
JAPANESE
CANDLESTICK
CHARTING
TECHNIQUES
SECOND EDITION

A CONTEMPORARY

GUIDE TO THE ANCIENT

INVESTMENT TECHNIQUES

OF THE FAR EAST陰線陽線
STEVE NISON

JAPANESE
CANDLESTICК

CHARTING
TECHNIQUES

A CONTEMPORARY GUIDE TO THЕ

ANCIENT INVESTMENT

TECHNIQUES OF THE FAR EAST

SECOND EDITION

STEVE NISON

NLIF
NEW YORK INSTITUTE OF FINANCE

NEW YORK TORONTO SYDNEY TOKYO SINGAPORE



NUIR
NEW YORK INSTITUTE OF FINANCE
NYIF and NEW YORK INSTITUTE OF FINANCE are trademarks of Executive

Tax Reports, Inc., used under license by Penguin Putnam Inc.

This publication is designed to provide accurate and authoritative information in regard to

the subject matter covered. It is sold with the understanding that the publisher is not engaged

in rendering legal, accounting, or other professional service. If legal advice or other expert

assistance is required, the services of a competent professional person should be sought.

-From the Declaration of Principles jointly adopted by a Committee of the American Bar Association

and a Committee of Publishers and Associations

Copyright © 2001 by Steve Nison

All rights reserved. No part of this book may be reproduced in any form or by any means,

without permission in writing from the publisher.

Library of Congress Cataloging-in-Publication Data

Nison, Steve.

Japanese candlestick charting techniques: a contemporary guide to the ancient

investment techniques of the Far East / Steve Nison.-2nd ed.
p. cm.

Includes bibliographical references and index.

ISBN 0-7352-0181-1 (cloth)

1. Stocks-Charts, diagrams, etc. 2. Investment analysis. I. Title.

2001HG4638.N57

332.63'222'0952-dc21

Printed in the United States of America

10 98 7654

2001026704

Most NYIF books are available at special quantity discounts for bulk purchases for sales

promotions, premiums, fund-raising, or educational use. Special books, or book excerpts,

can also be created to fit specific needs.

For details, write: Special Markets, Penguin Putnam Inc., 375 Hudson Street, New York,

New York 10014.

PREFACE

能ある鷹は爪を隠す

A clever hawk hides it claws.

t's hard to believe that Japanese candlestick charts, the
"claws" of Japanese technical analysis, were completely

unknown to the Western world before I revealed them to the

Western hemisphere in 1989. Candlestick charts are now so

prevalent that it is hard to imagine that before the first edition
of this book, no one in the West knew about these wonderful

techniques and not one charting service had candlestick charts.
This is amazing to me, considering that candlestick charts are
now available on almost every charting service.

I am proud to say that Japanese Candlestick Charting Techniques
quickly became the foundation of all candlestick charting work
in the West. The first edition of this book is why you now have

candlestick charts on the Internet and anywhere else they are
available. Illustrating the universal popularity and effective-
ness of candle charts, the book has been translated into six lan-

guages and has gone through thirteen printings.
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vi Preface

The tools, techniques, and topics offered in the first edition of

this book are ageless and useable in all markets and time
frames. But through cogent logic (and holding my dog
hostage!) the editor of this edition convinced me it was time for

a new edition.

Some of the fresh aspects of this book include updated
charts, more equity markets, a focus on active trading via intra-

day charts, new refinements and strategies, and fresh combina-

tions of Western technical analysis with candlestick charting
tools.

In a public seminar, I asked the audience to write what they

hoped to get from the seminar. Someone wrote, "To make big

$$$." While I can't guarantee "big $$$" I expect that the tools,

strategies, and techniques in this book will go a long way to

improve your trading and decrease risk exposure.

Thank you for making the first edition of this book so popu-

lar. I know you will find this one as valuable, practical, and
entertaining.

I would enjoy hearing your comments, experiences, and
ideas with candle charts. I welcome your e-mail at info@can-

dlecharts.com and invite you to visit our site at www.can-

dlecharts.com. While I can't guarantee a reply, all your e-mails
and letters will be read.

ACKNOWLEDGMENTS
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Do not forget little kindnesses and do not remember small faults.
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tion anyone I apologize for this oversight.

vii







CONTENTS

Chapter 1

PREFACE V

ACKNOWLEDGMENTS vii

ABOUT THE AUTHOR xi

INTRODUCTION

What's New in This Book 2

Why Have Candle Charting Techniques
Captured the Attention of Traders and

Investors Around the World? 2

1

Who Is This Book For? 4

Some Background 5

What Is in This Book? 7

Some Cautions 8

The Importance of Technical Analysis 11

Chapter 2 A HISTORICAL BACKGROUND 15

xiy Contents

PART 1: THE BASICS 21

Chapter 3 CONSTRUCTING THE CANDLESTICK
LINES

Drawing the Candle Lines 25

Chapter 4 REVERSAL PATTERNS

Umbrella Lines 32

Hammer 34

Hanging Man 38

The Engulfing Pattern 42

Dark-Cloud Cover 49

Piercing Pattern 55

Chapter 5 STARS

The Morning Star 62

The Evening Star 66

The Morning and Evening Doji Stars 70

The Shooting Star and the Inverted

23

31

61

Hammer 74

The Shooting Star 75

The Inverted Hammer 77

Chapter 6 MORE REVERSAL PATTERS 81

The Harami Pattern 82

Harami Cross 83

Tweezers Tops and Bottoms 87

Belt-Hold Lines 93

Upside-Gap Two Crows 95

Three Black Crows 97

Three Advancing White Soldiers 99

Three Mountains and Three Rivers 103

Counterattack Lines 109

Dumpling Tops and Frypan Bottoms 114

Tower Tops and Bottoms 119

Chapter 7 CONTINUATION PATTERNS 125

Windows 126

Tasuki 134

High-Price and Low-Price Gapping
Plays 136

Gapping Side-by-Side White Lines 139



Rising and Falling Three Methods 142

Separating Lines 150

Chapter 8 THEMAGIC DOJI

The Northern Doji (Doji during Rallies)

The Long-Legged Doji (Rickshaw Man),
the Gravestone Doji, and the Dragonfly
Doji 161

The Tri-Star 170

155

158

Chapter 9 PUTTING IT ALL TOGETHER

PART 2: CONVERGENCE

173

181

Chapter 10 A CLUSTER OF CANDLES 187

193

205

Chapter 11 CANDLES WITH TREND LINES

Springs and Upthrusts 199

The Change of Polarity Principle

Chapter 12 CANDLES WITH RETRACEMENT
LEVELS

Chapter 13 CANDLES WITH MOVING AVERAGES

The Simple Moving Average 217

The Weighted Moving Average 219

The Exponential Moving Average 219

Using Moving Averages 219

Chapter 14 CANDLES WITH OSCILLATORS

The Relative Strength Index 226

Computing the RSI 226

Using the RSI 227

Moving Average Oscillator 229

Computing the Moving Average

Oscillator 229

213

217

225

Using the Moving Average Oscillator 229

Stochastics 233

Computing Stochastics 234

Using Stochastics 234

Moving Average Convergence-Divergence 237

Contents XV

XV

xvi Contents

Constructing the MACD 237

Using the MACD 237

Chapter 15 CANDLES WITH VOLUMЕ 241

Chapter 16 MEASURED MOVES 249

Breakouts from Boxes 250

Swing Targets, Flags, and Pennants 255

Chapter 17 THE BEST OF THE EAST AND WEST:
THE POWER OF CONVERGENCE 263

CONCLUSION 267

Glossary A CANDLESTICK TERMS
AND VISUAL DICTIONARY 269

Glossary B WESTERN TECHNICAL TERMS 279

BIBLIOGRAPHY 285

INDEX 289



CHAPTER 1

INTRODUCTION

始めは大事

The beginning is most important.

apanese candlestick chart analysis, so called because the
lines resemble candlesticks, has been refined by generations

of use in the Far East. Until the publication of Japanese Candle

Charting Techniques, the "claws" of Japanese charting analysis-
that is, candle charts-were a hidden secret from the Western

world for over a century. That book revealed in detail, for the

first time to the Western hemisphere, these "secrets of the

Orient."

Since the term "candlesticks" is often shortened to "candles,"

I will use both terms interchangeably throughout this book.

I am flattered that my work has been credited with revolu-

tionizing technical analysis and that all subsequent books, arti-

cles, etc. by other authors have used the first edition of this

book as their underpinning. This is what I had hoped. The

1











familiar with the benefits of technical analysis, you can skip
this section. Do not worry if you do not read the following sec-
tion; it will not interfere with later candle chart analysis infor-
mation.

Chapter 1 Introduction 11

THE IMPORTANCE OF TECHNICAL ANALYSIS

The importance of technical analysis is multifaceted. First,
while fundamental analysis may provide a gauge of the sup-
ply/demand situations (i.e., price/earnings ratios, economic
statistics) and so forth, there is no psychological component
involved in such analysis. Yet the markets are influenced at

times, to a major extent, by emotionalism. As John Maynard

Keynes stated, "There is nothing so disastrous as a rational

investment policy in an irrational world."2 Technical analysis
provides the only mechanism to measure the "irrational" (emo-

tional) component present in all markets.

Here is an entertaining story about how strongly psychology

can affect a market. It is from the book The New Gatsbys.3 It
takes place at the Chicago Board of Trade.

Soybeans were sharply higher. There was a drought in the
Illinois Soybean Belt. And unless it ended soon, there would be

a severe shortage of beans.... Suddenly a few drops of water
slid down a window. "Look," someone shouted, "rain!" More

than 500 pairs of eyes [the traders-editor's note] shifted to the
big windows.... Then came a steady trickle, which turned into

a steady downpour. It was raining in downtown Chicago.

Sell. Buy. Buy. Sell. The shouts cascaded from the traders' lips
with a roar that matched the thunder outside. And the price of
soybeans began to slowly move down. Then the price of soy-
beans broke like some tropic fever.

It was pouring in Chicago all right, but no oone grows soybeans
in Chicago. In the heart of the Soybean Belt, some 300 miles
south of Chicago the sky was blue, sunny and very dry. But even

if it wasn't raining on the soybean fields it was in the heads of the
traders, and that is all that counts [emphasis added]. To the market

nothing matters unless the market reacts to it. The game is played
with the mind and the emotions." [Emphasis added.]

In order to drive home the point about the importance of

mass psychology, think about what happens when you
exchange a piece of paper called "money" for some item like



CHAPTER 2

A HISTORICAL

BACKGROUND

古きを訪ねて新しきを知る

Through inquiring of the old we learn the new.

his chapter provides the framework

Japanese technical analysis evolved.For t thhough which
rush to get to the "meat" of the book (that is, the techniques and

uses of candlesticks), you can skip this chapter, or return to it
after you have completed the rest of the book. It is an intrigu-

ing history.

Among the first and the most famous people in Japan to use

past prices to predict future price movements was the leg-
endary Munehisa Homma. He amassed a huge fortune trading

in the rice market during the 1700s. Before I discuss Homma,
however, I want to provide an overview of the economic back-

ground in which Homma was able to flourish. The time span of

15



16 Chapter 2 A Historical Background

this overview is from the late 1500s to the mid-1700s. During

this era Japan went from sixty provinces to a unified country
where commerce blossomed.

From 1500 to 1600, Japan was a country incessantly at war as

each of the daimyo (literally "big name" meaning "a feudal

lord") sought to wrestle control of neighboring territories. This

100-year span between 1500 and 1600 is referred to as "Sengoku

Jidai" or, literally, "Age of Country at War." It was a time of dis-

order. By the early 1600s, three extraordinary generals-

Nobunaga Oda, Hideyoshi Toyotomi, and Ieyasu Tokugawa-

had unified Japan over a 40-year period. Their prowess and

achievements are celebrated in Japanese history and folklore.

There is a Japanese saying: "Nobunaga piled the rice,

Hideyoshi kneaded the dough, and Tokugawa ate the cake." In

other words, all three generals contributed to Japan's unifica-
tion but Tokugawa, the last of these great generals, became the

Shogun whose family ruled Japan from 1615 to 1867. This era is

referred to as the Tokugawa Shogunate.

The military conditions that suffused Japan for centuries

became an integral part of candlestick terminology. If you think

about it, trading requires many of the same skills needed to win

a battle. Such skills include strategy, psychology, competition,

strategic withdrawals, and, yes, even luck. So it is not surpris-

ing that throughout this book you will come across candlestick

terms that are based on battlefield analogies. There are "night

and morning attacks," the "advancing three soldiers pattern,"
"counterattack lines," the "gravestone," and so on.

The relative stability engendered by the centralized Japanese

feudal system led by Tokugawa offered new opportunities. The

agrarian economy grew, but more important, there was expan-

sion and ease in domestic trade. By the seventeenth century, a

national market had evolved to replace the system of local and

isolated markets. This concept of a centralized marketplace was

to lead indirectly to the development of technical analysis in

Japan.

Hideyoshi Toyotomi regarded Osaka as Japan's capital and

encouraged its growth as a commercial center. Osaka's easy
access to the sea, at a time where land travel was slow, danger-

ous, and costly, made it a national depot for assembling and

disbursing supplies. It evolved into Japan's greatest city of

Chapter 2 A Historical Background 17

commerce and finance. Its wealth and vast storehouses of sup-
plies provided Osaka with the appellation "the Kitchen of
Japan."

Osaka contributed much to price stability by smoothing out
regional differences in supply. In Osaka, life was permeated by
the desire for profit (as opposed to other cities in which money
making was despised). The social system at that time was com-

posed of four classes. In descending order they were the
Soldier, the Farmer, the Artisan, and the Merchant. It took until
the 1700s for merchants to break down the social barrier. Even

today the traditional greeting in Osaka is "Mokarimakka"
which means, "Are you making a profit?"

In Osaka, Yodoya Keian became a war merchant for

Hideyoshi (one of the three great military unifiers). Yodoya had
extraordinary abilities in transporting, distributing, and setting
the price of rice. Yodoya's front yard became so important that
the first rice exchange developed there. He became very
wealthy-as it turned out, too wealthy. The Bakufu (the mili-
tary government led by the Shogun) confiscated his entire for-

tune in 1705 on the charge that he was living in luxury not befit-
ting his social rank. The Bakufu was apprehensive about the

increasing amount of power acquired by certain merchants.
Certain officials and merchants tried to corner the rice market

in 1642. The punishment was severe: Their children were exe-
cuted, the merchants were exiled, and their wealth was confis-

cated.

The rice market that originally developed in Yodoya's yard
was institutionalized when the Dojima Rice Exchange was set
up in the late 1600s in Osaka. The merchants at the Exchange
graded the rice and bargained to set its price. Up until 1710, the
Exchange dealt in actual rice. After 1710, the Rice Exchange
began to issue and accept rice warehouse receipts. These ware-

house receipts were called rice coupons. These rice receipts
became the first futures contracts ever traded.

Rice brokerage became the foundation of Osaka's prosperity.
There were more than 1,300 rice dealers. Since there was no cur-

rency standard (the prior attempts at hard currency failed due
to the debasing of the coins), rice became the de facto medium

of exchange. A daimyo needing money would send his surplus
rice to Osaka where it would be placed in a warehouse in his













CHAPTER 4

REVERSAL PATTERNS

一寸先は闇

Darkness lies one inch ahead.

Technicians watch for price clues alerting them to a shift in
market psychology and trend. Reversal patterns are these

technical clues. Western reversal indicators include double tops

and bottoms, reversal days, head and shoulders, and island

tops and bottoms. Yet the term "reversal pattern" is somewhat

of a misnomer. Hearing that term may lead you to think of an

old trend ending abruptly and then reversing to a new trend.

This rarely happens. Trend changes usually occur slowly, in

stages, as the underlying psychology shifts gears. A trend

reversal signal implies that the prior trend is likely to change,

but not necessarily reversing. Compare a trend to a car travel-

ing forward. The car's red brake lights go on and the car stops.

The brake light was the reversal indicator showing that the
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32 Part 1 The Basics

Reversal

Signal

EXHIBIT 4.1. Top
Reversal

Reversal

Signal

EXHIBIT 4.2. Top
Reversal

Reversal

Signal

+

EXHIBIT 4.3. Top
Reversal

prior trend (that is, the car moving forward) was about to end.

But now that the car is stationary, will the driver then decide to

put the car in reverse? Will he or she remain stopped? Will he

or she decide to go forward again? Without more clues we do

not know.

Exhibits 4.1 through 4.3 are some examples of what can hap-

pen after a top reversal signal appears. The prior uptrend, for

instance, could convert into a period of sideways price action.
Then a new trend lower or higher could start (see Exhibits 4.1

and 4.2). Exhibit 4.3 illustrates how an uptrend can abruptly
reverse into a downtrend.

Remember that when I say "reversal pattern," it means only

that the prior trend should change but not necessarily reverse.

It is prudent to think of reversal patterns as trend change pat-

terns. Recognizing the emergence of reversal patterns can be a

valuable skill. Successful trading entails having both the trend

and probability on your side. The reversal indicators are the

market's way of providing a road sign, such as "Caution-

Trend in Process of Change." In other words, the market's psy-

chology is in transformation. You should adjust your trading

style to reflect the new market environment. There are many

ways to trade in and out of positions with reversal indicators.

We shall see many examples of this throughout the book.

An important principle is to initiate a new position (based on

a reversal signal) only if that signal is in the direction of the

major trend. Let us say, for example, that in a bull market, a top

reversal pattern appears. This bearish signal would not warrant

a short sale. This is because the major trend is still up. It would,

however, signal a liquidation of longs. We could then look for a

bullish signal on the correction to buy since the prevailing

trend was higher.

I have gone into detail about the subject of reversal patterns

because most of the candle indicators are reversals. Now, let us

turn our attention to the first group of these candle reversal

indicators, the hammer and hanging man lines.

UMBRELLA LINES

Exhibit 4.4 shows candles with long lower shadows and small

real bodies (black or white) near the top of the daily range. The

Chapter 4• Reversal Patterns 33

lines in Exhibit 4.4 are called umbrella lines because they look

like umbrellas. Umbrella lines are candles with very long lower

shadows and a small real body at the top end of the range.

These umbrella lines are fascinating in that these lines can be

either bullish or bearish according to the market environment.

If an umbrella line emerges during a downtrend, it is a signal

that the downtrend should end. In such a scenario, this umbrel-

la line is labeled a hammer, as in "the market is hammering out"

a base (see Exhibit 4.5). The actual Japanese word for the ham-

mer is takuri. This word means "trying to gauge the depth of

the water by feeling for its bottom." This is a perfect analogy for
the hammer line as the market attempts to grope for a bottom.

Coincidently, the hammer line looks likes a hammer with its

head and handle.

As mentioned above, the character of umbrella lines changes

based on the prevailing trend before the umbrella line. We saw

that an umbrella line after a decline is a bullish signal called a

hammer. However, if either of the lines in Exhibit 4.4 emerges

after a rally, it is a potential top reversal signal ominously called

hanging man (see Exhibit 4.6). The name "hanging man" is
derived from the fact that it looks like a hanging man with dan-

gling legs.

a

It may seem unusual that the same candle line can be both

bullish and bearish. Yet, for those familiar with Western island

tops and bottoms, you will recognize that the identical idea

applies here. The island formation is either bullish or bearish

depending on where it is in a trend. An island afteraprolonged
rising trend is bearish, while the same island pattern after a
falling trend is bullish.

To give a sense of the challenge of unraveling candle charting

techniques, one of the books I used for my research described

the umbrella lines in Exhibit 4.4 by saying, "buy from below
and sell from above." What did that mean? Remember that I

did know about hammers and hanging man lines at the time I

read this. It took some time and some research to figure out that

the author meant that it's bullish after a falling market ("buy

from below") and potentially bearish after a rising market ("sell

from above"). The years of research required into unlocking
these "secrets of the Orient" were due to the fact that most of

Π

These Lines Can Be Either Bullish
or Bearish

Exhibit 4.4. Umbrella

Lines

White or

Black

Exhibit 4.5. Hammer

-White or Black

Exhibit 4.6. Hanging Man



sharply during the session and then bounced back to close at,

or near, the session's high. This could have bullish ramifica-

tions. This aspect of closing at or near the highs is why the

hammer should have no, or a minuscule, upper shadow. If
there was a long upper shadow, this would mean the market

closed well off its highs, which is an important criterion for the

hammer.

Since the hammer is a bottom reversal signal, we need

falling trend to reverse.

a

In Exhibit 4.7 we see a hammer on February 24. It's classic

because of its extended lower shadow and small real body at
the top end of the trading range. It also followed a decline. This

is a necessary condition for a hammer.

The line on February 22 would not be defined as a hammer

because it didn't have the required lower shadow of two or

three times the height of the real body. Such a lower shadow is

necessary because it would display that the market had been

pushed down sharply lower during the session, but by the end

of the session, as the Japanese would say, there was a

Chapter 4• Reversal Patterns 35
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36 Part 1 The Basics

"kamikaze fight" as the bears lost control as adduced by the

fact that the market closed at, or near, its session highs. This

was visually shown with a classic hammer on the 24th. You can

bet that after a day like this classic hammer, the bears are hav-

ing second thoughts.

Exhibit 4.7 brings out a vital aspect of candle charting.

Successful trading with candle charts requires an understand-

ing not only of the candle patterns, but also of where the can-

dle pattern appears and in the context of risk/reward analysis.

One should always consider the risk/reward aspect before
placing a trade based on a candle pattern or candle line. Let's

look at the ideal hammer on the 24th keeping this aspect of

risk/reward in mind.

By the time the hammer was completed (remember, we have

to wait for the close), the stock closed near $48. Thus, if one

bought at the completion of a hammer (around $48), the risk

would be under the hammer's lows of near $43. That is around

$5. We now have a $5 risk. There is nothing wrong with that if

your target is much greater than $5. However, for some active

traders $5 might be too large a risk.

As such, to help lower the potential risk of the trade, one
could wait for a correction to within the hammer's lower shad-

ow (of course, there will be many times when the market will

not correct after the hammer). By using the hammer's lows as a

potential purchase area, we have bought closer to the stop out
area.

Let's imagine Trader A recognizes the hammer on February

24. He is so excited by this beautifully defined hammer that he

buys at the hammer's close near $48. The next session, the mar-

ket gaps down to $44.50 on the opening. Trader A is now

underwater by $3.50. He may decide to exit the prior day's long

position with a $4.50 loss. In such a scenario Trader A may have

said the candles did not work.

Trader B recognizes the hammer's potential turning signal,

but remembering the aspect of risk/reward does not buy on the

hammer's close (because the risk would be too much for her).

The next day, when the market opened lower, it was then near

potential support area at the lower end of the long lower
shadow. Trader B recognizes the stock is now near potential

a

support and decides to buy. After the stock rallied from this

support area, Trader B would sing the praises of candles.

Of course, there will be times when a market fails to hold

potential support or resistance areas as well as they did with

this hammer. How you personally utilize the power of the can-

dle charts will be an important component of how successful

the candles turn out to be for you.

In the prior chart we saw how a hammer can become a

potential support. In Exhibit 4.8 we show how a hammer can

also be used to help confirm support. In this chart of the NAS-

DAQ-100 (NDX), there is a rally that started at area A. The first

sign that the ascent was slackening were the two small black
real bodies (at 1 and 2) near 3723. The market retreated steeply

from there. As it neared the potential support area near 3680

(support at A), a hammer formed. If the support is solid, the

hammer should then become a support, as it was for the next

two sessions. Of course, if the NDX had closed under the 3680

support area, our bullish outlook would have been voided.

That is an important aspect of technicals-there should always
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40 Part 1• The Basics

The first line was a hanging man because the trend preceding
it was a rally. The hanging man was made at new highs for the

move. The next day (February 1) the market closed lower than

the hanging man's real body, leaving all those new longs-who

bought on the hanging man's open or close-in pain.

The line on February 22 was a hammer because it followed a

downtrend. The session before the hammer was a small real

body. This was an early clue that the bears' drive was being

inhibited. The hammer was more bullish proof of this.

In Exhibit 4.11, on December 13, we see an upside breakout

from a short-term box range (the Japanese term for a lateral trad-

ing range). The rally from this breakout continued with three

extended white real bodies, each of which opened near its low

and closed at or near its highs. This underscored the bulls

domination. Some cautionary signals emerged after the third

long white candle when a series of candles with upper shadows

arose. Note also what was happening with the slope of the

highs as we got these upper shadows. The slope from one high

to the next was decreasing (shown by the curving line). That

29

Lbec
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decreasing
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rally highs
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Exhibit 4.11. Unibanco Uniao de Bancos Brasileros--Daily (Hanging Man)
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would prove the bulls were unable to take control of the mar-

ket.

4. If, on the opening of the second day, there is very heavy vol-

ume, then a buying blow off could have occurred. For exam-

ple, heavy volume at a new opening high could mean that

many new buyers have decided to jump aboard ship. Then
the market sells off. It probably won't be too long before this

multitude of new longs (and old longs who have ridden the

uptrend) realize that the ship they jumped onto is the Titanic.

For futures traders, very high opening interest can be anoth-

er warning.

Just as a bearish engulfing pattern can be resistance, so too

the highest high of the two sessions that formed the dark-cloud

cover should be resistance. This is shown in Exhibit 4.22.

A dark-cloud cover in Exhibit 4.23 stopped a rally. The day

after this pattern, Intel pushed up and failed near the high of

this pattern near $71. The stock stalled again near $71 a week

and then two weeks later. Observe how Intel poked its head

above the resistance line on January 20, but the failure to close

over the resistance keeps resistance intact.

dark-

cloud
..cover

12/21 12/28 111 118 1/25

.failed to

close above

resistance
372

21 2/8 2M5 2/22 2/26 Day

Aspen Graphics. Used by permission

Exhibit 4.23. Intel-Daily (Dark-Cloud Cover)
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Exhibit 4.24. Wolverine Tube-Daily (Dark-Cloud Cover)

In Exhibit 4.24 we see a rally that began mid August. On
August 22 the stock gapped higher and formed a hanging man

session, but its potential bearish implications were not con-
firmed the next session since the next day's close was over the

hanging man's real body. The stock had a final push with a gap

higher opening on August 28 at $43.25. On that opening it
looked fine from the bulls' perspective. It closed down at $40.62

by the end of that session. This completed a dark-cloud cover
since the black candle pulled well into the prior session's white

real body.
While this was a well-defined dark-cloud cover, from a

risk-reward perspective it may not have been a good place to
sell. This is because the dark-cloud cover was finalized on the

close of the second day of the pattern, and by then it was well

off its highs. Using the concept of the dark-cloud cover as
potential resistance, one could wait for a bounce to near the

dark-cloud cover to sell (assuming this occurs). In early

October a rally to the high of the dark-cloud cover showed
signs of running out of steam with a small black real body and
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Exhibit 4.25. NASDAQ Composite-60 Minutes (Dark-Cloud Cover)

the same highs for four consecutive sessions at $43.25. The

decline from early October ended with a hammer that con-

firmed a late September support area.

Dual bullish engulfing patterns at 1 and 2 in Exhibit 4.25

underscored the solidity of support in the 3275/3250 area. The

rally from the second bullish engulfing pattern hesitated at the

dark-cloud cover. Immediately after this pattern, a white real

body marginally penetrated the dark-cloud cover's resistance

(shown at the horizontal line). While not a decisive breakout, it

was a close above resistance and as such a positive signal.

Exhibit 4.25 reflects the importance of adapting to changing
market conditions. To wit, the breakout above resistance at the

first dark-cloud cover puts the trend higher, but the next session

our market view changes from positive to a more cautionary

one. Why? Because the day after the breakout a black candle

completed another dark-cloud cover. This second black candle

reflected an inability by the bulls to hold the new highs.
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PIERCING PATTERN

As is true with most candle patterns, for each bearish pattern
there is an opposite bullish pattern. So it is with the bearish
dark-cloud cover. The dark-cloud cover's counterpart is the
bullish piercing pattern (see Exhibit 4.26). The piercing pattern is
composed of two candles in a falling market. The first candle is
a black real body day and the second is a white real body. This
white candle opens lower, ideally under the low of the prior
black day. Then prices rebound to push well into the black can-
dle's real body.

The piercing pattern is akin to the bullish engulfing pattern.
In the bullish engulfing pattern, the white real body engulfs the
entire previous black real body. For the piercing pattern, the
white real body pierces, but does not wrap around, the prior
black body. In the piercing pattern, the greater the degree of
penetration into the black real body, the more likely it will
become a bottom reversal. An ideal piercing pattern will have a
white real body that pushes more than halfway into the prior
session's black real body. The psychology behind the piercing
pattern is as follows: The market is in a downtrend. The bear-
ish black real body reinforces this view. The next session the

market opens lower via a gap. The bears are watching the mar-
ket with contentment. Then the market surges toward the close,
managing not only to close unchanged from the prior day's
close, but sharply above that close. The bears will be second-

guessing their position. Those who are looking to buy would
say new lows could not hold and could view it as an opportu-
nity to buy.

The piercing pattern signal increases in importance based on
the same factors 1 through 4 as with the dark-cloud cover, but

in reverse. (See previous section.) With the dark-cloud cover we

would like to see the black real body closing more than midway
in the prior white candlestick. But there is some flexibility to
this rule. There is less flexibility with the piercing pattern. The
piercing pattern's white candlestick should push more than
halfway into the black candlestick's real body. The reason for
less latitude with the bullish piercing pattern than with the
bearish dark-cloud cover pattern is the fact that the Japanese
have three other patterns called the on-neck, the in-neck, and the

Exhibit 4.27. On-Neck

Pattern

Exhibit 4.28. In-Neck

Pattern

Exhibit 4.29. Thrusting
Pattern
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thrusting pattern (see Exhibits 4.27 to 4.29). They have the same

basic formation as the piercing pattern. The difference among

them is in the degree of penetration by the white candle into the

black candle's real body. The on-neck pattern's white candle
(usually a small one) closes near the low of the previous ses-

sion. The in-neck pattern's white candle closes slightly into the
prior real body (it should also be a small white candle). The

thrusting pattern should be a longer white candle that is
stronger than the in-neck pattern, but still does not close above

the middle of the prior black real body.

It's not important to remember the individual patterns in
Exhibits 4.27 to 4.29. Instead, just remember the concept that

the white candle should push more than halfway into the black

candle's real body to send out a more potent bottom reversal

signal.

A series of long lower shadows shown in Exhibit 4.30 at areas

1 and 2 denoted potential support near $56. But on September

8 Dayton-Hudson pummeled through this support as it opened

near $54. The bears had gained control-or so they thought. By

the end of September 8, the bulls had successfully propelled the
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Exhibit 4.30. Dayton-Hudson-Daily (Piercing Pattern)
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stock to well above the prior session's close. The candle lines of
September 7 and 8 built a piercing pattern. A week after the
piercing pattern,a hammer on September 16 reinforced the pat-
tern's support near $54. More confirmation emerged the week
after the hammer with a series of long lower shadows.
A rally that started from a bullish engulfing pattern in mid

March in Exhibit 4.31 displayed a hint of trouble with the
March 24 spinning top near $59. A close over $59 on April 3
with a long white real body put the bulls back in charge, at least
until the next session. On this session (April 4) the stock formed
a variation of a dark-cloud cover. It was a variation of the dark-

cloud cover because with that pattern we like to see an open on

the second day above the prior session's high. In this case, the

open was above the prior day's close. Nonetheless, since the
black candle on April 4 pulled so deeply into the white candle's

real body, it increased the likelihood that this would be as effec-
tive as a more traditional dark-cloud cover.

The piercing pattern on April 17 and 18 presaged a rally. The
rally from this piercing pattern continued until another dark-
cloud cover on April 24 and 25. This second dark-cloud cover
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Exhibit 4.31. American General-Daily (Piercing Pattern)
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ascending market. With the emergence of a star in such an envi-

ronment, it is a signal of a shift from the buyers being in control

to a deadlock between the buying and selling forces. This dead-
lock may have occurred either because of a diminution in the

buying force or an increase in the selling pressure. Either way,

the star tells us the rally's prior power has slightly dissipated.

This means the market is vulnerable to a setback.

The same is true, but in reverse, for a star in a downtrend

(sometimes a star during a downtrend is labeled a raindrop).

The long black candle during the downtrend visually reflects

that the bears are in command. A change is seen in the advent

of the star, which signals an environment in which the bulls

and the bears are more in equilibrium. In other words, the

downward energy has thus been cooled. This is not a favorable

scenario for a continuation of the bear market.

The star of fouris part reversal patterns including:

1. the morning star;

2. the evening star;

3. the doji stars; and

4. the shooting star.

THE MORNING STAR

The morning star (Exhibit 5.3) is a bottom reversal pattern. Its

name is derived because, like the morning star (the nickname

for the planet Mercury) that foretells the sunrise, it presages

higher prices. There are three candle lines comprising this pat-
tern:

이 Candle 1. An extended black real body. This pictorially proves

that the bears are in command.

Candle 2. A small real body that doesn't touch the prior real

body (these two lines comprise a basic star pattern). The

small real body means sellers are losing the capacity to drive
the market lower.

Candle 3. The concluding candle of the morning star is a

white real body that intrudes deeply into the first session's



black candle. This is the indication that the bulls have seized

control.

The lowest low of the three lines that form this pattern

should be support as shown by the dashed line in Exhibit 5.3.

An ideal morning star would have a gap between the second

and third real bodies. From my experience, a lack of a gap does

not seem to weaken the power of this formation. The decisive

factor is that the second candle should be a spinning top and

the third candle pushes well into the black candle.

Exhibit 5.4 is an example of this. In late July/early August we

see three candle lines that make up the requisite criteria of a

morning star: a long black candle, a small real body, and then a

tall white candle. Of course, this pattern has to follow a decline.

An aspect that kept this from an ideal morning star pattern was

that the third real body wrapped around the second candle.

However, from my experience, even if the second and third

candles overlap, it doesn't mitigate the effectiveness of this pat-

tern. In fact, the second and third lines of this morning star pat-
tern created a bullish engulfing pattern.
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EXHIBIT 5.4. Wheat-Weekly Continuation (Morning Star)
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This chart is also a good example of how candle charts will

frequently give turning signals before the more traditional sig-
nals derived from a bar chart. A bear channel that began in

February remained in force until the third quarter that year.
The close over the top of the bear channel was the traditional

Western signal that the downtrend had been broken. By using

the light of the candles (via the morning star),we had obtained

an early warning beacon of a turn many sessions prior to the
break over the bear channel.

A limitation with the morning star is that since this is a

three-candle pattern, one has to wait until the close of the

third session to complete the pattern. As is usually the case, if

this third candle is a tall white one, we would get the signal

well after the market already had a sharp bounce. In other

words, the completion of the morning star may not present an

attractive risk/reward trading opportunity. An option is wait-

ing for a correction to the morning star's support area to start

nibbling from the long side. As shown in Exhibit 5.5, there
was a morning star in early February. If one bought on the

completion of this pattern near $74, by the next day he or she

would have had a loss. By waiting for a correction to any-

where near the low of the morning star (toward $65.50) before

buying, a trader would decrease his or her risk since the stop

would be under the low of the morning star. As this stock

ascended, it did so along a rising support line. (Trend lines are

the focus of Chapter 11.)
While the ideal morning and evening stars should have none

of their three real bodies touching, there is even more flexibili-

ty to the definition of the morning star (and also the evening

star) in markets where the open and close are either the same or

close to one another. This would include:

1. Foreign exchange markets where there is no official open and

close.

2. Many indexes such as the Semi-Conductor or Drug Indexes.

3. Intraday charts. For instance, on a 15-minute chart the open

of a 15-minute session is usually not much different from the

close of the prior 15-minute session.
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EXHIBIT 5.5. Merrill Lynch-Daily (Morning Star)

Let's use the intraday chart in Exhibit 5.6 to see an instance

of the value of being flexible in interpreting the candle patterns.

Mid-day on December 27 the index made a new low for the

move and in doing so broke under the support from early that

day of 3535/3530. The bears thus took control. But at 13:00 a

small real body and the next session's long white candle made

a morning star. Notice how all three bodies touched one anoth-

er (the open of the second candle was the same as the close of

the first candle and the open of the third candle was the same

as the close of the second session). Because this was an intraday

chart where the open/close difference is usually minor, I still

viewed this as a viable morning star. This pattern took on more

credibility since the third candle, which finalized this pattern,

also pushed the index back above the previously broken sup-

port area near 3530. When a market makes a new low and the

bears can't maintain these new lows, it is frequently a hint of a

reversal.
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EXHIBIT 5.7. Evening
Star

EXHIBIT 5.6. NASDAQ Composite Index-15 Minutes (Morning Star)

THE EVENING STAR

The evening star is the bearish counterpart of the morning star

pattern. It is aptly named because the evening star (the nick-

name for the planet Venus) appears just before darkness sets in.

Since the evening star is a top reversal, it should be acted upon

if it arises after an uptrend. Three lines compose the evening

star (see Exhibit 5.7). The first is a long white real body, the next

is a star. The star is the first hint of a top. The third line corrob-

orates a top and completes the three-line pattern of the evening

star. The third line is a black real body that closes sharply into

the first period's white real body. I like to compare the evening
star pattern to a traffic light. The traffic light goes from green

(the bullish white real body) to yellow (the star's warning sig-

nal) to red (the black real body confirming the prior trend has
stopped).

In principle, an evening star should have a gap between the
first and second real bodies and then another gap between the

second and third real bodies. But, as detailed earlier in the seс-

tion on the morning star, this second gap is rarely seen and is



not necessary for the success of this pattern. The main concern

should be the extent of the intrusion of the third day's black

real body into the first day's white real body.

At first glance Exhibit 5.7 is like an island top reversal as

used by Western technicians. Analyzing the evening star more

closely shows it furnishes a reversal signal not available with

an island top (see Exhibit 5.8). For an island top, the low of ses-

sion 2 has to be above the highs of sessions 1 and 3. However,

the ideal evening star only requires real body 2 to be above the

high of real bodies 1 and 3 to be a reversal signal.

Some factors increasing the likelihood that an evening or
morning star could be a reversal would include:

1. If there is no overlap among the first, second, and third real
bodies.

2. If the third candle closes deeply into the first candle's real

body.

a

3. If there is light volume on the first candle session and heavy
volume on the third candle session. This would show

reduction of the force for the prior trend and an increase in

the direction force of the new trend.

The highs of the evening star become resistance as displayed
the dashed line shown in Exhibit 5.7.by

Let's look at Exhibit 5.9. A classic evening star was complet-

ed in early January. This evening star had the ideal prerequisite

of the three real bodies not intersecting. Intersecting the star

portion (that is, the second candle line of the evening star pat-

tern) was a hanging man line whose bearish confirmation came

the next day. The descent from the evening star culminated a

week later near 1210 at area A. The rally from A hesitated a

week later via a doji near the resistance area created by the

evening star. This doji hinted the rally was exhausting itself.

(Dojis are discussed in Chapter 8.)

The next time the market rallied to this resistance in the first

week of February, it formed a bearish engulfing pattern at B. I

mention this bearish engulfing pattern to bring out the impor-

tance of trend in helping to define a candle pattern. I have dis-

cussed how a bearish engulfing pattern is when a black real body
engulfs a white real body. There was a black real body at A that
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