low to close.

2. If price closes above the top of the chart pattern, then the search for
the ultimate low ends, and we use the lowest low found after entering
the trade.

In this case, price breaks out downward from the head-and-shoulders top,
drops to J, and then rises. The low at J is 14.60, so a 20% rise is 17.52. A close
at 17.52 or higher will end the search for the ultimate low.

When price closes at K (at or above 17.52), the search for the ultimate
low is over. We’ve found the ultimate low, which is J.

If K was a bit higher, then rule 2 would come into play. That’s because
price would close above the top of the head-and-shoulders, stopping the search
for the ultimate low.

In this example, we are trading this head-and-shoulders perfectly. We
are entering the trade at the opening price the day after a downward break-
out, and we are closing it out at the ultimate low, the lowest low before price
rises. A perfect trade. We are testing how well this chart pattern works. We’re
not testing stop-loss order placement or MACD or a moving average crosso-
ver scheme.

The performance of most of the chart patterns in this book follows these
two ideas: the ultimate high and the ultimate low. For bullish patterns, I look
for the ultimate high. For bearish patterns, I look for the ultimate low.

Chart Pattern Failures

Once you understand what a perfect trade means, you can look for failures.
What does it mean when a chart pattern fails? To answer that, I had to invent a
new concept, which I call the breakeven failure rate or the 5% failure rate. Those
two phrases are synonyms. All I did was count how many chart patterns failed
to see price rise or decline more than 5%.
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In a bull market, for example, I found that 18.8% of head-and-shoulders
top patterns failed to see price drop more than 5%. If your cost of trading is
5%, then you’ll know that nearly 20% of head-and-shoulders you trade, if you
trade them perfectly and often enough, will fail to cover your costs.

Realistic?

So there you have it. Once you understand that I'm measuring performance
from the breakout price to the ultimate high or low, then you’ll understand
most of the statistics in this book. You’ll understand that the performance
numbers are based on perfect trades, made hundreds or even thousands of times
to arrive at the average rise or decline I show in Table x.2 (where x is the chap-
ter number).

Are the results realistic? Not really. You likely won’t be able to duplicate
them in real life. You might do better or worse, depending on your skill and luck.

The double bottom example entered the trade the day after the breakout.
If you placed a buy stop a penny above the top of the double bottom, you’d be
entering at a better price (most of the time, based on my tests) than using the
opening price the day after the breakout.

So you could do better than the numbers shown in this book. All you have
to do is find the price of the ultimate high, weather the 20% drop, wait for a
recovery, and sell at a price above the ultimate high. People who buy and hold
do that all of the time.

For traders, though, it’s more difficult. Finding the ultimate high in real
time (as it’s happening) is challenging. That’s why people like me write these
types of books.
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How to Trade
Chart Patterns

This book will help you identify dozens of chart pattern types. It will also do
what no other book does: tell you how chart patterns have performed, over
three decades, using statistics from hundreds or even thousands of samples.

That’s not enough. That information won’t make you a successful trader,
but it will give you an edge over other traders. What’s missing?

Experience.

If you have enough experience trading stocks, you should be able to look
at a chart and determine whether it’s time to buy, sell, or stay in cash. That’s
not as difficult as it seems.

When you look at a chart, look for a bullish chart pattern, such as a dou-
ble bottom. If you find one that confirms as a valid chart pattern, then it’s
time to buy.

A confirmed double zop means it’s time to sell. If you do nothing else
except trade those two chart patterns, you could make money. Buy when a
double bottom appears (or any bullish pattern) and sell when a double top
confirms (or any bearish chart pattern). The ride between those two might be
bumpy, so you’ll need to know how to use a stop-loss order.

Add bells and whistles—such as making sure the market is trending
upward and the industry to which the stock belongs is also trending upward—
and you’ll have a smoother ride. Having both of those on your side increases
your chance of a successful trade. Complete the picture with a bullish stock
aching to rise, and you’re good to go. I'll discuss this setup later in this chapter.

Let me share with you a few ideas on how I make my trading choices. I'll
tell you about a few swing trading setups that work and then discuss the win-
ners of performance contests.

Bottom Fishing, Buy the Dip

When I have cash I want to put to work in the stock market, I'll flip through
600 charts on my computer, looking for anything that interests me (that takes
less than an hour unless I find something interesting). Figure 1.1 shows a
weekly chart that caught my attention. Why?
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Figure 1.1 The pattern at A and B leads to a strong move higher.

Before I answer that, let me say that I prefer to bottom fish for stocks.
That s, I prefer to buy low and sell high. I'm more successful at bottom fishing
than momentum trading (buy high, sell higher).

Ideally, a bottom fishing expedition will yield an investment that turns
into a momentum play when the stock soars and continues well into the
stratosphere.

Some will claim that bottom fishing is a risky play, and they are right.
But I argue that momentum trading is even riskier. Only you can decide which
practice is best suited for your trading style. I use both, but I prefer fishing
because as my portfolio has grown in size, I don’t need to trade as much. I can
devote my time to /iving instead of playing video games watching candlesticks
form on the 5-minute scale.

Returning to the figure, the stock started out low on the left of the chart
and climbed to the right, doubling in value. If you were to ride this chart like a
rollercoaster, you might exit the ride and stumble around, feeling queasy.

When I looked at Figure 1.1, I wasn’t thinking of buying the dip, but
that’s what I saw. Price moved horizontally at A (if you ignore the few down-
ward price spikes, the bottom of the portion is reasonably flat) followed by a
strong and quick plunge to B. After B, the stock recovered quickly to C and
bobbled up and down, eventually rising into the clouds at D.

I put the chart aside and flipped to the next stock that caught my atten-
tion. Figure 1.2 shows what I found (weekly chart, again). My software (which
I wrote) groups charts by industry so I can get a sense of how the indus-
try is behaving. I had moved from advertising (Figure 1.1) to airline stocks
(Figure 1.2).
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Figure 1.2 Adiving board on the weekly scale leads to the stock climbing strongly.

There’s the same pattern shown on this chart!

Point A is a flat base, lasting a long time (over 2 years). A plunge fol-
lows, taking the stock down fast to B, and then it recovers. This time, the
stock zipped up (B to C) but went sideways in 2016 for about 6 months (C)
before taking off and flying to D in a nice straight-line run that saw the stock
triple in price.

The stock moved sideways again at E (another flat base, but shorter),
dropped to F (not a fast drop), and soared to G. The EFG move is a pattern
similar to the prior two (this chart and the prior figure), but not as clean look-
ing nor as successful.

The pattern in Figure 1.1 happened in 2013-2014. Pattern AB (Figure 1.2)
happened in 2013-2016, and pattern EF occurred in 2018. In other words, 'm
finding the same pattern in different years, which is a good thing (potentially
different market conditions). Flat base, sudden drop, and fast move higher:
Could this be a winning setup that’s worked for years?

After finding a number of these patterns, I hunted for those that failed to
perform as expected. Figure 1.3 shows an example of a failure (weekly chart).
Notice that the flat base at A started in late 2014, the same as the other two
charts. Price moved horizontally at A, dropped swiftly to B, and recovered but
only to C before it tumbled to make a lower low at D. After D, though, the
stock did take flight and delivered (a pun on the package delivery service, in
case you missed it), which was reassuring if you buy and hold but terrifying for
a swing or position trader who bought before C.

I looked for other examples and eventually catalogued my results. The
research led to a pattern I call a diving board. I hunt for it on the weekly scale,
but I've noticed variations of this pattern on the daily charts, too.
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Figure 1.3 This diving board fails to act as expected.

As you look at the three charts, there are differences and there are simi-
larities between them. What’s important to performance? Is it the length of
the pattern, how far price drops after the flat base, the industry the stock is
a member of, or the time of year (seasonality or even bull/bear market)? By
looking at a number of charts (and with the help of this book), you can answer
those questions and become a more successful trader.

Daily Chart Setup

Figure 1.4 shows the same pattern in the advertising industry (which is suspi-
cious because it’s the same industry as Figure 1.1) but a different period (2018).
The large breakaway gap up in early November (A) was because of third quar-
ter results, which the market liked (hence the bullish gap). After that, price
moved horizontally at B and made a strong push lower to C, followed by a
headline-fetching rise up to G.

Along the way, earnings came out and helped momentum push the stock
up (D and E). Near the top, earnings at F sent the stock lower, but only for
a day. Perhaps the weak quarter was a warning of a coming trend change.
At H, the market disliked earnings and seemed to confirm an end to the upward
move, at least for a time.

I visited the company’s website and found a headline for I (near the diving
board), titled, “UBS Global Media and Communications Conference” web-
cast. I didn’t listen to the broadcast, but the stock turned sharply lower a few
days later, making a straight-line run down to C. I don’t know if the webcast
was the cause of the decline or what happened to send the stock skittering to C.
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Figure 1.4 This diving board is on the daily chart.

If you owned this stock at the time, it would have been wonderful if you knew
the cause of the drop (from I to C).

"This chart, on the daily scale, is similar to Figures 1.1 and 1.2. You can use
these historical charts to formulate how to trade the pattern. If you can time
your entry near C, then you can ride price back up to the base of the diving
board (B).

You can wait for price to close above the highest peak at B and ride price
upward to G. Below the bottom of the diving board (B) provides a good stop
location, too.

The ride upward to G may not be as smooth as shown on this chart or
in Figure 1.2 as price climbs from C to D. It might be as treacherous as the
climb to D in Figure 1.1. When I look at this chart, though, I see dollar signs
in the form of profit. All you have to do is find this pattern and have the cour-
age to trade it.

Another Setup

Figure 1.5 shows another setup but one you should avoid (at least from the
bullish side). The setup begins with price making a strong push higher, often
in a straight-line run (but be flexible as in this example). I show that upward
move at A and then B. The uptrend lasts several months and takes price from
about 9 to 13 (which means, a good rise).

Price moves horizontally at C as if trying to catch its breath (ignore the
downward February spike at C). The horizontal move should be proportional
to the AB move. If AB shows a breathtaking rise, then expect C to be a long
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Figure 1.5 This U-shaped pattern delivers a failure.

horizontal move while the bulls and bears regroup. In this example, AB is about
4 months long and C is 6 months long.

After the topping pattern (C), price forms a chart pattern just below the
base of the peak. I show that pattern at DE (a double bottom). The double bot-
tom confirms at F when the doji (hard to see) closes above the top of the peak
between valley’s D and E. Price climbs only to G before reversing.

After G, the stock drops all the way to H. Traders expecting the double
bottom to deliver profits to their wallet find holes in their pockets and the
money gone.

I see this setup a lot. Price moves up, goes horizontal, and then a chart
pattern appears (which can be any bullish pattern, like head-and-shoulders
bottom, double bottom, or triple bottom). The pattern confirms as valid and
price rises some before reversing and heading lower. The pattern busts its
upward breakout, handing bulls a loss.

Just recognizing the double bottom (DE) as a tradable pattern isn’t
enough. If you research the setup by looking at other charts, you’ll see how
this setup can lead to a failure of a chart pattern.

This (the double bottom, or head-and-shoulders, or any bullish pattern at
the end of the horizontal top) is a setup you’ll want to avoid.

Pothole Setup

Figure 1.6 shows a rare setup on the weekly chart, but it’s a variation of the
pattern shown in the prior figure.
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Figure 1.6 A pothole setup happens after a drop and flat base.

The company runs into trouble that lasts for the long term (months).
That trouble takes price down from A to bottom at B. At B, the bears want to
see the stock continue to drop, but bottom fishers like me see a good value.
Buying demand keeps the stock from dropping much farther. A stalemate
emerges with neither the bulls nor the bears winning, so the stock just lines
sideways (the B to C move).

If the B to C move represents a highway, then CD is a pothole. It’s a bear
trap, though. Price drops to C and makes another bottom at D, forming a dou-
ble bottom in this example. The CD move can represent any bullish pattern,
like a head-and-shoulders bottom or triple bottom. Anyway, price climbs out
of the hole and climbs and climbs and climbs (E).

If you’re lucky, the stock will rise like it did here, but don’t depend on
that happening. I also find this example suspicious because it happens in 2013—
2014, the same period as Figure 1.3. Still, it provides the template for the
pothole setup.

The key to this pattern is the stock forming a bottom (flat base) followed
by a pothole. Make sure the flat base appears after a downtrend. You don’t
want to go long if price trends up into the pattern (like Figure 1.5). See if you
can find a reason why the stock wants to climb (during E in Figure 1.6). The
reason could be a good quarter with a positive future outlook issued by the
company. Maybe the cost of ingredients is going down or the company can
raise prices on the goods they sell because the market for widgets is firming up.

If you look back at the figures in this chapter, they all have a flat base, a
period of time where the stock goes horizontal. After that horizontal move,
a pattern appears. In the first four figures, price drops (after the horizontal
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move). In the last two figures, a double bottom reversal sends price higher, at
least for a time.

If you research these setups (that is, find examples in the stocks you trade),
that will give you the confidence to trade a similar setup when it appears in a
stock you’d like to own.

Here’s another idea to help ease the research burden.

Patternz

I wrote pattern finding software for Windows that I call Patternz and made it
available for free to download and use (visit my website: www. ThePatternSite.
com). One of the things it does is simulate trades. I load up a bunch of stocks,
tell it to find double bottoms (as an example, but they happen often), and let
the program find them. Then I look at the context: the double bottom in the
surrounding price landscape. I'll guess whether to make the trade or stay in
cash, and then let the stock play out. It’s like day trading on the 1 millisecond
scale (you control playback speed). In seconds, I'll know whether the trade
made money or not.

What I’'m doing is training my brain not only to view the chart pattern,
but to get a feel for the conditions where the pattern will thrive or fail. It’s an
easy way to train your brain to recognize winning and losing setups.

Suppose you find a stock showing a chart pattern you wish to buy. Spend
an hour searching for similar setups using the Patternz simulator and you’ll be
able to tell whether your trade will /ikely work or not.

It’s easy to find chart patterns. The Patternz software will find them for
me. But having the experience to know whether they will work is what sepa-
rates a seasoned professional from amateurs.

Amateurs are the ones paying for the dreams of the professionals. Stop
giving away your money. Take the time to do the research to discover when a
chart pattern will work and when it won’t. Then put that knowledge to use to
fill your wallet or purse.

That’s how you trade chart patterns and make money doing it.

Another Way

I mentioned this setup in the introduction to this chapter. Look for a
bullish pattern and buy it when it confirms. Sell when a bearish pattern
appears. For example, Figure 1.7 shows a double bottom at AB. The two
valleys bottom near the same price. The squiggles turn into an actual dou-
ble bottom when price closes above the horizontal line. That happens at
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Figure 1.7 Here is a swing trade using a double bottom and a double top.

C (the breakout). The next day, D, you buy the stock at the opening price
and receive a fill of 7.40.

From then on, you look for a bearish pattern, one that says the stock is
going down. A double top appears at EF. The two peaks top out near the same
price. It confirms as a valid double top when price closes below the horizontal
line, G. The next day, you sell your shares at the open and receive a fill at 10.60.
The difference is $3.20 or 43% above the buy price.

In fact, if you had spotted an earlier double top (I), you could have sold a
day after the downward breakout (J) and received a slightly better fill, at 11.00,
for a net gain on the trade of 49%.

If you sold the day after J, you might be kicking yourself for selling too
soon. Why? Because price continued to rise to E and higher to F. If you were
astute, you may have recognized a 2B pattern at F and sold sooner, making
even more money. Don’t look for the 2B pattern in this book because I don’t
review it. Visit my website for details if you're interested in the 2B.

Of course, I cherry picked this trade, and often things aren’t as easy as this
example suggests. But the idea is simple. Buy bullish patterns and sell bearish
ones. Yes, you’ll have to find stocks that you believe show promise in an indus-
try doing well and during a rising market (you will want the stock, industry,
and market trending in the same direction for the best result).

You may want to score the chart pattern, too. I described the scoring
mechanism in my second book, Trading Classic Chart Patterns. A review of the
technique over a decade later shows it still works well. It will help you select
patterns that perform better and avoid the duds.
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Knots and Swing Trading Pullbacks

Let’s dig in and discuss some swing trading setups. Figure 1.8 shows what I
call a knot. It’s a useful way of detecting when a pullback will start and at what
price. It’s ideal for swing traders who want to make money when price breaks
out downward from a chart pattern in its initial push lower.

Let’s look at Steelcase on the left of the figure. A double top forms at AB
and confirms at C when price closes below the horizontal line. How low will
the stock drop in its initial descent?

Answer: to the knot at D. I define a knot as a place in a strong trend (E to
A in this example) where price moves sideways for at least 3 days. When it’s the
first knot closest to the double bottom (the first location of support, really, below
the pattern’s breakout), expect the stock to bottom there and begin a pullback.

In this example, knot D is the first support area below C. Price reaches
the area at F and begins to pull back to the price of C.

In my experience with knots, I know to place an order to close out the
trade at the 7op of the knot, not the middle or bottom. Sometimes, price touches
the top of the knot and reverses. At other times, the stock drops like we see
here at F before reversing.

Setup 2
Let’s take the case on the far right of the figure (“Setup 2”). In the rise from I
to H, there is no knot of support. The uphill move is fast and long.

The way to trade this is to split the move in half and place an order to
close out the trade there. In this example, midway up the run from I to H is J.

Steelcase (SCS)

W’W m@‘jﬂ p e
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Setup 3 Setup 2
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Figure 1.8 Shown are three ways to trade a pullback.
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Place an order to cover a short at J. After the double top FG confirms when
price closes below H, price drops to K before beginning a pullback.

You don’t see this setup often because there is usually a knot along the
uphill run from I to H, but it does happen. Take advantage of it and expect the
stock to find support midway in the I to H run like it does here at J.

If the run does show a knot but it looks too far below the chart pattern,
then split the run in half like I've explained. In technical terms, if support is
too far away, then price will reverse closer to the chart pattern. What is closer?
Most pullbacks bottom in the 7% to 8% range. If a knot is 10% or 15% away,
then that’s too far unless there’s a fundamental reason to drive price down hard
and fast (bad earnings, bad future outlook, that kind of thing).

If the move from I to H is exceptionally long, you might want to split the
run into thirds and place a trading order a third of the way down to I from H.
Search for other stocks showing the same pattern and see where they turn. The
Patternz simulator can make the search easy.

Setup 3

Another setup is similar to Setup 2 except there’s support between J and H, but
not in the same upward trend. Let’s rewind the tape and start at the beginning.

Imagine that the line separating Setup 3 from Setup 2 is missing. We see
a strong move higher from I to H. We could take half that move and assume
price is going to drop back to that area, just as we did in Setup 2. However,
looking to the left of I, we see peak L. It’s a mean-looking knot of support with
price going horizontal for a week or two (but need not be that extensive; a
simple well-defined top can do).

Instead of using Setup 2 to place the exit trade midway at J, it’s more
likely that the stock will drop to the price of L and reverse there. So L is our
target. We place a stop a penny above G, place our order to short a penny
below the price of H, and use the top of L as the exit.

Knots and Throwbacks

Figure 1.9 shows two more scenarios for swing trading the stock. The left
panel shows a double bottom at AB, confirmed when price closes above C. As
a swing trader, you don’t want to wait to buy into this situation, so you place a
buy stop a penny above C. That gets you into the trade right on time.

How far will price rise? Answer: to D. That’s the first knot. The knot is the
closest region to the breakout where price moves horizontally for at least 3 days.
"That horizontal movement is obvious because it rests in the circle to the left of D.

D is your short-term swing target. The stock will rise and hit that region
and likely turn back to the breakout in a throwback (which it did in this exam-
ple, after reaching E).
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Figure 1.9 Here are two setups that work well for swing trading throwbacks.

You can set a limit order to sell at the top of the knot, but the bottom of
the knot works better (less risky). In this case, it did work better when the rise
to E triggered the order and sold the position. You don’t make a lot of money
trading the throwback (7% or 8%), so you might have to increase the position
size to make it worthwhile. Do place a stop-loss order a penny below the lower
of the two bottoms (below A in this case).

Setup 2

The prior setup captures the run up to the throwback. What if you want to
capture more of an advance? This is a more risky setup, but it also works well.
Look for the second higher knot. I show that at F. That’s your target.

In this case, the knot is composed of peaks, a ragged top with price spik-
ing upward. Price also moves sideways here for at least 3 days, with lots of
overlap, so it’s a good area of overhead resistance.

The stock recovers from the throwback and rises to G where it hits resist-
ance setup by the second, higher knot, F. After that, price struggles to push
through that resistance but eventually does in this example.

Setup 3

The right half of the figure shows a similar setup. A small double bottom is at
HI, confirmed when price closes above J (it’s hard to see where that is, though).
In this setup, we have a measured move down pattern from L to K (first leg),
K is the corrective phase, and KH is the second leg.
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We know from studying measured moves that price returns to the cor-
rective phase 77% of the time (see Table 46.5, where 23% remain below the
corrective phase and 77% move higher). We know price is going to climb to
K. K becomes our target. We use a buy stop a penny above the high at J, a limit
order to sell at K, and place a stop a penny below the low at H.

Test these setups in the stocks and markets you trade. Make adjustments
accordingly so that they work for your trading style.

Performance Contests

Imagine Dave likes to bowl and he plays three games per match. Over a month
he competes five times and wins three out of five matches with one tie. If
we tally his win/loss record not for the 15 individual games, but for the five
matches, we find he wins 75% of the time (three of four contests with one tie).
We might conclude that he’s a good bowler or those competing against him
are not. I built the following tables just like I described with Dave. They show
how often an aspect of a chart pattern leads to better or worse performance.

Table 1.1: Reversals versus Continuations shows the results of the
first contest: Which types of patterns perform better, those acting as reversals
or continuations? Before I answer that, what is a reversal and a continuation?

A pattern acting as a reversal happens when price enters and exits a chart
pattern from different directions (down going into the pattern and exiting out
the top, or rising into a pattern and breaking out downward). Patterns acting
as continuations see price enter and exit the chart pattern in the same direc-
tion (down going into the pattern and breaking out downward, or rising into a
pattern and exiting upward).

For example, Figure 1.7 shows double bottom AB acting as a reversal
because price drops into the pattern and leaves it going upward. The down-
trend reverses. The rectangle at C in Figure 1.2 is a continuation pattern. Price
rises into the start of the rectangle (from B) and exits out the top. That is, price
continues in the direction of the prevailing price trend.

Table 1.1
Reversals (R) versus Continuations (C)
Bull Market, Up Breakout Bear Market, Up Breakout
Winner Reversals (55%) Reversals (73%)
Performance 43% R, 42% C 30% R, 26% C
Bull Market, Down Breakout Bear Market, Down Breakout
Winner Continuations (87%) Continuations (75%)

Performance -14% R, -16% C -22% R, -23% C
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Winner. Table 1.1 tells us that reversals work best after upward break-
outs and continuations work best after downward breakouts. For example, I
found 55% of chart patterns acting as reversals outperformed continuation
patterns in bull markets after upward breakouts. Almost all (87%) of the chart
patterns after downward breakouts in bull markets showed patterns acting as
continuations beating those which acted as reversals.

Performance. This line in the table shows the average gain or loss for the
contests. For example, reversals in bull markets after upward breakouts gained
43%. Continuation patterns saw price rise 42%. Notice that the differences
between the contests are often narrow. Continuations, for example, lead by
one or two percentage points. The narrow lead is a warning that the indicator
is weak as a predictor of future performance.

Table 1.2: Height. Do tall patterns outperform short ones? Tall or short
is a measure of the height of the chart pattern divided by the breakout price.

Winner. This line shows how chart pattern performance varies with
height. I contend that tall patterns outperform short ones, and we find that
belief is true in all market conditions and breakout directions. For exam-
ple, tall patterns win all of the contests (100%) after downward breakouts in
bull markets.

Performance. The performance averages are wide, too, with tall patterns
gaining an average of 46% and short ones gaining just 39% (bull market, up
breakout). I believe height is a key indicator of future performance, so you’ll
want to trade tall patterns and avoid short ones.

Table 1.3: Width. Do wide patterns outperform short ones? I measure
width from the start to the end of the pattern.

Winner. The numbers in the table tell how well width works as an indi-
cator of chart pattern performance. Contests from patterns in bull markets
perform better when they are wide. Bear market patterns show a tie.

Performance. Most performance differences are marginal (one or two
percentage points). For example, after downward breakouts in bear markets,
wide patterns see price drop 23% on the way to the ultimate low, but narrow
ones see price drop an average of 22%. Thus, width is not a strong predictor of
performance, but it can give you an edge in bull markets (where performance
differences are wider).

Table 1.2
Height: Tall (T) versus Short (S)
Bull Market, Up Breakout Bear Market, Up Breakout
Winner Tall (89%) Tall (89%)
Performance 46% T, 39% S 30% T, 25% S
Bull Market, Down Breakout Bear Market, Down Breakout
Winner Tall (100%) Tall (87%)

Performance =-17% T, -13% S -23% T, -21% S




Performance Contests 23

Table 1.3
Width: Wide (W) versus Narrow (N)
Bull Market, Up Breakout Bear Market, Up Breakout
Winner Wide (81%) Tie (50%)
Performance 45% W, 40% N 28% W, 27% N
Bull Market, Down Breakout Bear Market, Down Breakout
Winner Wide (85%) Tie (50%)
Performance -16% W, -14% N -23% W, -22% N
Table 1.4
Breakout Day Gap (G) versus No Gap (N)
Bull Market, Up Breakout Bear Market, Up Breakout
Winner Gap (68%) Tie (50%)
Performance 45% G, 42% N 28% G, 28% N
Bull Market, Down Breakout Bear Market, Down Breakout
Winner Gap (85%) Gap (57%)
Performance -16% G, -15% N -23% G, -22% N

Table 1.4: Breakout day gap. Do gaps that occur on the day of breakout
help performance?

Winner, Performance. After downward breakouts in bull markets, I
found that 85% of the chart pattern types showed a gap helping performance.
The chart patterns dropped an average of 16% versus 15% for those not show-
ing a breakout gap.

Notice that the percentages on the performance line are close, suggesting
gaps are not a strong performance indicator, either. Because I measure per-
formance using the opening price the day affer the breakout day gap, you can
participate in the better performance that a gap may provide.

Table 1.5: Throwbacks and pullbacks. Throwbacks and pullbacks are
features I love. When they appear, they invariably hurt performance. The table
shows the blood. A throwback happens after an upward breakout from a chart
pattern when price soars but then returns to the breakout price (or comes close
to it) within a month. Pullbacks are the same except the breakout is downward.

Winner, Performance. For example, 97% of the time I found that
throwbacks hurt performance after upward breakouts in bull markets. In con-
tests of patterns with downward breakouts in bear markets, all of them (100%)
showed that pullbacks hurt performance. The average decline of those contests
was 26% for those patterns not showing a pullback (N) and 20% for those that
did pull back (P). For a downward breakout, that’s a wide difference.
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Table 1.5
Throwbacks (T) and Pullbacks (P) versus None (N)

Bull Market, Up Breakout Bear Market, Up Breakout
Winner Throwbacks (97%) Throwbacks (89%)
Performance 40% T, 48% N 25% T, 33% N
Occurrence 64% 65%

Bull Market, Down Breakout Bear Market, Down Breakout
Winner Pullbacks (91%) Pullbacks (100%)
Performance -14% P, -17% N -20% P, -26% N
Occurrence 64% 63%

Occurrence. The Occurrence line in the table shows how often a throw-
back or pullback occurred, on average. Throwbacks and pullbacks happen
almost two out of three times (63 % to 65%).

Table 1.6: Rising or falling volume. The table shows how patterns
behave if volume is rising or falling from the start of the pattern to the end,
found using linear regression.

Winner. For upward breakouts, performance improves just over 60% of
the time if volume is rising. Downward breakouts are mixed with bull markets
in patterns showing falling volume doing best but bear markets show a tie.

Performance. The performance numbers are close, though, especially
for downward breakouts. For example, patterns with rising volume (R) saw
price climb 44% to the ultimate high (bull market, up breakout). Patterns with
falling volume (F) showed gains averaging 42%. The volume trend is not a
good predictor of future performance.

I think technical analysts put too much emphasis on volume. (Consider
that for every share sold, one is bought. If institutions are selling massive
amounts of shares, then other institutions are buying those shares.)

Table 1.7: Heavy versus light breakout day volume. I compared
breakout day volume with the prior month.

Table 1.6
Rising (R) versus Falling (F) Volume
Bull Market, Up Breakout Bear Market, Up Breakout
Winner Rising (62%) Rising (619%)
Performance 44% R, 42% F 29% R, 27% F
Bull Market, Down Breakout Bear Market, Down Breakout
Winner Falling (56%) Tie (50%)

Performance -15% R, -15% F -22% R, -22% F
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Table 1.7
Heavy (H) versus Light (L) Breakout Day Volume

Bull Market, Up Breakout Bear Market, Up Breakout
Winner Heavy (79%) Heavy (79%)
Performance 43% H, 41% L 29% H, 26% L

Bull Market, Down Breakout Bear Market, Down Breakout
Winner Heavy (67%) Light (55%)
Performance -15% H, -15% L —22% H, -22% L

Winner, Performance. The table shows that heavy breakout day volume
suggests better performance most of the time. For example, I found that 79%
of the time after upward breakouts in bear markets, high volume led to better
performance by 29% (for heavy volume) versus gains averaging 26% for
patterns with light breakout day volume.

You will notice that the percentage difference is not great, especially
after downward breakouts (which show ties). Breakout volume is not as good a
predictor of performance as many believe.

Table 1.8: Trend change. This table is different from the others. It shows
how often price continues rising or falling more than 20% after the breakout.
My thinking is that if a chart pattern shows large post-breakout moves, then it
should be easier to make money trading them. Conversely, a pattern that has
lots of small moves may be difficult to trade profitably.

Occurrence. Only in bull markets do the majority (55%) of chart pattern
types see price rise more than 20%. The worst performance (28%) comes
from chart pattern types with downward breakouts in bull markets. That poor
performance makes intuitive sense because the market trend is upward but the
breakout is downward. It’s like swimming against the current, so you’d expect
the swimmer to struggle.

Notice that downward breakouts in bear markets place second (49%).
It’s another indication that trading with the trend (upward breakouts in bull
markets and downward breakouts in bear markets) leads to better performance.

Table 1.8
Trend Change
Bull Market, Up Breakout Bear Market, Up Breakout
Occurrence 55% 46%
Bull Market, Down Breakout Bear Market, Down Breakout

Occurrence 28% 49%
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Table 1.9
Single Busted Patterns (S) versus Proxy (P)

Bull Market, Up Breakout Bear Market, Up Breakout

Winner Single bust (97%) Single bust (75%)
Performance -22% S, -15% P —24% S, -22% P
Single bust occurrence  53% 76%

Bull Market, Down Breakout Bear Market, Down Breakout
Winner Single bust (94%) Single bust (79%)
Performance 53% S, 41% P 40% S, 28% P
Single bust occurrence 70% 63%

Table 1.9: Single busted patterns versus proxy. The final table in this
chapter shows how well busted patterns perform against non-busted ones.

Winner. Single busted patterns outperform their non-busted counterparts
a good portion of the time. That’s especially true for chart patterns in bull
markets. They win more than 90% of the contests. Bear markets also win
contests, but at a more sedate pace.

Performance. I compared the performance of single busted patterns
with their proxy (P), the non-busted pattern. In most cases, the performance
difference is quite wide.

For example, in bear markets after downward breakouts, single busted
patterns with downward breakouts saw price rise an average of 40% above the
top of the chart pattern. The non-busted patterns saw price climb just 28%,
on average.

Occurrence. This line tells how often a single busted pattern happens
(versus double or more than two busts). The higher the number, the easier it’ll
be to trade a busted pattern that wins big. That means you are more likely to
trade a single busted pattern than a pattern that double or triple+ busts.

Bull markets with upward breakouts show fewer single busts (53 %) than
the others. I think that’s because when the pattern busts, price will be heading
lower and that’s going against the bullish current. It invites a double bust.

The chapters that follow look at individual chart patterns. I use statistics
to help discover how they behave, and I share my findings with you.
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AB=CD®, Bearish

A

RESULTS SNAPSHOT

Appearance: A three-leg zigzag pattern with two turns located by Fibonacci ratios.

Downward Moves

Bull Market Bear Market
Performance rank 5 (worst) out of 5 3 out of 5
Breakeven failure rate 26.3% 10.2%
Average drop -12.7% -21.6%
Volume trend Downward Downward
Point D reversal rate 32% 38%
How many reach point D? 95% 8%
See also Bearish bat, bearish butterfly, bearish crab, bearish

Gartley, measured move up

You’ll need a computer to find this pattern unless you’re incredibly fast
with a calculator and have lots of time to waste searching for the thing. If you
have access to a computer with pattern recognition software, then this pattern
is as plentiful as hair on a gorilla. If your software is better than mine or you
have special sauce that you can add to the ingredients, then your pattern may
behave differently than the ones I studied.

I measured performance of Fibonacci-based patterns differently than I do
other chart pattern types. That’s because we’re looking for a reversal at the end
of the pattern and not an up or down breakout. Therefore, the layout of this
chapter is different from most other chapters in this book.

27
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The bearish AB=CD performs in two ways. First, if you know the first
three turns (ABC), then you can anticipate at what price the last turn (D) will
appear. This works well, with price reaching D nearly all of the time (95% of
the time or more). Second, once price reaches D, it’s supposed to turn lower.
My tests show this doesn’t work well (only 32% to 38% of the time). As I men-
tioned, this could be a flaw with the model I used. Your software may perform
differently.

Let’s run through the rest of the Results Snapshot for the bull market
(you can compare the results with the bear market). I measured the drop from
the peak at turn D (the last in the pattern) to the ultimate low. Of the five
bearish Fibonacci-based patterns I studied, this one performs worst in the bull
market when price drops just 12.7%. The breakeven failure rate is 26.3%,
which is high. That means price fails to drop more than 5% over a quarter of
the time. Volume trends downward, but it’s close to random.

Let’s take a closer look at this pattern to discover what this mysterious
point D is and what the pattern looks like.

Tour

The bearish AB=CD is a Fibonacci based pattern, meaning Fibonacci ratios
determine the turning points.

Figure 2.1 shows an example of a bearish AB=CD pattern. The pattern
appears as turns ABCD on the chart. In this example, leg AB’s height is similar
to the height of CD, hence the name of the pattern. In the ideal case, you’ll see
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Figure 2.1 A bearish AB=CD pattern correctly predicts a downward move in the
stock after turn D.
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leg CD equal AB. Often, however, the CD leg may be a Fibonacci extension
away (meaning point D can be far away from the other three turns). That’s not
a flaw. Rather, that’s just the way the pattern is constructed.

The duration (days) of AB should also equal the CD duration in the ideal
case. Here we see leg AB lasting 6 calendar days and CD lasting 8. That’s quite
close, isn’t it? Most of the time, like I described for price, point D’s date can be
far removed from the other points.

In well-behaved patterns of this type, the slope of the AB line should be
similar to the CD slope, with a retrace in between. That’s almost what you
see in Figure 2.1, but it’s seldom that pretty. In fact, you can see some bizarre-
looking AB=CD patterns even though they qualify as valid Fibonacci patterns.

Volume trends downward in this example, shown on the chart as E.

This ABCD is a good performer. Price completes a tidy and compact-
looking pattern and then price falls, making an extended decline into December.
That’s how the pattern is supposed to behave.

Let’s go through the guidelines for identifying these patterns.

Identification Guidelines

Table 2.1 shows identification guidelines for the chart pattern, and Figure 2.2
shows a typical example. The pattern appears in the figure as ABCD.
Appearance. As I mentioned, the shape of the bearish AB=CD can look
weird when point D is far from the ABC turns. The figure is an example of
that asymmetry, but not an extreme one. Leg AB is 36 days long, so you might
expect (or hope) the CD move to also be that long. It’s not. CD is 66 days long
or almost twice the AB duration. It’ll be rare that leg CD matches the length

Table 2.1
Identification Guidelines

Characteristic Discussion

Appearance A three-leg zigzag pattern with two turns located by Fibonacci ratios.

BC/BA retrace  The ratio of BC/BA is one of .382, .5, .618, .707, .786, or .886.

DC/BC The extension of leg DC to BC is one of the Fibonacci numbers: 1.13,
extension 1.27,1.41,1.618, 2, 2.24, 2.618, or 3.14.

Hills and valleys From A to B, there should be no valley lower than A and no peak higher
than B. From B to C, there should be peak higher than B and no valley
lower than C. From C to D, there should be no valley lower than C
and no peak higher than D.

Volume Trends downward most often. Don’t ignore a pattern because of an unu-
sual volume trend.

Duration I limited patterns to 6 months, but this is an arbitrary limit | use for most
chart patterns.
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Figure 2.2 This bearish AB=CD pattern breaks out upward.

of AB. Just because CD is almost twice as far away as AB doesn’t mean the pat-
tern is invalid. Rather, the turn is determined by the Fibonacci number used
to located it.

Let’ talk about the Fibonacci ratios.

BC/AB retrace. Retrace BC compared to the height of BA is governed
by the Fibonacci numbers listed in the table. Let’s give your slide rule a work-
out and go through the math. The low at point A is 56.81, and the high at B
is 63.85 for a height of 7.04. The low at C is 60.32. I tuned my software to
find a turn within .01 (1%) of one of the numbers listed in the table, so we get
(63.85-60.32)/(63.85 — 56.81) or 50.1%. That value is almost exactly the 50%
retrace (.5). So the ABC turn meets the guidelines.

DC/BC extension. If you invert the ratio found in the last step, you use
it to find the price of D. In this example, we found the closest Fibonacci num-
ber to be .5, so we’d expect point D to be twice as far away. To put it another
way, let’s pick a point D where the ratio of DC to BC is 2. The high at point D
is 67.36, so the equation is (67.36 — 60.32)/(63.85 — 60.32) or 1.99 (or about 2).

We found turn ABC to obey one of the numbers listed in the table, and
we also found point D using a Fibonacci extension (one of them listed in the
table), so we found a valid AB=CD pattern.

In this example, price turns down at D, just like it’s supposed to. However,
the drop is brief (to E).

Hills and valleys. I excluded any pattern that had a peak or valley outside
of the turns as described in the table.

Volume. Although it may not look like a downward volume trend in
this example (F), linear regression says it recedes. In fact, you’ll see volume
trending downward in most AB=CD patterns and other chart pattern types,
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too. If volume trends upward, that’s fine. Don’t throw away a pattern because
of an unusual volume trend.

Duration. I imposed a 6-month limit to the length of most chart pat-
terns, including the AB=CD. It’s an arbitrary limit.

Focus on Failures

Figure 2.3 shows an example of a failed bearish AB=CD pattern (labeled as
turns ABCD). The pattern fails in multiple ways. The first is that price doesn’t
make it up to the predicted point D.

Turn A has a low price of 134.82, B has a high of 148.28, and C has a low
of 139.95. That gives a BC/BA retrace of .618, so the turn qualifies as a valid
AB=CD. It predicts that point D should be at 153.41 using the formula: D =
(B — C)/Ratio + C.

As the figure shows, point D falls well short of the target, which I show as
F. Instead, price rises only to D before dropping to E. Imagine that you wanted
to trade the anticipated rise to point D by buying the stock soon after turn C.
You placed a stop a few pennies below C, and you would have been stopped out
at E, which reached a low of 139.79, slightly below the low at C.

As I mentioned in the Identification Guidelines, there can’t be a low
below C on the way to the calculated point D. Point E stops the search for D
because it’s below the low at C. If you ignore that rule, then you have discov-
ered the second failure type.
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Figure 2.3 Price is supposed to turn down at F, but the search for point D ends
when point E is below C.
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The second way this AB=CD fails is when price continues rising instead
of turning at D. If we ignore the lower low violation at E and assume price
climbs to F, where turn D should be (153.41), then look what price does. It
continues rising, doesn’t it? So price fails to turn at the new target D and
moves to G, peaking at 158.77, well above the 153.41 target. Shorting the
stock at F would have tested a trader’s courage against a rising price trend
when the stock climbed to G.

Look back at Figure 2.2 where it shows another example of how the pat-
tern fails to see price decline much after D. Price drops from 67.36 (point D) to
65.22 (point E), a drop of 2.14 points or 3%. Could you make money shorting
the stock at D, knowing that if you traded it perfectly, you’d make 3%?

If you owned the stock (long) and sold at D thinking price would drop,
you’d be happy that the stock dropped to E, but your joy would turn to sadness
when the stock continued climbing up to F and beyond. It would say you’d
made a mistake.

Of course I chose Figure 2.3 to highlight the failure of this pattern to
perform as expected. That’s what the Focus on Failures section is supposed
to do. In the next section, we’ll see what the numbers say about how this pat-
tern behaves.

Statistics

Table 2.2 shows general statistics for the bearish AB=CD and tailored to the
Fibonacci pattern. That means you won’t find explanations for the table entries
in the Glossary. Most are self-explanatory.

Number found. If you can program your computer to find them, you’ll
discover that they come out like worms after a heavy downpour. They were so
plentiful that I limited the number catalogued per stock.

I found the first pattern in February 1990 and the most recent in Febru-
ary 2020, finding them in 884 stocks. Not all stocks covered the entire period,
and some stocks no longer trade.

Table 2.2
General Statistics

Description Bull Market Bear Market
Number found 2,649 696
Breakeven failure rate 26.3% 10.2%
Average decline after D -12.7% -21.6%

Volume trend
Performance Up/Down volume

54% Downward
-13%U, -13%D

58% Downward
-19%U, —-24%D
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Breakeven failure rate. For those patterns that see price make it up to
D and reverse there, this is a measure of how often price fails to drop more 5%
(below the high at D). The bull market value is high (ranking fourth out of five,
where one has the lowest failure rate), but the bear market rate, at 10.2%, is the
worst of the five bearish Fibonacci patterns I looked at.

Average decline after D. This is a measure of the drop after point D,
for those patterns seeing price make it up to point D and reverse there. As one
would expect, the drop in bear markets is larger than in bull markets. If you
were to trade the bearish AB=CD pattern perfectly and frequently, this is how
much you could make on average. Commissions were not included.

Volume trend. I used linear regression from the start to end of the pat-
tern and found it trends downward most of the time, but it’s near random.

Performance Up/Down volume. I checked performance when volume
was trending up or down. This applies only to those patterns that turned down
at D. The bull market shows no performance difference, but in bear markets,
the performance difference is wider and substantial. Patterns with downward-
sloping volume see price drop an average of 24% compared to a 19% decline
for those with up-sloping volume.

Trading Tactics

The AB=CD pattern can be a wonderful tool to help predict when price
will turn and then make a substantial decline. Once you know the first three
turns, you can determine when and at what price the fourth turn will appear.
And when turn D appears, the stock will drop. Does it really work like that?
Let’ find out.

Table 2.3 shows how price behaves after point D.

How often does price reach or exceed D? I checked how often price
climbed far enough to reach the calculated price of D. The table shows that
nearly all of the patterns reached the target turn.

Table 2.3
Price Move after Pattern End
Description Bull Market Bear Market
How often does price reach or exceed D? 95% 98%
How often does price turn at D? 32% 38%
How often does D appear within a week of 43% 45%
calculated time?
How many drop to point A? 24% 36%
How many drop to point B? 76% 87%

How many drop to point C? 35% 46%
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That’s terrific! Swing traders can use this to predict how far price will rise.
They can even trade it by buying at the low at C and riding price higher, to D.

How often does price turn at D? I checked each pattern to see if a
minor high formed at the calculated point D. I found that only about a third of
the time will you see price turn lower at the calculated price of D. Because we
know price rises to D nearly all of the time, we can assume that price continues
beyond D instead of turning lower when it should.

This finding is not a deal breaker. Now that we know price will likely
continue rising, we can just stay in our trade (when we bought after turn C)
and ride the stock upward until it does turn.

How often does D appear within a week of calculated time? The
pattern can work as a predictor of when point D will occur (as well as the price
of the turn). I found the dates of the ABC turns and found the ratio of CB to
BA. Then point D followed the equation: D = (C — B)/Ratio + C using dates
instead of price.

I found that between 43 % and 45% of the time point D appeared within
(plus or minus a 2-week window) a week of when it was supposed to. Because
the numbers fall well short of the expected time, I don’t think this measure
is helpful.

How many drop to. . .? If price reaches D and turns down, we know
that the average decline measures between 12% and 22% from Table 2.2. Let’s
measure how far price drops in terms of turns A, B, and C.

Point B is closest to turn D, so we would expect the stock to drop that far
most often. Indeed, the table shows that price reaches turn B between 76% and
87% of the time. Price will drop to C less often (35% to 46% of the time) and
reach the bottom of the pattern (point A) even less often.

Using these values, we can get a sense of how far price might decline. It
could be less or more, depending on the situation, of course. But at least we
have a roadmap.

Sample Trade

Figure 2.4 shows a sample trade using the AB=CD pattern.

Jacob poked me in the ribs, then pointed to the screen to discuss his trade.
“See that? It’s a double bottom.”

His fingers traced the twin bottoms at EA with a nice peak (F) between
them. “I can make money trading that.”

He placed a buy stop a penny above F. That order triggered at G, putting
him into the stock near the breakout price. Immediately, he placed a stop a
penny below the lower of the two bottoms, which in this case, was A, at 37.12.
If the trade went bad, he’d lose about 10%.

“That’s bigger than the 8% I like to see, but you have to be flexible,”
he told me.
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Figure 2.4 Jacob used the bearish AB=CD pattern to exit a trade.

For about a week, the stock cooperated and climbed to B before starting
to retrace.

“The throwback and drop to C made me nervous. I started sweating bul-
lets because I thought I'd be stopped out. Don’t believe me? The sweat started
pouring off me, and the furniture started floating. I'm not kidding. You can see
the watermark.” He pointed to a smudge on the wall. His wide grin made the
Grand Canyon look like a small ditch by comparison.

“I thought of selling, but I invariably sell a week or two before the stock
bottoms. It’s annoying. What helped me this time was when I noticed the bear-
ish AB=CD pattern.”

His software helped by providing the location for him. Let’s run through
the numbers. The low at point A was 37.13, the high at B was 43.14, and the
low of price bar C was 38.42. Crunching the numbers said that the ratio of
BC to BA was (43.14 — 38.42)/(43.14 — 37.13) or 78.5%. That was close to the
78.6% Fibonacci number, so the turn matched the identification guidelines
(Table 2.1).

If the pattern worked as he hoped, the CD leg would equal or exceed the
AB leg and make for a tasty profit.

The height of the AB move was 43.14 — 37.13 or 6.01. Added to the low
at C (38.42) gave a target for turn D of 44.43.

“I doubled my position right there,” he said and poked the screen, leaving
a fingerprint behind. The second buy was near C, and he set a target to sell both
positions at 44.43. “I raised my stop, too, to a penny below C. Just in case. . .”

The stock took off in a straight-line run up to D. The stock sold at the
exact high at D, 44.43, cashing him out of the AB=CD trade and also out of the
double bottom trade.

“Let’s do lunch,” he said. “I'll let you buy.”
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AB=CD®, Bullish

RESULTS SNAPSHOT

Appearance: A zigzag pattern that has four turns, two of which are governed by Fibo-
nacci ratios.

Upward Moves
Bull Market Bear Market

Performance rank 4 out of 5 3 outof 5
Breakeven failure rate 11.6% 3.7%
Average rise 38.4% 30.5%
Volume trend Upward Upward
Point D reversal rate 38% 33%
How many reach point D?  100% 9%
See also Bullish bat, bullish butterfly, bullish crab, bullish

Gartley, measured move down

The bullish AB=CD pattern is a type of measured move down except
that the pattern’s turns are determined by Fibonacci ratios. I measured per-
formance of Fibonacci-based patterns differently than I do other chart pattern
types. That’s because we're looking for a reversal at the end of the pattern and
not an up or down breakout. Therefore, the layout of this chapter is different
from most other chapters in this book.

The theory behind this pattern is that if you know the first three turns
(ABC), you can calculate the fourth turn (D). The method works nearly all
of the time, meaning price does fall to the calculated point D. However, when

36
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price reaches D, it fails to reverse there. Only about a third (33% in bear mar-
kets and 38% in bull markets) will see price turn upward when it’s supposed to.

Of course, your software for identifying the bullish AB=CD may be dif-
ferent than the model I built, so your performance may vary. Add trading rules
to improve performance and you may find this pattern a useful tool. Let’s see
what this pattern looks like.

Tour

Figure 3.1 shows an example of a bullish AB=CD. Price begins the pattern at
peak A after an exhaustion gap warns of the coming retrace. The pattern com-
pletes at valley D, with turn BC nestled comfortably between those two points.
Notice that price turned at D and climbed from there (at least for a time).
Price reversing at D and climbing is how the pattern is supposed to work.

In this example, price broke out of the pattern upward at F when it closed
above the top of the pattern. Not shown, but the stock continued higher to rise
119% above the low at D. If only all chart patterns worked like that!

This chart is also a good example of the CD leg meeting the projection
of AB. In other words, the height of AB subtracted from C gives turn D. Thus,
if you know turns ABC, you can estimate where D will appear. However, you
can also use that price information to predict where D will be using Fibonacci
numbers (because turn D can be far away from the ABC turns). I'll discuss that
in the next section.

Notice volume (E) trends downward in this example. A downward volume
trend happens 47% of the time in a bull market (meaning an upward trend is
slightly more likely). An upward volume trend helps boost performance, and
we’ll see how much in the Statistics section.

Zebra Technologies Corp (ZBRA)
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Figure 3.1 This chart shows how a bullish AB=CD pattern sees price turn at D.
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Identification Guidelines

Table 3.1 shows the identification guidelines, and Figure 3.2 shows an exam-
ple of a bullish AB=CD pattern.

Appearance. Bullish AB=CD patterns are a member of what I call Fibo-
nacci patterns whose turns are set by Fibonacci ratios. I don’t suggest you try
finding this pattern manually. Rather, use pattern recognition software that can
hunt down these patterns like a cat hunts mice. I found so many in my quest
to count them that I ran out of fingers and toes and had to limit the number a
stock could report.

Table 3.1
Identification Guidelines

Characteristic Discussion

Appearance A zigzag pattern that has four turns, two of which are governed by
Fibonacci ratios.

CB/AB retrace  The retrace should be one of the Fibonacci numbers: .382, .5, .618,
.707, .786, or .886.

CD/CB The extension should be one of the Fibonacci numbers: 1.13, 1.27,

extension 1.41,1.618, 2, 2.24, 2.618, or 3.14.

Hills and valleys From A to B, there should be no peak higher than A and no valley lower
than B. From B to C, there should be no peak higher than C and no
valley lower than B. From C to D, there should be no valley lower than
D and no peak higher than C.

Volume The volume trend provides a slight performance improvement
depending on the bull or bear market condition. See Table 3.2.

Duration Limited to 6 months, but that’s an arbitrary value.
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Figure 3.2 Another example of a bullish AB=CD pattern with an upward break-
out (when price closes above the top of the pattern).
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CB/AB retrace. The BC retrace of AB should be one of the Fibonacci
numbers listed in Table 3.1. Let’s use the pattern shown in Figure 3.2 as an exam-
ple of how this works (rather, how I wrote my software to find these patterns).

The high price at A is 228.89, the low at B is 213.12, and the high at C is
225.45. The CB/AB ratio is (225.45 — 213.12)/(228.89 — 213.12) or .782, which
is darn close to the .786 number in the table. It qualifies as a proper turn. My
software looks for a number within a window .5% of the target numbers listed in
the table.

Once you know the ABC turn, you can determine what D should be
priced at. In this example D = C — (A — B) or 209.68, which is close to the
actual low at D of 209.62.

CD/CB extension. Point D can also be found by the formula C—(C-B)/
(Fibonacci number) or 225.45 — (225.45 — 213.12)/.786 in this example. The
result is 209.76.

Hills and valleys. The table explains the requirements of peaks and
valleys between the various points in the pattern.

Volume. Volume trends upward from points A to D most often, but the
trend is almost random.

Duration. I limited patterns to 6 months duration or less. This is an
arbitrary limit.

Focus on Failures

Figure 3.3 shows one example of how this pattern fails. The four points in the
pattern are labeled as ABCD, and they comprise the bullish AB=CD pattern.
Volume slopes upward in this example, shown by the diagonal line at E.
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Figure 3.3 This bullish AB=CD has price falling through the predicted turning at D.
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Point D is where the stock is supposed to bottom and turn upward, but it
doesn’t. It’s obvious that the height of CF is much taller than AB, but the height
can vary depending on the Fibonacci numbers used in construction of the pat-
tern. The turn at D should be at 40.05, and yet the stock continues lower.

This type of failure happens often, 62% of the time in bull markets and
67% of the time in bear markets. Let me also say that this high failure rate
may be due to the model I used. Your software may find patterns that perform
better than the ones I found.

Another way the pattern fails is if the stock doesn’t make it down to D. It
turns before the predicted target, leaving you waiting to buy the stock with a
fist full of money. Fortunately, this type of failure is exceedingly rare.

Finally, the pattern can also fail if it does make it down to D and it does turn
at D, but the rise isn’t high enough to make money. These types of failures are
what I call 5% failures and describe them in Table 3.2 as the breakeven failure
rate. Let’s check the statistics to see what we can learn about this pattern.

Statistics

Table 3.2 shows the first batch of statistics for the bullish AB=CD.

Number found. I found over 2,300 patterns, sorted by market condition,
in 1,069 stocks from July 1991 to February 2020. I told my program to limit
the number found so it didn’t overload my spreadsheet. Not all stocks covered
the entire period, and some no longer trade.

Breakeven failure rate. The failure rate (a measure of how many patterns
failed to see price climb more than 5%) is quite good, averaging between 3%
and 12% of those patterns that reached D and reversed there. To put it another
way, if you were to trade a lot of these patterns perfectly, you’d have an 88%
chance of seeing price rise more than 5% above the low at D. That’s terrific.

Average rise after D. I measured the average rise from the low at D for
those patterns reaching D and turning upward. The average rise is disappoint-
ing. Non-Fibonacci-based patterns in bull markets perform better, averaging

Table 3.2
General Statistics

Description Bull Market Bear Market
Number found 1,741 565
Breakeven failure rate 11.6% 3.7%
Average rise after D 38.4% 30.5%

Volume trend
Performance Up/Down volume

53% Upward
40%U, 37%D

57% Upward
33%U, 27%D
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42.4%. However, bear markets beat non-Fib patterns with the rise averaging
30.5% compared to 28.1%, respectively.

Volume trend, performance. Volume trends upward slightly more often
than downward, as the table shows. You can improve performance by looking
at the volume trend. I used linear regression to determine if volume was trend-
ing upward or downward from the start to end of the pattern (A to D). Often
you can just look at volume to see the trend.

Both markets see an improvement in performance if volume trends
higher. To put it another way, a downward volume trend hurts performance.

Trading Tactics

Imagine if you found a pattern that could predict when the stock is going to
turn. That’s what I had hoped for this pattern. Once you know that the stock
had bottomed, you could buy and ride it higher.

Does the stock really turn when it’s supposed to and how high does the
stock rise? Let’s find out. Table 3.3 shows statistics regarding the behavior of
price after the pattern ends.

How often does price reach or exceed D? If you use the pattern to
predict turn D, then price will hit the target nearly all of the time. The 100%
hit rate in bull markets is a round-off thing. I found three patterns out of 1,741
where the stock failed to drop down to the calculated D. So it does fail to reach
D, but it’s very rare. That’s the good news (it reaches D).

How often does price turn at D? Here’s where the pattern stumbles.
For those stocks dropping to D, only about a third will turn when they are
supposed to. Figure 3.3 shows an example of this when price ignores D and
continues lower to bottom at F.

How often does D appear within a week of calculated time? Using
the first three turns to predict the time when turn D will appear works about
half the time. It could be better, but sometimes having a clue when something
will happen can improve your trading. Use this idea just like I explain with
price in the Identification Guidelines. That is, find the ratio between the time

Table 3.3
Price Move after Pattern End
Description Bull Market Bear Market
How often does price reach or exceed D? 100% 99%
How often does price turn at D? 38% 33%
How often does D appear within a week of calculated time?  50% 47%
How many rise to point A? 40% 22%
How many rise to point B? 83% 80%

How many rise to point C? 47% 33%
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to move from B to C compared to the time to move from A to B. Point D
should appear following the formula, (C — B)/Ratio + C, where ratio is the
number you just found.

I'll discuss an example of this in the Sample Trade.

How many rise to. . .? For those patterns seeing price drop to D and
turn upward, how far does price rise? The answer to that question is vital for
swing traders.

I used the pattern’s turns to gauge success. Point B is closest to turn D, and
we see price climb that far 83% of the time in bull markets. That’s very good.

Use A, which is at the top of the pattern, and we see that price makes it up
that far less than half the time (40%).

Hopefully you can use the information in these tables to help improve
trading results using Fibonacci-based patterns.

Sample Trade

Figure 3.4 shows a trade George made. His computer program found the
AB=CD pattern on the way down to D. Let’s go through his buy decision.

The pattern appears at turns ABCD on the chart. The high at point A is
6.65, the low at B is 5.81, for a height of 84 cents. Subtracting the height from
the high at C (6.55) gives a calculated turn D of 5.71. The high-low range at
D is 5.94-5.59. It’s the first point where the stock drops below the target, and
it accurately marks the turn. So that becomes point D.

Let’s see if we can predict when the stock will reach D. Point A is 9
November 2009, B is at 8 December, and C turns at 16 December. The ratio
of CB/BA is 8/29 or .28. That’s the ratio between the two legs.
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Figure 3.4 George took a loss buying this AB=CD.
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For point D, we use the formula D = (C - B)/Ratio + C or (8)/.28 + (16
December 2009). Turn D is predicted to appear on 14 January 2010. In this
example, turn D appeared on 20 January, and that’s within a week of the pre-
dicted time. I consider that a good prediction.

Volume sloped downward as line G shows. Even though volume slopes
upward most of the time in an AB=CD pattern, the direction is nearly random
(53%). He made this trade in a bull market (the bear market ended in early
2009), and Table 3.2 says a falling volume trend penalizes performance, but
only by about a percentage point (dropping from 38.4% to 37%).

He used the traditional measure rule for chart patterns to estimate how
far price would climb if the pattern broke out upward. The height of the pat-
tern is A — D (6.65 - 5.59) or 1.06, so the target would be 1.06 + 6.65 or 7.71,
which is the height added to the high at point A. A downward breakout would
be D - 1.06 or 4.53 (or 19% lower).

“When the stock made a strong push upward at E,” he told me, “I bought
at the open the next day and received a fill at 6.02. And I just ate breakfast, too.”
He grinned.

I scratched my head.

“The stock filled. . .ate breakfast. Get it?”

I exhaled, rolled my eyes, but said nothing. With a calculated rise to 7.71,
he was looking at a potential gain of 18%. “That sounds reasonable,” he said.

For grins, he calculated a new target based on half the height (1.06/2 or
.53 added to the high atA) or 7.18. If he sold at the closer target, he’d make 9%.

“Let’s look at the historical chart.” He punched keys on his computer
and pulled up a chart from 2007. “Overhead resistance here,” he pointed and
swept his finger across the screen. Price moved horizontally for a year. “Looks
like a cloudbank pattern,” before the bear market started and sucked the stock
down. If the stock worked as he hoped, it would have to traverse through that
resistance to reach the full height target. “Am I asking too much for price to
rise that far?”

A check of Table 3.3 didn’t set well with him. With just 38% of patterns
showing a reversal at D, he decided to place a tight stop a penny below the low
atD (5.59 - .01 or 5.58).

“The trade went bad right from the start. The day I bought, the stock
closed lower, almost reversing the move up at price bar E. Four days later,” he
pointed to E, “the stock hit my stop and cashed me out at 5.58 for a loss of 7%.
That’s one day before it bottomed.”

The day after he was stopped out, the stock began a rebound that carried
the stock up to the full-height target, 7.71, shown on the chart as point H.

Looking back at the trade, the AB=CD pattern found point D accurately
and on time (within a week of the prediction), but the stock broke out down-
ward (at F), not upward. It busted the downward breakout when it closed above
the top of the pattern (above A) and continued higher to reach the full-height
target (H).
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Bat®, Bearish

RESULTS SNAPSHOT
Appearance: Looks like a big W with turns located by Fibonacci ratios.

Downward Moves

Bull Market Bear Market
Performance rank 1 (best) out of 5 4 out of §
Breakeven failure rate  17.7% 4.5%
Average drop -14.3% -20.2%
Volume trend Downward Downward
Point D reversal rate 86% 86%
See also Big W, bearish crab, bearish butterfly, double bottoms

(all types), and bearish Gartley

Every time I see a bearish bat pattern, my first thought is it’s a Big W
chart pattern. It’s as if the Big W was computerized and the developer used
Fibonacci ratios to determine the turning points. The bat pattern joins other
Fibonacci-based patterns: AB=CD, butterfly, crab, and Gartley.

I measured performance of Fibonacci-based patterns differently than I do
other chart pattern types. That’s because we’re looking for a reversal at the end
of the pattern and not an upward or downward breakout. Therefore, the layout
of this chapter is different from most other chapters in this book.

The above Results Snapshot gauges the downward move after the pattern
ends. The stocks I looked at saw price turn lower 86% of the time after reach-
ing point D. That percentage is not good but great!

44
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The average decline in bull markets is a hair over 14%. The breakeven
failure rate isn’t too bad, at 17.7%. That means an average of almost 18% of
the bearish bats will fail to see price drop more than 5% below the high at D
(end of the pattern).

All of this may be confusing unless you can see what a typical bat pattern
looks like. So let’s take a quick tour.

Tour

Figure 4.1 shows an example of a bearish bat. The pattern begins at X, which
is any significant turn. The locations of points A and B follow, but their place-
ment is determined by one of two Fibonacci numbers. Once points XAB are
found, the search for C can begin using one of six Fibonacci numbers. Follow-
ing that, if you’re lucky, D will appear close to one of four Fibonacci numbers.
One last number, .886, helps validate the pattern. All of that gibberish means
this pattern is complicated, and that makes it rare.

If you’re handy with a slide rule (remember those?), then you’ll be wast-
ing your time searching for a bat. Even using a fancy electronic calculator
will take too much time to find a bat. Use a computer with pattern-finding
software. I have a free one on my website called Patternz which will find this
pattern and dozens of others. Try using it if you’re serious about finding bats.

Even for a bearish bat, this example looks weird because of the uneven
bottoms (A and C). Volume trends upward (E) when Table 4.2 says the average
pattern shows a downward trend. As bad as this bat looks, it performs exceed-
ingly well, with price dropping to F. This bearish bat is indeed bearish.
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Figure 4.1 The five turns, X, A, B, C, and D, complete the bearish bat.



46 Bat®, Bearish

A swing trader taking a position just after D forms and watching the
stock go all the way down to F might start dreaming about bats. Maybe even
build some bat houses and hang them on his (or her) property. Here’s a hint: a
nearby pond is a plus. Let’s return to trading bats. First, we have to find them.

Identification Guidelines
Table 4.1 shows identification guidelines. The guidelines are similar to other

Fibonacci-based patterns except the turns may use different numbers.
Figure 4.2 shows another example of a bearish bat.

Table 4.1
Identification Guidelines

Characteristic  Discussion

Appearance Looks like a big W with turns located by Fibonacci ratios.
BA/XA retrace The ratio of BA/XA is either .382 or .5
BC/BA retrace The ratio of BC/BA is one of .382, .5, .618, .707, .786, or .886

DC/BC extension The extension of leg DC to BC is one of the Fibonacci numbers: 1.618,
2,2.24, or 2.618.

DA/XA retrace  The ratio of DA to XA is .886.

Volume Volume is downward the majority of the time, but this is an observation,
not a requirement.

Duration | limited patterns to 6 months, but this is an arbitrary limit | use for most
chart patterns.

Cree Inc (CREE)
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Figure 4.2 This bearish bat sees price dip after D but still breaks out upward.
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Appearance. My guess is that the name comes from the picture which
forms when you connect turns XABCD with lines, but also includes lines con-
necting XB and BD. The pattern looks like two wings. When trying to visual-
ize this, consumption of alcohol may be a plus.

As I mentioned, the pattern’s turns are found using Fibonacci numbers.
Let’s go through this pattern to see how the bat in Figure 4.2 qualifies.

BA/XA retrace. The ratio of leg BA to XA should be either .382 or .5.
Here are the prices used in the retrace or extension calculations for the bearish
bat. The high price of point X is 56.93. The low at point A is 47.81, B peaks at
52.00, C bottoms at 49.71, and the pattern ends at D with a high price of 55.98.

To determine the retrace, I use the height (high-low range) of the price
bar at the target to determine whether or not it spans a Fibonacci number. For
example, the BA/XA turn using the high price of B would be (52.00 — 47.81)/
(56.93 — 47.81) or .46. Using the low price at B (50.90) in the equation gives
(50.90 — 47.81)/(56.93 — 47.81) or .34. The range .34 to .46 straddles the .382
Fibonacci number, so I allow it as a valid XAB turn.

Using this method gives a lot of leeway to the pattern’s turns but even so,
the pattern is rare. Trying to narrow the turn window would limit even more
patterns from being found, so this is the algorithm I chose. The software you
use may think differently.

BC/BA retrace. In a manner similar to the BA/XA retrace, I plugged in
the numbers for the BC/BA retrace (using the low at C). They are (52 —49.71)/
(52-47.81) or.55. Using the high at C (51.65) gives (52 - 51.65)/(52 —47.81) or
.08.The range of .08 to .55 encompasses .382 and .5, so I allow the turn as valid.

DC/BC extension. In a similar manner, I find the DC extension of BC.
That’s (55.98 — 49.71)/(52 — 49.71) or 2.74. Using the low at D (54), we get
an extension of 1.87. The 1.87 to 2.74 values straddle all of the listed numbers
(any one of which will suffice) except 1.618, so it qualifies as a valid extension.

DA/XA retrace. Supposedly, this ratio is critical, so I allow point D to
miss the number by 3% (.03). I do 7ot use the high-low range of D in the equa-
tion and I use 3% instead of 1% because this pattern is rare enough as it is. We
have (55.98 — 47.81)/(56.93 — 56.93) or .9. The .9 value is near the .886 target,
so the pattern qualifies as a valid bearish bat.

As you can imagine, computing these ratios by hand is tedious and error
prone, so I programmed my computer to find bats by first finding all peaks and
valleys and then using the method described to glue them together.

Volume. I’ll discuss a few volume statistics in Table 4.2, but volume
trends downward in the pattern most of the time. With few samples, it’s dif-
ficult to say whether up or down trending volume leads to better or worse
performance, but current statistics favor a downward volume trend for the best
performance.

Duration. I limited patterns to a length of 6 months or less. That’s an
arbitrary limitation.
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Table 4.2
General Statistics

Description Bull Market Bear Market
Number found 537 128
Breakeven failure rate 17.7% 4.5%
Average decline after D -14.3% -20.2%

74% Downward
-14%U, -15%D

Volume trend

Performance Up/Down volume

67% Downward
-20%U, —20%D

Focus on Failures

Figure 4.3 shows a failure of a bearish bat pattern. Why is it a failure? As the
name implies (bearish bat, not bullish), price should drop after point D (mean-
ing price should trend lower after the pattern ends). However, price continues
trending higher in this example. Price closes above the top of the pattern (X)
at point E, posting an upward breakout.

I checked the statistics and found that 70% of the 665 bats I looked at
break out upward, regardless of the market condition (bull or bear). Don’t let
that number give you nightmares. As awful as the 70% number is, it doesn’t
tell the complete story. Swing traders will soon learn (as discussed in Table 4.2)
that price turns lower at point D 86% of the time. Price may still break out
upward, as Figure 4.3 shows, but maybe you can make money when price drops
between D and the breakout.

Paychex Inc (PAYX)
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Figure 4.3 This bearish bat isn’t bearish at all.
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I don’t show this situation in Figure 4.3, but if price does turn lower at
D but drops less than or equal to 5%, then that’s also a failure. If you were to
trade a pattern with a 5% failure, you’d be hard pressed to make money. The
5% failure rate (also called the breakeven failure rate) is 17.7% for this pattern
in bull markets (but just 4.5% in bear markets).

Since I'm throwing around a lot of numbers, let’s discuss statistics.

Statistics

Table 4.2 shows general statistics related to the bearish bat pattern.

Number found. Despite using the high—low price range at most of the
Fibonacci turns, as I discussed in the Identification Guidelines, few bats appear
in the historical price record. I found them in 491 stocks despite searching
from June 1991 to August 2019. Not all stocks covered the entire period and
some no longer trade.

Breakeven failure rate. I counted the number of patterns which saw
price drop no more than 5% after peaking at D (using the high price at D to
the ultimate low). The table shows the failure rate. Anything above zero is too
high, but that’s in an ideal world. The bear market failure rate, at 4.5%, is ter-
rific. The 17.7% failure rate in bull markets is not so terrific.

When you consider that a declining price trend in bu// markets is like
swimming against the current, you would expect a high failure rate. Swim
with the bear market current and the failure rate drops to one-fourth the bull
market rate.

Average decline after D. Point D ends the pattern and price is supposed
to head lower. The average decline is 14.3% in bull markets but substantially
better in bear markets, over 20%.

Volume trend, performance. I measured the volume trend using linear
regression but often you can tell the trend just by looking at the chart. Fig-
ure 4.2, for example, shows volume (E) higher on the left half of the pattern
than the right half, so the trend is downward. In fact, the average bearish bat
will have a downward volume trend at least most of the time.

Does the volume trend give us any hint of better or worse performance?
Not that you’d notice. The widest spread between the two numbers is one
percentage point in bull markets. That’s probably not statistically significant.

Trading Tactics

The real purpose of the bearish bat is for swing traders to predict the turn at D
and then go short, anticipating a drop to the bottom of the pattern. Will price
sink that far? Maybe, maybe not. Let’s look at some number to see if we can
model behavior better.
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Table 4.3
Price Move after Pattern End
Description Bull Market Bear Market
How often does price turn at D? 86% 86%
How many drop to point A? 35% 38%
How many drop to point B? 81% 80%
How many drop to point C? 48% 46%

Table 4.3 uses numbers to show how price behaves after the pattern
completes at D.

How often does price turn at D? At the end of the pattern, price can
form a minor high at D or price can continue trending upward (as in a straight-
line run up). Most of the time (86%), the stock will form a minor high at D.
To find the reversal rate, I checked for a minor high appearing there (that is,
I checked to see if price actually turned lower). Figure 4.3 shows an example
where the stock failed to turn significantly lower at D.

How many drop to. . .? This measures the drop after D but uses the
pattern’s turns as targets. For example, I found that in bull markets, the stock
reached turn B 81% of the time. Turn B is the closest turn below D, so it
should, and does, have the highest hit rate in the table.

At the bottom of the pattern is point A. Price reaches A just over a third
of the time.

You can use these findings to help calculate where your stock might turn.
Because you’re dealing with probabilities, anything can happen.

Sample Trade

Figure 4.4 shows how Pete used a bearish bat. He bought the stock when
it broke out to a new high, at E (the highest price bar on the chart). “Don’t
laugh,” he told me. “How many of these zingers have you got caught in?”

I didn’t say a word, but blushed instead. Many years ago I bought a stock
and watched it more than double. Wonderful! But I felt it had more to give so
I held on. It lost all of its gains, dropped in half, and I sold near the low. Oops.
Then it recovered. Of course it recovered with me watching from the sidelines.

So I know how Pete feels. Maybe you do, too. As traders, we all make mis-
takes. And that’s the beauty of experience. It allows you to recognize a mistake
when you make it again.

Pete believed in the company and had profited over the years by holding
onto the stock. He checked in every few weeks and saw price continuing to
move lower. The decline didn’t bother Pete. Why?

“Because it’s a chance to buy the stock at a lower price. Like it’s on sale.”
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Apple Inc. (AAPL)
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Figure 4.4 Pete bought near the high and made a quick swing trade after D.

He made a fortune using the buy-the-dip method to trade stocks (that is,
buy when price makes a significant dip). The problem with that logic is that
the stock has to recover. “I have faith,” he said and pulled out a cross draped
on a necklace strung around his neck. He kissed the cross and then tucked it
back under his shirt.

Pete’s computer alerted him to the bearish bat pattern which formed as
labeled on the chart (XABCD).

With additional shares, he decided to trade the throwback (which didn’t
occur in this pattern). He set a buy order to grab 1,000 shares a penny above
X (not D) or 159.37. The stock gapped open higher (breakaway gap) and he
received a fill at the open at F, at 163.25.

He used a limit order to sell his 1,000 shares at 5% above X, or 167.34.

The next day, the order filled. He made just over $4,000 in two days. Of
course, if he’d held onto the shares and sold at the ultimate high in late Janu-
ary 2020 at 327.85, he would have double his money. That’s for a perfect trade,
of course.

If he’d held during the Covid-19 bear market and sold at the late March
2020 low, he’d still pocket almost $50,000.
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RESULTS SNAPSHOT
Appearance: Looks like a big M with turns located by Fibonacci ratios.

Upward Moves

Bull Market

Performance rank 1 (best) out of 5
Breakeven failure rate  10.2%

Average rise 44.3%

Volume trend Downward
Point D reversal rate  91%

See also Big M, double tops, bullish AB=CD, bullish crab, bullish
butterfly, and bullish Gartley

The bullish bat is a Big M chart pattern except that Fibonacci ratios
determine the turning points. I don’t show bear market statistics in this chap-
ter because I found just 53 patterns. That’s too few to be worth discussing,
especially when sorted into different categories.

I found 259 bullish bats in the data I searched. That’s too few to be com-
fortable drawing conclusions, but let’s live dangerously, shall we?

I measured performance of Fibonacci-based patterns differently than I do
other chart pattern types. That’s because we’re looking for a reversal at the end
of the pattern and not an up or down breakout. Therefore, the layout of this
chapter is different from most other chapters in this book.
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The Results Snapshot (previous page) shows the average rise from the low
at turn D is 44.3%, which is quite good. That beats the 42.4% average gain for
non-Fibonacci-based patterns. Failures, at about 10% of patterns, are also quite
good. They are well below the 15.3% failure rate for non-Fibonacci patterns.

Swing traders will want to buy long at turn D. Price turns upward at
D 91% of the time in the bats I looked at. That’s sensational. It’s a headline
performance.

The performance rank, which is based on the average rise from point D
when compared to other Fibonacci patterns, is first out of five. It’s the best
performing Fibonacci pattern. The performance rank of bear market patterns
(not shown) is also first (best), out of five contenders.

Tour

Figure 5.1 shows what a bullish bat pattern looks like, one that performs better
than expected. The pattern has five turning points, cleverly labeled X, A, B, C,
and D. Why is X labeled as the first turning point? I haven’t a clue, I'm too lazy
to find out, and that’s the convention. So that’s what I use.

In Figure 5.1, the bat appeared when price formed a second bottom at X,
mirroring the valley in October. Price recovered to the top of a trading range
setup by prior peaks (and valleys) and hit turn A, the top of the pattern. Price
found overhead resistance there that it couldn’t overcome. So price retraced in
an ABC-type consolidation (that is, a drop to B, upward retrace to C, and drop
to D). The stock broke out upward at F when price closed above the top of the
pattern, pushed through a ceiling of resistance, and soared.

Paypal Holdings, Inc (PYPL)
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Figure 5.1 This bullish bat breaks out upward (at F) and makes a strong
push higher.
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Volume trended upward, which I show at E. This is one of the few bats to
show an upward volume trend. Based on the average, bats with an upward vol-
ume trend tend to underperform. I will discuss statistics later in this chapter.

Identification Guidelines

Table 5.1 shows the identification guidelines for the bullish bat. Use
Figure 5.2 as a reference. If you don’t have a computer that can find these
patterns, give up now. Go search for a Big M or double top instead. They are
easier to find because you don’t have to do any calculation. Plus, bats are as rare
as Klingons on Vulcan (or so I assume. I haven’t visited there recently).

Figure 5.2 shows a bullish bat at turns XABCD. This one sees price climb
after D, but breaks out downward, at E.

Appearance. If you draw lines connecting turns XAB (and back to X),
and connect BCD (and back to B), you’ll notice that the two halves form a set
of wings. Imagine a body at B and it’ll resemble a bat (or butterfly or birds or
lots of other flying creatures, I think). But this pattern is called a bullish bat, so
that’s the story I'm sticking with.

Without the lines, the pattern looks like a big M chart pattern or even
a double top with tall sides. The difference between the bullish bat and those
other patterns is the use of Fibonacci ratios to determine the turning points,
so let’s discuss that next.

AB/AX retrace. Let me give an example of how to find the various
points. Points X and A are arbitrary minor low and high points, respectively.
Minor low B is an important one. The ratio of leg AB to AX should be either
.382 or .5. Because the pattern is so complicated, the rules determining valid
ones limit the numbers you will find in the real world. So I used the high—low

Table 5.1
Identification Guidelines

Characteristic  Discussion

Appearance Looks like a big M with turns located by Fibonacci ratios.
AB/AX retrace  The ratio of AB/AX is either .382 or .5
CB/AB retrace The ratio of CB/AB is one of .382, .5, .618, .707, .786, or .886

CD/CB extension The extension of leg CD to CB is one of the Fibonacci numbers:
1.618, 2, 2.24, or 2.618.

AD/AX retrace  The ratio of AD to AX is .886.

Volume Volume is downward the majority of the time, but this is an observation,
not a requirement.

Duration I limited patterns to 6 months, but this is an arbitrary limit | use for
many chart patterns.
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Apache Corp. (APA)
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Figure 5.2 This bullish bat rises after point D, but breaks out downward at E.

price range of one of the points in the ratio. If a Fibonacci number is within
the high-low range, then it’s allowed as a valid turning point.

For example, the low at point X is 9.76. The high at A is 12.90, and the
high-low range at B is 11.81 — 11.40. The AB/AX ratio using the high at B
would be (12.90 — 11.81)/(12.90 — 9.76) or .35. Using the low price at B would
give (12.90 — 11.40)/(12.90 — 9.76) or .48. The .382 number nestles comfort-
ably between .35 and .48, so XAB is a valid turn.

CB/AB retrace. In a similar manner, I use the high at A, low at B, and
high-low range at C (12.57 to 11.98) to qualify the CB/AB retrace. Plugging
in the numbers we get a range of .39 to .78. That range must encompass one
of the numbers listed in the table, and it does. In fact, several of the numbers
listed fall within that range. Although such a large range might seem like the
recognition rules are lax, only a few patterns qualify. Let’s continue with the
CD extension.

CD/CB extension. CD is longer than CB, so we call that an extension
and not a retrace. Let’s go through the math for this one. It follows the same
rules as before. I use the low at B, high at C, and the high-low range at D to
qualify the three points. D is at 10.81 to 10.19. Plugging them into the equa-
tion, we get (12.57 — 10.81)/(12.57 — 11.40) or 1.50 using the high at D. The
low at D becomes: (12.57 — 10.19)/(12.57 — 11.40) or 2.03. Two numbers fit
that range: 1.618 and 2, so the turn qualifies.

AD/AX retrace. For the last turn of the bat, I don’t use the high-low
range. Rather, the number must be within .03 of the target .886 value (using
the low at D only). So we get (12.90 — 10.19)/(12.90 - 9.76) or .86, which is
within .03 of the .886 target. This pattern qualifies as a valid bullish bat, but
your software may use a different algorithm and find a different result.
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Volume. The bullish bat doesn’t have a volume requirement. Rather,
you’ll see volume recede from point X to D (the width of the pattern) most
of the time. I’ll discuss volume in the Statistics section. Point F in the figure
shows a downward volume trend.

Duration. There are no rules limiting the width of the pattern, but I
limited them to six months.

Focus on Failures

Figure 5.3 shows a bullish bat that fails to be bullish. I show the five turns at
XABCD. It’s a valid bullish bat even though itlooks weird. Price at D should
see the stock turn higher, but it doesn’t. It does form a minor low, but that
doesn’t translate into any meaningful rebound in the stock.

Instead of turning upward at D, the stock continues lower, breaking out
downward at E. Price continuing lower at D (instead of turning upward) is the
first type of failure.

The second type of failure is when price does turn upward at D, but doesn’t
climb far. I consider a move no more than 5% to be a failure. Figure 5.3 shows
this type of failure, too, because price climbs just 3% after D.

Five percent failures only happen about 10% of the time, so they are a
concern, but not a huge one.

Let’s talk about statistics next.

Era Group Inc (ERA)
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Figure 5.3 This bullish bat isnt bullish at all. Price fails to turn higher at D and
breaks out downward from the pattern.
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Table 5.2

General Statistics
Description Bull Market
Number found 259
Breakeven failure rate 10.2%
Average rise after D 44.3%
Volume trend 80% Downward
Performance Up/Down volume 35%U, 47%D
Statistics

Table 5.2 shows a few general statistics for the bullish bat.

Number found. This complicated pattern is rare, but it could be the
result of the way I programmed my computer to find them. I unearthed bats
(in both bull and bear markets) in only 260 stocks despite searching over 1,300
stocks. Patterns found in the stocks stretched from July 1991 to April 2019.
There were so few patterns that I limited the presentation to bull markets only,
as I mentioned.

Breakeven failure rate. The breakeven failure rate is a measure of how
often patterns fail to rise more than 5% (as measured from the low at D). With
such a high average rise (44.3%), you might expect to see a low failure rate.
Indeed, that’s what the pattern shows, at 10.2%.

Average rise after D. The average rise measures from the low at point
D. The 44.3% rate compares favorably to the 42.4% average rise from non-
Fibonacci-based patterns.

Volume trend, performance. Volume trends lower 80% of the time as
measured from the start of the pattern to the end using linear regression. Per-
formance is best if the trend is downward (with rises averaging 47%!).

However, don’t let the wide difference (35% and 47%) between the two
values fool you. I found just 27 samples with upward volume trends, which is
probably why the 35% gain is so tiny. The difference between the two values
will shrink with more samples.

Trading Tactics

Are you a swinger? Swing trader, that is. If so, then the following table is just
for you. With this pattern, you can use your software to calculate at what price
D would need to appear to complete the bat. Then you can wait to see if
it appears.

If it does, then consider buying the stock and riding price higher. But
how often does the stock turn upward at D, and how far up does price rise?
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Table 5.3
Price Move after Pattern End
Description Bull Market
How often does price turn at D? 91%
How many rise to point A? 58%
How many rise to point B? 86%
How many rise to point C? 64%

Those are important questions any swing trader wants to know. Here’s what I
found out.

Table 5.3 shows how price behaves after point D.

How often does price turn at D? I found price turning upward at
D 91% of the time, which is wonderful. It’s exciting. Swing traders will be
delighted when I share the news, I'm sure.

How many rise to. . .? Gauging performance using another method, I
checked how often price climbed to the various turns in the pattern.

For example, the closest turn to D is B. I found that price climbed to B
86% of the time. At the top of the pattern is point A. How many climbed to
A? Answer: 58%.

Even though just over half of bats saw price reach A, with an average rise
of 44%, it’s clear many bats see price rise substantially to overcome the stinkers
trying to pull the results down.

Hopefully, you can use these numbers as guidance to help you trade this
pattern better by estimating how far price might rise.

Sample Trade

Figure 5.4 shows a sample trade that Scott made. Scott has been a longtime
admirer of Apple products, so when his software flagged a bullish bat, he took
an interest in the stock. I show the bat as turns XABCD.

“I measured the height of the pattern,” he said and pointed to the chart.
From the peak at A (60.96) to the low at X (50.61), the height was 10.35.

His statistics on bullish bats showed there was a 60% probability that the
stock would climb to 71.31, which is the height added to peak A. (The 60%
number comes from the traditional way of gauging chart pattern performance
using the measure rule. Price reaches the target 60% of the time when you add
the height of the pattern to the top of it.)

“You might not believe this, but I really didn’t care about the answer. I wanted
to hold the stock for the long term, but having that background info is reassuring.”

Scott is also a fan of trendlines. For entry, he drew a trendline skirting the
peaks going down to turn D. The day after D, the stock closed above the line,
signaling a buy (with the belief that the bearish bat had found a bottom at D).
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Figure 5.4 This is a sample trade using a bullish bat.

“Here’s where I got creative. I used the bullish AB=CD chart pattern to
find that turn D was overdue.” It predicted a bottom priced at 53.34, located
in the area gap at G, so that gave Scott more confidence that the stock had put
in a bottom at D. Regardless, he bought the stock at the open the next day and
received a fill at 53.66.

“I placed a stop below the low at D, and below 52.00. Know why?” Before
I could answer, he said, “Because at 51.83 it’s seven cents below D and it avoids
the round number 52. That’s where others might place their trades.”

The stock cooperated and moved higher, forming a slightly upward curv-
ing trend. I show that on the chart (log scale) as a series of three lines ris-
ing toward E.

When the stock closed below the trendline near E, he placed an order to
sell the stock at the open the next day. He received a fill at 87.14 for a gain of
33.48 a share, or 62% (not including commissions).

“I got lucky on this trade,” he told me.

“Why? ”»

“Two reasons. First, because the stock might not have turned upward at
D. And second, I forgot to raise my stop.”

That’s not always a bad thing, especially for long-term holds. If you'’re
swing trading or short-term trading, then consider using a trailing stop, one
that price stalks as it moves upward.

Another lucky factor was how the stock behaved with price rising in a
near straight-line run up to E. Although the stock retraced after E to 74.60, it
went on to a new high at just over 100 in September 2012. The stock need not
have dropped far at E before moving higher, too. Still, for a relatively short-
term trade, the exit was timely and the entry was delicious, too. Isn’t there a red
delicious brand of apple? Get it? He traded apple stock. . .
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Appearance: Two peaks near the same price form a pattern that resembles an M.

Downward Breakouts

Bull Market Bear Market

Reversal or continuation Short-term Short-term
bearish reversal bearish reversal

Performance rank 8 out of 36 10 out of 19
Breakeven failure rate 14% 8%
Average decline 17% 22%
Volume trend Downward Downward
Pullbacks 67% 63%
Percentage meeting price target 55% 58%
See also Bullish bat, double tops

The big M chart pattern is a variation of a double top, a twin peak pattern
with a tall left side. In well-behaved patterns, the right side will also be tall so
that the pattern resembles a tall M. The pattern confirms when price closes
below the valley between the two peaks. We’ll see a picture of the pattern
in a moment.

Big Ms only break out downward, but they appear in both bull and bear
markets. The average decline is about what you would expect from a bear-
ish chart pattern, higher in bear markets than in bull markets. Volume trends
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downward from the first peak to the second, but plays no role in performance.
Volume devotees may find that odd.

The performance rank for big Ms is good in bull markets but slips in
bearish ones as the above statistics show. Let’s look at some examples to see if
we should include them in our trading toolbox.

Tour

Figure 6.1 shows a good example of a big M chart pattern. Price begins climb-
ing to the first peak in the pattern from the launch price at A. Think of point
A as the launch pad with the hope that price will return to the pad after the
pattern completes.
In perfectly shaped big Ms, the price trend to the first peak is a straight
line affair, often quite fast and steep, like you see here on the way to peak B.
The big M is a twin peak pattern, BC. It’s similar in shape to a double top
except for the tall sides, as I mentioned. Between the peaks is a recession, D,
a valley where price bottoms. The stock recovers and forms a second peak, C.
After the second peak, price drops and breaks out when price closes below
the valley between the two peaks. That happens at E in this example. The stock
continues lower but then gets sucked back up to G. It’s a pullback, which often
returns the stock back to, or near to, the breakout price in 12 days on average.
A pullback is not part of the big M. Rather it’s just something that occurs
about two-thirds of the time. Traders need to be aware of it so that they don’t
close out a position prematurely.

Clean Energy Fuels Corp. (CLNE)
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Figure 6.1 This big M sees price rise up to peak B and drop from peak C, bottom-
ing at F just below the launch price, A.
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In well-behaved big Ms, price drops after the second peak in a straight-
line run down to the launch price, mirroring the rise to the first peak. That
behavior represents the ideal situation, so don’t depend on that happening in
real life. In this example, the stock drops farther than the launch price, bottom-
ing at F. Many times, however, price will bottom just above the launch price.

Identification Guidelines

Table 6.1 shows the identification guidelines for the big M.

Figure 6.2 provides another example of a big M at BD. Price begins the
rise at A, the launch price (which is the second bottom of a nicely shaped Adam
& Adam double bottom). Along the way, price gaps (an exhaustion gap because
price consolidates after the gap) just past midway to the first peak and forms a
pennant before resuming the climb to B.

Price meanders up and down as it searches for a bottom at C. The valley
between BD looks like a mutant head-and-shoulders bottom (the left shoulder
is LS, the right shoulder is RS, with head C between them. It’s not an ideal
head-and-shoulders because the two shoulders don’t bottom at the same price).

At peak D, price gaps lower (breakaway gap) as if it can wait to reach
grandma’s house at E. The stock bottoms at E, which is just above the launch
price (A). Notice that in this example, the rise from A to B is similar to the drop
from D to E. That behavior rarely happens, so consider this a textbook example.

Appearance. Look for two peaks that top out near the same price. The
two peaks likely won’t share the exact same price, but they should be close. Use
your best judgment and be flexible. If the right peak is higher than the left,
performance improves but only by a percentage point. Oddly, performance is
best if both peaks share the same price.

Table 6.1
Identification Guidelines
Characteristic Discussion
Appearance Two peaks near the same price form a pattern that resembles an M.

The price trend approaching the first peak should move upward
at a good clip, with few or no pauses along the way. Be flex-

ible, though.
Price trend Price rises into the first top, often a multiple of the big M’s height.
See text for guidance.
Volume Trends downward from peak to peak.
Breakout direction, Downward. A breakout occurs when price closes below the valley
confirmation between the two peaks. It confirms the pattern as a valid big M.
Duration No minimum is set, but the median time between the two peaks is

about a month.
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Robert Half International (RHI)
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Figure 6.2 This big M (BD) struggles to find a bottom between the two peaks
(where a head-and-shoulders bottom appears).

Between the two peaks, price forms a valley. I didn’t set a limit on how far
down the valley price slides, but the median height is about 12 % in bull markets.

After the second peak, price drops, but often won’t fall as steeply as it
climbed on the rise to the first peak. In perfect patterns, the slope of the rise
to the first peak will mirror the drop after the second peak, as I mentioned. In
real life, it takes twice as long to drop from the second peak to the ultimate low
as it did to climb from the launch price to the first peak.

Price trend. The price trend leading to the first peak should be unusu-
ally tall, often a straight-line run up at a steep slope. As a good gauge, I looked
at the height from the higher of the two peaks (D) to the valley between the
two peaks (C). The upward trend leading to the first peak (A to B) should be
a multiple of the peak to valley height (at least one times the height, but two
times is better, CD).

Volume. Volume trends downward from the first to the second peak
most often. Don’t discard a big M pattern because it has a rising volume trend.
Volume doesn’t affect performance. We'll see that later in Table 6.6.

Breakout direction, confirmation. The pattern breaks out downward. A
breakout happens when price closes below the low price of the valley between
the two peaks. I show the breakout where price closes below line G.

A downward breakout confirms the big M as a valid chart pattern. If price
does not break out downward, then you don’t have a big M.

Duration. The length of the pattern, from peak to peak, varies from
about a week to nearly a year (I often limit pattern width to 6 months, but the
longest I cataloged was 254 days. I'm sure I can find wider ones), especially if 1
use a weekly scale (I prefer daily).
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Focus on Failures

Figure 6.3 shows what a big M failure looks like. Price begins a long climb at
A toward peak B. The drop to C and recovery to the second peak, D, is typi-
cal for a big M. Contrast dip C with the sloppy head-and-shoulders valley in
Figure 6.2.

So far, the chart pattern looks perfect, a textbook example of a big M.
Let’s look at the volume trend (G). It slopes upward. Ub-ob. But a rising vol-
ume trend in a big M doesn’t have any impact on performance, so who cares?

At E, price breaks out downward when it closes below C, confirming the
big M pattern as a valid chart pattern. However, the stock bottoms at E.

What happened?

A trader shorting the stock would become a body on the way to the
morgue if they didn’t close out their trade promptly. Price steamrolled higher
by 131% on its way to being taken over by another company in January 2020.

Notice the breakout day volume. I drew a line from the breakout (E) to
the volume bar directly beneath (H). Yes, volume is higher on the breakout
day, but it is less than the 1-month average (according to my computer, and it’s
never lied. . .so far). The statistics say that breakout volume for big Ms doesn’t
help or hurt performance. So that’s another yawn, and it’s not really a perfor-
mance clue, either.

Price rises after E and busts the downward breakout when it closes
above the top of the pattern, at F (a breakaway gap). This is another exam-
ple where bearish selling pressure wasn’t high enough to overcome bullish
buying demand. The bulls didn’t buy like crazy and push price higher. That’s
clear from the anemic volume surrounding the breakout, but the stock moved

up anyway.

Avon Products (AVP)
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Figure 6.3 Price fails to drop more than 5% after the downward breakout.
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The failure of this stock to stage a meaningful decline at E happens 14%
of the time, and this is one example. A busted big M happens 38% of the time,
so that’s more alarming.

Let’s talk more about numbers.

Statistics

Table 6.2 shows general statistics for the big M. Notice that the tables are
not split into up and down breakouts. That’s because valid big Ms don’t have
upward breakouts, at least not in this universe.

Number found. [ uncovered most big M patterns manually by searching
through more than 1,700 stocks (finding big Ms in 772 stocks) from mid-1991
to September 2019. I also automated finding them and checked each one to
be sure they adhered to the ID guidelines. That process helped to unearth the
stinkers like the one shown in Figure 6.3, where the pattern has a nice left-side
rise but a mutant right-side decline.

Reversal (R), continuation (C) occurrence. All of the patterns acted as
reversals of the uptrend by definition.

Average decline. Both bull and bear markets show performance that
beats the average of all other chart patterns, but not by an amount that Mom
would like to hear about, especially at three in the morning.

Standard & Poor’s 500 change. Using the same hold time from the
breakout to the ultimate low as the associated big M, we find that the big M
dropped substantially more than the S&P 500 index. To put it another way,
you can see how the general market helped the individual stocks perform.

Days to ultimate low. The median time to reach the ultimate low is a
month for bull markets and about three weeks for bear markets. The table
shows the average, which is longer in both bull and bear markets.

Speed trap? I checked price velocity and found that bear markets see
price drop almost twice as fast as bull markets.

How many change trend? As a measure of how well the chart pattern
works (trends), I counted how many big Ms saw price drop more than 20%

Table 6.2

General Statistics
Description Bull Market Bear Market
Number found 2,090 569
Reversal (R), continuation (C) occurrence 100% R, 0% C 100% R, 0% C
Average decline -17% -22%
Standard & Poor’s 500 change -2% -11%
Days to ultimate low 59 40

How many change trend? 32% 51%
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Table 6.3

Cumulative Failure Rates
Maximum Price Decline (%) Bull Market Bear Market
5 (breakeven) 298 or 14% 46 or 8%
10 465 or 37% 81 or 22%
15 374 or 54% 84 or 37%
20 288 or 68% 70 or 49%
25 232 or 79% 85 or 64%
30 147 or 86% 58 or 75%
35 96 or 91% 41 or 82%
50 152 or 98% 79 or 96%
75 36 or 100% 24 or 100%
Over 75 2 or 100% 1 or 100%

after the breakout. The thinking here is that a 20% move represents a trend
change. For example, if the markets are bullish, a drop of 20% turns the mar-
ket bearish. I applied the same measure to chart patterns.

As the table shows, higher numbers of big Ms see price drop more than
20% in bear markets as opposed to bull ones. This makes intuitive sense (it’s
like a receding tide will lower all boats). I consider values above 50% to be
exhilarating.

Table 6.3 shows how failure rates climb for small drops after the break-
out. For example, 298 big Ms or 14% of the patterns in bull markets failed to
see price drop more than 5% after the breakout. Over a third (37%) failed to
see price drop more than 10%. In bear markets, the pattern performs better,
with 37% failing to see price drop more than 15%.

You can use this table to help determine the chance of price making an
extended decline. Want to make 50% after shorting your big M? Good luck
with that. Only 2% in bull markets see price drop that far (that is, 98% fail to
see price drop that far).

Table 6.4 provides breakout and post-breakout statistics.

Breakout direction. As I mentioned, if a big M breaks out upward, then
you have a case of mistaken identity. Valid big Ms only break out downward.

Yearly position, performance. You will see the big M pattern appear
anywhere in the yearly price range. Bull markets seem to find them hiding
near the yearly high almost half the time. Bear markets see the breakout price
hibernating in the middle of the yearly price range most often.

Mapping performance over the yearly price range doesn’t see any statisti-
cally significant differences.

Pullbacks. A pullback occurs after a downward breakout. Price must
return to the breakout price within a month by definition. The table says that
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Breakout and Post-Breakout Statistics
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Description Bull Market Bear Market
Breakout direction 100% down 100% down
Performance of breakouts occurring near L-17%, L-23%,

the 12-month low (L), middle (M), M-17%, M -22%,

or high (H) H-16% H-22%
Pullback occurrence 67% 63%
Average time to pullback bottoms —7% in 6 days -10% in 6 days
Average time to pullback ends 12 days 12 days
Average decline for patterns with pullbacks -16% -20%
Average decline for patterns with- -19% -27%

out pullbacks
Percentage price resumes trend 60% 55%
Performance with breakout day gap -17% -23%
Performance without breakout day gap -16% -22%
Average gap size $0.85 $0.48

price drops 7% to 10% in 6 days and then returns to the breakout price in a
round-trip total of 12 days.

Patterns without pullbacks perform better than do those with pullbacks.
That behavior is not unique to big Ms; we’ve seen it in other species of chart
patterns. After a pullback completes, it resumes dropping 55% to 60% of the
time on average.

Gaps. Breakout day gaps don’t help or hurt performance much. Notice
that the gap size in bull markets is almost twice the size of bear market gaps.
Hmm. That’s a surprise.

I measured the median gap size (19 cents in bull markets and 21 cents in
bear markets) and used those as the difference between tall and short gaps. I
found that in bull markets, gaps taller than the median saw price drop an aver-
age of 19% after the breakout. Short gaps lost just 16%.

In bear markets, the results were 25% decline for tall gaps and 21%
decline for short gaps.

Table 6.5 shows size statistics for the big M.

Height. We see that regardless of the market condition (bull or bear), tall
patterns outperform short ones, but not by much. To compute this, measure
the height of the pattern from the highest peak to the lowest valley between
the two peaks and divide the result by the price of the lowest valley. If the result
is larger than the percentage shown in the table, then you have a tall big M.

Width. Width doesn’t offer any helpful performance improvement,
although narrow patterns’ performance is slightly better (but probably
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Table 6.5
Size Statistics

Description Bull Market Bear Market
Tall pattern performance -18% -23%
Short pattern performance -16% -22%
Median height as a percentage of breakout price 12.4% 15.1%
Narrow pattern performance -17% -23%
Wide pattern performance -16% -22%
Median width 26 days 26 days
Short and narrow performance -16% -22%
Short and wide performance -15% -22%
Tall and wide performance -18% -22%
Tall and narrow performance -18% -24%

statistically insignificant). Measure the width of the pattern from peak to peak
and compare it to the 26-day median. If the result exceeds the median, then
you have a wide pattern.

Height and width combinations. Upward breakouts show better per-
formance if the big M is tall (regardless of width). Tall and narrow patterns
outperform in bear markets.

Table 6.6 shows that volume doesn’t play a key role in performance
of big Ms.

Volume trend. Volume trends downward every two out of three trades
on average.

Rising/Falling volume. There’s no performance difference between big
Ms with a rising or falling volume trend (as measured from peak to peak using
linear regression).

Breakout day volume. Only bear markets show better performance
after heavy breakout volume. Heavy breakout volume typically leads to better

Table 6.6
Volume Statistics
Description Bull Market Bear Market
Volume trend 67% down 68% down
Rising volume trend performance -17% -22%
Falling volume trend performance -17% -22%
Heavy breakout volume performance -17% -23%

Light breakout volume performance -17% -20%
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Table 6.7
How Often Stops Hit
Description Bull Market Bear Market
Pattern top 2% 0%
Middle 16% 11%
Pattern bottom 70% 68%

performance for other chart patterns (not so much with downward breakouts,
though, so it’s weird that big Ms are different).

Table 6.7 shows a table new to this edition: how often price hits a stop.

I split the pattern into three pieces: top, middle, and bottom. The top is
the higher of the two peaks (B in Figure 6.3). The bottom of the pattern is the
low at the valley between the two peaks (point C). The middle is, well, midway
between the top and bottom.

In bull markets, price reached the top of the pattern just 2% of the time
on the way to the ultimate low (after the breakout). Although bear markets
show 0%, I actually found two samples where price reached the top.

If you wish to place a stop, then price will rise up to the middle of the
pattern 16% of the time in bull markets, or recover (perhaps during a pull-
back) to the bottom of the pattern 70% of the time. Bear markets show similar
performance.

In Table 6.8 I mapped the breakout date into one of three decades, which
the table shows, split into performance in the top portion of the table and fail-
ures in the bottom portion. Because bear markets only happened in the 2000s,
they are not included in the statistics.

Performance over time. The 1990s showed the best performance from
big Ms, but not so’s you’d notice unless you traded a lot of them.

Failures over time. Failures happened at about the same rate over all
decades studied, with the 2000s showing the most and the 1990s showing the
least. These “failures” are breakeven failures, that is, failure of the stock to drop
more than 5% after the breakout.

Table 6.8
Performance and Failures Over Time for Bull Markets
Description Bull Market
1990s -18%
2000s -15%
2010s -16%
Performance (above), Failures (below)

1990s 13%
2000s 16%

2010s 14%
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Table 6.9
Busted Patterns

Description

Bull Market

Bear Market

Busted patterns count

Single bust count

Double bust count

Triple+ bust count

Performance for all busted patterns
Single busted performance
Non-busted performance (big W)

693 or 38%
466 or 67%
15 or 2%
212 0or 31%
38%

55%

46%

101 or 18%
57 or 56%
3or3%

41 or41%
34%

55%

30%

Table 6.9 shows how busted patterns performed. As you will recall, a
busted big M happens when price breaks out downward, drops less than 10%
(an arbitrary amount), reverses, and closes above the top of the big M (above
the higher of the two peaks). The new, upward breakout busts the downward
one. Multiple busts can follow.

Busted patterns count. Because the sample count for big Ms was high,
I found quite a number of busted ones, from a sprinkling in bear markets
(18%) to over a third in bull markets (38%). That makes intuitive sense
because the bear market trend will help take price lower. It reminds me of
watching a barge move down river. The water level drops near shore and gets
all churned up. As a kid, I was afraid I'd be pulled under while swimming or
even canoeing (even though the barge was across the river, about a quarter
mile away).

Busted occurrence. Single busts happened most often followed by tri-
ple busts. While you may find that odd (that double busts don’t come in sec-
ond), you join me in my confusion. I've seen this trend in other pattern types
and don’t have an explanation for why it happens. A double bust would send
price lower (that is, the first bust sends price upward and the second bust turns
price downward), if that is any help.

Busted and non-busted performance. Grouping single, double, and
three or more busts together sees price rise 38% after busted downward break-
outs in bull markets. Separating out single busts, we see price rise an average of
55% in bull markets (that’s measured from the top of the big M to the ultimate
high). That’s a nice return if you can capture most of it.

I used big Ws as a proxy for a non-busted big M. They don’t see price
perform as well as their busted sisters.

If you can find a busted big M, buy it and pray that price continues
rising for a long time (a single bust). The 55% rise compares to a 46%
average gain for big Ws (which break out upward). See the table for bear
market results.
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Trading Tactics

Table 6.10 shows trading tactics for the big M pattern.

Measure rule, targets. I'll give an example of how to use the measure
rule for big Ms in the sample trade. Use the measure rule to help gauge how
far price will drop after the breakout. The rule is no guarantee that price will
reach the target.

The bottom portion of Table 6.10 shows how often price drops to various
pattern heights. For example, using the full height in the measure rule calcula-
tion in bull markets, price drops to the target 55% of the time. If you use half
the height, the hit rate rises to 80%.

Want to live dangerously? Price reaches a target farther away (twice or
three times the height) less often, as the table shows. Bear markets show simi-
lar hit rates, slightly outperforming their bull market counterparts.

If you wish to buy the stock (long), you can use the measure rule num-
bers to help determine the probability of a stock dropping to half, one, two,
or three times the pattern’s height below the breakout. Just remember that
anything can happen. Look for underlying support where the stock might turn
and decide if it’s worth selling now before it drops that far.

Table 6.10
Trading Tactics

Trading Tactic Explanation

Measure rule Measure the height of the pattern from the price of the low between
the two peaks to the higher of the two peaks. Subtract the height
from the low between the two peaks. The result is the target price.
Ignore results at or below zero. Larger percentage moves will be
unlikely. The bottom portion of the table shows how often the meas-
ure rule works.

Stop location  Place a stop at the location of your choice, using the results in Table 6.7
as guidance.

Pullback trade  Look for underlying support below the bottom of the pattern. Price may
reach support and return to the breakout price in a pullback. Will that
dip be deep enough to make money trading the pullback?

Busted trade If you find a busted big M, then consider buying the stock and riding
the recovery.

Tips See text.

Description Bull Market Bear Market
Percentage reaching half height target 80% 82%
Percentage reaching full height target 55% 58%
Percentage reaching 2x height 26% 27%
Percentage reaching 3x height 13% 15%

Return to launch price 52% 59%
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Another way to trade a big M is to wait for price to find support after
the breakout. Consider buying then and riding the recovery. Don’t be fooled
into buying the stock during a pullback. After a pullback completes, the stock
resumes the plunge 55% to 60% of the time (see Table 6.4).

Return to launch price. I also computed the percentage of time that
price, at the ultimate low, met or dropped below the launch price. The last line
in the table shows that it reached the launch price just over half the time in
bull markets.

One challenge of using this method is to figure out where the launch
price is. Often it’s the same as the trend start (see the Glossary). The launch
price is the location where price begins rising into the big M in earnest. In the
first three figures of this chapter, the launch price is point A. In Figure 6.4,
it’s point B.

After you determine a measure rule target, convert the potential decline
into a percentage of the current price. For example, if the height is $10 and
the stock is trading at 50, that’s a potential 20% loss (10/50 x 100). Table 6.3
says that in bull markets, big Ms fail to see a stock drop more than 20% about
two-thirds (68%) of the time. That suggests a large decline probably won’t
happen but your trade may be the exception. Visit with Table 6.3 and make
the check.

Stop location. Use Table 6.7 to help determine where a stop loss-order
should be located. If you’re planning to short the stock, then do use a stop.

After you locate the stop, determine if the potential loss is big enough
that you might need to reconsider the stop location. If you can’t find a reason-
able loss value (like 8% or less), then abandon the trade. Another big M will
come along shortly. I saw the schedule.

Pullback trade. This setup idea should be used only by experienced trad-
ers. You can place an order to short the stock a penny below the bottom of the
big M and cover at the bottom of the pullback. Table 6.4 can help determine
your chance of making money using this technique.

In more than two out of every three trades (67% in bull markets, from
Table 6.4) a big M will show a pullback within a month of the breakout, often
in the first week.

Price drops for an average of 6 days and returns to the breakout price
(or near it), in a roundtrip total of 12 days. The drop from the breakout to the
low at the bottom of the pullback attempt measures 7% to 10% (for bull and
bear markets, respectively). If you short the stock a penny below the breakout
and place an order to cover the short 5% to 7% lower than the breakout, you
might be able to catch the drop and make a profit.

The median decline is 6% (bull market) to 8% (bear market) in 5 days
(for both markets).

Busted trade. Another way to trade a big M is to buy the stock long if
the big M busts. After busting a downward breakout, price soars an average of
55% for a single busted pattern. Even if you only capture half of that, it’s still a
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big gain. See Table 6.9 for details. The trick is to pick single busted trades, so
look for overhead resistance within 10% of the breakout price, which might
send the stock scurrying for cover.

Tips. I don’t have any trades in big Ms to share with you because I don’t
like to short stocks. However, I do have some tips I want to pass on from what
I’ve learned studying them in the bush.

Look at Figure 6.4 with a big M at CE. Notice the knot of support circled
at I. If I was shorting this stock, this knot of support would be my first choice
for where the stock will turn.

The knots need not be midway up from the launch price (but they do
tend to be about midway). That is, it’s about midway up the move from B to C.

What you want to look for is 3 days (or more) of horizontal price move-
ment. Not a loose meandering of price, but a tight sideways move with lots of
overlap. H is a good example of what to look for, but it’s often shorter than
what’s shown. I is a good example. The two weeks to the left of B shows a third
example of what to look for (not the placement in the BC run, but the type of
horizontal move you’re looking for). Sometimes it’s only 3 or 4 days wide, but
it’s enough to support price.

The knot of support should be the first one below the confirmation price.
In this example, D is the confirmation price of the big M. Notice that price
drops to F and finds support at I. As a price target, pick the highest price in
the knot. Chapter 1 gives a good tutorial on knots, so reread that if you need
a refresher.

Here’s another scenario. Price moves up like you see from B to C. How-
ever, the closest knot of support is below the price of a prior peak (looking back
ayear or two). That prior peak will act as support, and the stock will likely turn
there. In other words, as price drops, it first finds support at the prior peak, and
if it were to continue down, it would then find support at a knot along the BC
run. The high price of the peak would be my target.

In another scenario, you’ll see price confirm the big M and then reverse.
Price climbs a few percent (up to 4% or so) above the top of the big M and
then reverses. Often a strong move down follows.

It’s like traders push up the stock to hit stop-loss orders placed by the
shorts, and once they are out of their positions, they drive price lower, clean-
ing the table.

What I'm describing is an example of a double busted big M. Those are
nasty for shorts unless they time it right. How do we play this scenario? Price
closes above the top of the big M, busting the downward breakout and then
reverses to head back down. That’s the time to short.

Finally, in a number of cases, I saw a large gap open as price climbed up to
the big M (during the BC rise). The top of those gaps supported price on the
way down, so they make for a good price target.

Table 6.11 shows information that I mentioned previously but decided
to put in a table for your viewing pleasure.
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Table 6.11
Special Features

Description Bull Market Bear Market
Higher left peak, performance 16% 22%

Higher right peak, performance 17% 22%

Even peak, performance 18% 19%

Median days from launch price to left peak 27 23

Median days from right peak to ultimate low 49 40

Higher peak performance. I looked at performance based on which peak
of the big M was above the other (or even). In bull markets, a higher right peak
suggests better performance. I would have guessed that a lower right peak would
suggest a weak situation, but maybe a higher peak means there’s farther to drop.

Time to drop. I measured the median time to rise from the launch price
to the first peak compared to the drop from the right peak to the ultimate low.
The time is about two to one. So you can measure the time from the move up
to the first peak, double it, and that will give you an estimate of how long you’ll
need to remain in the trade to reach the ultimate low. My guess is it won’t be
that easy, but at least you’ll have an estimate.

Sample Trade

Justin is an experienced trader, and he’s shorted enough stocks to become pro-
ficient at it. “I got interested right there.” In Figure 6.4, he pointed to the

Evolent Health, Inc (EVH)
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Figure 6.4 |Justin shorted this big M and lost money on the trade.
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strong drop the day after peak E and made plans to trade the big M (the twin
peaks at C and E).

Price started a concerted effort to climb when it broke out of a conges-
tion region at B. Price paused at H and moved sideways for a time when it hit
overhead resistance set up by the sideways move from August to November
2017 (shown by a horizontal line connecting circle H).

He checked a wider view of the chart to see where support and resistance
were located. The daily chart showed a ceiling of overhead resistance block-
ing an advance higher (line A). Price at the top of the big M, peaks C and E,
smacked against that resistance and ducked.

“I checked the weekly chart going back to 2015, but didn’t see much
support between D and H. But look at H. It’s tight with lots of overlap as
price moves sideways. Very nice.” A loose-looking congestion region has price
meandering all over the place, but H looked different. “H is my target. I think
the stock will drop that far.”

“What about the knot at I?” I asked and circled it on the chart. “It’ll
support price. It’s an energy barrier. When Chakotay and Seven hit one, they
crashed. You don’t want that to happen.”

He made a funny face.

“It’s from Star Trek: Voyager.”

“I like football, baseball, and soccer: any sport with a ball.”

I wondered how he felt about polo, but decided not to ask. I pointed
to I again.

“It’s too close to the breakout. The stock will blow right through that
without pausing and head down to H. Trust me. I do this for a living. I know
what I'm talking about.”

My face didn’t move a muscle, but inside I grinned and thought that his
money was about to become someone else’s.

He used the measure rule to determine how likely it would be for price to
reach H. The top of the pattern is at C, 24, and the bottom is at D, 20.60, for a
height of 3.40. The top of the region at H is at 14.50, or 1.75 times the height
of the big M below the bottom of it.

From Table 6.10, he calculated a 48% chance of reaching point H by
interpolating the numbers of 55% (.55) of patterns reaching the target using
the full height, and 26% (.26) of them using the 2x height. That is, .26 +
(.55 -.26) x .75 = 48% chance of the stock dropping to H. The .75 number is
75% of the distance from 1 to 2, which is where H (1.75 times the height) sits.

How did he feel about a 48% chance of success? He looked at me and
cocked an eyebrow. “Yuck,” he said.

For grins, he computed the height of the big M (3.40) and divided it by
the breakout price (20.60) to get a value of 16.5%. According to Table 6.5,
the pattern was tall, making him feel better. He considered B to be the launch
price, and Table 6.10 said there was a 52% chance of reaching it (the last line
in the table).



76  BigM

The two values were different: a 48% chance of reaching H and a 52%
chance of reaching B, which was further away. Hmm. Maybe a subspace anomaly
would be involved. I didn’t say anything to Justin because a ball wasn’t involved.

He had an order to short the stock if it dropped a penny below the low at
D, or 20.59. He placed an order to cover the short at 17.03 (his target), above
the top of the region at H, and above round number support at 17. Once the
short triggered to open the trade, he placed a stop to exit the trade should price
rise a penny above C, or 24.01.

Then he sat back and watched disaster unfold. The stock broke out down-
ward at F, placing him in the trade, and it hit the energy barrier at the price of
L. As I left his house, I started whistling the Voyager theme song.

The stop covered his position at G for a loss of 3.42 a share, not including
commissions.

What did Justin do wrong? I think he should have anticipated a pullback
at the energy barrier (the knot at the price of I). After that, though, I would
have expected the stock to resume the downward move to H. Table 6.4 says
that 60% of the time, price does resume the downward move. Fortunately he
had a stop in place to protect his backside while he waited for the Voyager crew
to rescue him.



RESULTS SNAPSHOT

Appearance: Price forms twin bottoms at or near the same price with an unusually tall
left side, often looking like a big W.

Upward Breakouts

Bull Market Bear Market

Reversal or continuation Long-term bullish Short-term bullish
reversal reversal

Performance rank 11 out of 39 8 out of 20
Breakeven failure rate 9% 9%
Average rise 46% 30%
Volume trend Downward Downward
Throwbacks 64% 66%
Percentage meeting price target  74% 55%
See also Bearish bat, double bottoms (all varieties)

A big W is nothing more than a double bottom with a tall left side. It
might have a tall right side, too, but that depends on how well the stock per-
forms after an upward breakout. If price doesn’t break out upward, then it’s not
a big W. I'll discuss identification guidelines later.

The above Results Snapshot shows important performance numbers for
the big W. For example, the breakeven failure rate, at 9%, is quite good (mean-
ing relatively small compared to other chart pattern types). The average rise
for perfect trades is 46% (bull market), which is also good, hence the rank of

77
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11 where 1 is best. Bear markets see price climb by 30%, which ranks 8 out of
20, where 1 is best.

If you use the full height of the pattern in the measure rule computa-
tion, price will reach the target 55% to 74% of the time (bear, bull markets,
respectively).

Let’s look at examples of big Ws.

Tour

Figure 7.1 shows what a big W looks like. The pattern has the first bottom at
B, the second one at D, with a hill in between, C. The pattern confirms as valid
when price closes above the top of the hill.

The left side of the pattern begins at A, which is what I call the launch
price. The stock drops in a straight-line run down to the first bottom of
the big W.

After the big W forms the second bottom, price recovers. In this example,
the stock rises to E in a quick sprint higher from the low at D. That’s still well
short of the launch price, A. After point E, the stock is like a speedboat pulling
a water skier. You get a lot a thrust to get the skier on top of the water (to E)
and then the boat planes out (on the way to F). It’s possible that the stock will
recover and post a new ultimate high, so F is tentative until more data arrives.

Volume (G) has a U-shape (in this example) until the spike at D. Linear
regression says volume trends upward from bottom to bottom, so that’s why
I drew the line sloping higher at G. Volume for the big W trends downward
most often, though.

Beacon Roofing Supply Inc. (BECN)

18 Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan19 Feb Mar Apr May Jun Jul Aug

Figure 7.1 This big W sees price rise, but not very far.
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Identification Guidelines

Table 7.1 shows identification guidelines for the big W and refer to Figure 7.2
for guidance.

Appearance. The big W is a form of double bottom, one with a tall left
side, and if the pattern works as it’s supposed to, a tall right side as well. The
two valleys should bottom near the same price (use your best judgment as to

Table 7.1
Identification Guidelines
Characteristic Discussion
Appearance Price forms twin bottoms at or near the same price with an unusu-

ally tall left side. A well-formed pattern should remind you of a big
W (that is, if price on the right side rises to match the left).

Price trend Downward, leading to the first bottom. Look for a long, steep drop
often at least the height of the pattern (from the lower of the two
valleys to the peak between the valleys) above the top of the pat-
tern. See text.

Volume Downward the majority of the time, but don’t exclude a big W with
a rising volume trend.

Breakout direction, To break out, price has to close above the peak between the two
confirmation bottoms, confirming the pattern as valid. Without an upward
breakout, you don’t have a big W.

Duration No minimum duration and the longest pattern | studied is about 9
months wide.

Continental Building Products Inc (CBPX)

%y\l‘ y 39
38
l‘ }I}! 37

b’l 36

Apr May Jun Jul Aug Sep Oct Nov Dec Jan19 Feb Mar Apr May Jun Jul  Aug Sep

Figure 7.2 Price at F almost returns to the launch price, A.
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how close the bottoms need to be to each other). Often the bottom-to-bottom
variation is small (the median is 14 cents).

Price trend. The downtrend from A to B is a steep drop like that shown
in the figure. You want to avoid patterns that see price meander or even move
sideways as the drop approaches B. If price takes its time reaching the first bot-
tom, then the chart pattern is probably a double bottom (see one of the Adam
& Eve varieties).

Eyeball the height from the center peak between the two bottoms to the
lower of the two bottoms. Then make sure the left side of the pattern is at least
that height above the central peak.

For example, the height of the big W is the high price at point C minus
the low at B. The left side must be at least this height above C. In this case, the
downtrend begins at A, which is well above C, so the downtrend from A to B
is tall enough. A tall left side is what separates big Ws from double bottoms. A
big W is a type of double bottom, but few double bottoms are big Ws. I hope
that makes cents (sense).

Volume. Don’t disqualify a big W because of its volume trend. However,
most of the time, you’ll see volume trending lower from valley B to D. Linear
regression on the big W shown in the figure says volume slopes upward. It
doesn’t Jook like it does, but the numbers say otherwise. I show the upward
trend at H.

Breakout direction, confirmation. Price always breaks out upward
from a big W. If it doesn’t, then you don’t have a big W. A breakout occurs
when price closes above the hill between the two bottoms. In Figure 7.2, that
would be a close above C, which I show as a horizontal line at E.

Price confirms the big W as a valid chart pattern when it closes above C.
Again, if you don’t have confirmation, then you don’t have a big W.

Duration. I did not set a minimum or maximum width between the two
valleys. They ranged from a very narrow 4 days to 260 days. I looked at the
4-day pattern, and it looks fine.

Focus on Failures

Figure 7.3 shows what the failure of a big W to perform looks like. The big
W is at ACB, with A and B being the bottoms and C being the hill between the
bottoms. Price drops from H in a long and steep move to the first bottom. The
stock confirms the pattern as valid at D, where it closes above the horizontal
line drawn from the high at C.

Price spikes higher at E, but closes the trading day near the bottom of
the price bar, at F. That close is below the lower of the two bottoms (A). The
breakout from this big W was upward (at D), but price reversed and closed
below the bottom of the big W, busting the upward breakout.
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Alkermes (ALKS)
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Figure 7.3 Price busts the upward breakout from this big W.

Volume (G) in this example slopes upward from A to B. Table 7.6 says
that volume slopes downward 69% of the time on average, and yet all three
figures shown so far have upward volume.

Why did this big W fail to rise back to the launch price (H), the point
where the long downtrend leading to point A began?

We can only speculate as to the answer. I checked the Internet for news
at price bar EF and found that the company released second-quarter earnings
before the market opened. Apparently the stockholders couldn’t make up their
minds about the news. Sometime during the day, price climbed up to E (per-
haps on news that the company settled a patent dispute). Once price dropped
below bottom B, it may have triggered stops, helping price decline to F. In this
case, it appears the earnings announcement prevented the big W from fulfill-
ing its promise of rising to H.

Statistics

Table 7.2 shows general statistics for the big W pattern.

Number found. Most of the patterns I found manually over the years
but automated finding them to highlight big Ws I might have missed (like
the one shown in Figure 7.3). I checked each one to be sure it was a proper
pattern. I uncovered almost 2,700 patterns in 765 stocks using data from July
1991 to September 2019. Not all stocks covered the entire period, and some
no longer trade.
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Table 7.2

General Statistics
Description Bull Market Bear Market
Number found 2,172 514
Reversal (R), continuation (C) occurrence 100% R, 0% C 100% R, 0% C
Average rise 46% 30%
Standard & Poor’s 500 change 13% 1%
Days to ultimate high 213 83
How many change trend? 62% 47%

Reversal (R), continuation (C) occurrence. The big W is a reversal
pattern. Price enters the pattern from the top (going down) and exits out the
top (going up), reversing the inbound downtrend by definition.

Average rise. The average rise is decent in bull markets, with gains aver-
aging 46%. That’s if you trade it perfectly, over 2,000 times. Your trades may
do better or worse than what’s shown in the table. As you would expect, bear
markets with upward breakouts see price climb less far than in bull markets.

Standard & Poor’s 500 change. I measured performance of the S&P
500 index from the date of the big Ws breakout to the ultimate high. The table
shows the result, which is inferior to the big W’ performance. I'm not sure if
the comparison is fair. It might be like comparing the times of two marathon
runners, one who is top ranked and the other who is an amateur. The top-
ranked runner will have a better time than one who walks the 26 miles.

Days to ultimate high. To gain 46%, it takes time, about 7 months in
bull markets. Bear markets see gains taking less time (about 3 months), but
that’s because the average rise is less, 30%. However, a check of the numbers
says the velocity in bear markets is higher than in bull markets, even when a
rising price trend is heading against the current in bear markets. The bear
market velocity is almost twice as fast as in bull markets. It might be because of
the lack of a posted speed limit.

How many change trend? I counted how many big Ws saw price rise
more than 20% after the breakout, and I must say, the bull market posts a ter-
rific number (ranking sixth and eighth for bull and bear markets, respectively).

Big Ms in bear markets show good performance, too, but not as good as
in bull markets. That’s expected, of course (a rising tide lifts all boats in bull
markets, but bear markets depress performance after upward breakouts).

Table 7.3 shows cumulative failure rates for big Ws. The breakeven fail-
ure rate is 9%. That means 9% of the big W fail to see price rise more than
5% after the breakout.

Look at how the failure rates climb. In bull markets, 20% fail to see price
rise more than 10%.
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Cumulative Failure Rates
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Maximum Price Rise (%) Bull Market Bear Market
5 (breakeven) 201 or 9% 48 or 9%
10 229 or 20% 85 or 26%
15 206 or 29% 82 or42%
20 185 or 38% 57 or 53%
25 177 or 46% 45 or 62%
30 141 or 52% 36 or 69%
35 144 or 59% 32 0r75%
50 296 or 73% 45 or 84%
75 248 or 84% 44 or 92%
Over 75 346 or 100% 40 or 100%
Table 7.4

Breakout and Post-Breakout Statistics

Description Bull Market Bear Market
Breakout direction 100% up 100% up
Performance of breakouts occurring near the L48%, L31%,

12-month low (L), middle (M), or high (H)

Throwbacks occurrence

Average time to throwback peaks

Average time to throwback ends

Average rise for patterns with throwbacks
Average rise for patterns without throwbacks

Percentage price resumes trend

Performance with breakout day gap
Performance without breakout day gap
Average gap size

M46%, H42% M29%, H28%

64%

8% in 6 days
12 days
45%

48%

76%

47%
46%
$0.38

66%

11% in 6 days
12 days

27%

34%

60%

39%
28%
$0.47

Want to make 50% on your trades? You'll lose 73% of the time in bull
markets (that’s one winner and three losers, and that’s if you trade it per-
fectly). In bear markets, the results are even worse with 84% failing to climb

more than 50%.

Set realistic goals and realize that you’ll have to make more on winning
trades to compensate for losing ones. Trading perfectly also helps. . . (that’s a
joke, but focusing on improving technique often leads to making more profit).

Table 7.4 shows breakout and post-breakout statistics.
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Breakout direction. All big Ws break out upward. If they don’t, then
they are not big Ws.

Yearly position, performance. I sorted patterns according to the break-
out price and checked performance of the three ranges.

The best performance for both bull and bear markets comes from big W
near the yearly low. The worst performance comes from those near the yearly
high. It suggests that bottom fishing (buy low, sell high) works better for big
Ws than momentum trading (buy high, sell higher).

Throwbacks. A throwback happens after the breakout when price
rises but quickly returns to the breakout price (within 30 days). Often price
resumes the rise thereafter. In Figure 7.1, for example, the throwback peaks
at E before returning to the breakout price. Figure 7.2 shows a throwback
after point E.

Throwbacks occur about twice every three trades. Price peaks in 6 days
after rising between 8% and 11%, on average, before completing the trip back
to the breakout price (or nearly so) in 12 days (that’s the roundtrip total).

Notice that price does better if a throwback is absent. We’ve seen this
behavior in other chart patterns, too. How can you tell if a throwback will hap-
pen? Look for nearby overhead resistance, such as prior peaks, round numbers
(10, 20, 30, and so on), or sideways price movement between the breakout
price and about 10% higher. If you see some, then expect a throwback. In my
trading, I always expect a throwback will happen, and I party when they don’t.

"The vast majority of the time, between 60% (bear market) and 76% (bull mar-
ket), price will resume the upward move after a throwback completes. Few things are
more aggravating than placing a buy stop a penny above the breakout price, getting
into the trade perfectly, only to see a throwback take price lower. Sometimes, the
stock continues down below the bottom of the pattern and you’re stopped out. Then
you sit on the sidelines as the stock recovers and soars like an eagle. Fortunately, this
type of behavior is rare for big Ws (Table 7.9 says it happens 20% or less).

You can always wait for a throwback to complete before making a trade.
However, if you wait, you’ll miss investment opportunities where a throwback
doesn’t occur (that is, you’ll miss the best performers).

Gaps. Breakout day gaps push price higher, meaning performance is bet-
ter if a gap appears. However, in bull markets, the extra push probably won’t
be enough to wake you from a sound sleep. In bear markets, it’s more of a jolt.

How can you tell if price will gap higher? I've no idea. However, I meas-
ured performance from the opening price the day after the gap to the ultimate
high. So if you see a gap, you can buy into the situation and maybe score extra
performance points for doing so.

Table 7.5 shows how the sizes of big Ws perform.

Height. Tall big Ws perform better than do short ones. To use this find-
ing, measure the height of the big W from the peak between the two bottoms
to the lower of the two bottoms. Divide the result by the breakout price (the
price of the peak between the two bottoms). If the result is bigger than that
shown in the table, then you have a tall pattern.



Statistics 85

Table 7.5
Size Statistics

Description Bull Market Bear Market
Tall pattern performance 48% 31%
Short pattern performance 44% 29%
Median height as a percentage of breakout price 11.9% 16.2%
Narrow pattern performance 45% 30%
Wide pattern performance 47% 30%
Median width 23 days 21 days
Short and narrow performance 44% 30%
Short and wide performance 44% 26%
Tall and wide performance 49% 32%
Tall and narrow performance 48% 29%
Table 7.6

Volume Statistics
Description Bull Market Bear Market
Volume trend 69% down 74% down
Rising volume trend performance 45% 25%
Falling volume trend performance 47% 31%
Heavy breakout volume performance 46% 33%
Light breakout volume performance 46% 24%

Width. Bear markets don’t see a performance difference, but in bull
markets, wide patterns perform slightly better than narrow ones. The median
width between narrow and wide is about 3 weeks (see the table). The width is
the time between the two bottoms.

Height and width combinations. Patterns that are tall and wide out-
perform the other combinations of height and width. You might want to avoid
short patterns (either narrow or wide). They underperform in bull markets and
don’t do that well in bear markets.

Table 7.6 shows volume statistics for the big W pattern.

Volume trend. Volume trends downward most of the time, as measured
using linear regression between (and including) the two bottoms of the big W.
As I mentioned, don’t discard a big W because it has an unusual volume trend.
Remember, the trend is your friend.

Rising/Falling volume. Patterns with falling volume, as measured
from bottom to bottom in the big W, perform best in both bull and bear
markets. The bear market shows the biggest difference between the two



86 BigW

values (31% versus 25%). The 25% number comes from 136 samples, so
additional samples will likely narrow the gap.

Breakout day volume. Bull markets don’t see a performance difference,
but bear markets do with heavy breakout volume helping performance. The
difference seems unusually wide, though, so additional samples will likely nar-
row the spread.

Table 7.7 is one of my favorite tables because this kind of trading infor-
mation can pay for the price of this book.

How often are stops hit? I placed a stop-loss order at the peak between
the two bottoms and price touched this (after the breakout and on the way to
the ultimate high) over 70% of the time. Scoot the stop a bit lower (the middle
of the big W, measured from the peak to lowest valley) and the stop triggers
less often, between 13% and 20% of the time. Place it at the lower of the two
bottoms and it’ll hardly trigger at all.

The safe place to locate a stop-loss order is below the bottom of the big
W, but the distance between the stop and the buy price may entail a large
potential loss. The rumors are true: Positioning a stop is an art you need to
master to become a successful trader.

Once you decide where to place the stop, convert the potential loss into
a percentage of the current price. If you gasp at the result, then the stop is too
far below the current price. Either adjust the stop location, abandon the trade
altogether, or hope the trade succeeds.

Table 7.8 shows how big W performance has changed over three dec-
ades. Because bear markets only occurred in the 2000s, they were excluded
from consideration.

Table 7.7
How Often Stops Hit
Description Bull Market Bear Market
Pattern top 73% 75%
Middle 20% 13%
Pattern bottom 2% 1%
Table 7.8
Performance and Failures Over Time for Bull Markets
Description Bull Market
1990s 42%
2000s 51%
2010s 45%
Performance (above), Failures (below)
1990s 8%
2000s 8%

2010s 11%
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Performance over time. The 2000s were the outstanding decade for
performance with gains averaging 51%. The worst performance came in the
1990s with the 2010s nestled comfortably between those two.

Failures over time. I would expect to see low failure rates in the 2000s
because that was the best performing decade, and yet the table shows it’s tied at
8% with the 1990s. The 2010s showed a slight uptick in failures. The failures
I’'m reporting on, by the way, are 5% failures. They count how many big Ws
fail to see price rise more than 5% after the breakout.

Table 7.9 shows statistics related to busted patterns.

Busted patterns count. Big Ws rarely bust, as the table shows (com-
pared to other patterns, which see busts in the 40% range). What does this
mean? Up to 20% of the time, on average, price will fail to rise more than 10%
after the breakout before reversing and closing below the bottom of the big
W. So if you want to make a lot of money, then one in five trades won’t exceed
10% profit, on average, and that’s if you trade it perfectly.

Busted occurrence. For those patterns that busted, I sorted them into
one of three bins: single, double, and three or more busts (triple+). The table
shows single busts happening most often followed by double and triple busts.
In some other pattern types, we see triple busts coming in second place, so big
Ws behave themselves.

Busted and non-busted performance. Compare the performance for
all busted patterns (drops of 15% in bull markets) with the performance of
big Ms (not Ws). Big Ms see price drop an average of 17% after a downward
breakout, and they act as the proxy for a non-busted big W.

Busted pattern performance for big Ws is not as good as trading a big M
chart pattern. However, if you are lucky enough to trade a single busted big W,
then price drops an average of 23% (in bull markets). That’s exceptional for a
bearish pattern; of course, your mileage may vary.

How can you tell if the big W will single bust (as opposed to double or
triple bust)? I'll leave that as an exercise for the reader (translation: I have no
idea, but focus on nearby overhead resistance that might turn price down or
the timing of an earnings announcement).

Table 7.9

Busted Patterns
Description Bull Market Bear Market
Busted patterns count 389 or 18% 105 or 20%
Single bust count 220 or 57% 78 or 74%
Double bust count 123 or 32% 19 or 18%
Triple+ bust count 46 or 12% 8 or8%
Performance for all busted patterns -15% -18%
Single busted performance -23% -22%

Non-busted performance (big Ms) -17% -22%
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Trading Tactics

Table 7.10 shows trading tactics.

Measure rule, targets. Use the measure rule to help determine how far
price may rise after the breakout. The lower portion of the table shows the
numbers. Before I get there, let me explain how to use the measure rule.

Measure the height of the big W by subtracting the lower price of the
two bottoms from the price of the highest peak between the two bottoms. Add
the height to the peak between the two bottoms to get a full-height target. The
table says that price will reach that target 74% of the time in bull markets.

If you use different multiples of the height (half, 2x, or 3x), you will see
different hit rates. For example, if you like to hold onto a stock and target three
times the height, compute the height as already described, multiply it by three,
and add it to the breakout price. Price will reach the target 39% in bull markets
but only 17% in bear markets.

Stop location. Use Table 7.7 to help determine where to place a stop.
You can use a volatility stop, which is based on how volatile a stock is, to locate
your stop. Often I'll stick a stop below a nearby minor low and double-check
that with a volatility stop. See the Glossary for details on volatility stops.

Return to launch price. Look back at Figure 7.1. Point A is the launch
price. It’s the price where the stock begins the decline in earnest, leading down

Table 7.10
Trading Tactics
Trading Tactic Explanation
Measure rule Measure the height of the pattern from the lower of the two bot-

toms to the high between the two bottoms. Add the height to the
high price between the two bottoms. The result is the target price.
Large percentage moves will be unlikely. The bottom portion of
the table shows how often the measure rule works.

Stop location Place a stop at the location of your choice, using the results in
Table 7.7 as guidance.

Launch price Determine where the launch price is and use that as a target.

Higher second If the right bottom shows higher volume than the left one, expect
bottom volume better performance (in bull markets).

Description Bull Market Bear Market

Percentage reaching half height target 88% 77%

Percentage reaching full height target 74% 55%

Percentage reaching 2x height 53% 31%

Percentage reaching 3x height 39% 17%

Return to launch price 70% 51%
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Table 7.11
Special Features

Description Bull Market Bear Market
Lower left bottom, performance 46% 29%
Lower right bottom, performance 47% 30%
Even bottom, performance 38% 34%"
Higher left volume, performance 45% 31%
Higher right volume, performance 49% 27%
Median days from launch price to left bottom 22 21
Median days from right bottom to ultimate high 92 51
Large rise between valleys, performance 48% 30%
Small rise between valleys, performance 44% 29%
Median rise between valleys 14% 26%

*  From 18 samples.

to the big W. Unfortunately, the launch price can be hard to determine in some
cases, so I use the measure rule to give better targeting guidance.

However, the stock can return to the launch price after a big W breaks
out. Keep that in mind when setting targets. Look for price to stall just short
of the launch price. Figure 7.2 shows an example of that. The launch price is
point A and price climbs to F, which is just below the price of A.

The last line in the table shows the stock returns to the launch price 70%
of the time, on average, in bull markets. To use this finding, convert into a
percentage the distance from the current price to the launch price. If it’s a high
percentage, then it’ll probably be unrealistic.

You can run the potential gain by Table 7.3. For example, if the current price
is 40 and the launch price is 50, that means a gain of 25% or ((50 — 40)/40 x 100).
Table 7.3 says that almost half (46%) will fail to see price rise more than 25%.

Table 7.11 shows features that might improve trading a big W.

Lower valley performance. I checked the performance of big Ws where
the price of the left bottom was above, below, or equal to the right bottom.
There wasn’t much of a performance difference except for big Ws where the
price of both bottoms was the same. When that happened, performance suf-
fered, and quite substantially.

Higher bottom volume. I found that if the right bottom of the big W
has volume higher than the left bottom, patterns outperform in bull markets
and underperform in bear markets. Because the bull and bear market values
show opposite performance results, it concerns me that this finding won’t be
reliable. Use it with caution.
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Time to launch. I measured the time from the launch price to the first
bottom and compared it to the time from the second bottom to the ultimate
high. The numbers show that the drop into the big W is short, about three
weeks, but the recovery is long. In bull markets, the median is about four
times as long.

Rise between valleys. I compared the height of the peak between the
two bottoms of the big W to performance. If the rise was taller than the median
(measured as the height from peak between the two bottoms to the lower of
the two bottoms divided by the price of the lower of the two bottoms), then
performance improved. In bull markets, the differences are pronounced com-
pared to bear markets.

Experience

I'have traded the big W a number of times, but all from the buy side so the les-

sons learned aren’t as important as those on the sale side. To put it another way,

it doesn’t matter at what price you buy. It only matters at what price you sell.
Let me tell you about what I found in my trade review.

Abercrombie & Fitch Co.

Abercrombie & Fitch Co. (ANF) in 2017 had been trending lower for almost
a year after peaking in March 2016. I saw a big W forming and thought this
would make for a good bottom-fishing trade.

Here’s what I wrote in my trading notebook. “Buy reason: Extra cash.
I’'m hoping that this will be the start of a rebound, a fallen angel-type play.
Earnings were good and the stock shot up and then threw back, as expected.
It should recover from here, based on a good earnings surprise. If not, then
sell when it gets in the 10+ range to keep the [dollar] loss small. The odds
don’t favor this trade, but I'm betting the stock has bottomed and will recover
from here.”

The earnings announcement saw price climb from 11.69 to a high of
13.75 the next day, or almost 18%, but it retraced most of that gain by the time
I bought on 10 March. I received a fill at 11.68. The position size was small,
about one-fourth of what I normally trade, and that told me I was concerned
about the stock.

I sold the stock (at 10.92) after the report of weak same-store-sales num-
bers less than 2 weeks after I bought, taking a 7% loss.

This was one of those trades where the smart money is just waiting to
trap you. I sold the day price bottomed. The stock recovered but only to 12.46
before dropping again. The stock bobbed up and down, eventually making
another big W in August and September 2017, which was the real bottom.
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From there, the stock climbed from its confirmation price of 10.49 to peak at
29.20, or 178% higher.

My instincts were good. I picked a stock that almost tripled except the
timing was wrong. I missed entering a winning trade by 6 months.

I made a perfect entry, buying after a throwback completed, and sold on
the day price dropped (but didn’t close) below the bottom of the big W.If I had
waited for price to close below the bottom of the big W, I would have stayed in
the trade longer but would have taken a slightly bigger loss.

The big question comes from a curious mention in my notebook: “The
odds don’t favor this trade.”

e Lesson: If the odds don’t favor the trade, then don’t make it.
* Lesson: Keep the position size small if you believe a trade is risky.

Teradyne Inc.

I made a trade in Teradyne Inc. (TER) as the stock emerged from the 2007-
2009 bear market. A big W confirmed and I bought in at 5.94 on 1 May 2009.
The stock threw back but then cooperated and climbed.

Later in the year it moved sideways until August 2010, when it resumed
its upward move. Here’s what I wrote in my notebook: “Sell reason: Hit stop.
This sold on reaction to market weakness, so my guess is I sold too soon. I
expect a rebound, but you can’t be too sure.”

I sold within a week of the stock peaking and before it dove by more than
40%. I made 194% on the trade (I almost tripled my money!).

This is one of those trades you want to climb up on the roof of your house
with a megaphone and shout at your neighbors that you’re rich. Of course,
you’d be gunned down by the rednecks surrounding your house like a moat,
so don’t do that.

There is no lesson to share with this trade. A perfect entry and perfect
exit led to a nice reward for holding onto the stock for 1.8 years.

Ann Taylor

In Ann Taylor (ANN), the stock made a big dive, forming the left side of the
big W in late 2006. I bought on 1 February 2007, at a price of 35.19. This was
a late entry by about 2 weeks, and yet if I had bought at a penny above the
confirmation price, I would have entered the trade at a lower price: 33.82. My
preferred entry method is to place a buy stop a penny above the breakout price.

On the sale, here’s what I wrote: “21 March 2007. I decided to sell this
using a trailing stop set between today’s close and the low +.01 as the cents
margin (11 cents) [I think this has to do with setting an automated trailing
stop with my broker]. Hopefully, this will move up in the morning and I can
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get out at a higher price than just selling at the open. The market was up big
today, and this stock was one of the few to close lower. It’s running up against
SAR [support and resistance] at 3940, as predicted. My guess is it’ll form a
handle and backtrack. I don’t want to wait around, though. I think the com-
pany sucks because SSS [same-store-sales] are soft despite positive comments
from the company.”

I'received a fill at 39.09. Four trading days later, the stock peaked at 39.92,
before entering the bear market and seeing the stock bottom at 2.41, or 94%
below where I sold. I made 11% on the trade.

* Lesson: Buying as soon as the stock breaks out of a chart pattern is
often better than waiting.

Energy East Corp.

With Energy East Corp. (EAS), I saw a big W forming and price didn’t con-
firm the pattern before heading back down to the price of the first bottom,
where I bought. I received a fill at 23.12.

The stock cooperated, for a time, by rising but eased lower and looked to
be heading down about 3 weeks after I bought. I sold it for a 2% loss so I could
deduct it on my taxes.

From my notebook: “Sell reason: End-of-year tax-loss selling. This is
going down, I predict, so it’s time to dump it and lower my cap gains taxes.
This H&S [head-and-shoulders] bottom didn’t work as expected.”

The head-and-shoulders became apparent after I bought (which hap-
pened at the right shoulder low), and it never confirmed by the time I sold on
30 December 2005, at 22.69.

This trade contradicts the prior lesson. If I had placed a buy stop a penny
above the top of the big W, I would have entered the trade at 24.06, well above
my 23.12 purchase price. The big W didn’t confirm until 10 January 2006,
where the stock continued up to make a vertical run for 8 days (peaking at
25.57). Then it moved sideways to down for 1.5 years.

I'sold on the day the stock started to climb in that vertical rise. Bad exiting
timing, that’s for sure. But I would have collected dividends from the electric
utility only if I had continued to hold the stock, so selling was a good choice.

Sara Lee Corp.

Sara Lee Corp. (SLE) in September 2008 was another buy into a big W that

didn’t confirm. I lost 4% on that trade when the stock hit my stop and contin-
ued lower in the 2007-2009 bear market.

® Lesson: If premature breakouts are a concern, wait for confirmation
before entering a trade.
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Swift Transportation Co.

In Swift Transportation Co. (SWFT), I played the big W differently. I bought
when price returned to the launch price, expecting a strong move higher as
oil prices were trending downward: “Sell reason: The stock has made a large
down move today, following the market lower and others in the industry [are]
down. I believe this will move lower, forming a handle to the big W.”

A handle did form, and I sold in the early part of that development at
19.25, for a loss of 8%. I watched from the sidelines as price climbed to 33.66.
I missed out on a potential gain of 75%. Sigh.

Again, I picked the right stock, but it took me out when it formed a han-
dle before making a strong push higher.

I don’t have a lesson to share except the idea of riding price higher after
it reaches the launch price might have merit. Test it to be sure it can work for
you and your markets.

Sample Trade

Figure 7.4 shows this chapter’s sample trade with the big W located at AC.
Before I discuss the trade, let’s apply the measure rule to this pattern.

The measure rule uses the height of the big W. The peak (B) between
the two bottoms has a high price of 12.66. The lower of the two bottoms is C,
at 11.27, for a height of 12.66 — 11.27 or 1.39. Add the height to the price at
the peak (C) and you get a target of 12.66 + 1.39 or 14.05. Price will reach the
target 74% of the time in bull markets, according to Table 7.10. If you want a
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Figure 7.4 John decided not to trade this big W because of overhead resistance.
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closer target, take half the height and use that. Thus, a closer target becomes
12.66 + 1.39/2, or 13.36. Price reaches the half-height target 88% of the time.

Want to know if the big W is tall? Take the height (1.39) and divide it by
the breakout price (12.66) to get 1.39/12.66 x 100 or 11.0%. Table 7.5 says that
a tall pattern needs to have a value above the median 11.9%, so this pattern is
short. That suggests underperformance.

The launch price is at H, where the downtrend begins. H could be a post-
breakout target, but as you can see, the stock didn’t climb that far.

Volume trends downward (G), so that’s good for performance (from
Table 7.6). It may be difficult to tell from the chart, but the left bottom has
volume of 492 shares and the right bottom has volume of 791. In other words,
the right has higher volume and that’s good for performance (from Tables 7.10
and 7.11).

The pattern is short (bad), volume trends downward (good), and the right
bottom has higher volume than the left (good). This seems to suggest a better
performing big W. Of the three measures, the height is the most important and
it was bad. That’s not a good omen.

How did John trade the stock? “I didn’t.”

“Why not?”

“I used your simulator to scan charts and didn’t like what I saw. I looked
for a horizontal move followed by a big W.”

He was referring to my Patternz software (available for free on my web-
site at www. ThePatternSite.com), which has a trading simulator built into it.
It will advance to a chart pattern and then play back price at the speed of
your choice.

“I saw setup after setup which didn’t work so I decided not to trade the
stock. Sometimes the best trade you can make is none at all.”

However, another setup is similar to this situation. Imagine the same
setup with price forming a top, moving sideways (D), and dropping to a chart
pattern (a big W or other type of chart pattern). Price does its thing, and the
stock eventually climbs to close above H (the high point in the horizontal D
move). That’s the time to buy. I describe this setup at http://thepatternsite.
com/CPSetup.html (Notze: case is important).

In Figure 7.4, price broke out upward from the big W (a close above B)
the day before E. That confirmed the big W as a valid chart pattern. Then
price stalled as if the bulls were afraid of attacking overhead resistance set up
by the sideways move at D.

The stock collapsed, and when price closed below the bottom of the big
W, at F, it busted the upward breakout. The stock recovered to poke its head
above 13, but moved lower to bottom at 8.11 in December. Had John bought
at the breakout price and sold at the ultimate low, he would have lost 36%, not
including commissions and fees. He made the right decision to walk away from
this trade.


http://www.thepatternsite.com
http://thepatternsite.com/CPSetup.html
http://thepatternsite.com/CPSetup.html
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Appearance: Price trends downward, leading to the chart pattern. The pattern looks
like a megaphone with higher highs and lower lows that widen over time.

Upward Breakouts

Reversal or continuation
Performance rank

Breakeven failure rate

Average rise

Volume trend

Throwbacks

Percentage meeting price target
Synonyms

See also

Downward Breakouts

Reversal or continuation
Performance rank
Breakeven failure rate
Average drop

Volume trend

Pullbacks

Percentage meeting price target

Long-term bullish reversal

15 out of 39

16%

45%

Upward

69%

65%

Broadening triangle, five point reversal

Broadening tops

Short-term bearish continuation
23 out of 36

26%

15%

Upward

62%

41%
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Broadening bottoms are middle-of-the-road performers because the
breakeven failure rate and average rise or decline are mediocre. I've traded
this pattern only a handful of times over the years but made a profit 75% of
the time. Even though performance needs improvement, maybe you can make
money trading the pattern. Let’s see what broadening bottoms have to offer.

Tour

Figure 8.1 shows an example of a broadening bottom. This particular one is
called a five-point reversal because there are five alternating touches, two minor
lows (2 and 4) and three minor highs (1, 2, and 3). A five-point reversal is also
rare: In one study, I located only 5 in the 77 broadening bottoms I examined.

Price trends downward in late August and reaches a low 2 days before the
chart pattern begins. That brief dip is what I call undershoot, where the stock is
so excited as it drops, it dips below the beginning of the chart pattern within 2
weeks of its start.  ignore brief dips and overshoot—a brief rise within 2 weeks
of the pattern’s start—when determining the trend start (see the Glossary for
details) leading to a chart pattern. Price overshooting or undershooting the
formation start is common in many chart pattern types.

How does a broadening bottom differ from a broadening top? A
broadening bottom has price trending downward into the start of the pattern;

Banc One Corp. (Bank, NYSE, ONE)
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Figure 8.1 A broadening bottom, specifically a five-point reversal, so-called
because of the five touchpoints: two minor lows (the even numbers) and three
minor highs (the odd numbers).
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a broadening top has price trending up. The difference is arbitrary. I made the
distinction thinking that the two might behave differently.

If you ignore undershoot in this case, the broadening bottom appears at
the bottom of the downtrend, hence the pattern is a broadening bottom and
not a top.

This particular chart pattern shows a partial decline which correctly pre-
dicts an upward and immediate breakout. Price moves down from 26 to 24.50,
reverses course, and shoots out the top. The stock reached a high of 38.50 just
over a year later.

Identification Guidelines

Table 8.1 lists identification guidelines for broadening bottoms.

Appearance. The shape of the broadening bottom reminds me of chaos
theory where small disturbances oscillate back and forth, then grow unbounded,
wreaking havoc.

In the stock market, price begins to bounce between two imaginary bar-
riers that diverge, forming a megaphone shape. When you draw a trendline
touching the minor highs along the top and another connecting the minor
lows along the bottom, the broadening pattern becomes apparent. Neither
the top nor bottom trendlines should be horizontal or near horizontal. Rather,

Table 8.1
Identification Guidelines
Characteristic Discussion
Appearance Megaphone shape with higher highs and lower lows.
Price trend The short-term price trend should be downward, leading to the

broadening bottom. Ignore any overshoot or undershoot within 2
weeks of the start of the broadening bottom.

Trendlines Price follows two diverging trendlines: The top one slopes upward and
the bottom one slopes downward.

Touches Should have at least five touches: three on one trendline and two
on the other, but not necessarily alternating touches. Each touch
should be a minor high or a minor low.

Whitespace Price should cross the pattern from top to bottom plenty of times,
filling the pattern with price movement, not leaving a large hole of
whitespace.

Volume The volume trend from the start to end of the pattern is usually

upward. Don't discard a pattern because volume trends downward.

Breakout direction A breakout occurs when price closes above the formation’s high
(upward breakout) or below the pattern’s low (downward break-
out). See text for details. The breakout can occur in either direction,
and price may move horizontally for months before breaking out.
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price along the peaks becomes higher and price along the bottoms trends
lower. Use the figures in this chapter for guidance.

Price trend. Price trends downward into the start of a broadening bot-
tom. Even if price rises a week or two before the chart pattern begins (over-
shoot), ignore it. The pattern is still a bottom. This arbitrary designation makes
intuitive sense: A bottom should appear at the end of a downtrend, not when
price is climbing to the moon and not if price spiked upward just before the
pattern started.

Trendlines. Two trendlines drawn across the minor highs and lows out-
line the pattern. The top trendline should slope up; the bottom one should
slope down. The diverging trendlines distinguish the broadening bottom from
other types of chart patterns, such as the right-angled broadening formation
(which has one horizontal trendline) and the broadening wedge (both trend-
lines slope in the same direction).

Touches. To prevent confusion, I changed the guidelines to require at
least five touches, three of one trendline and two of the other. Fewer touches
increase the likelihood of misidentification (but it still might be a broadening
bottom). Play it safe and look for at least five trendline touches.

Each trendline touch should be at or near a minor high (top trendline)
or minor low (bottom trendline). What is a minor high or low? A minor high
happens when price trends up, then drops back down, leaving a clearly defined
peak. A minor low is just the same except flipped upside down: Price moves
lower, and then heads back up, leaving a clearly defined valley.

In Figure 8.1, odd numbers tag the minor highs and the even numbers are
the minor lows. Let me stress that the minor highs and lows need not be alter-
nating, as shown in the figure. Just as long as you can count at least five touches,
then that’s fine. If price cuts through a trendline, then don’t count that as a touch.

Notice that at the start of this pattern (on the bottom), price cuts through
the lower trendline, but it doesn’t count as a touch.

Whitespace. Figure 8.2 shows a problem with identification. This is
from 3M (MMM) in August 2019. On the left side (“Bad”), the stock appears
to make a broadening bottom. It has two touches of the top trendline and three
on the bottom, as required. The problem is that white hole in the pattern,
which I highlight at A. Price does not cross the pattern enough to fill the space.

Compare the left side with the right side (“Better”). It’s the same picture
except I show a down-sloping channel. It’s not perfect because of the spike at
B, butit’'ll do. This is a better interpretation of a viable chart pattern compared
to the left side. Do noz cut off a turn like I've shown on the left side and call it
a broadening bottom.

Volume. There is nothing magical or important about volume. I used
linear regression from the start of the chart pattern to its end and found that
volume trends upward most of the time in this chart pattern.

Breakout direction. The breakout price can be difficult to identify in a
broadening chart pattern as the pattern develops. I look for the place where
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Better

Figure 8.2 Don’t accept patterns with too much whitespace. This happens when
you cut off a turn and call it a broadening bottom.

price pierces the up or down trendline or makes an extended move, hugging
the trendline.

If price closes outside a trendline boundary, then the penetration point
becomes the breakout price. If price moves up (for example) and follows along
the top trendline without piercing it, then I backtrack to the prior minor high
and draw a horizontal line forward in time until price closes above the hori-
zontal line. When that happens, that is the breakout point (providing the pat-
tern obeys the other identification guidelines first). Use the same logic for a
downward breakout.

Let me give you an example. Consider the broadening bottom shown in
Figure 8.3. Where’s the breakout from the broadening bottom?
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Figure 8.3 Where’s the breakout?
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If you wait for price to close above the top trendline, then you’d have to
wait until C. Imagine if the top trendline were steeper. You might never see
a breakout.

If the pattern meets all of the identification guidelines (especially trend-
line touches) and price begins sliding upward (along the top trendline or
downward along the bottom one), like you see from B to D, then go back to the
prior minor high (upward breakout) or prior minor low (downward breakout)
and use that price as the breakout price. In this case, point B is the prior minor
high in the chart pattern and the breakout is point D. If you worry about buy-
ing into the broadening bottom too late, then skip the trade. Chart patterns are
not like attending a party 15 minutes late. Promptness pays.

Focus on Failures

Figure 8.4 shows a typical broadening bottom failure. Price trended down
from the March high. On 19 March (E), the company announced the pricing
of a secondary public offering of nearly 8 million shares of common stock. The
stock price took a hit and shares tumbled that day and the next, just before the
start of the broadening bottom.

The broadening bottom formed innocently enough with price swinging
from low to high (A). Price touched the top trendline three times and the bot-
tom trendline three times, as one would expect in a well-behaved broadening
bottom (meaning at least 5 touches).

Assurant Inc (AlZ)
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Figure 8.4 This broadening bottom breaks out downward, reverses, and busts
the downward breakout.
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At B, the stock broke out downward from the broadening pattern when
price closed below the lower trendline. Because price trended downward going
into the pattern, a trader might expect a downward breakout, too (so the pat-
tern acted as a continuation of the downward price trend). Indeed, they might
expect price to drop back to just above the December 2018 low (F).

However, the stock surprised traders when it stalled at C. It was even
more of a shock when the stock began to stair-step higher and closed above the
top of the pattern at D. At D, the stock busted the downward breakout. After
that, the stock was an airline taking off and flying into the clouds.

The behavior of the broadening pattern shown in the figure represents
what I call a 5% failure. Price breaks out lower but fails to continue moving in
the breakout direction by more than 5% before heading back up. The reverse
is also true for upward 5% failures: Price climbs after an upward breakout by
no more than 5% before tumbling.

Statistics

Table 8.2 shows general statistics for the broadening bottom chart pattern.

Number found. I dug up 1,238 patterns in 667 stocks starting from
August 1991 to September 2019 but removed the bear market ones because
they were too few when sorted by breakout direction. Not all stocks covered
the entire range, and some no longer trade. Both up and down breakouts are
for bull markets.

Reversal (R), continuation (C) occurrence. By definition, a bottom-
ing pattern has price entering the pattern from the top. A pattern acting as
a reversal sends price out of the pattern upward (reversing the downtrend).
A continuation pattern breaks out downward (continuing the downtrend).

Average rise or decline. Price posts a 45% rise after an upward break-
out, helped along by a bullish general market. Downward breakouts suffer
when price tries to drop in a bullish market. That’s like swimming against
the current.

Table 8.2

General Statistics
Description Up Breakout Down Breakout
Number found 599 405
Reversal (R), continuation (C) occurrence 100% R 100% C
Average rise or decline 45% -15%
Standard & Poor’s 500 change 14% -2%
Days to ultimate high or low 240 47

How many change trend? 52% 29%
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Standard & Poor’s 500 change. The performance of the index can’t
compare to the performance posted by the chart pattern. That’s typical, but
I’'m not sure it’s a fair comparison. We’re comparing a perfect trade to the
index, using the same dates as the broadening bottom trade. It does show that
broadening bottoms can beat the indices, and it also shows that the general
market helps performance.

Days to ultimate high or low. This is a measure of how long price takes
to reach the ultimate high or low (after the breakout). For upward breakouts,
it'll take about 8 months of worry to reach the ultimate high. Downward
breakouts take about 6 weeks to drop 15%.

If you compare the ratio of 45% in 240 days to 15% in 80 days, we dis-
cover that price drops nearly twice as fast as it rises. That might be a hint for
options traders. You might be able to reach your price target faster during a
downtrend than an uptrend.

How many change trend? Over half of broadening bottoms with
upward breakouts see price rise more than 20% after the breakout (which is
good). Downward breakouts suffer, with only 29% dropping more than 20%.
The best patterns see price forming strong and lasting trends.

Table 8.3 shows failure rates. How do you measure failure? It took a
while before I was able to answer that. I measured the move from the break-
out price to the ultimate high or low and sorted the results into bins. Then I
counted how many entries I had in each bin. It’s like sorting coins you found
under the seat cushions into piles of dimes, nickels, and quarters, and then
counting how many dimes you found, and how many nickels, and so on.

If the breakeven cost of trading is 5%, then we see that 16% of the pat-
terns with upward breakouts will fail to see price rise more than 5%. Down-
ward breakouts are worse, with 26% of them failing to drop more than 5%.

Notice how the failure rates climb. Almost half (46%) of downward
breakouts see price drop no more than 10%. Ouch.

Table 8.3
Cumulative Failure Rates

Maximum Price Rise or Decline (%) Up Breakout Down Breakout
5 (breakeven) 98 or 16% 106 or 26%
10 71 or 28% 80 or 46%
15 60 or 38% 67 or 62%
20 56 or 48% 36 or 71%
25 33 or 53% 34 or 80%
30 34 or 59% 25 or 86%
35 26 or 63% 26 or 93%
50 550r72% 27 or 99%
75 68 or 84% 4 or 100%

Over 75 98 or 100% 0 or 100%
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What does this mean? Trading chart patterns and expecting a huge gain
is unrealistic. Large gains happen, sure, but you might want to invest for the
long term (buy and hold) or stick to swing trading and nibble off what you can.
Keep your expectations realistic.

Table 8.4 shows breakout-related statistics.

Breakout direction. This just in: Broadening bottoms break out upward
more often than downward!

Yearly position, performance. I sorted the breakout price into one of
three bins, depending on where it was in the yearly high—low price range. The
best performance came when the breakout price was near the yearly low. The
worst was when it was near the yearly high. That suggests bottom fishing (buy
low, sell high) works better for the broadening bottoms than momentum trad-
ing (buy high, sell higher).

Throwbacks and pullbacks. The next several rows in the table dissect
throwbacks and pullbacks. If you don’t know what a throwback or pullback is,
ask your mom (or check the Glossary).

Throwbacks happen 69% of the time. Price breaks out upward from a
broadening bottom, rises for a week by an average of 6%, and then returns to
(or comes close to) the breakout price by day 12.

If you’re an experienced swing trader, you might want to short a down-
ward breakout and close the position in a week or when price drops 7%. How-
ever, the median decline is just 5%, so it might not be worth it.

Table 8.4
Breakout and Post-Breakout Statistics

Description Up Breakout Down Breakout
Breakout direction 60% up 40% down
Performance of breakouts occurring near the L 48%, L-16%, M -13%,

12-month low (L), middle (M), or high (H)

M 45%, H 43%

H-11%

Throwbacks/pullbacks occurrence 69% 62%

Average time to throwback/pullback peaks 6% in 7 days -7% in 7 days

Average time to throwback/pullback ends 12 days 12 days

Average rise/decline for patterns with 43% -14%
throwbacks/pullbacks

Average rise/decline for patterns without 48% -16%
throwbacks/pullbacks

Percentage price resumes trend 75% 49%

Performance with breakout day gap 48% -14%

Performance without breakout day gap 44% -15%

Average gap size $0.63 $0.74
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Anyway, I compared the performance of broadening bottoms with and
without throwbacks or pullbacks and found that the pattern performs better
without a throwback or pullback happening. That’s not a surprise because I've
seen that behavior in other chart patterns, too.

After a throwback or pullback ends, the stock resumes moving upward
75% of the time after an upward breakout and drops 49% of the time after a
downward breakout. Be careful when thinking you can short after a pullback
completes. Price might continue rising instead (51% do).

Gaps. Do breakout day gaps help performance? Sometimes. Gaps are
not a big indicator of future performance. I checked the statistics for vari-
ous types of chart patterns (double bottoms, head-and-shoulders, and so on),
and the average performance improvement is one percentage point. Upward
breakouts in bull markets saw price climb by two percentage points if they had
a gap. That’s for all non-Fibonacci chart patterns. In other words, there’s not a
big performance difference when you average all the numbers together.

For broadening bottoms, gaps help performance by an average of one to
four percentage points, depending on the breakout direction. The gap size is
slightly larger after a downward breakout, and that might have something to
do with how price drops faster than it rises.

Table 8.5 shows pattern size statistics. This is one of my favorite tables
because height is usually the best indicator of future performance.

Height. Tall patterns outperform. What is meant by #4//? Compute the
height of the pattern from the top of the broadening pattern to the bottom and
divide the result by the breakout price. A tall pattern will have a ratio larger
than that shown in the table for the associated breakout direction.

Table 8.5

Size Statistics
Description Up Breakout Down Breakout
Tall pattern performance 48% -17%
Short pattern performance 42% -12%
Median height as a percentage of breakout price ~ 12.0% 13.2%
Narrow pattern performance 46% -14%
Wide pattern performance 44% -16%
Median width 41 days 39 days
Short and narrow performance 39% -13%
Short and wide performance 49% -11%
Tall and wide performance 42% -17%

Tall and narrow performance 63% -17%
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Warning: Just because a pattern is tall does not mean it'll outperform.
The numbers are an average of hundreds of perfect trades. Plus, you might
flub the trade anyway.

Width. Width is not as strong an indicator for future performance as is
height. The table shows an example of this, too. After an upward breakout, nar-
row patterns outperform but wide ones do better after downward breakouts.

To determine width, measure the calendar days from the start of the
pattern to the end and compare the result to the median width in the table.
A value higher than the median means it’s wide.

Height and width combinations. According to the table for upward
breakouts, if tall patterns outperform and narrow patterns outperform, you’d
expect the combination of tall and narrow to be the best performer. Indeed,
that’s what happens, but that’s not always the case.

For downward breakouts, tall and wide patterns should outperform, but
the results show that anything tall is best. Avoid short patterns.

Table 8.6 shows volume-related statistics. If the height table is my
favorite, then volume is at the other end. I think traders put too much emphasis
on volume. Remember that for every share sold, one is bought. If an institution
buys a gazillion shares, they are probably buying it from another institution
that is selling a gazillion shares.

Volume trend. Volume trends higher most often in the chart pattern.

Rising/Falling volume. I sorted performance by the trend direction and
found that patterns with a rising volume trend outperform.

Breakout day volume. Heavy breakout day volume only sees improved
performance for broadening bottoms after upward breakouts.

Table 8.7 shows how often price reaches a stop location. You can use
this information to help locate a stop-loss order, should you decide to use one.
I’'m not being cute here. Investors (buy-and-holders) should not use a stop in
my opinion. Shorter-term traders would be wise to use a well-placed stop or a
mental stop (if you have the willpower to obey that).

I sliced the chart pattern in half and measured how often price during a
trade returned to touch the top, middle, or bottom of the chart pattern. See the

Table 8.6
Volume Statistics
Description Up Breakout Down Breakout
Volume trend 65% up 67% up
Rising volume trend performance 46% -15%
Falling volume trend performance 43% -14%
Heavy breakout volume performance 46% -15%

Light breakout volume performance 43% -15%
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Table 8.7
How Often Stops Hit

Description Up Breakout Down Breakout
Pattern top 77% 1%
Middle 23% 15%
Pattern bottom 3% 73%

Table 8.8

Performance and Failures Over Time for Bull Markets
Description Up Breakout Down Breakout
1990s 40% -17%
2000s 46% -14%
2010s 46% -14%
Performance (above), Failures (below)

1990s 15% 13%
2000s 17% 30%
2010s 17% 31%

Glossary (“Stops”) for details on how I did this in case you’re interested. (Hint:
I didn’t use power tools.)

If you place a stop at the top of the pattern, price will take out the stop
77% of the time after an upward breakout. Downward breakouts will only
reach the top of the pattern 1% of the time. That makes sense, doesn’t it?

Table 8.8 shows the performance over three decades. How has the pat-
tern performed over time? Let’s find out.

Performance over time. Upward breakouts in the 1990s suffered but
downward breakouts did better. I can’t explain why. The 2000s contained not
one but two bear markets, but I excluded those results from the table.

Failures over time. The 1990s were the worst performers, but they have
the best (lowest) failure rates. Again, this puzzles me. Because the failure rate is
a function of performance, then I'd expected patterns that showed big moves
to have lower failure rates. They don’t.

Table 8.9 shows busted pattern performance. At one time, I thought that
busted patterns were the way to make a bundle trading chart patterns. They
can be, but it’s not as easy as you might expect.

Busted patterns count. I counted the number of busted patterns and
found that 42% of broadening bottoms with downward breakouts will bust.
Ouch. It’s less painful for upward breakouts, with a quarter of them busting.

Busted occurrence. If we sort the busted patterns into three bins, single
busts, double busts, and three or most busts (triple+), we see the results in the
table. Notice that most of the busts are single ones.
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Busted and non-busted performance. The last three lines in the table
show the performance of busted and non-busted ones. Notice that single
busted patterns perform better than all busted patterns (single, double, triple+)
and also beat the non-busted pattern performance.

Perhaps now you understand why trading busted patterns might be the
way to riches. Probably not, but we can dream. Try looking for a single busted
downward breakout from a broadening bottom. Then try to carve out a por-
tion of the 46% average rise.

Trading Tactics

Table 8.10 shows trading tactics for broadening bottoms.

Measure rule. The first tactic is to determine how much money you are
likely to make in a trade. The measure rule helps with the prediction, but it’s
not a guarantee.

To use the rule, compute the height by subtracting the highest high from
the lowest low in the broadening bottom. Add the results to the highest high
to get the target price for upward breakouts and subtract the height from the
lowest low for downward breakouts.

For downward breakouts, if the prediction says the stock will drop below
zero, then ignore it. For both breakout directions, use common sense. A large
gain or loss probably won’t occur.

The bottom portion of the table shows how well the measure rule works.
Based on the full height, a stock will reach an upward target 65% of the time,
but a downward target is harder to reach. It works just 41% of the time.

You can change the height in the computation to assess how often
price will reach a target. I provide a few possibilities (from half the height to
three times).

Let’s use Figure 8.5 to make the computation clear. Point A shows the
highest high in the chart pattern at 14.13. The lowest low is point B at 12.

Table 8.9

Busted Patterns
Description Up Breakout Down Breakout
Busted patterns count 149 or 25% 169 or 42%
Single bust count 84 or 56% 111 or 66%
Double bust count 40 or 27% 8 or 5%
Triple+ bust count 250r17% 50 or 30%
Performance for all busted patterns -15% 32%
Single busted performance -24% 46%

Non-busted performance -15% 45%
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Table 8.10
Trading Tactics

Trading Tactic

Explanation

Measure rule

Go long
at the low

Long stop
Go short

at the high
Short stop

Move stops

Partial
rises/declines

Stop location
Busted trade

Compute the difference between the highest high and the lowest low
in the broadening bottom. Add or subtract this value from the break-
out price. The result is the target price for upward and downward
breakouts, respectively. The bottom portion of this table shows how
often the measure rule works.

After recognizing a broadening pattern, buy after the stock makes its
turn at the lower trendline.

Place a stop-loss order 15 cents below the prior minor low to protect
against a trend reversal.

Sell short after price starts down from the top trendline.

Place a stop 15 cents above the minor high to protect against an
adverse breakout. Cover the short when price turns at the bottom
trendline and starts moving up. For a downward breakout, cover as it
nears the target price or any support level.

Raise or lower the stop to the next closest minor low or high once price
makes a new high (for long trades) or low (for short sales).

If a broadening bottom shows a partial decline or rise, trade accord-
ingly (on a partial decline, go long; on a partial rise, short the stock).
Partial rises work 53% of the time, and partial declines work 73%
of the time.

Use Table 8.7 to help determine stop location.

Busted patterns perform slightly better than non-busted ones. See
Table 8.9.

Description

Up Breakout Down Breakout

Percentage reaching half height target
Percentage reaching full height target
Percentage reaching 2x height
Percentage reaching 3x height

81% 70%
65% 41%
46% 18%
35% 7%

The formation height is the difference between the two, or 2.13. Add the value
to the high to arrive at the upward price target, or 16.26.

For the downward target, subtract the height from the lowest low (that is,
12 - 2.13 or 9.87). You can see in Figure 8.5 that the price never quite reaches
the downward price target.

Go long at the low. Once you have uncovered a broadening bottom
with the identification guidelines met, you can think about trading it (as price
crosses from side to side).

When the price bounces off the lower trendline, buy the stock. Sell when
price turns down. The downturn may occur as a partial rise partway across
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the chart pattern, or price may cross completely to the other side, touch the
top trendline, and head down. Remember, the formation may stage an upward
breakout, so don’t sell too soon and cut your profit short.

Long stop. In a rising price trend, place a stop-loss order 15 cents below
a prior minor low. Should the stock reverse and head down, you will be taken
out with a small loss. As the stock rises to the opposite side of the chart pattern,
move your stop upward to 15 cents below the prior minor low. The minor low
may act as support, so you will be giving the stock every opportunity to bounce
off support before being cashed out.

Go short at the high. The trading tactic for downward breakouts is the
same. When price touches the top trendline and begins moving down, short
the stock. Only advanced traders should attempt to short a stock.

Short stop. Place a stop-loss order 15 cents above the highest high in the
formation, then pray that price declines.

Move stop. If luck is on your side and the stock heads down, move your
stop lower. Use the prior minor high—place the stop 15 cents above it.

Partial rises/declines. If the stock makes a partial rise or decline, con-
sider acting on it. The table shows how often they work (partial declines work
best). Take advantage of them when they appear, but make sure you place a
stop-loss order in case the trade goes bad.

Once price breaks out from the broadening pattern, consider selling if
the price nears the measure rule target (this is most useful for short-term swing
trades). There is no guarantee that the price will hit or exceed the target, so be
ready to complete the trade, especially if there is resistance between the cur-
rent price and the target. The stock may reach resistance and turn against you.

Stop location. Table 8.7 shows how often price will reach one of three
locations in the chart pattern. The results give you some indication of how risky
a stop location may be. You may wish to consider using a volatility-based stop.
See the Glossary (“Volatility stop”) for sliated (that’s details spelled backward).

Busted trade. Busted patterns, on average, outperform the non-busted
counterparts. Table 8.9 discusses options for trading busted patterns.

Experience

Let me tell you about what I found in my trade review.

Southwest Airlines

Southwest Airlines (LUV) hit turbulence in late 1999 going into the start of
2000. A broadening bottom formed. Here’s my notes from my trading notebook:
“25 January 2000. I bought at market as the stock was moving up off the bottom
of a broadening bottom chart pattern. At 15 3/8 [not split adjusted], the stock
is cheap and shows support at this level. Oil prices are high, meaning fuel costs
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will continue to hurt; interest rates are rising and expected to move up 1/4 point
next Wednesday at the FOMC [Federal Open Market Committee] meeting.
However, as a long-term holding, it’s a good price to add to my position. I only
bought a few shares because this could break down through the bottom of the
pattern and move lower. In that case, I'll buy more. If fuel costs were stable, the
earnings of this beast would improve (according to a Wall Street fournal article),
so it’s a good buy even though the general market is trending lower.”

As I read this, I see lots of warning signs, especially with the market trend-
ing lower. You want to trade with the trend, not try to push against it. However,
I bought at the right time because the stock lifted off the runway (at the bot-
tom trendline) and climbed.

The stock threw back and bottomed at the price of the bottom trendline
again before making its way up to cruising altitude.

Fast-forward to June 2000. Price had peaked and had retraced 18% off
the high set in early May. Here’s my notebook entry for the sale: “27 June 2000.
I sold my entire holdings because the stock has pierced the support base of a
descending triangle [meaning the triangle had a downward breakout]. With
seasonal performance moving up in December and peaking in the spring, I
missed the high by about $3/share. Ouch. Oil prices are high, raising fuel costs,
and interest rates are still high, maybe moving up more. So, it looks like the
excitement is over although today the stock is up almost $1.”

I sold and made 27% on the trade. As good as that sounds, I sold at the
day the stock bottomed. After that, it climbed by 89%. Well, spit! This keeps
happening if you read about my trades. The day I sell the stock bottoms and
makes a substantial rise. It’s one of those Catch-22 scenarios. If I hold on, the
stock will continue down. If I sell, it'll double in price, thumbing its nose as I
watch from the sidelines.

® Lesson: Assess how far price might drop before selling. The trade
might be worth holding onto longer if the downside risk is limited.

Hercules Inc.

I wrote about Hercules Inc. (HPC) as a potential pipe bottom trade (weekly
scale), but it’s also a broadening bottom on the daily scale. Let me tell you how
I traded the broadening bottom.

The stock made a nice-looking broadening bottom in May and June
2007.Itincluded a partial decline that correctly predicted an upward breakout.

Did I take advantage of the partial decline? No. My notes don’t tell why,
either. I bought the day after an upward breakout. A better move would have
had a buy stop placed at the top of the broadening bottom for a more timely
and lower-priced entry. Or I could have bought earlier because of the partial
decline (which is more risky).
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Here’s my notebook: “Buy reason: Broadening bottom and potential pipe
bottom. This is also a measured move up pattern [MMU]. The MMU began
in August 2006 and peaked in March, corrected to [the] June low, and is now
moving up in the second leg.”

If the measure move were to fulfill its promise, I"d make a bundle because
the pattern was huge. The first leg rise was 60%. If the second leg was close to
the same length, well, I'd be happy.

Additional notes to the trade were skeptical of the measured move work-
ing as expected, even after taking half the first leg height and using that as a
projection for a target. “Just 45% meet the target so it’s likely this will die at
the old high [21.40].” Half height target came out to be 21.52, suggesting a
stall at the old high.

This was a swing trade, a short-term one where the potential profit
from where I bought wasn’t big. I used a volatility-based stop and raised it
four times along the way to 27 July, when I was stopped out. The market
dropped 500 points over 2 days, and it pulled the stock down far enough to
trigger the stop.

I sold at 20.36 and made just 1% on the trade. That was just 3 trading
days after the stock peaked at 22.48. So I got close to a perfect exit.

The stock appeared to make a 2B pattern. Price exceeded the old high
of 21.40 by coasting up to 22.48 before moving below 15 in a series of roller-
coaster swings. If I had placed an order to sell my shares at the 21.40 target,
I’d have done better.

* Lesson: A better entry was to have a buy stop set at a penny above
the top of the chart pattern and not wait for confirmation. The par-
tial decline correctly signaled an upward breakout, so that would help
boost confidence that a lower entry price was the correct choice.

® Lesson: For short-term swing trades, set a limit order to sell at the
target price.

Sample Trade

Sharon likes to think of herself as the brains in the family. While her husband
is suffering in foul weather as a carpenter, she is hammering away at her key-
board, a slave to her computer masters. She uses profit from her swing trading
to build their emergency fund. “Last month I found a pair of Manolo Blah-
niks.” She sighed. “It was a shoe emergency.” She glanced at me.

My eyebrow ticked up. “A shoe emergency?”

She nodded. “Let me show you. . .”

We’re old friends, so I grabbed her arm. “Stop right there!” I knew that
once she started showing me her collection, I’d be there all day.
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Acuson Corp (Medical Supplies, NYSE, ACN)

l -16

| Stock Shorted
IJ”I Ih'

-15
hﬂll*mul l < - / 'T';:Lagﬁsenward
[y 12 rﬂ'l . 14

l * N 1L / Breakout
Illll]ﬂl %ﬂl Ihu l|‘.| -13
Support 3 L I{h ’

I —
Level 5 I \ 12
-1
Downward Short Covered

Price
Target

-9

-8
Jan 93 Feb Mar Apr May Jun Jul

Figure 8.5 A broadening bottom with five alternating touches. Expect an imme-
diate downward breakout because a partial rise appears.

Sharon is not afraid to short a stock, given good profit potential and an
especially weak fundamental or technical situation. It is a stressful life, but
making money often is.

“When I spotted the broadening bottom,” she said (shown in Figure 8.5),
“I became interested.”

The stock reached a high of 37.38 in early November 1991 and had been
heading down since.

“With the stock trading at 14, I wondered how much downside remained,
so I drew the two trendline boundaries and counted the number of alternating
touches.” Three are labeled as numbers in the figure and points A and B are
the remaining touches.

“Because the stock was near A, heading down, I guessed that it would
break out downward on the next cross. I did research to try to prove it, and
then I shorted the stock at 13.88. It was a gamble, but one I was comfortable
with. I placed a stop at 14.25, just above A.”

She snapped her fingers, “Bingo! Two days later the stock plummeted
to the other side of the pattern,” touching the bottom trendline at point B.
“Usually my trades aren’t that easy. I lowered my stop to 15 cents above C [the
nearest minor high], and waited.”

The stock bounced off the lower trendline instead of busting through as
she hoped. She decided to be patient and see what the stock did next. With her
stop-loss order in place at the breakeven price, she felt protected and comfort-
able letting the trade ride.
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A partial rise formed before meeting resistance and heading back down.
“I believed that when the stock reached the bottom trendline, it would break
out downward this time, so I doubled my position.”

She sighed. “I was wrong.”

“It takes a big man to admit that,” I said and winked at her. The stock
continued down one more day before easing higher.

“I adjusted my stop-loss order to include the additional shares, but kept it
at the same price [13.75, C]. Then I waited.”

The stock reached a minor high of 13.13 before heading down again.
This time the decline was strong enough to punch through support at the
lower trendline.

“When the stock dropped below point B toward the end of May, I low-
ered my stop to 15 cents above B,” or 12.15.

She looked at the measure rule for the price target. She calculated a target
of 9.88 and wondered if the stock would really reach that price. To be safe, she
decided to cash out if the stock reached 10.15, or 15 cents above the common
support price of 10 (a whole number typically shows support and resistance).

“The stock hit 10.38 on high volume. I thought it might be a one-day
reversal.” With those chart patterns, it’s difficult to be sure if price would
reverse or not. “I decided to hold on and kept my original target in place.”

She pointed at the screen, “Iwo days later, the stock zipped higher
and tagged my stop. I made only 9% and moved the profit into our emer-
gency fund.”

She looked at her watch and gasped. “There’s a shoe store having a liqui-
dation sale in twenty minutes. They sell Jimmy Choos. I have to go.” She raced
out of the room.
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Broadening Formation,
Right-Angled
and Ascending

RESULTS SNAPSHOT

Appearance: A chart pattern with a horizontal (or near-horizontal) bottom and
up-sloping top.

Upward Breakouts

Reversal or continuation Long-term bullish continuation
Performance rank 18 out of 39

Breakeven failure rate 15%

Average rise 43%

Volume trend Upward

Throwbacks 68%

Percentage meeting price target 67%

Downward Breakouts

Reversal or continuation Short-term bearish reversal
Performance rank 25 out of 36

Breakeven failure rate 28%

Average drop 14%

Volume trend Upward

Pullbacks 63%

Percentage meeting price target 40%

114
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Before I began studying this chart pattern, I assumed price would climb
away from it, simply because the word ascending was in the title. However, 1
believe the title refers to how the top of the pattern sees price trending upward,
bouncing off a flat base.

The pattern is a mid-list performer, based on the rank. Even the breakeven
failure rates are mid-list (not shown in the above Results Snapshot). They are
within a point of the performance rank. Volume trends upward in the pattern,
and I find that unusual when compared to other chart pattern types.

Throwbacks and pullbacks happen about twice in every three trades,
so don’t be fooled if the stock returns to the breakout price within a
week or so.

The percentage meeting the price target, at 67% for upward breakouts,
is much higher than the 40% rate for downward breakouts, but that’s typical.
A downward breakout is fighting against a rising general market, so you’d
expect the stock to drown.

Let’s take a tour to see what this pattern looks like.

Tour

Figure 9.1 puts the formation in perspective. There are two right-angled
broadening patterns shown in the chart. The left one is somewhat ill-formed
but better performing than the right. Both chart patterns have a base outlined

Edwards, A. G. Inc (Securities Brokerage, NYSE, AGE) ”
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Figure 9.1 Two right-angled ascending broadening formations bounded by a
horizontal base and up-sloping trendline. Price declines after a downward breakout.
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by a horizontal trendline connecting the minor lows. The up-sloping trendline
skirts the tops of the minor highs. The result is a triangle-appearing pattern
with prices that broaden out. Both of these patterns have downward breakouts,
but the breakout could have been upward, too. In fact, upward breakouts are
favored (slightly).

Why do right-angled ascending broadening formations form? Consider
Figure 9.2. The rise began in mid-December 1991 on volume that was higher
than anything seen in the stock for almost 2 months. By late February, the
stock had reached a new high and was rounding over after meeting selling
resistance at 14. The stock returned to 12.25 where it found support. At that
point, it paused for about 2 weeks and established the base on which a trader
could start to draw a horizontal trendline.

The reason for the horizontal trendline is one of perceived value. As the
stock approached the $12 level, more investors and institutional holders pur-
chased the stock. The desire to own the stock at what they believed a good
value outweighed the reluctance of sellers to part with their shares. The buy-
ing demand halted the decline in the stock and eventually sent price skyward
again. This happened in mid-April as volume spiked along with price. The
buying enthusiasm caused the stock to reach a new high.

Momentum was high enough so that the next day, price rose even further
before closing lower. With the second peak, a tentative trendline drawn along
the tops of the formation sloped upward and gave character to the broadening
formation.

The stock moved rapidly back down even as volume increased. This
decline stopped before it reached the lower trendline, signaling continued

Baker J. Inc (Shoe, NASDAQ, JBAK)
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Figure 9.2 Price pulls back to the base of the formation. Pullbacks occur often
in ascending broadening formations.
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buying pressure. Price pushed higher and reached a new high, this one at
15.50 on 6 May. The up-sloping trendline resistance area repelled any further
advance (or so I like to think). The stock simply did not have enough upward
momentum to push through the selling pressure at the new level.

The next day volume dried up, but there was enough momentum remain-
ing for another try at the summit. When the attempt failed, the smart money
headed back to base camp and volume receded further. As price collapsed, other
investors joined in the retreat and volume moved up. In less than 2 weeks, price
was back at the lower trendline.

Another feeble attempt at a new high floundered on unremarkable vol-
ume. The stock moved horizontally and stalled out—a partial rise that often
spells trouble for bulls. On 4 June, price dropped on high volume and returned
to the horizontal trendline. The stock paused there for just over a week before
moving down and punching through the support level at 12.25.

A pullback in bull markets is quite common for ascending broadening
formations, so it is no surprise that after a rapid 13% retreat, the stock turned
around and pulled back to the base of the pattern. Although not shown in the
figure, the stock continued moving upward until it began forming another
ascending broadening pattern in late October with a base at 16.50.

The ascending broadening formation represents the desire of investors
and traders to own the stock at a fixed price, in this case about 12.25. Their
buying enthusiasm pushes price higher until mounting selling pressure causes
a halt to the rise and sends the stock tumbling. With each attempt, fewer peo-
ple are left willing to sell their shares until they receive an even higher price,
so a broadening range of prices appears at the top.

Eventually, the buying enthusiasm at the base of the pattern collapses
and removes the support for the stock. A downward breakout occurs when
the stock punches through the support level and declines. It continues moving
down until reaching a point where other investors perceive significant value
and buy the stock.

Upward breakouts see price continue the fight with the bulls overwhelm-
ing the bears. Sometimes, the stock will bump up against overhead resistance
set up by extending the top trendline from the broadening pattern. It’s as if the
bulls know there’s a turn coming (at the extended trendline), so they back off
and let selling pressure take the stock down again.

Identification Guidelines

How do you find an ascending broadening formation? To answer the question,
read the selection guidelines outlined in Table 9.1. Microscopes or telescopes
are optional. While chewing on the table, look at Figure 9.3, an ascending
broadening formation on the weekly scale.
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Table 9.1
Identification Guidelines

Characteristic

Discussion

Appearance

Horizontal bottom
support line

Up-sloping
top trendline

Touches

Whitespace

Price action
before breakout

Breakout direction

Volume

Looks like a megaphone with the base of the formation horizon-
tal and bounded on the top by an up-sloping trendline.

A horizontal, or nearly so, trendline that connects the
minor lows.

An up-sloping trendline bounds the expanding price
series on top.

Look for at least five trendline touches, three on one trendline
and two on the other.

Price should bounce from trendline to trendline, overwriting
whitespace from the pattern.

Price sometimes moves horizontally for many months before
moving outside the formation high or low.

Price can break out of the pattern in either direction, but favors
an upward breakout.

Trends upward most often.

Support and resistance Follows the two trendlines into the future.

Parker Drilling Co (Oilfield Svcs/Equipment, NYSE, PKD)
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Figure 9.3 Support and resistance areas on a weekly time scale. They appear
along the trendline axis and can extend far into the future, as in this case.

Appearance. The overall shape of the formation looks like a megaphone
with the bottom of it horizontal.

Horizontal bottom support line. The bottom of the pattern follows
a horizontal trendline while an up-sloping trendline bounds the top. Look
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for price to come close to or touch the trendline at least twice in distinct
minor lows.

Up-sloping top trendline. Price should touch the top trendline at least
twice, in two minor highs.

Touches. Price should come near to or touch each trendline in minor
highs or minor lows. At least five touches are needed to qualify the pattern,
but be flexible. Don’t count it as a touch when price slices through a trendline.
That often occurs at the start and breakout from the pattern. If price doesn’t
touch a trendline at a minor high or minor low, then it doesn’t count as a touch.

Whitespace. Price should bounce across the pattern from top to bottom
frequently, filling the whitespace with price movement.

Price action before breakout. In some ascending broadening forma-
tions, price moves sideways for many months while trying to decide on a
breakout direction. Eventually, price rises above the formation top or slides
through the bottom trendline and stages a breakout.

Breakout direction. The breakout favors an upward direction, but
it'’s almost random. A breakout occurs when price closes outside the trend-
line boundary.

Volume. The volume trend is usually upward. Don’t discard a chart pat-
tern because volume trends in a direction different from what you expect.

Support and resistance. I chose Figure 9.3 because it shows the two
common areas of support and resistance. These areas follow the trendlines.
Along the base of the formation projected into the future, the support area
repels the decline over 2 years after the formation ends. The rising trendline
tells a similar tale; it repels price three times nearly a year later.

The implications of this observation are profound. If you own a stock
and it is breaking out to new highs, it would be nice to predict how high price
may rise. One way to do that is to search for formations such as this one. Many
times, extending the trendlines into the future will predict areas of support and
resistance.

Although the trendline did not predict the absolute high, it did suggest
when price would stall. The resistance area turned out to be a good opportu-
nity to sell the stock.

Focus on Failures

Figure 9.4 shows a failure that’s typical for most chart patterns: It’s called a
5% failure.

Price bounces between the two trendlines plenty of times, forming a
right-angled and ascending broadening formation, A. Price along the bottom
sometimes pierces the horizontal support line (B) and sometimes it falls short.
It’s close enough, though, to give us enough minor low touches.
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Figure 9.4 The broadening formation breaks out downward, but the stock fails
to see price drop far.

Depending on how you draw the horizontal line along the bottom of the
chart pattern, the breakout happens at C when the stock closes below the line.

Price makes a lower low before recovering. It’s like dipping your toe into
water (just after the breakout), finding it too cold for a swim, and scurrying
back indoors (when price rises). Price busts the downward breakout at D when
a breakaway gap sends price soaring.

Unfortunately, these types of failures happen too often in chart patterns.
If you own the stock and it fails to drop more than 5%, then you’re in good
shape. If you sell a long holding expecting a big decline and it fails to provide
one, you might be upset. Chill out. You’ll never get out of this life alive.

I don’t know of many tips to share that limit these types of failures. One
tip is to look at the market trend. If the general market is trending higher, that’s
a plus. If it’s moving sideways, I can live with that, too, but know the ride might
be bumpy. A downward trend spells trouble. Do I really want to swim against
the current and risk being run over by a jet skier?

I do the same check for stocks in the industry. I count how many are ris-
ing over the past 6 months. If I follow a dozen stocks in the industry and nine
of them are rising, then that’s good. Too many trending lower could spell a
problem for a bullish trade.

Finally, after checking the general market and checking the industry
health, I’ll look at the stock. On the weekly or monthly scale, if the stock has
been trending lower for years, then I won’t buy it. If it’s been making new
highs, trending upward in a nice 30- to 45-degree slope, then I feel reassured
that the uptrend will continue. That’s a momentum play.

Ask yourself this: How long will the uptrend continue? Is buying now
closer to the start of the trend or the end? Of course, we won’t know for sure
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until much later, but I want to avoid uptrends that end just after I buy. When
that happens, it really pisses me off.

On a shorter-term scale, look for overhead resistance and underlying
support to help gauge where the stock might reverse.

Statistics

Table 9.2 shows general statistics for this chart pattern.

Number of formations. I found 1,223 patterns in stock data from July
1991 to October 2019 in 703 stocks. However, after slicing-and-dicing the
bear market samples, there were too few to present here. So the following
tables only show bull market statistics. Not all stocks covered the entire range,
and some no longer trade.

Reversal (R), continuation (C) occurrence. Because the inbound price
trend can come from any direction, we can’t claim this pattern is a bottom or a
top. But we can compare the inbound trend with the direction after the break-
out. If the two are in the same direction, then the pattern acts as a continuation
of the prevailing price trend.

If price enters the pattern from the top and exits out the top, that’s a
reversal. The same can be said if price enters from the bottom and breaks out
downward (it’s also a reversal).

Upward breakouts act as continuations most often, so we know the
inbound price trend must have been upward, too. Downward breakouts
act more often as reversals (suggesting price was trending upward into the
pattern).

Reversal/continuation performance. Reversals for both breakout
directions show better performance than continuations.

Average rise or decline. The average rise or decline isn’t exceptional.
As I mentioned, this pattern is a mid-list performer, so don’t expect a stand-
Ing ovation.

Table 9.2

General Statistics
Description Up Breakout Down Breakout
Number found 551 455
Reversal (R), continuation (C) occurrence 25% R, 75% C 76% R, 24% C
Reversal/continuation performance 47% R, 41% C -15% R, -14% C
Average rise or decline 43% -14%
Standard & Poor’s 500 change 12% -2%
Days to ultimate high or low 243 51

How many change trend? 55% 25%
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Standard & Poor’s 500 change. The performance of the chart pattern
beats the tar out of the index. I can’t think of any pattern that failed to beat
the general market results. That suggests the measure favors the chart pattern.

The chart pattern is performing at its best, from the breakout to the ulti-
mate high or low. But the index, using the same dates, may fall well short of
what it’s capable of. However, the numbers also show how the general market
assists individual stocks to perform. The market rises during upward breakouts
and falls during downward ones.

Days to ultimate high or low. How long will your trade last? It lasts as
long as you do not close out your position. However, I measured the average
hold time from the breakout to the ultimate high or low.

Pop quiz: If it takes 243 days for price to rise 43 % after an upward break-
out, how long should it take price to drop 14% after a downward breakout,
assuming the same velocity? Answer: 79 days. However, the table shows that it
completes the trip in just 51 days. Thus, price drops much faster after a down-
ward breakout than it rises in an uptrend. Often, price drops twice as fast.

How many change trend? In a gauge of how well price moves more
than 20% from the breakout, this pattern does well. However, it’s still a mid-
list performer. Have I mentioned that?

Table 9.3 shows failure rates for the broadening pattern. For example, I
found that 15% of the patterns with upward breakouts failed to see price rise
more than 5% after the breakout. Downward breakouts failed almost twice as
often. Yuck.

Notice as you scan down the list how failure rates increase. Half of all
upward breakouts will see price fail to rise 25%. Downward breakouts see half
the patterns failing to rise more than 10%.

If you want to average 50% on your trades, 72% of them will fail to meet
the threshold after an upward breakout. And that’s if you trade it often and
perfectly. You could make more or less, depending on your skill and the situa-
tion (such as just after a bear market ends when even the losers are winning).
Sprinkle in some losing trades and your winners will have to make even more
to reach your 50% target.

Table 9.4 shows breakout-related statistics.

Breakout direction. The breakout direction is almost random with a
slight advantage going to upward breakouts.

Yearly position, performance. I sorted the breakout price into the
yearly high-low range and mapped performance on top of it. The table shows
that breakouts occurring near the yearly low do better than those near the
yearly high. It suggests this chart pattern does well with bottom-fishing strat-
egies (buy low, sell high). Avoid momentum trading this pattern (buy high,
sell higher).

Throwbacks and pullbacks. Throwbacks and pullbacks occur about
two-thirds of the time. Price leaves the pattern for 6 days until it reaches the
apex, either rising or falling 6% during the journey (depending on the breakout
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Maximum Price Rise or Decline (%)

Up Breakout

Down Breakout

5 (breakeven) 83 or 15% 129 or 28%
10 71 or 28% 106 or 52%
15 62 or 39% 62 or 65%
20 32 or 45% 44 or 75%
25 40 or 52% 28 or 81%
30 30 or 58% 22 or 86%
35 24 or 62% 19 or 90%
50 56 or 72% 35 or 98%
75 52 or 82% 10 or 100%
Over 75 101 or 100% 0 or 100%
Table 9.4
Breakout and Post-Breakout Statistics
Description Up Breakout Down Breakout

Breakout direction

Performance of breakouts occurring near the
12-month low (L), middle (M), or high (H)

Throwbacks/pullbacks occurrence
Average time to throwback/pullback peaks
Average time to throwback/pullback ends

Average rise/decline for patterns with
throwbacks/pullbacks

Average rise/decline for patterns without
throwbacks/pullbacks

Percentage price resumes trend

Performance with breakout day gap
Performance without breakout day gap
Average gap size

55% up

L 58%,
M 43%, H 40%

68%

6% in 6 days
12 days
39%

50%

72%

48%
42%
$0.50

45% down
L-17%,
M -14%, H -12%

63%

-6% in 6 days
12 days
-13%

-16%

48%

~16%
~14%
$0.40

direction), and the stock returns to the breakout in another 6 days, for a 12-day

roundtrip.

Notice that performance improves if a throwback or pullback does

720t OCCUr.

After a throwback or pullback completes, we see that price resumes trend-
ing upward after an upward breakout but struggles to drop after a downward
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breakout. Be careful shorting this pattern after a downward breakout. A pull-
back may see price drop as far as it’s going to.

Gaps. Regardless of the breakout direction, a breakout day gap helps
performance. That’s good news. Why? Because I measured performance from
the opening price the day after a gap to the ultimate high or low. Thus, you
can buy into the situation after you see a gap and participate in the better-
performance party.

Table 9.5 shows size-related statistics.

Height. For both breakout directions, broadening patterns taller than
the median height performed better than did their shorter counterparts.

To use this finding, measure the height of the pattern from top to bottom
and divide by the breakout price. If the result is higher than the median listed
in the table for the associated breakout direction, then the pattern is tall.

Width. Wide patterns performed better than narrow ones. Take the dif-
ference between the end date and start date of the pattern and compare it to
the median width in the table. Wide patterns will exceed the median.

Height and width combinations. Tall and wide patterns outperform
all other combinations. As a general rule for this pattern, avoid tall and nar-
row patterns with upward breakouts and avoid short and narrow patterns with
downward breakouts.

Table 9.6 shows volume-related statistics.

Volume trend. I used linear regression to determine the volume trend.
I found that it trends upward in almost two of every three patterns.

Rising/Falling volume. Upward breakouts don’t show a big perfor-
mance difference between volume trending upward or downward. Downward
breakouts tend to prefer falling volume for better performance.

Table 9.5
Size Statistics

Description Up Breakout Down Breakout
Tall pattern performance 45% -17%
Short pattern performance 40% -12%
Median height as a percentage of breakout price  10.6% 11.4%
Narrow pattern performance 40% -13%
Wide pattern performance 46% -16%
Median width 50 days 48 days
Short and narrow performance 40% -11%
Short and wide performance 40% -14%
Tall and wide performance 48% -17%

Tall and narrow performance 39% -16%
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Table 9.6
Volume Statistics

Description Up Breakout Down Breakout
Volume trend 63% upward 62% upward
Rising volume trend performance 42% -13%
Falling volume trend performance 43% -16%
Heavy breakout volume performance 44% -15%
Light breakout volume performance 39% -12%

Table 9.7

How Often Stops Hit

Description Up Breakout Down Breakout
Pattern top 74% 2%
Middle 22% 17%
Pattern bottom 2% 70%

Breakout day volume. Heavy breakout volume helped the pattern per-
form for both breakout directions. That finding matches conventional lore
where lots of sources claim that a high volume breakout helps. Here’s the proof
for this chart pattern. However, a survey of the chart patterns says it’s only true
for upward breakouts, not downward ones.

Table 9.7 shows how often price reaches a stop location. I split the pat-
tern into thirds and found how often price as it moved from the breakout to
the ultimate high or low slid into one of the thirds.

For example, I found that price on the way to the ultimate high (upward
breakouts) would touch the top of the chart pattern 74% of the time. So a stop
placed there would trigger too often to be viable. If you moved the stop to the
bottom of the pattern, price would reach it only 2% of the time, but if it were
to trigger, you might see a big loss.

Thus, stop placement, where you have to balance the loss size with how
often it'll be triggered, is something traders need to master.

Table 9.8 shows the performance over three decades.

Performance over time. The 2010s, for upward breakouts, showed the
worst performance for this chart pattern compared to the other two decades.
For downward breakouts, the 2000s were worst. I excluded the two bear mar-
kets during that decade, too.

Failures over time. The most recent decade, the 2010s, showed substan-
tially higher failure rates than the 1990s. I’'m not sure why that is.

Table 9.9 shows busted pattern performance.

Busted patterns count. A quarter to nearly half of broadening patterns
will bust. That means price moved no more than 10% away from the breakout
price before reversing and closing beyond the other side of the pattern.
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Table 9.8
Performance and Failures Over Time for Bull Markets

Description Up Breakout Down Breakout
1990s 41% -16%
2000s 50% -13%
2010s 36% -14%

Performance (above), Failures (below)
1990s 10% 20%
2000s 13% 34%
2010s 23% 33%

Table 9.9
Busted Patterns

Description Up Breakout Down Breakout
Busted patterns count 146 or 26% 220 or 48%
Single bust count 77 or 53% 140 or 64%
Double bust count 45 or 31% 10 or 5%
Triple+ bust count 24 or 16% 70 or 32%
Performance for all busted patterns -14% 33%
Single busted performance -23% 49%
Non-busted performance -14% 43%

Busted occurrence. I counted how often price single, double, or triple
(or more) busted a pattern. See the Glossary for details. Single busts happened
the most. You might think that triple busts would be rare, but they often come
in second place (which they do here, but only for downward breakouts).

Busted and non-busted performance. I compared the performance of
all busted patterns, single busted patterns, and non-busted patterns. I wanted
to know if busted patterns performed better than non-busted ones.

The table shows that single busted patterns performed better than the
other two categories. The problem with a single bust is you don’t know ahead
of time that a pattern will single bust.

Non-busted patterns performed better after downward breakouts com-
pared to all busted patterns. AUl busted patterns means it’s the average for the
three busted types (single, double, and three or more).

Trading Tactics

Table 9.10 lists trading tactics.
Measure rule. The measure rule sets a target price, but it makes no guar-
antee that price will reach it.
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Table 9.10
Trading Tactics

Trading Tactic  Explanation

Measure rule Compute the formation height from highest high to the horizontal
trendline. For upward breakouts, add the height to the highest high
in the pattern. For downward breakouts, subtract the height from the
value of the horizontal trendline. The result is the target price. More
accurate targets use a formation height divided by 2. The bottom
portion of the table shows how often the measure rule works.

Partial rise Use a partial rise or decline as an entry signal. A partial rise works 61%
or decline of the time and a partial decline works 80% of the time in correctly
predicting the breakout direction.
Intraform- For tall patterns, buy near the lower trendline and sell near or at the top
ation trade when price stops rising.

Stop location Use Table 9.7 for help placing a stop.
Busted trade Table 9.9 may help you decide to trade a busted pattern.

Description Up Breakout Down Breakout
Percentage reaching half height target 86% 68%

Percentage reaching full height target 68% 40%

Percentage reaching 2x height 50% 19%

Percentage reaching 3x height 37% 9%

"To use the rule, compute the pattern’s height, the difference between the
highest high and the horizontal trendline in the formation. For upward break-
outs, add the height to the highest high in the pattern. For downward break-
outs, subtract the height from the value of the horizontal trendline. The result
is the target price.

The lower portion of the table shows how often price reaches the target
for various heights. For example, if you use the full height, price will reach the
target between 40% and 68% of the time, on average, if your patterns are like
the ones I tested.

For a more conservative target, calculate the height, divide by 2, and then
apply the result to the pattern’s high or low price.

Figure 9.5 makes applying the measure rule clearer. The height of the
formation is the difference between the highest high (34.13) and the bottom
trendline price (29.25), or 4.88. Subtract the result from the bottom trend-
line price, giving a target price of 24.37. The nearer target in the figure uses
half the formation height, or 2.44, to give a price target of 26.81. An upward
breakout target would be the height added to the top of the pattern, or 34.13
+4.88 =39.01.

Partial rise or decline. A partial rise or decline can be difficult to trade
because price often pauses partway across the chart pattern on its way to the
opposite side. This pause looks like a partial rise or decline. Wait before buying
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to be sure that price is unlikely to continue in the original direction. Try buy-
ing when price closes beyond the halfway point between the minor low/high
and the trendline.

For example, if the top trendline is at 20 and price has declined from
there to 14 before starting back up in what you suspect is a partial decline, buy
when the price closes above 17 (that is half the distance between 20 and 14).
You might use Fibonacci retracements of 38%, 50%, or 62% as buying loca-
tions, but I don’t think they’ll give you an edge. If price turns at those retrace-
ment levels, then consider opening a position.

Intraformation trade. If the pattern is tall enough, consider trading
between the two trendlines. Buy after price bounces off the lower trendline
and sell after it turns down at the top. If you are lucky, the pattern will break
out upward and you can ride the stock even higher. Use trailing stops to pro-
tect your profits. When the stock climbs above the nearest minor high, raise
your stop to just below the prior minor Jow. That strategy should give the stock
plenty of wiggle room, but adapt it to your market conditions.

Stop location. Table 9.7 gives guidance on how often price will reach
various parts of the chart pattern on the way to the ultimate high or low.
Be sure to adjust the stop location for your tolerance to losing your shirt
(or blouse).

Busted trade. If you are lucky enough to trade a busted pattern that
single busts, then that’s terrific. You could make a nice chunk of cabbage. Since
busts happen between 53% and 64% of the time, the odds are on your side.

If the stock double busts, then don’t blame me. If the stock triple busts,
then the whiplash from bouncing from side to side will make you too dizzy to
blame anyone.

One advantage to trading a busted pattern is that you know where the
pattern ends, and so you know what the breakout price is (with some broaden-
ing patterns, it can be difficult to tell where the pattern ends and the break-
out price).

I suggest you trade only downward busted patterns. Buy when the stock
closes above the top of the pattern and hang on for the ride.

Experience
Let me tell you about what I found in my trade review.

Hughes Supply Inc.

Hughes Supply Inc. (HUG) in the fall of 1999 started forming a broadening
formation, right-angled and, yes, ascending. Although my notes go back to
1999, I don’t have any for this trade. So let me wing it.
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I bought 4 days after the stock touched the lower pattern trendline and
received a fill at 13 even. When I bought, the stock hadn’t risen much above the
lower trendline (priced at 12.56), so I bought near the bottom of the pattern.

Unfortunately, the day I bought the stock peaked and reversed, com-
pleting a partial rise when the stock touched the lower trendline. The partial
rise correctly predicted a downward breakout, and the stock continued lower.
I sold my small position, received a fill at 12.34, and got my hand slapped for
a loss of 5%.

I was late entering the trade, but I wanted to be sure price was mov-
ing higher, away from the bottom trendline when I bought. That sounds like
an excuse, but knowing if price will turn at the trendline seemed like a wise
choice. I only gave up 44 cents of profit by waiting.

I don’t know if I had a stop in place to cash me out, and I'm unwilling to
dig up my confirmation records to check. However, it’s close enough to the
12.56 trendline that yes, I probably did use a stop to exit.

So the entry was late but justifiable, and the exit was perfect. I don’t have
a lesson to share. I traded this well and kept the loss small.

XL Group

In September 2009, XL Group (XL) started forming a right-angled and
ascending broadening pattern. It was a long one, lasting until June 2010. The
stock made a partial rise, but that failed to see price break out downward. That
didn’t bother me because I trade from the bullish side.

I hid in the bushes and waited for the upward breakout. The breakout
happened on 15 September 2010, just over a year after the pattern began.
I'bought 5 days later and received a fill at the market open of 20.99. The break-
out price was 20.28 (the opening price the day after the breakout), so I bought
near the optimum entry price.

What was my stop price? None. Why? Because this was a long-term
holding. I noted that the downside was 15.66, the bottom (start) of the broad-
ening pattern. If the stock dropped that far, it would hand me a (potential) loss
of 25% (however, the lowest the stock dropped was 17.69, about a year after
I bought). The potential loss was well above the usual 8% or less I like to see,
but this wasn’t a trade, but an investment. I made allowances.

Upside targets were 28, 56, and 69. I also made mention in my trading note-
book about this stock breaking out of congestion. It was a small knot, about a week
long of sideways price movement. I seemed excited about that for some reason.

Indicators? Sure. Why not? Wilder RSI was overbought. Commodity
channel index said sell 5 days ago (the day price broke out upward, which was a
bad call). Bollinger bands were following volatility higher. It suggested waiting
for a throwback that didn’t happen (and a missing throwback suggests better
performance, of course, from Table 9.4).
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My computer informed me that volume was not rising consistently over
the past 3 weeks, and warned of a higher failure rate for the trade because of
it. Hmm. However, it patted me on the back about picking a stock with a rising
relative strength against the S&P 500 index (that is, the stock was outperform-
ing the general market).

Here’s my notebook: “Buy reason: congestion breakout with high long-
term potential. Risk 25% versus >100% reward. Could be exposed to hur-
ricane losses if any storms brush [the] east coast. Its reinsurance business
could get nailed, [caused by] hurricane losses. Placed a market order to buy
at the open since the daily swing is all of 70 cents. Big deal. Bid/ask spread
suggests an open higher by 3 cents, but we’ll see. Futures at +6.50, so mildly
higher open.”

Nothing really exciting there except for the potential to double my
money. All I had to do was hold on long enough for that to happen.

Fast forward to 2018. Along the way, the stock dropped from peak to val-
ley 30%, 25%, and 28%, in that order, but the stock always recovered. This
was a buy-and-hold situation, and I was looking to make the big bucks, a dou-
bling of my money.

On March 5, the company announced that it would be taken over by
another company. The news upset me. Why? Because I felt they were buying the
stock on the cheap. On the weekly chart, this was a cloudbank play, with the base
of the cloud at 56 and the top of the cloud at 82. Their offer took me out of the
stock at 57.60, below where the stock had once traded (at 82). Recall, my upward
target was 69 and they were cashing me out just above my middle target, 56.

I made 198% on the trade, including dividends. I almost tripled my
money, but it took 8 years to do it. In terms of dollar profit, this was my second
most profitable trade (but well down the list in percentage terms), so I put a
lot of cash behind it.

* Lesson: Good things can happen to people who wait.

* Lesson: For a buy-and-hold investment, you have to be able to tolerate
large price swings.

Sample Trade

Palmer sat at his computer desk. His foot hammered the carpet, and his fingers
drummed the desk. It looked as if he swallowed too much cafteine. I am sure
you have met the type.

Faced with the situation shown in Figure 9.5, he took swift, decisive,
maybe even impulsive action. At point A, where the stock touched the top
trendline, he quickly sold it short and received a fill at 33.38. He placed a stop
at 34 in case the trade went against him. Then he waited.

It did not take long for the stock to cross the broadening top and reach
the horizontal trendline.
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Figure 9.5 Shown are price targets using half and full formation heights for the
broadening top formation.

His fingers stopped moving, and he pointed at the screen. “I should have
placed an order to cover my short at 29.38. That’s the value of the bottom
trendline. Look what happened.”

Price bounced off the low. He covered his short the following day, shown
as point B, at 30.50. Immediately, he went long and bought the stock at the
same price.

Palmer placed a stop-loss order just below the horizontal trendline, at
29.25, just in case. Then he extended the top trendline. “I worried that the
stock might not reach it, so I put a target below the old high at A.”

In less than a week, the stock reached his target and sold at 33.50 (point C).
Since the stock was still showing an upward bias, he held off trading and waited
for the trend to reverse. Three days later he sold the stock short again at 33.
This time, he put a sell order above the lower trendline at 29.50.

“The stock moved against me. Made me nervous.”

I'wondered what that would look like. He was already twitchy. He couldn’t
sit still.

The stock rose to 34 and oscillated up and down for nearly 3 weeks,
never quite reaching his stop-loss point of 34.38. Then the stock plunged and
zipped across the chart pattern. It hit his target price at point D, and he cov-
ered his short.

Sensing a shift in the investment winds, he went long on the stock at the
same price but put a stop-loss order below the lower trendline. “The following
day, I was stopped out at 29.25 and took a small loss.”

“Then what did you do?” I asked.

He reached for his coffee mug, found it empty, and left the office for a
refill. I never did get an answer to my question.
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The right-angled and descending broadening formation’s name is a
mouthful, but it describes a pattern with a flat top and price following a down-
sloping trend along the bottom.

The performance rank places it in the middle of the chart patterns
I studied. The pattern favors an upward breakout almost twice as often as a
downward one.

The above Results Snapshot shows performance about what you would
expect from a mid-list performer. Nothing appears that would blow the roof off
the house. Volume trends upward throughout the pattern and that is unusual.

Let’s take a scenic tour of the pattern.

Tour

What do descending broadening patterns look like, and why do they form?
Figure 10.1 shows an example of the chart pattern I caught back in the 1990s.
There are the two key ingredients to this broadening pattern. First, price at the
top of the pattern reaches the same level (or nearly the same) for several weeks.
A trendline drawn atop the pattern’s peaks forms a horizontal line.

Second, the minor lows touch and follow a down-sloping trendline as
price drops. Eventually, price breaks out of the pattern by closing either above
the top trendline or below the bottom one.

Applebees (Restaurant, NASDAQ, APPB)
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Figure 10.1 A horizontal trendline drawn along the tops, and a down-sloping
trendline connecting the minor lows, is characteristic of this chart pattern.
The extended, down-sloping trendline shows future support and resistance areas.
A one-day reversal appears on 3 November when price pushed above the formation
top on high volume but closed at the low for the day.
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In this example, the breakout is downward (which happens in mid-
November, the day when the second down-sloping line begins) because price
closes below the lower trendline there. I require price to close outside the
trendline, so that’s why the one-day reversal on 3 November at the pattern’s
top doesn’t qualify as an upward breakout. On that day, price closed at 19, the
low for the day, and below the top trendline value of about 19.50.

Figure 10.2 shows an example of the broadening pattern with an upward
breakout. The top of the pattern is well formed with several minor peaks
reaching the same price level. However, two one-day touches compose the
lower trendline. A trendline touch is a trendline touch regardless of whether
it is composed of one-day spikes or many days of consecutive touches, but
they need to be minor lows (or minor highs), which these two are. If price cuts
through a trendline, such as at the start or end of the pattern, it doesn’t count
as a trendline touch because it’s not at a minor high or low.

The figure shows a broadening pattern with an upward breakout provid-
ing a tasty 10% rise in just over 2 weeks. A throwback to the top of the broad-
ening pattern occurs almost 4 weeks after the breakout. I consider throwbacks
or pullbacks that happen later than 30 days to be just normal price action, and
not a throwback or pullback. This one just makes the cut at 27 days. Often, a
throwback or pullback will return to the breakout price in an average of 12 days.

Why do these chart patterns form? Look at Figure 10.3. During 1993,
the stock entered the left pattern in early April and moved higher on moderate
volume until it reached about 35. There, investors selling the stock matched

Valero Energy Corp. (Petroleum (Integrated), NYSE, VLO)
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Figure 10.2 Another descending broadening formation, but this one has an
upward breakout. Almost 4 weeks after the breakout, price throws back to the
formation before ultimately moving higher.
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Figure 10.3 The left descending broadening pattern shows a trendline rebound
resulting from earlier support. The right formation shows a partial rise that can
predict a downward breakout. Shown are two resistance areas that follow the pat-
tern’s trendlines.

buyers eager to own the security, and the rise stalled. The stock traveled side-
ways until 10 May when it moved below the prior minor low. As the stock
approached $31, it entered a support zone set up by the retracement in mid-
March. The decline stalled and moved sideways for several days. Due to the
support level, many investors believed that the decline was at an end and the
stock would move higher. It did. As volume climbed, price gapped up (breaka-
way gap) and quickly soared back to the old high.

The stock ran into selling pressure from institutions and others trying to
sell blocks of shares at a fixed price. The available supply of shares halted the
advance. Price hung on for a few days, moved a bit lower, and paused before
beginning a rapid decline to a new minor low.

As volume climbed, the stock declined until it touched the lower trend-
line, a region of support. Suspecting an oversold stock, investors bought and
forced it higher again. When the stock reached the old high, there were fewer
shares available for purchase. Investors and institutions who were trying to get
35 a share for their stock sold most of their shares in the preceding months.
Soaking up the available supply, the stock gapped upward and closed above the
old high. An upward breakout was at hand.

The stock moved higher but soon formed another descending broaden-
ing pattern (the right one, in August). This one was compact and tight but had
bearish implications.
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When the stock tried to reach the top trendline but could not, the partial
rise foretold the coming decline. The stock plunged through the lower trend-
ing in late September and continued lower.

If you look at both chart patterns, their stories are nearly the same. There
is a supply of stock available at a fixed price. After exhausting the supply, price
either rises above the top trendline or declines below the bottom one. The
determination on which way price will go is not clear. Sometimes supply over-
whelms buying demand and the stock declines, unable to recover as the stock
pierces the lower trendline. At other times, the supply tightens and enthusias-
tic buyers jump in and push the price higher.

Identification Guidelines

Are there some guidelines that can assist in identifying descending broadening
formations? Yes, and Table 10.1 outlines them.

Appearance. The shape of the broadening chart pattern looks like a
megaphone with the top held horizontal. Price climbs until it touches the top
trendline, and then reverses direction. On the pattern’s bottom, price declines,

making a series of lower lows, following a trendline downward.

Table 10.1
Identification Guidelines

Characteristic

Discussion

Appearance

Horizontal top
resistance line

Down-sloping
trendline

Touches
Whitespace
Breakout direction

Partial rise
or decline

Volume

Support and
resistance

Looks like a megaphone, tilted down, with the top of the chart
pattern horizontal and bounded on the bottom by a down-sloping
trendline.

A horizontal line of resistance joins the minor highs, shown by
drawing a trendline connecting the peaks.

The expanding price series is bounded on the bottom by a
down-sloping trendline.

Look for at least five trendline touches, three on one trendline and
two on the other. They need not be alternating touches. Price
slicing through a trendline doesn’t count as a touch.

Price should bounce from trendline to trendline, erasing most whites-
pace in the pattern.

Price can break out in either direction, usually accompanied by a rise
in volume that soon tapers off.

For an established pattern, when price climbs toward the top trend-
line or declines toward the lower one but fails to touch it, price
often reverses direction and breaks out of the broadening pattern.

Trends upward most often (but almost random). Don't discard a pat-
tern with a downward volume trend.

Follows the two trendlines into the future but is sporadic.
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Horizontal top resistance line. When two (preferably more) minor
highs achieve the same, or nearly the same price, you can draw a horizontal
trendline connecting them, forming the top of the pattern.

Down-sloping trendline. The same applies to the down-sloping trend-
line: It requires at least two distinct touches before drawing the trendline
(more touches are better).

Touches. I prefer to see at least five trendline touches, three on one trend-
line and two on the other, with all five being minor highs or minor lows (peaks
or valleys). Fewer than five touches make correct identification more difficult.

Whitespace. Figure 10.4 shows an identification problem at AB. There are
two trendline touches along the top (as minor highs) and four touches as minor
lows along the bottom. The pattern /ooks like a descending broadening pattern.

It’s not.

See that chunk of whitespace at B? Price doesn’t cross the pattern often
enough to qualify it as a valid broadening pattern. The inset at C shows that
the pattern is better drawn as a down-sloping channel. This chart is an example
of cutting off a turn and calling it a descending broadening pattern. Do not tell
anyone that you found a broadening pattern after you cut off a turn. What you
found was a mistake.

Breakout direction. A breakout occurs when price closes outside the
trendline boundary. Breakouts can occur in either direction.

Partial rise or decline. A partial rise, as shown in Figure 10.3, or a partial
decline (not shown), is often a clue to the ultimate breakout direction. When
price curls around on a partial rise or decline and returns to the trendline, the
stock will usually break out immediately (that is, without crossing the chart
pattern again).

BJ Services (BJS)
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Figure 10.4 AB is not a descending broadening formation.
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Volume. Volume tends to rise over the length of the chart pattern, some-
times following the price movement.

Support and resistance. The pattern’s trendlines, when extended into
the future, can sometimes act as areas of support or resistance. Figures 10.1,
10.3, and 10.7 show examples. Sometimes the support or resistance level is
active for months or even years.

Focus on Failures

Since descending broadening formations can break out either up or down,
I show both views of failed breakouts. The first one, Figure 10.5, is charac-
terized by the telltale partial decline in late November. From there, the stock
climbs and eventually pierces the top trendline, as predicted.

Once price closes above the trendline, you would expect it to throw back
to the formation top and resume the upward trend. In this situation, price
reverses at 45 and returns to the formation proper—a classic throwback.
Unfortunately, instead of rebounding and heading higher like a typical throw-
back, the stock continues down. It does more work inside the chart pattern
before shooting out the other side in a straight-line run.

Had you bought this stock after the upward breakout, you would have
seen the stock decline from a purchase point of about 44.50 to a low of 36.88.
A stop-loss order placed at the bottom of the chart pattern would have gotten
you out at 39, still a hefty decline. However, if you’d held onto the stock (not

Pacific Telesis Group (Telecom. Services, NYSE, PAC)
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Figure 10.5 A descending broadening formation appears with price that fails to
continue moving up. The partial decline suggests the ultimate breakout will be
upward, but the rise falters and price moves down instead.
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Figure 10.6 This descending broadening pattern (left) results in a 5% failure.
A broadening top formed in early November.

recommended, by the way), it would have been rewarding. The low occurred
on 8 April (not shown), and it turned out to be the lowest price reached dur-
ing the next 2 years. The stock hit its peak in early November 1993 at a price
near 60.

Figure 10.6 shows a more harrowing tale because it involves a short sale.
Investors watching the sharp 2-day decline beginning 14 October 1994 would
be tempted to short the stock the next day. Had they done so, or even waited a
few days, they would have opened the trade near the low. From that point on
the stock moved higher, back into the formation before ultimately soaring out
the top. If you were a novice trader and had not placed a stop on your short
sale, your loss would have taken you from a low of 24.38 to 53, where it peaked
near the end of the study.

The figure represents a failure type I call a 5% failure. That happens
when price breaks out in a given direction and moves no more than 5% before
crossing the pattern and breaking out in the new direction. This type of failure
can turn a small profit into a large loss if stops are not used.

Statistics

Table 10.2 shows general statistics for right-angled and descending broaden-
ing formations.

Number found. I found 1,150 patterns in 668 stocks from August 1991
to October 2019. However, that included bear market patterns, and there were
not enough of those to include in the statistics. Not all of the stocks covered
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Table 10.2

General Statistics
Description Up Breakout Down Breakout
Number found 601 335
Reversal (R), continuation (C) occurrence 38% R, 62% C 58% R, 42% C
Reversal, continuation performance 45% R, 41% C -14% R, -17% C
Average rise or decline 43% -15%
Standard & Poor’s 500 change 12% -2%
Days to ultimate high or low 244 51
How many change trend? 54% 27%

the entire period, and some no longer trade. Notice that the pattern favors
upward breakouts, judging only by the numbers.

Reversal (R), continuation (C) occurrence. Upward breakouts act as
continuation patterns most often, but downward breakouts act as reversals.
Recall that a reversal has price leaving the chart pattern in a direction opposite
the way it entered. Continuation patterns have price exit in the same direction
as the prevailing price trend.

Reversal/continuation performance. Upward breakouts show bet-
ter performance from reversal patterns, but downward breakouts favor
continuations.

Average rise or decline. Shown in the table is the average rise or decline.
Nothing spectacular here.

Standard & Poor’s 500 change. I compared the date of the breakout to
the ultimate high or low posted by the chart pattern and compared those to
the index. The index shows it didn’t perform nearly as well as the broadening
pattern over the same holding period.

Days to ultimate high or low. Upward breakouts take an average of
about 8 months to reach the ultimate high, but downward breakouts end faster,
in about 2 months. The yardage traveled is different, though, because upward
breakouts rise 43% and downward breakouts drop 15%. If you do the math,
we find that the downward breakout should have reached bottom in 85 days,
not 51. So, price dropped faster than it climbed.

How many change trend? I added this measure to help decide which
chart patterns lead to outsized gains (a gain or loss of more than 20%). The
results shown in the table are mid-list numbers. The upward breakout number
is good (more than half the patterns see decent gains), but downward break-
outs fall well short of a 20% loss (just 27% drop that far).

Table 10.3 shows various failure rates for the two breakout directions.
How do you make sense of the table? It is easier to understand by example.
I found that 21% of the patterns with upward breakouts failed to see price rise



Table 10.3
Cumulative Failure Rates
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Maximum Price Rise or Decline (%)

Up Breakout

Down Breakout

5 (breakeven) 125 0or 21% 77 or 23%
10 65 or 32% 72 or 33%
15 46 or 39% 50 or 59%
20 43 or 46% 45 or 73%
25 29 or 51% 29 or 81%
30 44 or 59% 21 or 88%
35 28 or 63% 15 or 92%
50 65 or 74% 17 or 97%
75 550r83% 9 or 100%
Over 75 101 or 100% 0 or 100%
Table 10.4
Breakout and Post-Breakout Statistics
Description Up Breakout Down Breakout

Breakout direction

Performance of breakouts occurring near the
12-month low (L), middle (M), or high (H)

Throwbacks/pullbacks occurrence
Average time to throwback/pullback peaks
Average time to throwback/pullback ends

Average rise/decline for patterns with
throwbacks/pullbacks

Average rise/decline for patterns without
throwbacks/pullbacks

Percentage price resumes trend

Performance with breakout day gap
Performance without breakout day gap
Average gap size

64% up

L 46%, M
49%, H 41%

64%

5% in 6 days
12 days
43%

42%

71%

35%
44%
$0.45

36% down

L-19%, M
“14%, H -12%

69%

—7% in 6 days
12 days
-15%

-15%
55%

-18%
-15%
$0.37

more than 5%. Over half (51%) of the patterns failed to see price rise more

than 25% after an upward breakout.

You read downward breakouts in a similar manner. Almost a quarter of
the patterns (23%) saw price drop no more than 5%. Half (59%) didn’t see

price drop more than 15%.

Table 10.4 shows breakout-related statistics.
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Breakout direction. Price breaks out of the pattern upward almost twice
as often as downward.

Yearly position, performance. I sorted the breakout price into one of
three buckets, each a third of the yearly high—low range. Then I checked per-
formance for patterns in those three buckets. The table shows that there’s nota
big performance difference for upward breakouts. Clearly, though, you’ll want
to avoid trading patterns within a third of the yearly high (price rises 41%).

Downward breakouts also show those near the yearly high underperform-
ing those in the other two buckets. It suggests people should avoid momentum
trading this chart pattern and focus on bottom fishing for candidates.

Throwbacks and pullbacks. Throwbacks and pullbacks occur almost
two-thirds of the time, and it takes stocks less than 2 weeks to return to the
breakout price.

I didn’t see any significant performance difference for patterns with and
without throwbacks or pullbacks. With other chart patterns, if a throwback or
pullback occurs, performance suffers (on average).

Price resumes the upward move 71% of the time (which is quite good) and
the downtrend 55% of the time (which needs improvement, but it’s not bad).

Gaps. Most of the time (for other chart patterns), breakout day gaps
help performance but we see that behavior in this pattern only after a down-
ward breakout.

The rumors you’ve heard are true: Table 10.5 shows size-related statistics.

Height. Tall patterns perform substantially better than short ones. How
do you use this result? Compute the pattern’s height from the price of the top
trendline to the last touch of the lower trendline (the lowest low in the pattern).
Divide the difference by the breakout price. If the result is above the median

Table 10.5
Size Statistics

Description Up Breakout Down Breakout
Tall pattern performance 46% -18%
Short pattern performance 39% -13%
Median height as a percentage of breakout price ~ 9.7% 10.4%
Narrow pattern performance 41% -15%
Wide pattern performance 45% -16%
Median width 50 days 42 days
Short and narrow performance 40% -13%
Short and wide performance 37% -10%
Tall and wide performance 48% -18%

Tall and narrow performance 43% -18%
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shown in the table, then you have a tall pattern; below the median means it
is a short one. Invest only in tall patterns unless you feel confident of your
assessment.

Width. Wide patterns outperform narrow ones but not by an amount
worth telling Mom about. I used the median length to separate narrow pat-
terns from wide ones.

Height and width combinations. The worst performance comes from
patterns that are both short and wide. You will want to avoid those. The best
performance happens for patterns both tall and wide. The performance differ-
ences are large enough that you should pay attention to them when contem-
plating a trade.

Table 10.6 shows volume-related statistics.

Volume trend. Volume trends upward most often, but the direction is
near random.

Rising/Falling volume. Broadening patterns with rising volume trend
show better performance after the breakout than when volume recedes (as
measured from the start to the end of the pattern).

Breakout volume. Technical analysts seem to place a lot of emphasis
on heavy breakout volume, but as the table shows, the results I found are not
statistically significant (for heavy or light breakout volume versus performance).

Table 10.7 shows how often price reaches a stop location. I split the
pattern in half (I sedated it ahead of time) and checked how often price
returned to the various parts on the journey from the breakout to the ultimate

high or low.

Table 10.6
Volume Statistics

Description Up Breakout Down Breakout
Volume trend 58% up 53% up
Rising volume trend performance 45% -16%
Falling volume trend performance 39% -14%
Heavy breakout volume performance 43% -15%
Light breakout volume performance 42% -16%

Table 10.7

How Often Stops Hit

Description Up Breakout Down Breakout
Pattern top 78% 2%
Middle 26% 17%

Pattern bottom 5% 74%
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For example, broadening patterns with upward breakouts saw price return
to the top of the pattern 78% of the time. It suggests you don’t want to place a
stop-loss order there. If you stick the stop order at the bottom of the pattern,
it'll avoid being hit 95% of the time, but the resulting loss may be higher than
you can tolerate. So do check both the position of the stop and the size of the
loss should the stop trigger. A volatility stop may be just what you’re looking
for. I've hidden some in the Glossary (see “Volatility stop”).

Table 10.8 shows the performance over three decades.

Performance over time. For upward breakouts, the 2000s posted stellar
gains. Downward breakouts suffered during the same time (and that makes
intuitive sense).

Failures over time. Failures (failure of price to rise or fall more than 5%
after the breakout) after upward breakouts happened most often in the 2010s,
and downward breakouts also show a lot of failures in that decade, but the
2000s edged them out. There were two bear markets during the 2000s, but I
used a coffee filter to remove them from the statistics.

Table 10.9 shows statistics for busted patterns.

Table 10.8
Performance and Failures Over Time for Bull Markets
Description Up Breakout Down Breakout
1990s 35% -16%
2000s 53% -13%
2010s 35% -17%
Performance (above), Failures (below)
1990s 19% 17%
2000s 19% 27%
2010s 25% 25%
Table 10.9
Busted Patterns
Description Up Breakout Down Breakout
Busted patterns count 175 or 29% 144 or 43%
Single bust count 85 or 49% 100 or 69%
Double bust count 54 or31% 50r3%
Triple+ bust count 36 or 21% 39 or 27%
Performance for all busted patterns -13% 43%
Single busted performance -22% 60%

Non-busted performance -15% 43%
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Busted patterns count. I'm always surprised at how many patterns fail
to move more than 10% away from the pattern, then reverse and shoot out the
other side of the pattern. Here, we have over a quarter (29%) to nearly half
(43 %) bust the up or down breakout, respectively.

Busted occurrence. I sorted the number of busts into one, two, or more
than two busts (triple+). Single busts happen most often. Notice that triple+
busts place second after a downward breakout. I've seen this in other pat-
terns, too.

Busted and non-busted performance. Look at the performance after a
single busted downward breakout: Broadening patterns see price rise an aver-
age of 60%. When I read that, my jaw swung open, my dentures fell out, and
I had to pick them up off the carpet. Single busts also outperformed after a
busted upward breakout.

The 60% number is so startling that if you can find a busted downward
breakout, then do consider trading the pattern.

Non-busted patterns seem to have the edge (and it’s slight) on perfor-
mance if you disregard the single busted patterns and downward breakouts.

Trading Tactics

Table 10.10 outlines trading tactics for descending broadening formations.

Measure rule. Figure 10.7 illustrates the use of the measure rule. Com-
pute the broadening pattern’s height by first taking the difference between the
highest high (A, 49.50) and the lowest low (B, 43.50). Add the result (6) to the
value of the horizontal trendline to get a target price of 55.50 (for an upward
breakout). Price reaches this target during mid-March 1996 as the stock climbs
on its way to 60.

If the stock breaks out downward, the measure rule computation is nearly
the same. Subtract the pattern’s height from the lowest low, giving a target
price of 37.50. Be aware that upward breakouts in bull markets are more likely
to reach their targets (65%) than other combinations.

The lower portion of the table shows how often price will reach the
target based on various heights. For example, if you slice the height of the
pattern in half and use that in the measure rule computation, you’ll find price
will reach the target 82% of the time if your pattern behaves like the average
pattern.

Once you’ve computed a target, change the difference between the tar-
get and the current price into a percentage of the current price. Then use
Table 10.3 to see how often the stock will fail to exceed the move.

Using our example, the target is 6 points away from the top of the pat-
tern (49.50, which we assume is the current price), or 12% above A (or 100
x 6/49.50). Table 10.3 shows that 32% will fail to see price rise more than
10%, so the failure rate would be higher for a 12% target. That also means
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Table 10.10
Trading Tactics

Trading Tactic  Explanation

Measure rule Compute the formation height by taking the difference between
the horizontal top and the lowest low in the pattern. For upward
breakouts, add the height to the value of the horizontal trendline.
For downward breakouts, subtract the height from the lowest low in
the pattern. The result is the target price. The bottom portion of this
table shows how often the measure rule works.

Wait for breakout It is unclear which way price will break out (upward breakouts happen
most often), so it is best to wait for price to close outside the trend-
lines. Once they do, expect price to continue moving in the direction
of the breakout.

Stop location Once a breakout occurs, consider the opposite side of the formation as
the stop-loss point. However, in many cases you will want something
closer to your purchase price, so look for nearer support or resistance
zones or use a volatility stop.

Intraforma- For aggressive and experienced traders, consider placing a trade as
tion trading price reverses course at the pattern’s lower trendline boundary. Go
long at the bottom (which hopes for an upward breakout), but be
sure to use stops.

Partial decline Short a stock if you see a partial decline once price curls around and
begins heading back up. A partial decline correctly predicts an
upward breakout 75% of the time.

Busted trade If you see a busted downward breakout, then consider buying the
stock. See Table 10.9 for details.

Description Up Breakout Down Breakout
Percentage reaching half height target 82% 76%
Percentage reaching full height target 65% 51%
Percentage reaching 2x height 49% 23%
Percentage reaching 3x height 38% 13%

68% of the trades will see price exceed a 10% rise. That sounds like a reason-
able number.

Wait for breakout. Because the breakout direction isn’t known until
price closes outside one of the trendline boundaries, don’t try to anticipate the
breakout direction. Price may reverse at the trendline, handing you a loss.

Stops location. Let’s say price breaks out upward. Compute the target
price and make a profit-and-loss assessment of the potential trade. What is the
likely downward move compared with the target price? Does the potential profit
justify the risk of the trade? For Figure 10.7, there is support in the 46-to-47 area.

Looking for prior peaks and valleys helps determine support and resist-
ance levels. In March 1995 (not shown in the figure), there was an area of
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congestion bounded by a symmetrical triangle with an apex at about 46.
Additional resistance appeared in July and October, as shown. Together, the
46-to-47 area made a good location for a stop-loss order.

Let’s say the stop price you select is at 45.75, just below the bottom of the
support area. If the breakout price is 50.50 (which is the close the day after the
upward breakout), that gives a potential loss of less than 10%. With a target
price of 55.50, or 10% upside, the win/loss ratio is an unexciting one-to-one.
In such a situation, you could either tighten your stop by moving it higher (and
risk getting taken out by normal price action) or look elsewhere for a more
profitable trade.

Remember there is no rule that says you have to place a trade. Let me also
say that ’'m not a fan of win/loss ratios. If you trade patterns well, the profit
should come.

Intraformation trading. If the broadening pattern is tall enough, go
long after price rebounds off the lower trendline and hope for an immediate
upward breakout. Only try this if you’re an experienced swing trader and only
after the pattern passes all of the identification guidelines.

Partial decline. A partial rise correctly predicts a downward breakout
47% of the time. However, a partial decline correctly predicts an upward
breakout 75% of the time. So if you can tell when a partial decline is in
place, meaning the broadening pattern is fully formed (see “Partial decline”
in the Glossary for details), then consider buying the stock and hoping for
an upward breakout. The partial decline might be a pause that happens as
price moves to the lower trendline, so if price breaks out downward, then
close out the position. Otherwise hold onto the trade and hope price starts
to head back up.

Busted trade. With a 60% average rise after a single busted downward
breakout, busted patterns might be the way to profit from this chart pattern.
See Table 10.9 for details.

Experience

I have traded this chart pattern a number of times. Let me tell you about what
I found in my trade review.

Cisco Systems

Let’s start with three trades in Cisco Systems. All of them traded the same
broadening pattern that formed in June to September 2000.

In the first trade, the stock looked to be doing a partial decline. The
pattern had a flat top with three trendline touches and three touches of the
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lower trendline, too, just as you would expect. The pattern looked ripe to
break out upward in the high-tech boom of the 2000 market (but the gen-
eral market turned bearish in March, before I bought. I’'m not sure I knew
that at the time).

I bought the stock after it broke out of a small congestion area (it was
a small downward trending pennant with an upward breakout buried within
the broadening pattern). I expected the stock to break out upward from the
broadening pattern. Instead, it touched the top trendline and headed lower. As
a swing trade, it would have been good to sell then, but I didn’t. I rode the stock
lower and sold after a downward breakout.

The second trade was also within the same pattern, but I bought as price
dropped before breaking out downward. This was a “hip shot,” a trade I just
glance at and make, confident that it'll work. Each time I pen those words
in my trading notebook, I know the trade is going to be a loser (that’s what I
learned over the years, perhaps well after this trade). Hip shots just don’t work
for me. Now, I take my time to analyze the situation before trading.

Anyway, I thought the stock was going to turn, but it didn’t. It kept
going down.

With the third trade, I bought at the lower trendline, expecting an upward
bounce. Instead, it closed the day outside the pattern’s boundary, breaking out
downward from the pattern. The next day, I closed out all three trades and
took a loss of 15%, 8%, and 4% on them, respectively.

My notebook tells what I learned.

® Lesson: If an upside breakout from partial decline does not appear
immediately, sell.

* Lesson: Do not buy more of a stock as it moves downward across the
broadening pattern. Wait for it to bounce off the bottom trendline.
Otherwise, the breakout could be downward, resulting in multiple los-
ing trades.

* Lesson: Close out the trade when the market tells you you’re wrong.

National Fuel Gas

National Fuel Gas (NFQ) in late 2004 formed a broadening pattern. This
pattern broke out upward, and I bought the next day, the same day the stock
closed back inside the pattern (I didn’t know it at the time).

From my notebook: “9 March 2005. Buy reason: Busted triple top, upward
breakout from RABFD [right-angled broadening formation, descending]. The
other natural gas companies have stocks that are moving up almost vertically.
This one is pausing from recent gains in the rounding turn. Earnings are weak,
but the market doesn’t seem to mind. I expect the stock to move up as it fol-
lows the other natural gas companies higher. Earnings come out in April, and I



Experience 149

expect them to be good, sending the stock higher. I think the price is anticipat-
ing a strong showing. The stop is a close one just in case (7% away).”

On 18 April, I have this curious entry: “I removed the stop intraday as
I was getting used to my broker. The stock dipped below the stop price, but
I didn’t have a stop in place, so I wasn’t taken out. Stop remains at 27.43.”
"To me that sounds confusing, as if I removed the stop and put it back in, too
afraid that price would take me out. It worked this time, but it’s not a habit you
want to form.

On 29 April, I was stopped out of the stock and took a 6% loss. The tim-
ing of the sale is odd, though. I sold when the stock was about midway down
the height of the broadening pattern. My assessment of the trade says that I
sold too early.

Indeed, the stock continued lower. Two days later, the stock busted the
upward breakout when it closed below the bottom of the pattern. But that
was as far as it dropped. The stock climbed from there, busted the downward
breakout, and soared like I thought it would originally. The stock peaked at
63.71 in May 2008, a massive 133% above my sale price. You probably heard
me yelling at the time about missing another big gain.

I picked the right stock, at the right time, but watched from the sidelines
as it became an eagle and soared. However, I think I traded this correctly.
I bought the day after the breakout, so I got in quick at a good price and sold
when it was clear the stock was dropping. Waiting for it to turn at the bottom
of the pattern, in this case, was not a mistake because it did break out down-
ward. The stock just decided to turn back up from then on.

* Lesson: If a stock doesn’t perform as expected, get out.

* Lesson: Don’t lower or remove a stop unless you have a good reason
for doing so. Being afraid price might trigger the stop is exactly the
wrong reason for removing it.

Southwest Airlines

Southwest Airlines (LUV) in mid-2004 showed a similar situation. I identi-
fied a broadening pattern in the spring and bought after the throwback com-
pleted. In other words, I was late buying into the stock. Had I placed a buy
stop a penny above the top horizontal line, it would have filled at 15.31 the day
before the actual breakout. Instead, I bought in at 15.81, but that isn’t too far
off the optimal entry price.

From my trading notebook: “Mood (Will trade work? Bought too soon?):
Cautious. Other airlines are moving lower, so I don’t really trust this one. Long
term, I think the price is a good one. Short term, who knows?

“Buy reason: Throwback from RABFD completed and oil prices are
trending down. Since most of the fuel is hedged, the price won’t make much
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difference. If it can push through the HCR [horizontal consolidation region]
(flag in Dec 2003), then this has a chance of moving up.”

The stock formed a second broadening pattern and that one broke out
upward, too, making a sharp rise upward (5% rise) in one day. The move
looked like an earnings surprise where price shoots up and then retraces the
move over the following week to 10 days. That’s what happened here, except
earnings came out a few weeks later.

My notes say I should have sold the day of the 5% spike and locked in a
profit. Instead, I took a 3% loss when the stock returned to the price of the top
of the broadening pattern, where I sold.

* Lesson: When the market gives you a gift (the 5% rise), find the reason
for the move and consider selling.

I don’t know if that’s good advice or not. In earnings surprises, it can pay
to hold on for months because the announcement generates excitement and
that excitement pushes the stock up (after the retrace that is). In this case, I
don’t know what caused the 5% rise.

Con-way

Con-way Inc. (CNE, now CNW) formed a broadening pattern starting
in November 2003 and lasting until April 2004. Here’s my notebook entry:
“21 April 2004. I bought at market, filled at 37.13, 11:06 am. This is an upside
breakout from a right-angled broadening formation, descending. Measure rule
says 41.14 is the target, call it 41. Downside is just below prior minor low, 34.33
for 8% loss. The truckers are doing well right now, despite wishy-washy mar-
ket and high fuel costs. The company also announced earnings that apparently
were better than expected.”

I bought the day after the upward breakout. Over the next two weeks, the
stock threw back, but I survived by holding on. My fingers hurt.

The stock started climbing in a measured move up type pattern (rise,
retrace, rise). I raised the stop not once, nor twice, but seven times along the
way to the sale.

On 12 July, the stop-loss order took me out of the trade. From my note-
book: “Mood (Sell too soon?): Good. The stop took me out and this morning
[the stock] is trading even lower. Earnings are due in 5 days, so maybe the stock
is signaling weak results. Time to move on as it pierced the trendline on the
sell day.”

What trendline am I referring to? The only idea I have is to draw one
connecting the throwback low along the bottoms as price climbed. The stock
broke out of a 10-day congestion region and pierced the up-sloping trendline
at the same time. That’s when I sold.
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I made 8% on the trade, but sold too soon. Yes, the stock moved sideways
for almost 3 months but eventually made its way to 61.87 or 54% higher than
where I sold.

For a swing trade (it wasn’t supposed to be), this was a good execution.
I bought the day after the breakout and sold before weakness took the stock
lower and threw it sideways to down for months. For a longer term position
trade (which was intended), I missed the big gain. Again.

* Lesson: When position trading, allow for more volatility to capture
longer-term gains.

Sample Trade

Ralph is a pattern trader with a measure of experience milking chart patterns
for all they are worth. When he noticed what he thought was either a descend-
ing broadening wedge or a right-angled descending broadening formation, he
bought the stock. His order, placed at point C in Figure 10.7 (46.38), was just
after the stock bounced off the lower trendline.

He monitored the stock closely and watched it move up the very next day,
then ease lower.
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Figure 10.7 This descending broadening pattern has an upward breakout. To
compute the measure rule for upward breakouts, find the difference between the
high and low in the formation, denoted by points A and B. Add the height to point
A to get the upward breakout target price. It took almost 7 months for price to
exceed the target. A small symmetrical triangle appears at point C.
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“After a few days, I saw the symmetrical triangle form and got worried.
Those things are unpredictable.” When the stock moved below the lower tri-
angle trendline, Ralph sold the stock and closed out his trade at 46.50.

He cleared the image on the screen and looked at a chart without any
lines or indicators. Just price.

Ralph smiled. “I made the right decision to sell because a partial rise,” such
as where the triangle formed, “can predict an immediate downward breakout.”

Sure enough, the following day price dropped even further, tagging the
broadening formation trendline again.

“Then the blasted thing bounced on me. Caught me by surprise. I wasn’t
in the stock then, but I like to think I made the right decision to sell. The thing
went all the way back up to A, right where I hoped it would go during my trade.
But nooo!”

Ralph took a small loss after factoring in commissions.

“I'sold at the right time. The stock broke out downward from the triangle
and could have continued a lot lower. In hindsight, though, I could have waited
to see if the stock found support at the lower trendline. It was close enough
that I could have tolerated the potential loss. In this case, all I had to do was
wait no more than 3 days before price started climbing to A.”
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Broadening Tops

RESULTS SNAPSHOT

Appearance: Price trends upward leading to the chart patterns. The pattern has a
megaphone appearance with higher highs and lower lows that widen over time.

Upward Breakouts

Bull Market Bear Market

Reversal or Long-term bullish continuation = Intermediate-term

continuation bullish continuation
Performance rank 22 out of 39 14 out of 20
Breakeven failure rate 18% 18%
Average rise 42% 25%
Volume trend Upward Upward
Throwbacks 67% 64%
Percentage meeting  66% 52%

price target
Synonyms Expanding triangle, broadening triangle, orthodox

broadening top, and five-point reversal

See also Broadening bottom
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Downward Breakouts

Bull Market Bear Market

Reversal or continuation Short-term bear- Short-term
ish reversal bearish reversal

Performance rank 28 out of 36 14 out of 19
Breakeven failure rate 27% 9%
Average drop 13% 22%
Volume trend Upward Upward
Pullbacks 67% 67%
Percentage meeting 42% 46%

price target

Broadening tops, not surprisingly, look a lot like broadening bottoms.
What separates a top from a bottom is the price trend leading to the chart pat-
tern. For tops, the inbound price trend is upward; for broadening bottoms, it
is downward. This is an arbitrary distinction I made just to see if the two chart
patterns act differently. In answer to the question you have probably posed
right now: Yes, the two formations have slightly different performance (but
both are yucky).

A brief review of the Results Snapshot shows the performance rank is
midrange. The rank is based on how far price moves after the breakout com-
pared to other chart pattern types.

The breakeven failure rate for downward breakouts in bear markets is
terrific, just 9%, but that ranks the pattern at 11 out of 19 (not shown). As small
as the failure rate seems compared to the others shown in the table, it’s still a
mid-list performer.

The average rise varies from 25% in bear markets, where the general mar-
ket is trying to drown price, and 42% in bull markets, where the market trend
tugs on the stock like a helium balloon. The average decline is 13% in bull mar-
kets, which compares to a 22% drop in bear markets. This time, bear markets are
pulling price downward, hence the larger average drop than in bull markets.

Tour

Broadening patterns come in a variety of styles and names. There are the
broadening tops and bottoms, right-angled ascending and descending,
expanding triangle, orthodox broadening top, and five-point reversal. The last
three—expanding triangle, orthodox broadening top, and five-point reversal—
are synonyms for the broadening top, with the last two being based on five
turning points.
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Figure 11.1 A potential triple top changed into a broadening formation. The
one-day reversal appeared as the third peak after an unsustainably quick price
rise. The broadening top formation marked a struggle between eager buyers and
reluctant sellers at the lows and the quick-to-take-profit momentum players at
the peaks.

For a tour of the chart pattern, look at Figure 11.1. The stock began
an uphill run in December 1994 and continued climbing to reach a high in
mid-September at 53.75. Holders of the stock, enjoying the long run, decided
to sell their shares and retire in Florida. The stock headed lower. On 25 Sep-
tember 1995, volume spiked upward and halted the decline. Investors, seeing a
40% retrace of their gains from the June peak, apparently thought the decline
overdone and purchased the stock, sending price back up.

Price peaked at a higher level, 54.50, on 19 October. Astute traders, who
suspected a double top was forming, promptly sold their holdings to maxi-
mize their gains, sending price tumbling. Price confirmed the double top when
it fell below the confirmation price (below the lowest low between the two
peaks), at 48.75.

Volume picked up, and the struggle between supply and demand reasserted
itself. The decline stalled as traders willing to buy the stock overwhelmed
reluctant sellers. The stock turned around and headed higher. By this time,
chart followers could draw the two trendlines—one across the twin peaks and
another below the two valleys—giving birth to the broadening top pattern.
Traders jumped on the bandwagon at this point and purchased the stock. They
wanted to play the anticipated rise as the formation broadened out. The stock
cooperated and moved higher, reaching the top trendline once again at a new
high of 55.50.
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The steepness of the ascent in the latter stages was unsustainable. The
peak looked like a one-day reversal, with a close near the low of the day and a
tall daily price swing. However, volume was unconvincing. It was higher that
day than during the prior week, but it certainly was not of the caliber of the
late November spike.

In any case, the stock tumbled and soon reached a new low of 43.50, stop-
ping right at the bottom trendline. Once the stock began moving higher, the
momentum players jumped on board and volume increased along with price.
Buying enthusiasm and rising momentum pushed the stock higher, climbing
through the top trendline. An upward breakout occurred.

Throughout the various peaks and troughs as this chart pattern unfolded,
there was a struggle between buyers and sellers. Near the lows, the buyers
believed the stock was oversold, and they eagerly bought it. At the top, they
and others sold their shares and pocketed handsome profits. This selling pres-
sure, of course, sent the stock back down.

Some investors—seeing the stock decline below their purchase price
and still believing that the stock had value—bought more. That behavior also
helped turn the stock around at the lows and probably explained their height-
ened nervousness at the top. They wanted to keep their gains this time instead
of watching them evaporate should the stock decline again.

The broadening top shown in the figure also makes evident that identi-
fying the ultimate breakout is difficult. It appears that each new high or new
low may be the final push to freedom. Only when price moves in the opposite
direction is it clear that price will not break out. We explore ways to profit
from that behavior in the Trading Tactics section.

Identification Guidelines

Table 11.1 shows the identification guidelines for the broadening top.

Appearance. The pattern looks like a megaphone with price peaks and
valleys bounded by two diverging trendlines. The top trendline slopes upward,
and the bottom one slopes downward.

Price trend. The price trend leading to the start of the pattern is what
differentiates a broadening top from a broadening bottom. For broadening
tops, the price trend should be upward, leading to the chart pattern, not down-
ward as in the broadening bottom. This is just an arbitrary designation I have
chosen to distinguish tops from bottoms (in all chart pattern types).

Trendlines. Trendlines drawn across the peaks and valleys resemble
a megaphone. Higher highs and lower lows make the formation obvious to
those versed in spotting chart patterns. The slope of the trendlines is what dis-
tinguishes this chart pattern from others. The top trendline must slope up and
the bottom one must slope down. When one of the two trendlines is horizontal
or nearly so, the formation becomes a right-angled ascending or descending
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Table 11.1
Identification Guidelines

Characteristic  Discussion

Appearance Megaphone shape with higher highs and lower lows. Five-point
reversals have three peaks and two troughs.

Price trend The price trend leading to the formation should be up. Ignore any
overshoot or undershoot within 2 weeks of the pattern’s start.

Trendlines Price is bounded by two trendlines: The top one slopes upward, and the
bottom one slopes downward.

Touches Should have at least five touches, three on one trendline and two on the
other, but not necessarily alternating touches. Price passing through a
trendline doesn’t count as a touch.

Volume Trends upward most often. Do not discard a pattern because of an
adverse volume trend.
Breakout The breakout can occur in either direction and, in several cases,
direction price moves horizontally for several months before staging a

definitive breakout.

broadening formation. When the two trendlines slope in the same direction,
the formation is a broadening wedge.

Touches. There should be at least five touches of the trendlines: two on
one trendline and three on the other, but be flexible. Five (or more) minor high
or minor low touches makes for a well-formed pattern. Fewer touches than
five often leads to incorrectly identified patterns.

Avoid counting it as a touch when price slices through a trendline (no
minor high or low involved). That’s common at the start and end of the broad-
ening pattern. Figure 11.3 shows an example of this on both ends of the bottom
trendline. The trendline cuts through price and does not rest on a minor low,
so it doesn’t count as a touch.

Page back to Figure 11.1. It shows three minor highs touching the top
trendline and four minor lows either nearing or touching the bottom trend-
line. The minor highs and minor lows need not alternate as price crisscrosses
the broadening pattern (but usually do).

Volume. Linear regression on volume shows it trending up most often.
Many times, the volume pattern mimics the price pattern: rising and falling
along with price, but the overall trend will be upward. Many times, you can tell
the volume trend by dividing the pattern in half and estimating which half has
higher volume.

Breakout direction. A breakout happens when price closes outside one
of the trendline boundaries or follows a trendline for an extended time. In the
figure, if you extend the top trendline upward, it will intersect price at about
58.That’s a long time to wait for a breakout.

When a breakout occurs, I consider the actual breakout price to be the
value of the highest peak in the pattern. In the figure, for example, the breakout
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price is 55.50, or the high at the one-day reversal. Determining the breakout
price is one of the challenges of trading a broadening top.

For an example of how to apply the various guidelines, consider the
broadening top shown in Figure 11.2. At first glance, it looks like a large
megaphone with price trends that generally follow two sloping trendlines. The
top trendline slopes upward and the bottom one slopes downward, each inter-
secting the minor highs or lows at least twice, totaling at least five touches.

Price forms higher highs and lower lows until it breaks out of the chart
pattern, closing beyond the line of trend or below turn 5.

The volume pattern generally rises as price moves up and recedes as
price moves down. The figure shows this quite clearly. During the rise in
mid-November, for example, volume jumped upward as price peaked, then
just as quickly receded as price declined.

Figure 11.3 shows a U-shaped volume trend. Volume is higher in
September and December, and lower in the intervening months.

Orthodox broadening tops and five-point reversals describe the same
type of pattern. They are simply broadening tops that have three minor highs
and two minor lows. Figure 11.3, for example, falls into this category. Other
than the name, I found no substantial difference between broadening tops,
orthodox broadening tops, and five-point reversals.

Some analysts say five-point reversals are bearish indicators, and that the
formation predicts a downward breakout. A study of the pattern, admittedly
using only 30 samples, suggests this is untrue. Sixteen break out upward and
the others (14, but check my math) break out downward. However, the sample
size is too small to make a definitive statement.

ASA Ltd (Investment Co. (Domestic), NYSE, ASA)

Aug 91 Sep Oct Nov Dec Jan 92 Feb Mar Apr May Jun

Figure 11.2 The broadening top has higher highs and lower lows as the price
swings widen over time.
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Figure 11.3 A weak example of a five-point reversal or orthodox broadening top.
It has three minor highs and two minor lows composing the five turning points.

Focus on Failures

What does a broadening top failure look like? Figure 11.3 shows a sharp down-
ward breakout day thrust that pierces the bottom trendline on high volume.
Since this is clearly below the lower trendline, and coupled with the failure of
price to attain the upper trendline (a partial rise), a downward breakout is at hand.

The downward plunge is like a mountain climber hitting a ledge. Price
stalls on very high volume, recovers, and starts climbing again. This is an
example of a 5% failure; that is, price breaks out and then moves no more than
5% in the direction of the breakout before moving substantially in the other
direction.

Contrast the behavior shown in Figure 11.3 with that shown in
Figure 11.4. I include this chart because I have noticed that a large number
of broadening formations act this way. Instead of making a clear up or down
thrust that pierces the trendline, price moves horizontally for months before
finally closing above or below the formation highs or lows.

In this case, price declined below the low in early July and halted (the last
trendline touch at pattern’s end). Price climbed for a bit then receded again
and reached a new low in early August. It looks as if price vaulted over the
August volume spike.

Another recovery saw price rise no higher than 44 for about half a year
before finally staging an upward breakout. The breakout happened when price
closed above the top of the chart pattern. The sideways move isn’t a 5% failure,
but it tries the patience of traders waiting for something to happen.
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Figure 11.4 Price in this broadening top moved horizontally for 6 months before
staging an upward breakout. This horizontal movement is a common occurrence
with broadening tops.

Table 11.2
General Statistics
Bull Market, Bear Market, Bull Market, Bear Market,

Description Up Breakout Up Breakout Down Breakout Down Breakout
Number found 1,215 200 804 205
Reversal (R), 100% C 100% C 100% R 100% R

continuation

(C) occurrence
Average rise 42% 25% -13% -22%

or decline
Standard & Poor’s 12% -1% 2% -11%

500 change
Days to ultimate 253 91 56 37

high or low
How many 52% 41% 23% 45%

change trend?

Statistics

Table 11.2 shows general statistics for this chart pattern.

Number found. I uncovered 2,424 broadening tops in data from July
1991 to November 2019 in 873 stocks. Not all stocks covered the entire time,
and some of them no longer trade.
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Reversal (R), continuation (C) occurrence. By definition, since we are
dealing with a top, an upward breakout is a continuation and a downward
breakout means a reversal of the prevailing upward trend.

Average rise or decline. I compared the average rise or decline with the
average for all chart pattern types and found that the broadening top under-
performs in all market conditions (bull/bear) and breakout directions, despite
what you see in the table.

Standard & Poor’s 500 change. Notice how the general market helped
or hindered price. The numbers, when compared to the average rise or decline,
suggest trading with the market trend (bull market, upward breakouts and bear
market, downward breakouts) for the best performance. This makes intui-
tive sense.

Days to ultimate high or low. The time it takes price to rise to the ulti-
mate high or sink to the ultimate low varies from 253 days (about 8.5 months)
to 37 (5 weeks).

I compared the average speed of price for upward versus downward break-
outs in bull markets. The decline should have taken 79 days, but the average
is 56 as shown in the table. Thus, price drops faster than it rises. In this case,
it’s not quite twice as fast (which is what I've seen in other chart pattern types).

Comparing the two bear market columns, we see price rise 25% in
91 days and drop 22% in 37 days. If price dropped as fast as it climbed, it
should have taken 80 days to drop 22%. In this case, price drops more than
twice as fast in bear markets as it rises.

How many change trend? This is a measure of how many broadening
tops see price move more than 20% away from the breakout price. I like to see
values above 50%, but only one of the columns qualifies.

Table 11.3 shows failure rates for broadening tops. I found that 18% of
broadening tops in bull markets after upward breakouts fail to see price rise
more than 5%. That’s how you read the table.

Here’s another example. Just over half (52%) of patterns in bull markets
with downward breakouts fail to see price drop more than 10%. Notice how
quickly failure rates increase.

Bear markets with downward breakouts have the lowest failure rate ini-
tially, 9%, but the edge over bull markets with up breakouts does not last long.
For moves of 15% and higher, bull markets with upward breakouts maintain a
lower failure rate.

How is this information useful? Imagine that the measure rule predicts
price will climb from 40 to 50, a 10-point rise. That’s a move of 25%. How
many broadening tops in bull markets, on average, will see price rise more than
25%? Answer: 46%. To put it another way, 54% of them will fail to see price
rise more than 25%.

Table 11.4 shows breakout-related statistics for broadening tops.

Breakout direction. In bull markets, price breaks out upward most
often. In bear markets, the breakout direction is random.
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Table 11.3

Cumulative Failure Rates
Maximum
Price Rise or Bull Market, Bear Market, Bull Market, Bear Market,
Decline (%) Up Breakout Up Breakout Down Breakout Down Breakout
5 (breakeven) 219 or 18% 35 0r 18% 219 or 27% 19 or 9%
10 160 or 31% 31 or33% 196 or 52% 30 or 24%
15 119 or 41% 24 or 45% 125 or 67% 39 or 43%
20 81 or 48% 28 or 59% 83 or 77% 25 or 55%
25 78 or 54% 22 or 70% 60 or 85% 27 or 68%
30 62 or 59% 10 or 75% 40 or 90% 16 or 76%
35 62 or 64% 9 or 80% 26 or 93% 13 or 82%
50 121 or 74% 19 or 89% 45 or 99% 28 or 96%
75 122 or 84% 10 or 94% 9 or 100% 50r99%
Over 75 191 or 100% 12 or 100% 1 or 100% 3 or 100%

Yearly position, performance. I sorted the breakout price into one of
three bins. Upward breakouts show the best performance when the breakout
price appears in the middle third of the yearly high-low price range. Down-
ward breakouts favor the lowest third of the range.

Throwbacks and pullbacks. A throwback or pullback occurs about two-
thirds of the time, and it takes 11 or 12 days to complete the trip back to the
breakout price (on average).

In all cases, when a throwback or pullback occurs, performance suffers.
To avoid a throwback or pullback, look for nearby support or resistance that
is strong enough to turn price back. Good luck with that. I've not been able to
predict whether a throwback or pullback will happen. I just assume they will
and go from there. If they don’t appear, I'm as happy as a kid with a bag full of
candy on Halloween.

You might try looking for overhead resistance or underlying support
within 5% to 11% away from the pattern (those percentages are averages of
how far price travels in 6 days, according to the table).

Gaps. Sometimes a breakout day gap helps and sometimes not. Down-
ward breakouts have results that are one percentage point apart, so they may
not be statistically significant. Upward breakouts see better performance if a
gap is absent. That’s counter to normal trading wisdom. Other chart patterns
see performance improve if a gap occurs.

If you want to participate in a gap trade, know that I measured perfor-
mance using the opening price the day after the gap, so you can buy a stock
after it shows a gap and maybe you can participate in the better performance.
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Breakout and Post-Breakout Statistics

Statistics 163

Bull Market, Bear Market, Bull Market, Bear Market,

Description Up Breakout Up Breakout Down Breakout Down Breakout
Breakout direction 60% up 49% up 40% down 51% down
Performance L 34%, L 23%, L-16%, L -23%,

of breakouts M 46%, M 26%, M -14%, M -22%,

occurring near H 41% H 25% H-12% H-17%

the 12-month low

(L), middle (M),

or high (H)
Throwbacks/ 67% 64% 67% 67%

pullbacks

occurrence

Average time to
throwback/
pullback peaks

5% in7days 7% in6days -6%in6days -11% in 7 days

Average time to
throwback/
pullback ends

Average rise/decline  38% 24%
for patterns
with throwbacks/
pullbacks

12 days 11 days 11 days 12 days

-13% -19%

Average rise/ 48% 26% -14% -26%
decline for

patterns without

throwbacks/

pullbacks

Percentage price 75% 69% 54%
resumes trend

Performance with 38% 22%
breakout day gap

Performance without 42% 26%
breakout day gap

49%

-14% -21%

-13% -22%

Average gap size $0.84 $0.35 $0.92 $0.63

Table 11.5 shows statistics related to size.

Height. In all cases, tall patterns see better post-breakout performance
than short ones.

To use this finding, measure the pattern’s height from the highest high to
the lowest low. Divide the difference by the breakout price (for upward break-
outs, it is the highest high in the pattern; for downward breakouts, use the low-
est low). Then compare the result with the median shown in the table. A result



164 Broadening Tops

Table 11.5
Size Statistics
Bull Market, Bear Market, Bull Market, Bear Market,

Description Up Breakout Up Breakout Down Breakout Down Breakout

Tall pattern 46% 26% -16% -22%
performance

Short pattern 36% 24% -12% -21%
performance

Median heightas 10.6% 15.2% 10.9% 18.5%
a percentage of
breakout price

Narrow pattern 39% 26% -13% -21%
performance

Wide pattern 44% 24% -14% -22%
performance

Median width 45 days 45 days 38 days 41 days

Short and narrow  38% 28% -11% -20%
performance

Short and wide 35% 13% -11% -23%
performance

Tall and wide 47% 29% -16% -22%
performance

Tall and narrow 43% 20% -15% -22%
performance

higher than the median means you have a tall pattern; lower means a shorter
pattern. For best results, select tall broadening tops and avoid short ones.

Width. In three of four contests (columns), wide patterns see better post-
breakout performance than do narrow ones. The one exception happens in
bear markets after upward breakouts.

I found it odd that bear market, up breakout percentages for height and
width are the same. I checked my spreadsheet, and the information is correct.

"To use width as an indicator, compute the time from the end of the pat-
tern to the start (in calendar days, not price bars). If the result is more than the
median listed in the table, then you have a wide pattern.

Height and width combinations. Table 11.5 shows the performance
results after combining the characteristics of height and width. Most of the
time, tall and wide patterns show the best performance. In bear markets, after
downward breakouts, short and wide patterns outperform. That’s probably a
statistical fluke, and the percentages are close, anyway.

Table 11.6 shows volume-related statistics.
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Table 11.6
Volume Statistics
Bull Market,  Bear Market, Bull Market, Bear Market,

Description Up Breakout Up Breakout Down Breakout Down Breakout
Volume trend 67% up 73% up 67% up 66% up
Rising vol- 42% 27% -14% -23%

ume trend

performance
Falling vol- 41% 19% -13% -20%

ume trend

performance
Heavy break- 41% 25% -14% -21%

out volume

performance
Light break- 43% 24% -13% -23%

out volume

performance

Volume trend. Volume trends upward from 66% to 73 % of the time on
average. However, don’t throw away a trade because the pattern has a down-
ward volume trend. Try to recycle.

Rising/Falling volume. Half the time, the volume trend doesn’t really
matter to performance. In bear markets, we see a wider separation of results. For
example, after upward breakouts in bear markets, price averages a climb of 27%
compared to just 19% for patterns with falling volume. The sample counts (146
versus 54, respectively) are not as robust as I like to see, so the results may change.

Breakout day volume. The broadening top is a rebel: It doesn’t conform
to common wisdom about heavy breakout volume (which is, heavy breakout
volume helps performance). As the table shows, sometimes it helps, sometimes
it hurts, and half the time it can’t make up its mind. However, as a general rule,
you should see improved performance (probably meager) if breakout day vol-
ume is above the prior 30-day average.

I added Table 11.7 to this edition to highlight where price might stop
on the way to the ultimate high or low. For example, I found that 79% of the
time, price will return to the top of the pattern after an upward breakout. You’ll
likely be stopped out a lot if you choose to place a stop-loss order there.

Place a stop at the bottom of the pattern and a stop-loss order will be hit
less than 5% of the time, on average. However, the size of the loss, after an
upward breakout, could be large, so do consider the size of the potential loss
before deciding where to place a stop.

Table 11.8 shows how the chart pattern performed over three decades.

This table only shows bull market numbers because bear markets only hap-
pened in the 2000s.
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Table 11.7
How Often Stops Hit
Bull Market, Bear Market, Bull Market, Bear Market,
Description  Up Breakout = Up Breakout = Down Breakout = Down Breakout
Pattern top 79% 79% 3% 2%
Middle 24% 20% 18% 8%
Pattern 4% 3% 75% 67%
bottom
Table 11.8
Performance and Failures Over Time for Bull Markets
Description Up Breakout Down Breakout
1990s 40% -16%
2000s 49% -12%
2010s 36% -13%
Performance (above), Failures (below)
1990s 14% 17%
2000s 15% 29%
2010s 23% 33%

Performance over time. Upward breakouts saw the best performance and
downward breakouts saw the worst performance in the 2000s. That makes sense.
If the market is rising after an upward breakout, those patterns with downward
breakouts will struggle to see price drop. It’s like trying to swim against the current.

Failures over time. Failures have increased over the three decades for
both upward and downward breakout directions. That’s not a good omen for
future performance.

Table 11.9 shows busted pattern performance. See the Glossary (“Busted
pattern”) for details on what a busted pattern looks like and how to spot one.
Don’t forget your binoculars.

Busted patterns count. Almost half (47%) of broadening tops will bust
in bull markets after downward breakouts. Notice that the fewest busted pat-
terns happen after downward breakouts in bear markets. There you have the
market current (downward) carrying along price as it drops after a downward
breakout. The sample count, at 30, is tiny compared to the some of the others.

Busted occurrence. I counted the types of busts (single, double, or more
than two) and found that single busts happen most often. In second place for
downward breakouts is triple (or more) busts.

Busted and non-busted performance. I compared the performance of
all busts (one, two, and triple+) with single busted and patterns that don’t bust
(non-busted). Busted patterns outperform when the busted breakout direction
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Table 11.9
Busted Patterns
Bull Market, Bear Market, Bull Market, Bear Market,

Description Up Breakout Up Breakout Down Breakout Down Breakout
Busted patterns 3510r29% 57 or 29% 379 or 47% 30 or 15%

count
Single bust count 176 or 50% 42 or 74% 252 or 66% 21 or 70%
Double bust count 115 or 33% 11 or 19% 12 or 3% 4 0r13%
Triple+ bust count 60 or 17% 40r7% 115 or 30% 50r17%
Performance for all -14% -20% 38% 38%

busted patterns
Single busted -22% -25% 55% 53%

performance
Non-busted -13% -22% 42% 25%

performance

matches the market trend (upward breakout in bull markets and downward
breakout in bear markets).

Recall that after upward breakouts in bull markets, the stock will bust
by dropping. So the stock is heading down (and showing better performance,
too!), even as the general market is rising. The same applies to busted down-
ward breakouts (price rises) in bear markets (many stocks drop).

Why does this happen? My only guess is that stockholders know a good
or bad situation when they see it and trade with enthusiasm, in spite of what’s
happening in the general market.

Trading Tactics

Table 11.10 outlines trading tactics for broadening tops.

Measure rule. The first thing to consider about trading tactics is the
measure rule. The measure rule predicts the price to which the stock will move
(in theory). For many chart patterns, one simply computes the height of the
chart pattern and adds or subtracts the height from the breakout price. Apply
the same method to broadening tops.

Consider Figure 11.5 as an example. The height of the broadening top is
the difference between the highest high (B, 12.13) and the lowest low (A, 10),
or 2.13. For upward breakouts, add the height to the highest high in the chart
pattern, giving a target of 14.26, as shown in the figure.

For downward breakouts, subtract the height from the bottom of the
pattern, giving a target of 7.87. If the computation gives a target below zero,
then don’t use the measure rule. If the target is too far away (21% in this case),
there’s a good chance price won’t drop that far. Use common sense.
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Table 11.10
Trading Tactics

Trading Tactic

Explanation

Measure rule

Go long at
the bottom

Long stop

Go short
at the top

Short stop

Partial rise
and decline

Stop location
Busted trade

Compute the height between the highest high and the lowest low in
the pattern. Add the height to or subtract it from the highest high or
lowest low, respectively. The result is the target price for upward and
downward breakouts. The bottom portion of the table shows how
often the measure rule works.

Once a broadening top appears, buy after the stock makes its turn at
the bottom trendline.

Place a stop-loss order 15 cents below a nearby minor low. Should the
stock reverse course, you will be protected.

Sell short after price starts heading down at the top.

Place a stop 15 cents above a nearby minor high to protect against
an adverse breakout. Cover the short when it turns at the bottom
trendline and starts moving up. For a downward breakout, cover as it
nears the target price or any support level.

Go long if a broadening top shows a partial decline. Consider adding
to your position once it makes an upward breakout. Partial declines
work 72% of the time in bull markets. Partial rises (downward break-
out, bull markets) work 52% of the time.

See Table 11.7 for stop location guidance.
Table 11.9 can help with busted patterns.

Bull Market, Bear Market, Bull Market, Bear Market,
Description Up Breakout Up Breakout Down Breakout Down Breakout
Percentage 83% 73% 70% 73%
reaching half
height target
Percentage 66% 52% 42% 46%
reaching full
height target
Percentage reach- 48% 26% 19% 24%
ing 2x height
Percentage reach- 37% 18% 9% 13%

ing 3x height

The bottom portion of the table shows how often price reaches the meas-
ure rule target. For the full height (as in our example above, bull markets,
upward breakouts), price will reach the target 66% of the time. You can adjust
the height to get different targets that may be easier or harder for price to reach.

Once you know the target, read the text associated with Table 11.3 to see
if the potential move is reasonable.
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How do you make use of the measure rule? Imagine that you are consid-
ering purchasing the stock. Try the following tips:

Go long at the bottom. Since a broadening formation should have five
touches (three on one trendline, two on the other) before it becomes valid,
point A in Figure 11.5 shows one likely investment location. Before placing the
buy order, compute the target price using the measure rule. The target price
will help you determine if the potential gain is worth the risk.

In the example shown in Figure 11.5, the purchase price is about 10.38
(at A) and the target price is 14.25, a 37% move. The stop-loss should be 9.85
(15 cents below the low at A), for a potential loss of 5%, which gives a reward-
to-risk ratio of 7 to 1, more than enough to risk a trade.

Long stop. Buy the stock soon after it touches the lower trendline and
moves higher (after the pattern has fully developed following the identifica-
tion guidelines). Place a stop-loss order 15 cents below the lowest low (0.15
below point A). Should price drop, your position will likely be sold before a
large loss occurs.

Price climbs across the pattern. Be ready to sell once price reaches the
prior minor high. Confused? Look at Figure 11.3. On the way to point 5, be
prepared to sell as the stock climbs to the price of point 3. Price may pause for
a bit before moving higher and tagging the top trendline, or it may reverse at
this point (which it does in Figure 11.3, at point 5). Make sure your stops have
been raised to protect your profits.

Go short at the top, short stop. For short positions in broadening tops,
open the short after price touches point B (Figure 11.5) and begins heading
down. Place a stop 15 cents above the highest high (12.28 in this case) to
limit losses. Lower your stop to the next minor high or apex of the broaden-
ing top (either 11.88 or 11.13 in Figure 11.5) once the stock nears point A.
Sometimes the stock will not make it down to the trendline before beginning
to move up. At other times, there is a lengthy pause before price turns around
or continues down. A lower stop-loss point helps you achieve at least some
measure of profit.

Partial rise and decline. Partial rises and declines are like deer in mat-
ing season when you’re driving: Look out for them. See the Glossary (“Partial
rise” or “Partial decline”) for details on spotting the pesky critters. When you
see a partial rise or decline, place a trade once the stock reverses course. If a
breakout happens, then consider adding to your position.

Using a partial rise or decline to enter a trade before the breakout is a
reliable trading technique. You get in at a better price, and they accurately
predict the breakout direction.

Stop location. Use Table 11.7 for guidance on stop placement.

Busted trade. Consult Table 11.9 for tips on trading busted patterns.
If you are lucky enough to trade a single busted pattern, you can make a
lot of money.
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Experience

Let me tell you about what I found in my trade review.

Advanced Micro Devices Inc.

Advanced Micro Devices Inc. (AMD) formed a broadening top in the first half
of 2001. Here’s my notebook for the trade entry: “2 August 2001. I bought at
the market, filled at 19.64. The stock has bounced off the bottom of a broad-
ening top. I hope prices will race across the pattern, but expect them to stall at
22, with eventual push to 25. Downside is old low at 16, or lower [trendline]
boundary. Upside is 25, with possibilities of a climb into the high 30s. Resist-
ance at 22, 25, 30. I expect a climb to 25 where it may be time to sell. Book
score is +1, assuming an upward breakout.”

The book score is based on my book, Tiading Classic Chart Patterns, which
describes a scoring system to help improve selecting patterns that outperform.
In this case, it didn’t apply because the breakout was downward.

Notice that I didn’t dwell on the potential loss (in percentage terms). Had
I pondered that, I might have avoided this losing trade.

* Lesson: Don’t forget to assess the potential loss and avoid the trade if
the loss is too high.

I bought the day the stock peaked. It dropped from there and soon was at
the chart pattern’s bottom trendline and dropping below it.

Here’s my notebook: “15 August 2001. I sold at market. Fundamentals
have changed with IBM saying they will no longer buy AMD-based com-
puters because customers prefer Intel. The stock has completed a partial
rise and is expected to break out downward from the broadening formation.
Yesterday, [the stock] closed below the 16 stop price, so it was time to sell.
With September [traditionally the weakest month of the year] and Octo-
ber approaching, it’s probably wise to exit the market. On the other hand,
I don’t really see the stock going much lower and expect that I sold near
the bottom.”

In fact, the stock continued lower. Much lower. I sold at 15.70 for a 20%
loss, but the stock bottomed at 7.69 or 51% below my sale price. As big as my
loss was, I'm glad I sold.

Looking at the chart for the buy, the stock was well away from the bottom
trendline, moving higher at a brisk pace (6 days in a row, it made a higher high).
Maybe that was an indication of weakness. How long can the stock continue
such a strong push upward? Perhaps running the chart through a momentum
indicator would have provided a clue to the underlying weakness.

In this trade, I entered late but made a perfect exit (on the day price broke
out downward).
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* Lesson: Before buying, don’t be afraid to use technical indicators to
uncover a weakening trend.

Chico’s FAS

The 2009 bear market ended for Chico’s FAS (CHS) in January, and the stock
moved higher, ahead of the general market which didn’t bottom until March.
In June and July, the stock took a breather and formed the broadening top.
I bought at what looks to be about a week before the breakout, just as price
moved sideways at the top of the pattern. “24 July 2009. Buy reason: Broaden-
ing top. New management took over in January—February, so a turnaround is
in place.” This was a buy-and-hold stock because I wanted to participate in the
turnaround. Upside target was 17 and 27. The downside? “Stop: 8.94 -17.5%.
Stop used: None. Long-term holding, but 8 is a good exit price.”

The stock performed, moved up in a graceful turn, and peaked at 16.57
on 26 April 2010, quite close to my 17 target. I should have sold there. The
stock was just 2.6% below my target, having made it there in less than a year.
Hindsight. . .

* Lesson: If the stock closes within 3% [or pick a value] of the target,
consider selling.

The day the stock peaked, I placed a conditional order to sell the stock if
the previous close was at or below 13.73 by October 2010. The order was 17%
below the current high, but that’s fine for a buy-and-hold, which often doesn’t
use stops at all.

About 3 weeks after the stock peaked, the company announced earnings
that the market didn’t like. The stock gapped open lower and continued down.
Here’s where the story gets strange.

The stock dropped all the way back to 8.22 (on 24 August, a 50% drop
from the peak), but the conditional order never triggered. I must have removed
the order but never made a note of it.

On 5 July, I wrote this: “This is well past the time to sell, but since I have
so few bucks in it, don’t worry about it.”

So the stock was within a handshake of my target and then dropped in half.
Oops. I am tempted to write that I wasn’t paying attention, but I was. I placed
the conditional order the day the stock peaked, so my mind was in the game.

Anyway, fast forward to March 2012 after the stock had recovered and
made what looked like two rounded turns. “I placed a trailing stop at 1 point
below the bid, GTC [good till canceled] until 1 July 2012.” Two weeks later,
I canceled the trailing stop of 14.64 and raised it to 14.91 because, “I think this
is going to drop. It’s a good earnings event pattern, and I don’t want to ride it
down a buck before it moves higher. Stop placed just below support.”

Four days later, I was out of the stock. “Sell reason: Hit stop. I was wor-
ried that the overhead resistance area would repulse shares and send the stock
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down after the good earnings event. I didn’t want to ride it back down. My
guess is this will drop but not much before resuming the up move providing
the market moves higher. It has been [moving higher] but just by a little each
day. If the market drops, which I expect, it should take this stock lower, too. But
so far, I've been waiting for the general market to tank, and it hasn’t.”

The stock did continue lower but only by 9% below my sale price. The
stock peaked about a year later at 19.95 before sliding all the way down below
1 in April 2020.

I made 42% on the trade (including dividends), but it took just over
2.5 years to do that. However, that’s almost 16% a year, which is quite good.

This lesson is worth repeating, though. . .

* Lesson: If the stock closes within 3% [or pick a value] of the target,
consider selling.

Southwest Airlines

Southwest Airlines (LUV) made a broadening top going into 2001. Prices in
the following notebook entries have not been adjusted for the 3:2 stock split.
On 26 January, “I bought at the market on a broadening top, price is at [the]
lower trendline, but moving up. The [company is] successfully hedging their
fuel costs. I expect oil prices to decline, FED [Federal Reserve] to ease interest
rates next week, and economy to slowly rebound.

“I actually think this will be a loser trade, but broadening top chapter in
new book [this one] says it is a strong candidate to buy. I expect a partial rise
with downside breakout. Upside is formation top at 35, downside is stop-loss
at 27.30, call it 27.25, for a 10% decline. If it closes below 28, that is sell signal.
Dump immediately. Filled at 30.39.”

I didn’t buy exactly at the bottom of the broadening bottom (28.20), so
that’s something I can improve on.

® Lesson: Try to buy as close to the optimum entry price as possible (the
lower trendline in this case).

The stock continued to move higher, but halfway up the chart pattern,
it stalled. That’s common and wasn’t a cause for concern until price started
backtracking.

“12 February 2001. I sold at 31.18 because of a partial rise on the broad-
ening top. Since I believe this is going down, there was no sense to wait for it
to close below 28 before dumping. I made a small profit, about 2.5%.”

For a swing trade, I got in late and exited late, too, hurting the profit
margin. Looking at the chart, the picture looks like a head-and-shoulders top.
The partial rise is the right shoulder, and it’s at the height of the left shoulder.
I should have been prepared for the stock to turn lower there because of the
mirror on the left side of the pattern.
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* Lesson: As price moves, pay attention to the surrounding price land-
scape for clues to how the stock may behave. Look for support and
resistance areas where the stock might reverse.

* Lesson: Play with price mirrors.

Price mirror: Pick a vertical turning point on the price chart and reflect
the left side of the chart onto the empty, right side. The peaks and valleys on
the right, in the future, might match the ones that happened in the past. It’s
better than sex when it works, and it gives you some idea of what the future
could bring.

For example, if you were to flip the chart across the head of a head-and-
shoulders top, you’d see that the right shoulder will match the distance and
price of the left shoulder. You can continue the analysis for the rest of the chart,
too, giving both price and time on the turns.

Sample Trade

“If you wait long enough,” Sandra sold me, “you get rewarded.”
My stomach growled. I was wondering if she’d reward me with a meal.
She’s a terrific cook. Instead, she pulled up Figure 11.5 on her computer screen.

Esterline Technologies (Precision Instrument, NYSE, ESL)
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Figure 11.5 Use the measure rule to compute the target price. First, compute
the formation height from the highest high to the lowest low, then add or subtract
the height from the highest high or lowest low, respectively. Depending on the
breakout direction, the result is the expected target price.
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“Two days after the stock bottomed [at A], I bought at 10.50. I placed
a stop 15 cents below the bottom of the pattern [below A] for a potential
loss of 6%.”

She applied the measure rule and was looking at a target of 14.25. If eve-
rything worked as expected, that would give her a profit of over 35%.

“When price paused here,” she pointed near the start of the flag, “I won-
dered if the trend was going to reverse. I thought about cashing out and run-
ning to the bank, but didn’t. I decided to drive.”

She winked at me and smiled at her pun.

“The flag formed, and I hoped it would be a half-staff pattern, meaning
the flag was halfway up the move.” If that were true, she could expect a climb
to 13.25 (that is the distance from the top of the flag (12.13) to the start of the
move at 10.00 projected upward using the lowest low in the flag at 11.13).

A few days later, the stock not only fulfilled the measure rule for the flag,
but for the broadening top as well.

“Did you sell?”

“No.”

“Why not?”

“Because the stock was moving up. I decided to let my profits ride. How-
ever, I did raise my stop to 11.85,” which was below the top of the flag and
also below the high at B. “I thought it was a support area and hoped the stock
would rebound before taking me out.”

“In mid-February, just after the second peaked at 17, I saw a potential
double top pattern. I raised my stop to 15 cents below the double bottom’s
confirmation point, or 14.25.”

About 2 weeks after raising her stop, her position sold when the stock
plunged from the prior close at 15.63 to 12.13. After commissions, she made
33% in less than 4 months.

My stomach growled again.

“Yes, I'll feed you. I make this killer Swiss cheese, macaroni, and veg-
gies casserole, lightly topped with toasted breadcrumbs. It has enough carbs to
power the city. Let’s go.”

She grabbed my hand, towed me to her kitchen, and handed me a car-
rot peeler.

“What’s this?” I asked.
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Broadening Wedge,
Ascending

RESULTS SNAPSHOT

Appearance: Price follows two up-sloping trendlines that diverge.

Upward Breakouts

Reversal or continuation
Performance rank
Breakeven failure rate
Average rise

Volume trend
Throwbacks

Percentage meeting price target

Downward Breakouts

Reversal or continuation
Performance rank
Breakeven failure rate
Average drop

Volume trend

Pullbacks

Percentage meeting price target

Long-term bullish continuation
23 out of 39

15%

41%

Upward

68%

61%

Short-term bearish reversal
33 out of 36

31%

12%

Upward

62%

71%
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The Results Snapshot shows statistics for the ascending broadening
wedge. Since the pattern is so rare in bear markets, I limit discussion to bull
markets only.

Upward breakouts show a rank that’s mid-list, but downward breakouts
show performance near the bottom of the list of all chart patterns. Notice
how the failure rate for downward breakouts (31%) is twice that of upward
breakouts (15%). It sends a shiver down my bones.

Downward breakouts in bull markets have failure rates (31%) well
above the average 24.7% of all chart pattern types. If you’re expecting a big
drop after this pattern breaks out downward, then you’ll be disappointed. Of
course, that’s based on the average performance drop of 12%, so your pattern
may perform differently. For the glass-half-full crowd, you can buy a busted
downward breakout, and there’s a good chance it’ll single bust, meaning a
higher profit potential when price rises.

The rise after an upward breakout (41.1%) is slightly below the average
for all chart patterns (42.4%), so even upward breakouts see price struggle.
Let’s take a tour of this pattern first and crunch the numbers later.

Tour
What does an ascending broadening wedge look like? Consider the chart pat-

tern in Figure 12.1. The first thing to notice is the two sloping trendlines.
The top line has a slightly steeper slope than the bottom one. Together, the

Air Express Intl. Corp. (Air Transport, NASDAQ, AEIC)
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Figure 12.1 An ascending broadening wedge has two up-sloping trendlines that
contain price that broadens over time.
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two lines diverge but both slope upward. Once price pierces the bottom trend-
line, it drops rapidly in this example. The chart looks like a long, pie-shaped
wedge that slopes uphill. The uphill tilt is why it is called an ascending broad-
ening wedge. Price bounces up and down and is contained by two diverging
trendlines.

Figure 12.2 shows a better example of a broadening wedge. Why better?
Price crosses from down to up plenty of times, and it looks tighter, with the
swings closer together than in the prior chart.

Both Figures 12.1 and 12.2 show a similar situation. The chart pattern
appears at the end of a rising price trend and signals a reversal. Although a
reversal is not always the case, nor is the chart pattern required to be at the end
of a rising price trend, both situations occur more often than not.

Figure 12.2 also shows an interesting pattern that is instrumental in
identifying the start of a new price trend: the partial rise. Near the end of the
wedge, after touching the lower trendline, price again moves up but fails to
touch the top trendline. As price descends, it pierces the lower trendline and
continues moving down. That’s how partial rises are supposed to work: Price
should approach, but not come that close to, the top trendline before heading
back down and making an immediate downward breakout.

"The chart also shows a similar situation that occurs earlier in the price pat-
tern (shown on the chart as “Failed Partial Rise”), around the start of the year.
Price has touched the two trendlines at least five times, so it looks like a valid
and established ascending broadening wedge. Price rises in its attempt to touch

Barrick Gold (Gold/Silver Mining, NYSE, ABX)
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Figure 12.2 The broadening feature of the wedge is clear in this chart. The
partial rise and failure to touch the upper trendline is a signal of an impending
downward breakout.
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the top trendline but fails. The trend heads down and forms a partial rise, right
where you’d expect it to form: at the patterns’ end (as of that date, anyway). If
the partial rise worked, we should see an immediate downward breakout.

Oops. It doesn’t happen. Price bounces off the bottom trendline
and zooms up to touch the upper trendline, forming the tallest peak in
the pattern.

Why does a broadening wedge form, anyway? Pretend that you are the
head of a mutual fund that has big bucks to spend and wants to buy shares in
another company. When the price is low, you instruct your trading department
to begin buying. The sudden buying demand forces price to climb even though
the trading department spreads its orders over several days.

The trading department tries to keep its buying quiet, but word gets out
that you are in the market. The momentum players jump on your coattails and
ride the stock upward by buying, too. This sends the stock higher than you
expected, so your trading department stops buying for the moment.

Value investors and swing traders, sensing an overbought situation, are
willing to sell their shares at the higher price. Soon the stock is moving
down again. But before it can reach its old low, the buy-the-dip crowd jumps
in and halts the decline. Your trading department, seeing a higher low form,
jumps back in and buys while the price is still reasonable. Some new traders
join the hype and decide the stock is worthy of a trade and add to the buy-
ing pressure.

The company itself gets into the act and buys shares authorized by
the board of directors as a share-buyback program announced long ago.
The buyback program is nearing the expiration date, and the company feels it
is the right time to buy to complete their promise to shareholders.

The stock makes a new high. When it climbs high enough, selling pres-
sure overwhelms buying demand and sends the shares lower, but the price will
not drop far—not with everyone trying to buy at a good price. What you have
then are much higher highs from the unbridled buying enthusiasm and higher,
but saner, lows as your fund and the company itself tries to buy near a fixed low
price. You never quite succeed and pay higher and higher prices as the minor
lows move up.

Soon, however, the stock is too pricey even for your tastes, so the trading
department stops buying. Momentum players keep pushing the stock higher
for a time, but selling pressure eventually takes over and the stock heads down.

Everyone has an ear to the ground listening, trying to figure out what all
the excitement is about. In the distance, a rumble sounds. The same-store-sales
numbers are going to be lower this quarter, the shorts say. The rumor finds
sympathetic ears. The rumble heard earlier is the stampede of the smart money
running for the exits. Price drops quickly. It may hover for a bit around support
zones while novice investors, who have not gotten the word, buy the stock.
When they finish placing their orders, the meager buying demand abates and
the stock crashes through the lower trendline and heads down.
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Identification Guidelines

There are a number of identification guidelines, outlined in Table 12.1, that
make this formation unique. As I discuss the different guidelines, consider
the ascending broadening wedge depicted in Figure 12.3. This formation is

Table 12.1
Identification Guidelines

Characteristic  Discussion

Appearance Looks like a megaphone, tilted up, with price action that outlines two
up-sloping but diverging trendlines.

Trendlines The top trendline has a steeper upward slope than the lower one and
neither is horizontal.

Touches There should be at least five distinct touches (or near touches) of the
trendlines (three on one side and two on the other). This helps assure
proper identification. Each touch should be a minor low or minor
high, not when price slices through the pattern’s trendline.

Whitespace Select patterns where price crosses the wedge from top to bottom fre-
quently, filling the whitespace.
Volume Irregular with a tendency to rise over the length of the chart pattern. Do
not discard a chart pattern because of an unusual volume trend.
Breakout The breakout direction is almost random, but it favors a downward
direction direction slightly more often than upward.

Fleetwood Enterprises (Manuf. Housing/Rec. Veh., NYSE, FLE)
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Figure 12.3 A broadening formation fails to continue moving down, requiring
a redraw of the formation boundaries. The internal partial rise is rare, occurring in
about 5% of wedges.
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different from Figures 12.1 and 12.2 in that it is born from a region of consoli-
dation. From the beginning of the study in July 1991 (not shown), price moves
generally horizontally and does not fall much below the 15.38 level. A portion
of that horizontal move appears in the figure before the start of the wedge.

The situation changes just before the new year. Price starts moving up on
23 December. The stock reaches a new high in mid-January but soon moves
down. At that point, two tentative trendlines connect the highs and lows.
Although it is too early to form a definitive conclusion, a broadening wedge
appears to be taking shape. After price moves up and touches the upper trend-
line, then pulls back to the lower one again, the broadening wedge formation
is clearly visible. At the start of March, price moves higher but quickly stalls,
turns around, and pierces the lower trendline. The partial rise and trendline
penetration suggest a trend change is at hand.

Price has broken out downward, but it only lasts for 3 days, moving in
a tight congestion pattern that sees price zoom upward and touch the top
trendline. If you’re so inclined, redraw the bottom trendline to accommodate
the slight decline below the old trendline. Clearly, price has more work to do
before declining below the lower trendline again.

A month later, price returns to the bottom trendline and moves higher
for a few days. However, the rise stalls and price pierces the lower trendline.
Like a replay of the price action a month earlier, price pulls back to the trend-
line and starts moving higher. However, this rise falters on low volume and
price quickly returns to the lower trendline. When price gaps down on 16
April, another breakout (a genuine one this time) occurs. In rapid fashion,
price plummets to below 12.75, nearly a 50% decline from the high.

Appearance. Looking back at Figures 12.1, 12.2, and 12.3, there are sev-
eral characteristics that ascending broadening wedges share. The overall shape
appears as a megaphone, but this megaphone tilts upward: Both trendlines
slope higher. The upper trendline has a higher slope than the lower one, giving
the formation a broadening appearance.

Trendlines. The two trendlines outlining the wedge diverge, but both
trendlines tilt upward.

Touches. In my studies of ascending broadening wedges, I select forma-
tions that have at least five touches total (three of one trendline and two of the
other). The five-touch minimum helps identify reliable chart patterns. Each
touch should be a minor high or minor low. If price cuts through a trendline,
such as at the start of end of the wedge, it doesn’t count as a valid touch.

Whitespace. The pattern should have price crossing from top to bottom
frequently. Avoid patterns with a big chunk of whitespace.

Volume. The volume pattern is irregular (which is common for long
patterns) but generally rises as price moves up and recedes as price declines.
Although it is not clear from the charts, volume tends to rise over time. How-
ever, an upward volume trend is not a mandatory selection guideline. If volume
trends down, then that’s fine.
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Breakout direction. Figure 12.3 shows a false breakout. Usually, price
follows the lower trendline and does not penetrate it until the actual breakout.
When price does break out, the price action can be messy, as shown in the figure.
Sometimes price runs straight through the lower trendline without pausing,
and sometimes it weaves around the trendline before finally continuing down.

Price can break out in any direction but leans toward a downward one.

Focus on Failures

Figure 12.4 shows what a failure looks like. Although price breaks out down-
ward from the wedge, the stock fails to continue moving lower. The breakout
occurs at a price of 50.13 and price drops to a low of 48.63 about 2 weeks later,
resulting in a 3% decline—too small to register as a success.

Any breakout move no more than 5% I consider a failure (a 5% failure).
After a downward breakout, you’ll often see price struggle to drop. Maybe it’s
because price trends upward in the pattern (both trendlines tilt up) so there’s
buying demand waiting under the stock to keep the uptrend going. A down-
ward breakout smashes into that buying demand, surprising and overpowering
the sellers, and price rises.

Left behind is a meager drop. Of course, that’s not always the case. If fun-
damentals deteriorate or if a large stockholder wants to dump their position
(now!), it could send price plummeting. Swing traders and momentum players
will join the fun and help push price lower.

However, the numbers suggest that this chart pattern sees price struggle
to drop. Indeed, 31% fail to see price decline more than 5% after a downward

Eaton Corp. (Auto Parts (OEM), NYSE, ETN)
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Figure 12.4 An ascending broadening wedge that fails to continue moving
down. Price declines less than 5% below the breakout price before moving higher.
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Table 12.2

General Statistics
Description Up Breakout Down Breakout
Number found 329 361
Reversal (R), continuation (C) occurrence 19% R, 81% C 81% R, 19% C
Reversal, continuation performance 35% R, 42% C -12% R, -13% C
Average rise or decline 41% -12%
Standard & Poor’s 500 change 11% 2%
Days to ultimate high or low 232 52
How many change trend? 54% 21%

breakout. That’s good news for longer term holders of the stock (like buy-and-
hold investors). If the decline after an ascending broadening wedge is meager,
then why worry?

Let’s look at the numbers to get a better sense of how this pattern behaves.

Statistics

Table 12.2 shows general statistics for ascending broadening wedges.

Number found. I found the first pattern in July 1991 and the most recent
in July 2019, totaling 767 patterns in 529 stocks. Not all stocks covered the
entire time. After removing bear market statistics, we have a similar number of
patterns with up and down breakouts.

Reversal (R), continuation (C) occurrence. Upward breakouts from
the broadening wedge act as continuation patterns (meaning price trended
upward into the start of the pattern). Downward breakouts acted as reversals
most often.

Reversal/continuation performance. Mapping performance of rever-
sals and continuations shows that patterns acting as continuations outper-
formed reversals for both breakout directions. However, performance for
downward breakouts is about even.

Average rise or decline. The table shows only bull market statistics,
so when the breakout goes against the prevailing market trend, performance
suffers. Thus, it is more profitable to trade with the prevailing market trend
instead of against it. That means trading upward breakouts in a rising market.

Standard & Poor’s 500 change. From the date of the wedge’s breakout
to the ultimate high or low, I checked the performance of the index. You’ll
notice that the index didn’t fare as well as the chart pattern.

You might also conclude that the general market helped boost the
performance of the individual stocks. The boost was higher in bull markets
(with the index rising 11%, helping to achieve a 41 % average chart pattern rise).
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Days to ultimate high or low. Upward breakouts took their sweet time
(about 8 months) rising 41%. Downward breakouts took only about 7 weeks
to reach the ultimate low. Checking the two velocities, we find that down-
ward breakouts reach the ultimate low faster than upward breakouts reach the
ultimate high.

How many change trend? This measures how many patterns see price
rise or fall more than 20%. For upward breakouts, I consider a value above
50% good. Downward breakouts seem to always suffer under this gauge.

Table 12.3 shows failure rates. How do you make sense of the num-
bers? Let me share some examples. In bull markets after downward breakouts,
31% of the patterns failed to see price drop more than 5%. Upward breakouts
showed half the failure rate: 15%.

Notice how the failure rates rise quickly as the maximum price rise or
decline increases. For example, over half the patterns with downward break-
outs (57%) fail to see price drop more than 10%. Upward breakouts don’t
reach the 50% threshold until price fails to drop more than 25%.

Table 12.4 shows breakout-related statistics.

Breakout direction. The breakout direction is about random but favors
a downward breakout. Of course, additional samples might change this.

Yearly position, performance. Mapping performance of wedges onto
the yearly price range, we find that upward breakouts with the breakout price
within a third of the yearly high perform best. Downward breakouts do better
if the breakout price is near the yearly low.

Throwbacks and pullbacks. Throwbacks and pullbacks occur about
two-thirds of the time, and it takes the stock between 11 and 12 days to return
to the breakout price. The move between the breakout and the apex of the
throwback or pullback isn’t large enough (4% or 5%) to consider a swing trade
to capture the move. Other chart pattern types see price move farther away

Table 12.3
Cumulative Failure Rates

Maximum Price Rise or Decline (%) Up Breakout Down Breakout
5 (breakeven) 50 or 15% 112 0r 31%
10 39 or 27% 94 or 57%
15 36 or 38% 44 or 69%
20 26 or 46% 34 or 79%
25 22 or 53% 27 or 86%
30 19 or 58% 16 or 91%
35 8 or61% 13 or 94%
50 320r71% 19 or 99%
75 37 or 82% 2 or 100%

Over 75 60 or 100% 0 or 100%
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Table 12.4
Breakout and Post-Breakout Statistics
Description Up Breakout Down Breakout
Breakout direction 48% up 52% down
Performance of breakouts occurring near the L 19%, L-15%,

12-month low (L), middle (M), or high (H) M35%, H43% M -12%, H-11%

Throwbacks/pullbacks occurrence 68% 62%

Average time to throwback/pullback peaks 4% in 6 days -5% in 5 days

Average time to throwback/pullback ends 12 days 11 days

Average rise/decline for patterns with throw-  38% -11%
backs/pullbacks

Average rise/decline for patterns without 47% -14%
throwbacks/pullbacks

Percentage price resumes trend 80% 55%

Performance with breakout day gap 32% -16%

Performance without breakout day gap 43% -12%

Average gap size $0.32 $0.52

from the pattern than do wedges. I'd look at those patterns for a throwback or
pullback swing trade.

Notice that when throwbacks and pullbacks occur, performance suffers.
Because the performance difference is wide, you’ll want to avoid nearby
support or resistance (which might cause a throwback or pullback to happen).

Gaps. According to the statistics in the table, sometimes a breakout day
gap helps performance (downward breakouts) and sometimes it hurts (upward
breakouts). In other chart patterns, we usually see a performance boost if a gap
occurs, but often the boost is minor.

Table 12.5 shows pattern size statistics.

Height. Height is an excellent predictor of future performance (taller
ones do best)—except for this chart pattern, at least for upward breakouts.
Downward breakouts perform best if the pattern is tall.

Width. For other chart pattern types, wide patterns outperform narrow
ones. In this case, narrow patterns with upward breakouts do well and wide
patterns with downward breakouts show a minor performance improvement.

Height and width combinations. Tall and narrow patterns outperform.
Placing last for performance are short and wide patterns. As you would expect,
narrow patterns with upward breakouts do best and tall patterns with down-
ward breakouts outperform on average. There’s a large enough swing between
the various numbers that you might want to confine your trading to tall and
narrow wedges.
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Table 12.5
Size Statistics
Description Up Breakout Down Breakout
Tall pattern performance 41% -15%
Short pattern performance 41% -10%
Median height as a percentage of breakout price  14.8% 18.7%
Narrow pattern performance 43% -12%
Wide pattern performance 39% -13%
Median width 55 days 59 days
Short and narrow performance 42% -10%
Short and wide performance 39% -9%
Tall and wide performance 39% -15%
Tall and narrow performance 45% -16%
Table 12.6
Volume Statistics
Description Up Breakout Down Breakout
Volume trend 66% up 67% up
Rising volume trend performance 41% -12%
Falling volume trend performance 42% -13%
Heavy breakout volume performance 39% -12%
Light breakout volume performance 47% -13%

Table 12.6 shows volume-related statistics.

Volume trend. Volume trends upward as measured from the start of the
pattern to the end. Does the trend direction matter? Let’s find out:

Rising/Falling volume. I sorted performance by whether volume was
rising or falling in the pattern. Patterns with a receding volume trend do
slightly better but not enough to worry about.

Breakout day volume. Light breakout day volume sees price move far-
ther than heavy breakout volume. That finding goes against conventional wis-
dom. Light volume has only 96 samples (compared to 233 for heavy volume,
upward breakouts only), so it could be a sample count thing. That means more
samples might change the results.

Because of the way I calculate stops, Table 12.7 (how often stops hit)
does not apply to this chart pattern, so I left it off.

Table 12.8 shows the performance over three decades.
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Table 12.8
Performance and Failures Over Time for Bull Markets
Description Up Breakout Down Breakout
1990s 42% -15%
2000s 41% -10%
2010s 41% -12%
Performance (above), Failures (below)
1990s 10% 22%
2000s 13% 36%
2010s 22% 42%
Table 12.9
Busted Patterns
Description Up Breakout Down Breakout
Busted patterns count 61 or 19% 151 or 42%
Single bust count 36 or 59% 125 or 83%
Double bust count 20 or 33% 5o0r 3%
Triple+ bust count 5 or 8% 21 or 14%
Performance for all busted patterns -13% 41%
Single busted performance -19% 49%
Non-busted performance -12% 41%

Performance over time. Upward breakouts show stable performance
over the last 30 years. Downward breakouts had their best performance in
the 1990s and the worst in the 2000s. Bear markets were not included in
the numbers.

Failures over time. Both up and down breakouts show an increasing ten-
dency to fail over time. In other words, failures were lower in the 1990s than in
the 2000s, and lower in the 2000s than the 2010s. I don’t know the reason for
this, but I applaud the consistency.

Table 12.9 shows busted pattern performance. See the Glossary (“Busted
pattern”) for tips on determining what a bust means, and we’re not talking
about anatomy or sculpture here.

Busted patterns count. As one might expect, downward breakouts have
a substantially higher bust rate than upward breakouts (more than twice as
often). That’s not a bad thing if you want to go long after a busted downward
breakout to capture a big rise.

Busted occurrence. I told my computer to count how often a pattern
busted (single, double, or more than twice). Single busts happen most often.
For downward breakouts, triple busts (triple+) come in second for frequency.
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That may sound odd, and I think it is, but it’s something we’ve seen in other
chart pattern types.

Busted and non-busted performance. Is it better to trade a busted pat-
tern than a non-busted one? Yes, but only if you can find a single busted pat-
tern. Comparing all three busted patterns (single, double, and three or more
busts) to their non-busted counterparts, the results do not show a significant
performance edge.

However, if you take pleasure from failure, then wait for a downward
breakout from a broadening wedge to fail (drop 10% or less) and buy when
price closes above the top of the chart pattern. There’s a good chance (83 %)
that the pattern will single bust, leaving the clouds as your goal and a gain
averaging 49%. That’s if you trade it perfectly and frequently.

Trading Tactics

Table 12.10 shows trading tactics.

Measure rule, targets. The measure rule for wedges is different from
most other chart patterns in that it is based on the lowest low in the pattern
(for downward breakouts only). As the table shows, price reaches that target
71% of the time.

Table 12.10
Trading Tactics

Trading Tactic  Explanation

Measure rule For downward breakouts, use the lowest price in the wedge as the
target. For upward breakouts, use the formation height added to the
breakout price. The bottom portion of the table shows how often the
measure rule works.

Partial rise If a stock shows a partial rise and begins to head back toward the lower
and decline trendline, consider selling short. A downward breakout should imme-
diately follow a partial rise. For a partial decline, when price begins to
turn upward, buy the stock and hope an immediate upward breakout
follows. A partial rise works 60% of the time, and a partial decline
works 65% of the time.

Busted trade See Table 12.9.

Description Up Breakout Down Breakout
Pattern bottom N/A 71%

Percentage reaching half height target 78% 32%

Percentage reaching full height target 61% 17%

Percentage reaching 2x height 43% 5%

Percentage reaching 3x height 31% 2%
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For upward breakouts and other downward targets, I use the height of
the pattern (or a multiple of it) applied to the top or bottom of the pattern.

Figure 12.6 shows two ascending broadening wedges and application of
the measure rule. Both formations are well formed. The chart marks the low-
est low in each wedge. The low serves as the expected target (the measure rule
target for downward breakouts).

The formation on the left shows price reaching the target in mid-
November just as price turns. The wedge shown on the right has price hitting
the target soon after the breakout.

For targets other than the pattern’s low, measure the height from the
top of the wedge to the bottom of the wedge. For upward breakouts, add the
height to the top of the wedge. For downward breakouts, subtract the height
from the low at the start of the pattern. The result will be the target.

The lower portion of the table shows how often this works.

You can use other heights (half, two, or three times the height) in the
computation to get targets closer or farther away.

Once you have a target, convert the target into a percentage of the
current price. For example, if the top of the wedge is at 50 and the bottom
is at 40, the height is 10. If the current price is 50, a climb of 10 would be
a 20% rise. Table 12.3 says that 46% of wedges will fail to see price rise
more than 20%.

If price drops, the target is 40 (bottom of the wedge) and that’s a $10 drop
from the current price of 50. Again, that’s a 20% drop. In this case, Table 12.3
says that 79% will fail to see price drop more than 20%.

Partial rise and decline. With most chart patterns, you’ll want to wait
for the breakout. An exception to the rule is if a partial rise or decline occurs.
Figure 12.2 shows a good example of a partial rise. It correctly predicts a down-
ward breakout. A partial decline works in a similar manner, except price drops
down from the top trendline, returns, and breaks out upward. See the Glossary
(“Partial rise” or “Partial decline”) for details.

Unfortunately, partial rises and declines look like they are taking shape
during a normal pause that occurs partway across the pattern. Often, I'll see
what I believe to be a valid partial rise or decline and wait for the regular
breakout away. More aggressive traders or those with advanced skills may want
to trade partial rises and declines to get into trouble sooner.

Busted trade. If you can tell when a stock will single bust or if you just
take a chance that it'll single bust, you can make more money trading the stock
using a busted pattern. Downward breakouts single bust 83% of the time on
average, so you've a good chance of trading a winner when it (single) busts.
With the new trend direction being upward, the potential gain is higher than
for a downward move (as in a downward breakout or a busted upward pattern).

When price busts the downward breakout by closing above the top of the
pattern, buy the stock and ride it to heaven.
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Experience

Ascending broadening wedges are rare enough that I don’t look for them to
trade, and their performance isn’t great, either. However, I made one trade in
Assurant Inc. (AIZ) that I want to tell you about. It uses a wedge.

I picture the trade in Figure 12.5. The wedge at A has five touches of
the top trendline and three or four on the bottom. Price crosses the pattern
enough to fill most of the whitespace. However, there’s a big whitespace area
between September and November, but that’s because the pattern is so tall,
it takes time for price to cross from top to bottom. The two trendlines slope
upward and diverge as you would expect from an ascending broadening wedge.

I traded this stock by entering it for the first time after the bear market
ended in 2009 (and sold in 2010). At E is another buy location, so I was familiar
with this stock. For this trade, I bought at B.

Here’s my notebook entry: “24 November 2012. This is at the bottom of
an ascending broadening wedge. I am flush with cash, but have 15% in insur-
ance co’s. I'll add more to bring it up to near a [full] investment. Buy at market
open on Monday. Buying at a good price, at support (chart pattern).”

Two days later, when the market opened, I bought at the open and
received a fill at 34.18.

At you can see, I made a perfect entry, just three days after price bounced
off the bottom trendline.

You probably can’t see the price action well enough in the printed figure,
but the stock did not breakout downward. A downward breakout, as you know,
requires price to close below the bottom trendline, and that didn’t happen.
Rather, an upward breakout happened at C.

Assurant Inc (AIZ)
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Figure 12.5 This ascending broadening wedge trade led to an 87% gain.
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This is one of those fire-and-forget-type trades where you just sit back
and count your winnings. Price took a week or so to gather strength before it
started to move up after I bought. It retraced a portion of the move and bot-
tomed at F, but after that, it was a smooth ride to the stars.

Fast forward to January 2014. The stock peaked a nickel below 69 and
retraced. The spike down at G was because of earnings. Apparently, the
market didn’t like the news but recovered to close the session just 6 cents
below the high.

That was my wakeup call. On 12 February, I wrote this in my trading
notebook: “I sold the rest of my shares this morning. The stock has broken
down through a support area at 64, and it’s trading at 63.42 now. On the weekly
scale, this is a 2B pattern. It LOOKS as if it’s going to tumble, and since it’s
above my target price of 56, I did well. Selling on 2B, weakness.”

A 2B pattern isn’t covered in this book, and looking at the weekly scale, it’s
not a 2B pattern at all. A 2B happens when price moves above a prior peak and
then poops out. The stock reverses and moves lower. Think of a narrow double
top with a slightly higher right peak and you’ll know what a 2B looks like.

In this case, there is no first peak to compare against. However, the note
about weakness is clear. The stock peaked at almost 69 and was now trading
at 63. I received a fill at 63.42 for a gain of (drum roll, please) 87% (including
dividends) with a hold time of 15 months.

I sold near the bottom of a retrace. The stock climbed back up to 69.26
and then moved sideways until July 2015. It moved sideways after I sold for
longer than I was in the trade!

What did I do wrong? Entry was perfect. The exit was late. The only
thing I can think of to improve the exit was to use a trendline connecting F,
H, and I on the log scale (this chart appears to be on the linear scale). I would
have sold at the open the day after I, at 64.29, a slight improvement. But the
trendline uses hindsight. A trendline would have taken me out any number of
times on the way from F to H, because price curves to the right.

Sample Trade

“I work the night shift at a bakery a few streets away. I can walk to work, so it’s
handy. Before I go to sleep, I check my favorite stocks and found an interesting
one shown in Figure 12.6. Let me tell you about it.”

Each day before Curtis bedded down, he plotted the stock and watched
with amusement as the first broadening wedge formed. When the second one
appeared, he stopped yawning and moved closer to his computer screen. The
second broadening wedge didn’t excite him; rather, it was the wedge coupled
with a potential double top. “Together, they looked especially bearish.”
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Figure 12.6 The measure rule as it applies to two ascending broadening wedges.
Astute investors will recognize the twin peaks as a large double top.

The day after the stock closed below the lower trendline of the right
broadening pattern, he sold short and received a fill at 39.50.

“I used the double top measure rule to estimate my price target.” With a
top at45.75 and a valley low of 36.25, the target was 26.75 (thatis 45.75 - 36.25
subtracted from 36.25).

“I placed an order to cover my short at 27.13, because you always want to
have protection. I put it just above the whole number and just above where eve-
ryone else was likely to place theirs. Let them get cashed out first, before me.”

He went to bed.

Each day, before he closed the curtains to get some sleep, he checked the
stock. To him, it was pleasing to see the stock begin moving down immediately
and sailing below the nearest broadening wedge target (38.88).

“I lost some sleep worrying about the upward retrace in March, and
thought the party was over. But I stuck with it.”

The stock eventually pierced support and kept moving down. “I hoped
that the congestion region in March was the corrective phase of a measured
move down. That would place the target at 22.50, well below my target of
27.13. I'm not stupid, and I’'m not greedy, so I left the target where it was.”

On April 18, a ringing phone woke him. His broker reported that they
covered the short at his target price. He made about $12 a share. That put a
smile on his face, and he went back to his dream of telling his boss what he
could do with the night shift.
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Appearance: Price follows two down-sloping trendlines that diverge.

Upward Breakouts

Reversal or continuation
Performance rank
Breakeven failure rate
Average rise

Volume trend
Throwbacks

Percentage meeting price target

Downward Breakouts

Reversal or continuation
Performance rank
Breakeven failure rate
Average drop

Volume trend

Pullbacks

Percentage meeting price target

192

Long-term bullish reversal
27 out of 39

18%

39%

Upward

62%

83%

Short-term bearish continuation
29 out of 36

35%

13%

Upward

64%

32%



Tour 193

The descending broadening wedge has performance that gravitates
toward the bottom of the list of chart patterns. However, it does have one
redeeming quality. Almost half (47%) of downward breakouts will bust, and of
those, 75 % of them will single bust. The average rise for single busted patterns
is (drum roll, please) 65%. That’s huge. The computation uses 75 samples, and
the median rise is 44%. Half the patterns will see price rise more than 44%.
The results are something to look forward to.

Let’s take a tour, look at the numbers, and see if we can figure out how to
trade these patterns.

Tour

What does the formation look like? Figure 13.1 shows a well-formed descending
broadening wedge bounded by two trendlines. In September, the stock starts down
in tight oscillations that broaden over time. A month later, two trendlines drawn
across the highs and lows make the descending broadening wedge shape clear.

Volume at the start of the pattern is well below normal. As the wedge
develops, volume is erratic, but trends higher. Computing the slope of the
volume line using linear regression confirms the result: Volume is increasing.
Usually increasing volume helps propel a stock upward. I like to see that in my
trades as price rises to the ultimate high.

In mid-October, price gapped up (breakaway gap) and shoots above the
upper trendline. An upward breakout occurs. Volume spikes and continues to
be heavy for several days as price climbs.

Cognex (Precision Instrument, NASDAQ, CGNX)
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Figure 13.1 This descending broadening wedge acts as a consolidation of the
upward trend. Two down-sloping trendlines outline price action that broadens
out. Volume usually increases over time.
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As you look at the chart, you may make an interesting observation. The
price trend has three stages: The first stage is the long bull-run to August
1995, leading to a 2-month retrace (second stage), and then price moves higher
(third stage). I show those stages in the figure by arrows.

This broadening formation acts as part of a consolidation or retrace of
the upward primary trend. Price enters the pattern from below and exits out
the top. Taken as a whole, it looks like the corrective phase of a measured move
up chart pattern.

Contrast Figure 13.1 with Figure 13.2, where a descending broadening
wedge acts as a reversal of the intermediate-term price trend. Price peaks in
May 1992 and heads lower. During August, price begins to broaden out as the
stock continues its downward spiral. By mid-September, a descending broad-
ening wedge has formed.

Volume is low at the start of the wedge but does have a few spikes. Into
September, volume moves up and becomes even more irregular. At the start of
October, as price begins rising, volume recedes. Price pierces the top trendline
on negligible volume and heads higher. A trend reversal from down to up occurs.

Identification Guidelines

Table 13.1 outlines identification guidelines for the wedge, and Figure 13.3
shows another example of a descending broadening wedge.

Appearance. Minor highs align themselves like magnets to iron along
the top trendline. The trendline slopes downward. Minor lows follow a

Canandaigua Brands Inc. A (Beverage (Alcoholic), NASDAQ, CBRNA)
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Figure 13.2 This descending broadening wedge acts as a reversal of the interme-
diate-term downward trend.



Identification Guidelines 195

Table 13.1
Identification Guidelines

Characteristic  Discussion

Appearance The formation looks like a megaphone tilted down.
Trendlines Both trendlines slope downward, with the lower trendline having a
steeper slope. Thus, the two lines diverge.

Touches Wedges require at least five touches, three of one trendline and two of
the other with each touch being a minor high or minor low. If price
cuts through a trendline, then it doesn’t count as a touch.

Whitespace Select patterns where price crosses the wedge from top to bottom
frequently, filling the whitespace.
Volume Usually rises over the length of the wedge. However, don’t discard a
pattern because it has an unusual volume trend.
Breakout Can be in any direction but breaks out upward most often.
direction

Alaska Air Group Inc. (Air Transport, NYSE, ALK)
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Figure 13.3 This descending broadening wedge is a consolidation pattern in a
rising trend. Volume increases even as price heads down. A partial decline signals
that an upward breakout is coming.

down-sloping trendline along the bottom. Together, the pattern looks like a
megaphone tilted down.

Trendlines. The figure shows two down-sloping trendlines that encom-
pass a series of oscillating waves. The oscillations become more violent,
swinging up and down in wider and wider arcs, leaving behind diverging
trendlines.

Touches. Each valid trendline touch should be a minor high or a minor
low, or it won’t count as a touch. That means a touch does not count at the start
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or end of the pattern if price straddles the trendline (if no minor high or low
appears there). Look for at least five touches, three on one trendline and two on
the other, but they need not alternate. Use the figures in this chapter as guidance.

Whitespace. Price should cross the pattern from top to bottom so that
it covers the whitespace with movement. Too much whitespace in a pattern
means you’ve probably made an identification mistake.

Volume. The volume trend is upward two-thirds of the time in descend-
ing broadening wedges. Increasing volume seems to catapult price higher,
sending it out the top of the wedge. Volume at the breakout is usually high
but need not be. As long as demand exceeds supply, price will rise. If volume
recedes, don’t discard the pattern.

Breakout direction. The breakout direction is upward 72 % of the time.
All of the figures in this chapter show an upward breakout. A downward break-
out would occur when price closes below the bottom trendline.

Focus on Failures

Look at Figure 13.4. In the week or two before the wedge begins, price is ris-
ing. Immediately after the breakout, price is also rising, so this wedge acts as a
continuation of the upward price trend.

The breakout process starts on 3 September when price punches through
the top trendline and closes above it. However, price does not rise far before
returning to the trendline.

United Technology (Diversified Co., NYSE, UTX)
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Figure 13.4 This wedge is a failure according to the 5% rule. Price fails to move
up from the breakout by more than 5% before collapsing.
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I have extended the top trendline in the Figure to highlight the throw-
back. You see that price rides along the top trendline, following it lower until
it gaps down (a breakaway gap) on 17 September.

This wedge is an example of what I call a 5% failure, that is, when price
breaks out and moves no more than 5% before reversing. This type of failure
is common, happening between 18% (upward breakouts) and 35% (downward
breakouts) of the time.

Why these failures occur is unclear. Sometimes nearby overhead resist-
ance to an upward breakout or underlying support to a downward thrust will
repulse price and cause a failure. Traders change their minds about a stock and
bolt for the exits, causing price to move in an unexpected direction.

If the general market makes a sudden move, such as a large drop, it’ll suck
the life out of upward breakouts. If news comes out that oil prices have spiked,
the industry may suffer and that pain gets reflected in the stock. And of course,
if a cherished CEO gets caught with his hands in the cash register, that may
cause problems, too. General market, industry, and stock trends all play their
part in causing a 5% failure.

Statistics

Table 13.2 shows general statistics for the descending broadening wedge.

Number found. I sifted through my databases searching for this pattern
and found 1,011 from July 1991 to June 2018 in 565 stocks. This is not an easy
pattern to find, and it’s rare enough that I removed the bear market patterns
because I found too few. Not all stocks covered the entire period and some no
longer trade.

Looking at the numbers, you can see that upward breakouts happen
most often.

Reversal (R), continuation (C) occurrence. The table shows that
upward breakouts act as reversals most often and downward breakouts act as
continuations. However, the numbers are close to random.

Table 13.2

General Statistics
Description Up Breakout Down Breakout
Number found 542 215
Reversal (R), continuation (C) occurrence 58% R, 42% C 44% R, 56% C
Reversal, continuation performance 38% R, 42% C -13% R, -13% C
Average rise or decline 39% -13%
Standard & Poor’s 500 change 12% -3%
Days to ultimate high or low 218 54

How many change trend? 55% 21%
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Reversal/continuation performance. 1 sorted wedges by behavior
(reversals and continuations) and checked performance for each. Downward
breakouts show no performance difference, but upward breakouts give a slight
edge to continuations for better performance.

Average rise or decline. Both the average rise and average decline are
below what we see for other chart pattern types, so this chart pattern is not one
you’ll want to brag about. However, the next table will discuss failure rates, so
perhaps we should wait before passing judgment.

Standard & Poor’s 500 change. I computed the change in the S&P
index using the dates when the wedge broke out and reached the ultimate high
or low. As the table shows, the index didn’t perform as well as the wedges. You
might also consider that the general market helped wedge performance (a ris-
ing tide lifts all boats type thing).

Days to ultimate high or low. I compared the 39% rise in 218 days to
the 13% decline in 54 days. If the velocity of the two moves were the same, the
downward move should have taken 73 days. It completed the move in 54 days.
In other words, the downward move is about 50% faster than the upward one.

How many change trend? This is a measure of how many wedges see price
move more than 20% after the breakout. I consider values above 50% to be respect-
able. Upward breakouts tie the 55% average for all chart pattern types, so that’s good.

Downward breakouts in bull markets struggle. The average for all chart
pattern types is 28%, so wedges fall well short of that value.

Table 13.3 shows failure rates for this pattern. I counted how many pat-
terns failed to reach a value, such as 5%. I found that 18% of patterns with
upward breakouts and 35% of wedges with downward breakouts failed to see
price move more than 5% after the breakout. Half (51%) couldn’t jump a 25%
hurdle (upward breakouts). Downward breakouts were worse with the hurdle
set at 10% and seeing 55% fail to clear it.

Table 13.3
Cumulative Failure Rates

Maximum Price Rise or Decline (%) Up Breakout Down Breakout
5 (breakeven) 97 or 18% 75 or 35%
10 61 or 29% 43 or 55%
15 47 or 38% 33 or 70%
20 38 or 45% 18 or 79%
25 36 or 51% 8 or 82%
30 29 or 57% 13 or 88%
35 30 or 62% 90r93%
50 61 or 74% 8 or 96%
75 66 or 86% 7 or 100%

Over 75 77 or 100% 1 or 100%
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As you look down the rows of this table, the failure rates climb to high
values quite quickly. Combined with a mediocre average rise or decline, the
pattern’s overall performance doesn’t bode well for traders using it to make
money.

Here’s how this table is useful. Suppose you have a wedge in a bull market
and an upward breakout. The measure rule says to expect a rise of 10 points to
the top of the pattern from the current $40 price. That’s a 25% rise.

According to the table, how many wedges will fail to see price rise more
than 25%? Answer: 51%. So half the patterns will fail. It might make you
rethink your expectation of a large rise.

Table 13.4 shows breakout-related statistics.

Breakout direction. Most descending broadening wedges break out
upward, as the table shows.

Yearly position, performance. Mapping performance over where the
breakout price appears in the yearly price range, we find that the pattern per-
forms best if the breakout is within a third of the yearly low. In second place
is the highest third. You’ll want to avoid trading patterns in the middle of the
yearly high-low range (they perform worst).

Throwbacks and pullbacks. Downward breakouts show a return to the
breakout price a bit more frequently than do patterns with upward breakouts.
When a throwback or pullback occurs, it takes about 12 days, on average, to
complete the return to the breakout price.

Table 13.4
Breakout and Post Breakout Statistics
Description Up Breakout Down Breakout
Breakout direction 72% up 28% down
Performance of breakouts occurring near the L 44%, L -15%,

12-month low (L), middle (M), or high (H) M 34%, H 42% M -11%, H -13%

Throwbacks/pullbacks occurrence 62% 64%

Average time to throwback/pullback peaks 4% in 6 days -5% in 5 days

Average time to throwback/pullback ends 12 days 12 days

Average rise/decline for patterns with throw- ~ 39% -12%
backs/pullbacks

Average rise/decline for patterns without 39% -15%
throwbacks/pullbacks

Percentage price resumes trend 77% 54%

Performance with breakout day gap 34% 16%

Performance without breakout day gap 41% 12%

Average gap size $0.53 $1.16
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In other chart pattern types, we see performance suffer when a throw-
back or pullback happens. I think it’s because the curl robs momentum and
traders become too shy to trade it after the throwback or pullback completes.
For descending wedges, we see downward breakouts exhibit this performance
improvement but not upward breakouts.

After a throwback completes, the stock returns to trending upward 77%
of the time. Downward breakouts show price resuming their decline 54% of
the time. That’s about random.

Gaps. Common trading lore says a breakout day gap helps performance.
With wedges, it’s a mixed bag. Gaps help after a downward breakout but not
after an upward one. Notice that the gap size is twice as large after a downward
breakout. The size of the gap might be related to downward moves having
higher velocity than upward ones, but that’s a guess.

Table 13.5 shows pattern size statistics.

Height. Tall patterns outperform short ones for both breakout direc-
tions. In fact, height is the best predictor of future performance. Unfortu-
nately, because we’re dealing with probabilities, we can’t say for sure if a tall
wedge you’re considering trading will outperform a short one, but on average,
tall ones perform better.

To determine if a wedge is tall, compute the height from the highest price
at the pattern’s start to the lowest one at the pattern’s end. Divide the height by
the breakout price (the price where the stock closes above or below one of the
trendlines). If the result is higher than that shown in the table for the respec-
tive breakout direction, then you have a tall pattern.

Width. Wide patterns generally perform better than narrow ones and
that’s what we see here. I measured the width of each pattern from start to end

Table 13.5
Size Statistics

Description Up Breakout Down Breakout
Tall pattern performance 44% -16%
Short pattern performance 35% -11%
Median height as a percentage of breakout price 15.9% 13.8%
Narrow pattern performance 38% -11%
Wide pattern performance 41% -15%
Median width 50 days 40 days
Short and narrow performance 34% -10%
Short and wide performance 36% -13%
Tall and wide performance 44% -16%

Tall and narrow performance 44% -15%
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Table 13.6
Volume Statistics

Description Up Breakout Down Breakout
Volume trend 66% up 66% up

Rising volume trend performance 36% -14%

Falling volume trend performance 46% -12%

Heavy breakout volume performance 42% -13%

Light breakout volume performance 35% -12%

in calendar days (not price bars) and compared the result to the median width
shown in the table.

Height and width combinations. Combining the traits of height and
width, we find that tall patterns beat the other combinations. If you select a tall
pattern, performance doesn’t change much if it’s wide or narrow, but I'd opt
to trade wide patterns anyway. Remember your pattern might not live up to
the average, so pick tall and wide patterns for the best potential performance.

Table 13.6 shows volume-related statistics.

Volume trend. Does a rising or falling volume trend over the life of the
chart pattern suggest better or worse performance after the breakout? Before I
answer that, we see that volume trends upward 66% of the time in the descend-
ing broadening wedge.

Rising/Falling volume. Performance of wedges is mixed depending on
the breakout direction. That inconsistency bothers me. Upward breakouts
show better performance if volume was trending down in the pattern. Down-
ward breakouts show the reverse with a rising volume trend (within the pat-
tern, from start to end of it) pushing price higher after the breakout.

Breakout day volume. Wedges with breakout day volume heavier than
the prior month’s average show better performance after the breakout. The
result matches common trading lore.

I left off Table 13.7 (how often stops hit) because the method to calculate
stops doesn’t apply to the shape of this pattern.

Table 13.8 shows the average performance over three decades.

Performance over time. Upward breakouts show the best performance
happened in the 2000s, and downward breakouts performed worse then. That
might be because the 2000s had a whopper of a bull market run in technology
stocks. Upward breakouts would be pulled along, and downward breakouts
would fight a rising tide. The two bear markets in the 2000s were excluded
from the numbers.

Failures over time. Upward breakouts show failures climbing from the
1990s to the 2010s. Downward breakouts suffered in the 2010s with almost
half of wedges failing to see price drop more than 5% after the breakout. That’s
startlingly bad, and I'm a writer who doesn’t like using adverbs.
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Table 13.8

Performance and Failures Over Time for Bull Markets
Description Up Breakout Down Breakout
1990s 38% -16%
2000s 42% -11%
2010s 38% -13%

Performance (above), Failures (below)

1990s 14% 27%
2000s 19% 43%
2010s 21% 34%

Table 13.9 shows busted pattern performance. If you’re unfamiliar with
busted patterns, consult the Glossary (“Busted pattern”).

Busted patterns count. Downward breakouts bust twice as often as do
upward breakouts.

Busted occurrence. I sorted busted patterns into three types (single,
double, and more than twice). Single busted patterns happen most often,
which is a blessing because they also perform best. Actually, I didn’t measure
the individual performance of the other two, so I'm guessing.

Busted and non-busted performance. I wanted to know if a busted
pattern performs better than a non-busted one, so I compared them. In
other pattern types, the results are closer than I expected except for single
busted patterns. They nearly always beat the non-busted pattern performance.
We see that trend in this table, too, for wedges. It’s especially true after a down-
ward busted pattern. Single busted patterns soar an average of 65% compared
to a rise of just 39% for non-busted patterns. That’s a huge difference.

There is a catch. The pattern has to single bust and not double or triple+
bust. Unfortunately, I haven’t found a way to determine if a pattern will single,
double, or triple+ bust.

Table 13.9

Busted Patterns
Description Up Breakout Down Breakout
Busted patterns count 116 or 21% 100 or 47%
Single bust count 61 or 53% 75 or 75%
Double bust count 36 or 31% 3 or3%
Triple+ bust count 19 or 16% 22 or 22%
Performance for all busted patterns -14% 50%
Single busted performance -22% 65%

Non-busted performance -13% 39%
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Comparing non-busted patterns to all varieties of busted patterns (sin-
gle, double, triple+), we find that busted patterns outperform non-busted
ones. Yippee!

If you see a descending broadening wedge with a busted downward
breakout, then consider trading it after price closes above the top of the pat-
tern. Ride price higher.

Trading Tactics

Table 13.10 shows trading tactics.

Measure rule, targets. For upward breakouts, the price target is the top
of the pattern. That sounds like it would be easy to reach, and it is for 83% of
the patterns. That means 17% never make it up that far before seeing a sub-
stantial drop.

The bottom portion of the table shows how effective it is to use the pat-
tern’s height applied to the breakout price. If you use half the pattern’s height
added to the top of the pattern, price will reach it 65% of the time after an
upward breakout.

Table 13.10
Trading Tactics

Trading Tactic  Explanation

Measure rule For upward breakouts, use the highest high in the wedge as the
target. For downward breakouts, use the pattern height subtracted
from the lowest low in the pattern. The bottom portion of the table
shows how often this works for both breakout directions (for upward
breakouts, add the height to the highest high in the pattern).

Partial rise If a stock shows a partial decline from the top trendline and begins
and decline to head back up, consider going long. A partial decline correctly
predicts an upward breakout 79% of the time. A partial rise works
just 36% of the time to correctly predict a downward breakout.
Don’t rely on partial rises.

Busted trade See Table 13.9. Consider trading a wedge after it busts a
downward breakout.

Description Up Breakout Down Breakout
Pattern top 83% N/A
Percentage reaching half height target 65% 52%
Percentage reaching full height target 52% 32%
Percentage reaching 2x height 35% 13%

Percentage reaching 3x height 25% 6%
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Subtract the half-height from the bottom of the pattern and just over half
of the wedges with downward breakouts will reach the target. Ignore values
below zero and change the decline (or rise) into a percent so you’re not expect-
ing a huge move.

Table 13.3 can help you decide if the potential move to the target is real-
istic. For example, if the target is $5 below the bottom of the wedge with the
current price of 30, that’s a decline of 5/30 or 17%. Table 13.3 says that 70%
of wedges will fail to see price drop more than 15% (the closest value to 17%).
In other words, price probably won’t make it that far down, but your situation
may be different.

Partial rises and declines. Figure 13.3 shows an example of a partial
decline. Price touches the top trendline, then heads toward the lower trend-
line, curls around, and stages an immediate upward breakout.

In bull markets, a partial decline correctly predicts an upward breakout
79% of the time. Partial rises do not work as well: Only 36% correctly predict
a downward breakout. I wouldn’t rely on partial rises.

Busted trade. Downward breakouts that bust outperform their non-
busted counterparts, so consider looking for a busted downward breakout.
That means waiting for price to bust the downward breakout and going
long after the stock closes above the top of the wedge (not the top of the upper
trendline).

Avoid patterns with nearby overhead resistance. Because this chart pattern
has poor performance, trade only when the stock, industry, and market are trend-
ing upward. That way, you are more likely to find a single busted pattern. And
those blow the doors off performance. Not sure what that means, but it sounds
way cool.

Experience

Let me tell you about what I found in my trade review.

D.R. Horton Inc.

Some trades get away from you like the one in D.R. Horton Inc. (DHI). In
December 2006, the stock made a descending broadening wedge. It was small,
but tight, with lots of trendline touches and with the stock bouncing from top
to bottom, just like you’d expect to see in a well-formed wedge.

I made the perfect entry, buying into the stock two days after the break-
out. I could have bought a day sooner and received a better fill, but I snagged
the opening price of 27.32 and was happy about that.

From my trading notebook: “18 January 2007. This co’s stock is doing
twice as well as KBH [KB Home] and I'm flush with cash. It broke out upward
from a descending broadening wedge, so call that the buy signal.”
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For a time, the stock cooperated. It did a measured move up type stair-
step rise and peaked at 31.13, a gain of 14% above my buy price.

Then the tide left the station, to mix metaphors. Price made a measured
move down, stair-step pattern, mirroring the upward move except sinking.
The pause in the middle of the pattern was right where it paused on the way
up, showing a very pretty mirror of the left side.

The stock continued a near straight-line run down to 22.02 (for a poten-
tial loss of 19%). In mid-March, I wrote this in my notebook: “T'his has com-
pleted a downward move, from what I can see. The sharp up move starting
10 November 2006 has been reversed. Review of stock charts says that when
a decline (not necessarily a quick one) follows a quick rise, price begins rising
again, recovering the loss and then some. This looks to me to have completed
the reversal, even though the fundamentals suggest a bumpy road ahead.”

Buried in my notes was the trap. Did you find it? “. . .price begins rising
again, recovering the loss and then some.” I did my research and concluded the
stock would rise. All T had to do was wait and Id be rewarded.

The stock moved sideways for 3 months. No big deal. I don’t mind wait-
ing for my trades to work.

The stock dropped again in another straight-line run down. Ub-ob.

I threw in the towel on 27 June 2007. From my notebook: “Sell reason:
This looks like it’s about to fall off a cliff, and it dropped below a double bot-
tom low from April. Price will continue down, so I'm selling. . .”

The double bottom in April looks more like a head-and-shoulders bot-
tom that started in March. I lost 26% on the trade. Yes, you can laugh now.
Wait until it happens to you.

Did the stock fall off a cliff? Yes it did. It dropped to 10.15, a decline of
49% below the 20 where I sold.

* Lesson: Plan the trade and trade the plan.

Plan? What plan? I didn’t flush out this trade before I entered it. For a
few weeks, it looked as if the trade might work out well. But then the trend
reversed. It appears this was a buy-and-hold mistake, not a planned swing or
position trade. So I was willing to give the stock room to grow (or shrink, in
this case). Even after the stock dropped back to 22, it looked like that would
be the end of the decline because it was resting on support. Indeed, the stock
moved sideways for 3 months.

When the stock fell through the ice supporting it, I sold. Perfect entry,
but a very late exit.

Texas Industries

I don’t know if it was too soon to realize we had entered a bear market on
3 August 2000 (which started on 24 March 2000), but sometimes stocks like to
go their own way.
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Texas Industries (TXI) formed a large and loose-looking descending
wedge. The day after it broke out upward, I was there with a fist full of bucks.
I bought, so it was the perfect entry.

From my notebook: “Reasons for purchase: It has made an upside break-
out, on weak volume, from a descending broadening formation. The Fed
[Federal Reserve] is going to impose antidumping penalties as high as 95.29%
on imports of certain types of coated-steel sheet. This may help the co. After
reviewing stats in [this] Encyclopedia book for broadening wedge, descending,
it looked like a good trade. Upside is 36, downside is 30, evenly split from 33.
I think this will continue moving higher, maybe to the old high at 43 3/8.”
I received a fill at 33.06.

The stock eased a bit lower as if it were making a flag pattern. The drift
down wasn’t much, but it lasted over a week. Then the stock took off. In 3 days
it was just 6 cents below 35. And then the stock dropped like a stone all the way
down to 20.88, a decline of 40%, bottoming in November.

Fortunately, I pulled a rabbit out of my hat and on 23 August, I sold the
stock for a profit. From my notebook: “I sold around 33 9/16.1 think the stock
is heading down as it is following the others moving down. All are off their
peaks by 1 1/2 to 2 1/2 points, and I don’t see a turnaround.”

I made 1% on the trade on a position about half the normal size.

Lesson? I'm not sure there is one. I made a perfect entry but a late exit.
The stock rounded over at the peak and then started heading lower with gusto.
I sold quickly for a profit and avoided taking a 40% loss.

Sample Trade

“Do you feel lucky, punk?” Mary asks as she looks at her computer screen
(Figure 13.5). She just finished watching a Dirty Harry movie and is feeling ornery.

She decides to buy the stock when price rebounds off the lower trendline.
When it is clear the stock is climbing again, she pulls the trigger and receives a fill
at 43. Immediately, she places a stop-loss order 15 cents below the lower trend-
line, at a price of 42. If things go wrong, she only will lose 3%. Then she waits.

The stock cooperates by moving higher each day. Soon it is at the top
trendline, and she waits for it to ricochet off the line and begin heading down.

It doesn’t. Instead, price closes above the top trendline, signaling an
upward breakout. She calculates the price target, 49.63, using the formation
height added to the breakout price, and that is where she places her sell order.
“I'm hoping the target is a minimum price move, but it seems a long way away.
It might be a maximum.”

She raises her stop-loss point to 44, slightly below the minor low in
mid-April.

As the stock advances each day, she keeps wondering why it has not
paused. She shrugs and does not worry about it. When the stock makes a new



Sample Trade 207

Gatx Corp. (Diversified Co., NYSE, GMT)
-54

] -53
| il
1||I|'} I - .

|1|| |‘h| |
Minimum Pri |M IL|"IN ! |l -50
Move _Iiﬁr— Sold Here || _49
I

| [ | ~48

llilmliu

1I- 47

- 46
- 45
- 44
-43

Feb 95 Mar Apr May Jun Jul Aug Sep Oct Nov

Figure 13.5 As described in the Sample Trade, Mary used the wedge’s height
projected upward as a price target.

high at 47.38, she raises her stop to 45.25, slightly below the two minor highs
in late April and mid-May.

In a burst of energy, the stock zooms up over a 2-day period and reaches
her sell target. The stock sells at the high for the day, 49.63. She has cleared
over $6 a share on her trade. Even better, the stock moves lower for several
days, reinforcing her sell decision as being the correct one.

She sold too soon, but she doesn’t care. She spots another promising pat-
tern in a stock she has been following for quite some time. She leans back in
her chair, smiles and mumbles something about luck, then runs to the DVD
player and plugs in another Dirty Harry movie.

I talked to her about the trade.

“On the entry, the stock could have continued lower,” she told me, “but
happened to turn upward at the bottom trendline. It was a risky entry. Balanc-
ing that was a well-formed wedge.”

The wedge had several trendline touches and looked long enough to be
ready to break out upward.

“I entered just as the stock made a straight-line run higher. It could have
paused along the way and dropped far enough to hit my stop, especially when
the stock moved to the top of the wedge.”

For a swing trade, I've found that setting a sell order at the price target
like she did can get you out of the trade right at or near the high. The stock
may continue to trend higher as in this case, but you may be surprised how
often the sell order works better than other exit methods.
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Bump-and-Run
Reversal, Bottom

W

RESULTS SNAPSHOT

Appearance: Looks like a frying pan with the handle on the left following a trendline
down until a large decline ensues. The right side of the pan sees price recover and

break out upward.

Upward Breakouts

Bull Market Bear Market

Reversal or continuation Long-term Intermediate-term
bullish reversal bullish reversal

Performance rank 1 (best) out of 39 2 out of 20
Breakeven failure rate 9% 10%
Average rise 55% 35%
Volume trend Upward Upward
Throwbacks 61% 69%
Percentage meeting price target 76% 64%

More than a year after I discovered the bump-and-run reversal (BARR)
top, I decided to look for its complement: the BARR bottom. The reason
was simple. Many chart patterns, such as double tops, ascending triangles,
and triple tops, have bottom versions. Why not the bump-and-run reversal?
It never dawned on me to look for the pattern before then.

208
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As I searched through the data looking for candidates, I was skeptical
that the pattern added real value. Some looked like cup-with-handles with the
handle coming first, whereas others looked like rounding bottoms. Only after
I compiled the statistics did my thoughts change.

The pattern is a strong performer with gains averaging between 35% and
55%, placing the first and second in the performance rank for bull and bear
markets. The breakeven failure rate is small, too, coming in at 10% or less.

Grab your magnifying glass and let’s look closer at this pattern.

Tour

What is a bump-and-run reversal, anyway? If I had to name this formation
independent of all others, I would probably call it the frying pan or spoon
because that is what it looks like. However, the formation is just a BARR
top flipped upside down, so I call it a BARR bottom. I guess a more accurate
description is an inverted BARR.

Why do BARR bottoms occur? Like the top version, the BARR bottom
is a study of momentum. Consider the chart shown in Figure 14.1 on the
weekly scale. The last week of October 1993 initiated a long climb to the highs
of early January 1994. On the highest volume that the stock had seen in years,
the stock hit a new high of 14.38 during the week of 14 January. Volume began

CKE Restaurants, Inc. (Restaurant, NYSE, CKR)
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Figure 14.1 Upward momentum propels price higher during late 1993, then
stalls at the start of the new year. Volume tapers off and price follows. A rounded
bottom takes shape and price climbs 350% from the 1995 lows. A channel appears
in late 1993 and a falling wedge in late 1995.
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tapering off, although it was still high, and price tagged a much smaller peak
during the week of 25 March, at 14. The two minor highs, one in mid-January
and another in late March, formed the basis of a down-sloping trendline.

As weekly volume trended lower, so did enthusiasm for the stock.
Eventually, bullish sentiment could not sustain the high price, and the stock
collapsed. As it headed down, volume continued to taper off. The upward
momentum experienced during the rise to the highs in January was now
working against the stock. Over the course of a year, the stock gave back all of
its gains, and by mid-February 1995, it started sinking to new lows.

High volume a month later was important because it signaled a turning
point. A week later, again on high volume, the stock closed higher by over
10%. The upward move had begun but soon stalled out. The stock moved
sideways for another 2 months, gathering strength for the uphill run. Then it
took off, not jumping up, but slowly moving higher, almost week after week.
When the stock reached the trendline in mid-August 1995, it was clear that
it had executed a massive rounding bottom—a turn in the trend that signaled
higher price.

The stock pushed through the trendline on relatively high volume, then
paused for a month and formed a falling wedge or pennant. Following that, on
very high volume, price jumped up to new highs, but this did not last very long
as the stock entered a consolidation phase below 18. There it stayed for many
months before the stock jumped up and ran still higher. By late June 1996, the
stock had touched 28.75, a rise of about 140% from the breakout, and 350%
from the low.

Many might think this formation is a cup-with-handle, but it’s too long
(at 1 year and 9 months). It's a BARR bottom, because a cup does not depend
on a down-sloping trendline and a larger handle on the left such as that shown
in the Figure. Whatever you call the chart pattern, the result is still the same:
Price moved higher.

Identification Guidelines

Table 14.1 shows a host of characteristics that correctly identify a BARR
bottom. Figure 14.2 illustrates the various characteristics outlined in the table.

Appearance. Overall, the chart pattern appears as a frying pan. The
handle, or lead-in phase, forms a trendline that slopes downward at an angle
of about 30 degrees to 45 degrees, more or less. Draw the trendline along the
high price because the line signals a buying opportunity once pierced.

Unlike BARR tops, sometimes horizontal trendlines in the lead-in phase
contain valid BARR bottoms. Such situations are rare, though, and should
be avoided. The trendlines in this study are higher on the left and slope
downward—these give the best performance.



Identification Guidelines 211

Table 14.1
Identification Guidelines

Characteristic

Discussion

Appearance

Arithmetic scale

Down-sloping
top trendline,
lead-in height

Bump phase

Dual bumps
Uphill run

Volume

Breakout direction

Confirmation

The formation looks like a frying pan with the handle on the left
sloping downward to the pan. After a deepening decline that takes
price into the pan base, price levels out and eventually soars out the
right side.

Use the arithmetic chart, not a semilogarithmic one.

The handle forms a down-sloping trendline that approximates 0-45
degrees (but this varies with scaling). The handle portion of the
formation is called the lead-in because it leads into the bump phase.
The lead-in height measures from the trendline drawn across the
highs to the low (not necessarily the lowest low) of the
formation. Select the tallest distance from the trendline to the
low, measured vertically, in the first quarter of the formation.

The duration of the lead-in should be at least a month, but varies
depending on the situation.

The bump is analogous to the frying pan base. The down-sloping
trendline deepens to 60 degrees or more. Price drops rapidly, then
levels out and reverses, usually forming a rounded turn. After the
turn, price moves up and sometimes pauses at the 30-degree trend-
line before moving higher. The bump height, as measured from
the trendline to the lowest low, should be at least twice the lead-in
height. Strict adherence to this rule is not required, but it serves as
a good guideline.

Twelve percent of the time, a BARR bottom has a second cup (bump).

Once price lifts out of the bump phase, it begins an uphill run that
carries the stock higher.

Volume is typically high during the three critical parts of the pattern:
formation start, bump start, and upward breakout. However, high
volume is not a prerequisite.

Upward by definition, when price closes above the down-sloping
trendline.

Price must break out upward, or else you don’t have a BARR bottom.

Arithmetic scale. Use the arithmetic scale, not a semilogarithmic one,
because the semilog scale distorts vertical distances.

Down-sloping top trendline, lead-in height. Calculate the lead-in
height once a trendline forms. Do this by finding the widest distance from
the trendline to the daily low, measured vertically, in the first quarter of the

BARR.

InFigure 14.2, thelead-in height calculation uses price on 16 June (pointA).
On that day, the low is 17.63 and the trendline has a value of about 20.38.
Thus, the lead-in height is the difference between these two, or 2.75. The
minimum bump height uses the lead-in height, so the calculation is important.
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Figure 14.2 Shown are various components of a bump-and-run reversal bot-
tom. The lead-in phase sees price moves in a narrow range. The bump forms,
rounds upward as price leaves the bowl, and moves higher on the uphill run to
new highs.

Bump phase. After the lead-in phase comes the bump phase. Price
declines rapidly, although usually not as rapidly as that shown in Figure 14.2,
and forms a new trendline that slopes down at about 45 degrees to 60 degrees
or more. Volume is noticeably higher at the start of the bump, but selling
pressure overtakes buying demand and the truth finally comes out: There are
problems with the company. The stock continues down as the smart money
and the momentum players leave the stock in droves.

Eventually, downward selling pressure abates, allowing the stock to
recover. It rounds up and touches the original 30-degree trendline. Here, it
may move lower for a while or it may sail right through the trendline. Over
half of the time, price starts moving higher, then throws back to the trendline
before continuing up.

Dual bumps. Price touches the trendline on its way to the breakout, but
instead of continuing higher, it declines and forms a second bump. A second
bump will appear 12% of the time in bull markets and 11% of the time in bear
markets. Oddly, patterns with dual bumps perform better. I'll mention that in
Statistics coming later.

Uphill run, volume. Volume picks up as price breaks out of the BARR
and price moves higher. Rising price characterizes the uphill run phase.

Breakout direction, confirmation. BARR bottoms always break out
upward. If your pattern sees price close below the bottom of the pattern before
closing above the down-sloping trendline, then it’s not a valid pattern.
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Figure 14.3 The bump height is less than twice the lead-in height, a clue that this
pattern is not worth investing in. A trendline drawn from point A to B (not shown)
satisfies the bump to lead-in height guideline. An investor waiting for price to move
above the new trendline would not buy this stock.

Focus on Failures

Figure 14.3 shows what a BARR bottom failure looks like. Price reaches a new
high for the year (the highest peak on the left). Then it is downhill from there.
The decline is quite orderly with peaks that follow the trendline down. During
early September, however, price drops rapidly on high volume as the bump
forms. Price quickly reaches a low of 33.63 before rebounding.

Having sliced through the trendline and moving just a bit higher, price
throws back and follows the trendline lower. Price following a trendline lower
is not unusual, but what is unusual is that price does not continue its climb.
Instead, it drops off the end of the trendline and plummets. By late June, the
stock slips under $20 a share, less than half what it was at the high.

Why did the BARR fail? This formation is not a perfect example of a
BARR bottom, but few patterns are. In this case, the bump height is less than
twice the lead-in height. However, the height depends on how the trendline
is drawn. Starting the pattern (drawing the trendline) from the peak at point
A, the bump to lead-in height is about 2 to 1. The new trendline would also
touch the peak at B. So, if you wait for price to move above the new trendline
before investing, you would not purchase this stock. Sometimes it is wise to
draw alternative views just to see how the chart pattern behaves.

In the example as I have drawn it, the stock fails because price does not
rise more than 5% after the breakout. It’s what I call a 5% failure.
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Table 14.2

General Statistics
Description Bull Market Bear Market
Number found 1,099 282
Reversal (R), continuation (C) occurrence 52% R, 48% C 67% R, 33% C
Reversal, continuation performance 52% R, 58% C 34% R, 36% C
Average rise 55% 35%
Dual bump average rise 61% 43%
Standard & Poor’s 500 change 16% 1%
Days to ultimate high 326 124
How many change trend? 67% 59%
Statistics

Table 14.2 shows general statistics.

Number found. I found 1,381 patterns in 642 stocks from July 1991 to
July 2018. Not all stocks covered the entire time, and some no longer trade.

Reversal (R), continuation (C) occurrence. The pattern acts as a rever-
sal most often, but the numbers are close in bull markets, but much farther
apart in bear markets.

Reversal/continuation performance. Patterns acting as continuations
outperform those acting as reversals.

Average rise. The average rise is a strong 55% in bull markets and 35%
in bear markets, handily beating the average rise of 42% and 28%, respectively,
of other chart pattern types.

Dual bump average rise. I checked to see if patterns with dual bumps
worked better than their non-bump counterparts. In bull markets, patterns
with dual bumps saw price climb 61% versus 54% for those with only one
bump. In bear markets, dual bump patterns saw price climb an average of 43%
versus 34% for the non—dual bump variety.

Standard & Poor’s 500 change. The index did well, but it surprises me
that it was positive in bear markets. Keep in mind that the measurement peri-
ods use dates of the BARR’s breakout to ultimate high. Apparently the index
averaged a small gain during those periods in bear markets.

Days to ultimate high. To reach a gain of 55% in bull markets, it took
almost a year. If the rise in bear markets happened at the same speed, it would
take the average BARR pattern 207 days to climb 35%. In reality, it took just
124 days. That’s not quite twice as fast, butit’s close. Even though price is moving
higher in both markets, bear markets show higher velocity than bull markets.
This finding isn’t related to BARRs. I've seen it in other chart patterns, too.

How many change trend? Here’s where the pattern really shines. I con-
sider values above 50% to be terrific. This pattern sees more than half of the
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Table 14.3
Cumulative Failure Rates

Maximum Price Rise (%) Bull Market Bear Market
5 (breakeven) 103 or 9% 29 or 10%
10 90 or 18% 37 or 23%
15 80 or 25% 30 or 34%
20 89 or 33% 22 or 42%
25 72 or 39% 34 or 54%
30 58 or 45% 25 or 63%
35 52 or 49% 14 or 68%
50 149 or 63% 36 or 80%
75 146 or 76% 32 or 92%
Over 75 260 or 100% 23 or 100%

patterns see price climb more than 20% (which is what’s meant by a trend
change) after the breakout.

Failure rates appear in Table 14.3, and they show good results. Few pat-
terns flame out before climbing more than 5%—in bull markets 9% fail, and
in bear markets 10% fail. That’s low compared to many other chart patterns.

Look at what happens at the 10% rate, which asks how many patterns
fail to see price rise more than 10% after an upward breakout? The numbers
doubled from the prior row: 9% becomes 18% and 10% becomes 23%.

How do you use this table? Let me give you an example. Say your cost
of trading is 5% and you want to make a 30% profit for a total of 35%. How
many patterns will fail to rise more than 35%? Answer: 49% in bull markets
and 68% in bear markets. Between half and two-thirds of the trades you make
will fail to meet your goal. That means your winners will have to perform
dramatically better to compensate for all the losers you should expect to have.
That’s if you trade the pattern perfectly and hundreds of times, too. You may
trade the pattern better or worse.

Table 14.4 shows breakout-related statistics.

Breakout direction. By definition, the breakout is always upward. If you
have a BARR bottom with a downward breakout, then it’s not a BARR bottom.
It’s a mistake.

Yearly position, performance. Mapping performance over the yearly
price range, we find that the best performing BARRs are those with breakouts
near the yearly high. Those are the ones in which you want to trade. The closer
the breakout price is to the yearly low, the worse the performance. This finding
suggests BARR bottoms make for delicious momentum trades (avoid bottom
fishing BARRY).

Throwbacks. Over half the patterns throw back. The stocks trend
upward