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and electronic products and services for our customers’ professional and per-
sonal knowledge and understanding.

The Wiley Trading series features books by traders who have survived
the market’s ever-changing temperament and have prospered—some by rein-
venting systems, others by getting back to basics. Whether a novice trader,
professional, or somewhere in-between, these books will provide the advice
and strategies needed to prosper today and well into the future.
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Preface to the
Second Edition

On March 24, 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" 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 editor-
ial content of the book in small ways, but made substantial improvements in
others. 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 postbreakout 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.

vii
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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, making many of the statis-
tics rock solid.

* 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.

Traomas N. BULKOWSKI
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 some-
body winning and somebody losing. (Hint: The winner is always the broker.)
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 newspa-
per 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 than

ix
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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 chair-
man. He congratulated me on my decade with the company and looked for-
ward to even more success for me in the coming years.

Six weeks later I was laid off.

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 excep-
tion of my cousin Mary Ann—bless her heart), thinks we are nuts. They are
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 trig-
ger. 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 frus-
trated 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 mzost 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 dol-
lars on simple bromides. As an engineer I wanted hard, cold facts, not fuzzy
platitudes. So, I wrote this book.

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
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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 Per-
formance” section includes a list of tips and observations on how to select bet-
ter 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 mar-
ket 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 support 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 under-
stand 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.

THOMAS N. BULKOWSKI
Decermber 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 is retailing. He passes on part of the savings to
his customers, while watching his margins widen, and plows the profits back
into building more stores.

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 con-
duct his own research on JCB. He visits several stores and sees the same thing:
packed parking lots, people bustling around with 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 competition. Everything checks out so he orders his trading part-
ners to buy the stock at no higher than 10.

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 the pundits. The stock drops below 10
and Tom’s crew makes its move. They buy as much as they can without rais-
ing suspicion. The stock rises anyway. It goes back up to 11, then 12, and
rounds over at 13 before heading back down.
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Several months go by and the economic outlook is as bleak as ever. The
stock eases down to 9. 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.

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 distribu-
tion problem, right at the height of the selling season. JCB has overextended
itself; the infrastructure 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 large 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
holdings. The stock tops out and rounds over. During the next month and a
half, the stock drifts down, slowly, casually. There does not appear to be a rush
for the exits—just a slow trickle as the smart money quietly folds up shop.

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’ rec-
ommendation 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



The Database 3

supplies online without the need for bricks and mortar. There is some risk
because the online community is in its infancy, but Jim predicts it will expand
quickly. Tom is impressed, so he starts doing his homework and is soon buy-
ing the stock again.

Investment Footprints

If you picture in your mind the price action of JCB Superstores, you may rec-
ognize 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 of 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.

Let me tell you how I followed one trail of footprints. I sold my holdings
in Alaska Air because I thought the stock was going down. Here is my note-
book entry: “9/6/2001. I put a stop at 31.50 this morning and it hit. The stock
has breeched a support level and with weakness in the economy and Septem-
ber/October upon us, it’s time to leave with a small loss [2.5%]. I should have
bought at the breakout price [of an Eve & Adam double bottom]. The relative
strength index peaked twice and now is headed down, suggesting a sale, and the
commodity channel index says sell, too.”

I sold the airline two trading days before the terrorist attacks of 9/11.
Four days after trading resumed, the stock bottomed at 17.70, nearly half the
price at what I sold. The footprints did not lie; they led away from a cliff.

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 you are fol-
lowing really is. The tools will not make you rich; tools rarely do. But they are
instruments to greater wealth. Use them wisely.

The Database

For this book, I used several databases in which to search for chart patterns. The
main database consists of 500 stocks, each with durations of 5 years beginning
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from mid-1991. I included the 30 Dow Jones industrials and familiar names
with varying market capitalizations. Stocks included in the database needed
a heartbeat (that is, they were not unduly flat over the 5-year period) and
did not have consistently large intraday price swings (too thinly traded
or volatile).

I usually removed stocks that went below $1.00, assuming bankruptcy
was right around the corner. Most of the names in the database are popular
American companies that trade on the NYSE, AMEX, or Nasdaq. The numer-
ous illustrations accompanying each chapter give a representative sample of the
stocks involved.

To capture the bear market of 2000-2002 and expand on the bull mar-
ket since 1996, I included two additional databases. The first uses about 200
stocks that I follow daily. The other contains about 300 stocks that I no longer
follow but that have historical data of limited duration (some issues no
longer trade).

For rare chart patterns, I use all three databases and search from 1991 to
the most recent date available. For plentiful patterns, I use already found pat-
terns and add those appearing during the bear market. Thus, the number of
stocks I use to find patterns and the amount of historical price quotes varies.

In the first edition of this book, I used a combination of computerized
algorithms and manual searching to find chart patterns. The current edition
includes the 15,000 patterns from the first edition and others found manually
since then, for a total of more than 38,500 patterns.

Stock Performance from 1991 to 2004

Before reading about the various chart patterns in this book, it is wise to review
the performance of the stock market during the period. Figure 1.1 shows a
monthly price chart of the Standard & Poor’s 500 stock index. Beginning in
mid-1991, you can see that the market moved up at a leisurely pace, pausing
during much of 1994, and then resuming the climb at a steeper angle in 1995.
The index stumbled in August 1998 and made lower lows for 2 more months
before continuing upward, peaking in March 2000, and signaling an end to the
bull market. The move capped a rise of 418% from the start of the period.
After that, the downhill bear run began, reaching a low in October 2002, for a
decline measuring 51%. The index bounced once but made a higher low in
March 2003, signaling a trend change. Thus, the October low marked the end
of the bear market.

What does all this mean? The bear market measures from March 24,
2000, to October 10, 2002—about 2.5 years long. For data collection pur-
poses, the bull market is everything else, about 11 years long. That covers the
period I used to search for chart patterns in this edition.
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Figure I.1 Standard & Poor’s 500 stock index from 1991 to 2004.

Investing Using Chart Formations

I could give a dentist’s drill to any person walking by, but that doesn’t mean I
would let that person near my teeth. This book is just like that. Ir gives you the
tools to invest successfully. It suggests which chart patterns work best and which
ones to avoid. Whether you can make money using them is entirely up to you.
I call this book an encyclopedia because that is how I use it. Whenever 1
see a chart pattern forming in a stock I own, or am thinking of buying, I read
the applicable chapter. The information refreshes my memory about identifi-
cation quirks, performance, and any tips on how I can get in sooner or more
profitably. Then I search for similar patterns in the same stock (using different
time scales), and if that does not work, I search for similar patterns in stocks in
the same industry. I look at them closely to determine if their secrets are
applicable to the current situation. I try to learn from their mistakes.

Developing an Investment Style

The question I am asked most often is, how do I develop an investment style? It is
usually not asked like that. Most take a more direct approach: How do I make
money trading stocks? When first asked this question, I stumbled over the
answer. I think it is like showing four people the color blue and asking them to
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describe it. One person is color blind so you automatically throw out whatever
he says. One says it is solid blue. Another says it is not blue at all but green,
while the third says it looks like a combination: blue-green. To each individ-
ual, blue looks like blue—just do not try to compare answers.

Developing a trading style is a lot like that. It is an individual endeavor
that has a lot in common with experience. I cannot give you experience; I can
only suggest ways to acquire your own.

If you read a chapter on a bullish chart pattern and buy the first stock
showing the pattern in a bull market, you will probably be successful. The first
trade nearly always works for the novice, maybe even the second or third one,
too. Eventually, though, someone is going to pull the rug out from under you
(who knows, maybe it occurs on the first trade). You will make an investment in
a chart pattern and the trade will go bad. Maybe you will stumble across a herd
of bad trades and get flattened. You might question your sanity, you might
question God, but one thing is for certain: Your trading style is not working.

Most people buy stocks like they buy fruit. They look at it, perhaps sniff
it, and plunk down their money. We are not talking about $1.59 here. We are
talking about thousands of dollars for part ownership in a company.

If you have ever been a board member, you know what I am talking about.
You have a fiduciary responsibility to the people who elected or appointed you
to that position. Not only should you study the material handed to you by the
staff, but you have to get out in the field and kick the tires. Do not assume that
what the staff says is always correct or represents the best solution. Question
everything but learn in the process and try to be helpful without being a pest
(I'always seem to fall into the pest category). As a shareholder—an owner of the
company—should it be any different?

Once, I considered buying a position in a company showing an upward
breakout from a symmetrical triangle. My computer program told me the com-
pany is a member of the machinery industry and further research revealed that
it makes refractory products. I continued doing research on the company until
the problem gnawing at me finally sank in. I did not have the slightest idea
what a refractory product was. Despite my search for an answer, I was not get-
ting the sort of warm fuzzies I usually get when researching a possible invest-
ment. So, I passed it over. I am trading it on paper, sure, but not in real life.
Call it the Peter Lynch Syndrome: Do not invest in anything you cannot
understand or explain in a paragraph. Good advice.

Of course, if you blindly invest in chart squiggles and it works for you,
who am I to tell you you are doing it wrong? The fact is, you are not. If you
consistently make money at it, then you have developed an investment style
that fits your personality. Good for you!

My investment style, as you might have guessed, combines fundamental
analysis, technical analysis, emotional analysis, and money management. Just
because I rely on technical analysis does not mean I do not look at the price-
to-earnings, price-to-sales, and other more esoteric ratios. Then there is the
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emotional element. After going for months without making a single trade, sud-
denly a profitable opportunity appears and I will take advantage of it. Three
days later, I will want to trade again. Why? Am I trading just because it feels
good to be finally back in the thick of things? Am I trading just because the sin-
gle woman living nearby does not know I exist, and I am acting out my frus-
trations or trying to impress her with the size of my wallet? That is where
paper trading comes in handy. I can experiment on new techniques without
getting burned. If I do the simulation accurately enough, my subconscious will
not know the difference, and I will learn a lot in the process.

Once I come to terms with any emotional issues, I look at money man-
agement. How much can I realistically expect to make, and how much can I
lose? What is the proper lot size to take? When should I add to my position?
How long will it take for the stock to reach my target and should I invest in a
less promising but quicker candidate?

Investing using chart formations is an exercise in probability. If you play
the numbers long enough, you will win out. Sure, some of your investments
will fail, and you must learn to cut your losses before they get out of hand. But
the winners should serve you well, providing you let them ride. Just do not
make the mistake of watching a stock double or triple only to reverse course
and drop back to where it started. Or worse.

Day Traders, Position Traders, Buy-and-Hold Investors

As I was writing this book, I kept asking myself what is the time horizon for chart
patterns? Are they best for day traders, position traders, or buy-and-hold
investors? The answer I kept coming up with is: Yes! Chart formations can be
profitable for day traders—those people who are in and out of a trade during a
single day. Many day traders have trading styles that depend on chart forma-
tions, support, and resistance. They concentrate on reliable formations that
quickly fulfill their measure rule predictions.

For position traders, those who hold the trade longer than a day but not
forever, chart patterns offer convenient entry and exit signals. I put myself in
this category. If the trade goes bad, I am out quickly. If it is profitable, I see no
need to cut my profits short. When the gains plateau, or if the stock has moved
about all it is going to, I consider moving on. Like the day trader, I try to keep
cash employed by buying formations that promise reliable returns and reach
the ultimate high quickly.

For the long-term investor, chart patterns also signal good entry and exit
points. I remember buying an oil services company knowing that the invest-
ment would not make a significant return for 2 or 3 years. (I was wrong: It dou-
bled in 3 weeks) I believe that in 3 years’ time, the stock will be in the 30s, a
sixfold increase from its low. It probably will not qualify as a ten-bagger, but it
is not small change either. In the short term, the road is going to be rocky, and
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I have added to my position as the stock has come down. Since I am in it for the
long term, I have an outstanding order to buy more shares. If this stock goes
nowhere, then my analysis of the market trend was wrong, and I will have
learned a valuable lesson.

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 to minimize
your losses.

Statistics: “lI Don’t Believe the Numbers”

A high, tight flag has an average rise of 69% in a bull market. Question: If you
trade this pattern often enough in a bull market, will you make an average of
69%? Answer: No. Why not? Well, you may be like a friend of mine who has
traded stocks a dozen times but made money only once (a few hundred bucks).
But here is another reason: The 69% average rise represents 253 perfect trades.
A perfect trade is one in which you buy at the breakout price and sell at the ulti-
mate high—the highest high before prices decline by at least 20%. Not only
are the trades perfect, but also commissions are not included. Your return may
be lower . . . or higher. However, I used the same spreadsheet formulas from
pattern to pattern, so you can compare performance in most cases (the excep-
tions: flags, measured moves, and pennants) without worrying about whether
you believe the numbers.

“If I reproduce your tests, will I get similar results?” Yes. A person in
India I know is pulling 30%, 40%, and more out of the market on a consistent
basis. He would claim my statistics are too conservative! A hedge fund manager
reports that my numbers for the dead-cat bounce are dead solid perfect.
Another says that while she was able to reproduce my dead-cat bounce num-
bers, she was having trouble reproducing others. If you do not follow the
methods I used, your results will vary. Guaranteed. So, this edition includes a
Glossary and Methodology chapter to explain how I measured each result.

The method I used opened a door to a new world. In this world, you will
find that a month after a breakout in a bear market, price often shows strength.
You will discover that when pullbacks occur, performance sufters. You will find
that failure rates start low but increase rapidly. Volume shapes, price gaps, pat-
tern size, and a dozen other performance clues help some patterns but not oth-
ers. Findings like these are what make this book unique. The numbers tell a
story of fact that I share with you within the following pages.
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Broadening Bottoms

RESULTS SNAPSHOT

Upward Breakouts

Appearance

Reversal or continuation

Performance rank
Break-even failure rate
Average rise

Change after trend ends
Volume trend
Throwbacks

Percentage meeting price
target

Surprising findings

See also

I'I|@|'ll

Price trend is downward leading to the formation.
Megaphone appearance with higher highs and
lower lows that widen over time. Breakout is

upward.

Short-term bullish reversal

Bull Market
17 out of 23
10%

27%

-34%
Upward

41%

59%

Bear Market
12 out of 19
9%

21%

-35%
Upward

44%

53%

Throwbacks hurt performance. Tall patterns
perform better than short ones; narrow ones
perform better than wide ones. Patterns with
falling volume and a random shape outperform.

Broadening Tops

11



12 Broadening Bottoms

Downward Breakouts

Appearance Same, but breakout is downward.
Reversal or continuation Short-term bearish continuation
Bull Market Bear Market

Performance rank 17 out of 21 18 out of 21
Break-even failure rate 16% 9%
Average decline 15% 18%
Change after trend ends 52% 46%
Volume trend Upward Flat
Pullbacks 2% 56%
Percentage meeting price

target 44% 31%
Surprising findings Performs better when the breakout is near the

yearly low. Tall patterns perform better than short
ones. Patterns both tall and narrow outperform.
Patterns with a rising volume trend and random
shape do well.

See also Broadening Tops

Broadening bottoms (BBs) are middle-of-the-road performers, sporting a 9%
break-even failure rate except in bull markets when double digits prevail (a
poor showing). The average rise or decline is also below that posted by other
chart pattern types.

Surprises are many and a few appear in the snapshot. I discuss them in
more detail later.

Tour

You may be wondering what differentiates a broadening bottom from a broad-
ening top. A broadening bottom has a price trend leading down to the start of
the formation; a broadening top has prices trending up. This differentiation is
an arbitrary designation I made to separate the two formation types. I ignore
brief dips or rises a few days before the pattern as Figure 1.1 shows.

Some maintain that a broadening bottom does not exist. They simply
lump every broadening pattern into the broadening top category. I decided to
separate the two on the chance that their behavior differs.

Figure 1.1 is an example of a broadening bottom. This particular one is
called a five-point reversal because there are five alternating touches, two
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Figure 1.1 A broadening bottom formation, specifically a five-point reversal, so
called because of the two minor lows (the even numbers) and three minor highs
(the odd numbers).

minor lows and three minor highs. A five-point reversal is also rare: I located
only 5 in the 77 broadening bottoms I examined. The price trend begins mov-
ing down in late August and reaches a low 2 days before the formation begins.
Yes, prices do move up for several days, leading to the first touch of the top
trend line, but I still consider the overall price trend to be moving down to
the formation. Price overshooting or undershooting the formation start is
common.

This particular chart pattern shows a partial decline. Prices move down
from 26 to 24.50, then reverse course and shoot out the top. The stock reached
a high of 38.50 just over a year later.

Identification Guidelines

Table 1.1 lists the identification guidelines for broadening bottoms.

Price trend. As mentioned earlier, a declining price trend precedes a
broadening bottom. Even if prices rise just before the formation begins, ignore
it. It is still a bottom. This arbitrary designation also makes intuitive sense: A
bottom should appear at the end of a downtrend, not when prices are climbing
to the moon.
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Table 1.1
Identification Characteristics of Broadening Bottoms
Characteristic Discussion
Price trend The short-term price trend should be downward leading to the
formation.
Shape Megaphone shape with higher highs and lower lows.
Trend lines Prices follow two trend lines: The top one slopes up and the bottom
one slopes down.
Touches Should have at least two minor highs and two minor lows, but not
necessarily alternating touches.
Volume The overall trend is usually upward, sometimes with a U shape.
Breakout A breakout occurs when price closes above the formation’s high

(upward breakout) or below the pattern’s low (downward breakout).
See text for details. The breakout can occur in either direction and
prices may move horizontally for several months before staging a
definitive breakout.

Shape. The shape of the formation is distinct. It reminds me of chaos
theory where small disturbances oscillate back and forth, then grow un-
bounded, wreaking havoc. In the stock market, price reaches a new high then
crosses over and makes a new low, creating the broadening pattern. When you
draw a trend line across the minor highs and another connecting the minor
lows, the formation looks like a megaphone.

Trend lines. The two trend lines drawn across the minor highs and lows
are important. The top trend line should slope up; the bottom one should
slope down. The diverging trend lines distinguish the broadening bottom from
other types of formations, such as the right-angled broadening formation
(which has one horizontal trend line) or the broadening wedge (both trend
lines slope in the same direction). So it is important that each trend line has a
slope that is opposite the other.

Touches. A broadening bottom needs at least two minor highs and two
minor lows to be a valid formation. Anything fewer means you are incorrectly
identifying the formation. What is a minor high or low? A minor high is when
prices trend up, then drop back down, leaving a clearly defined peak. A minor
low is just the same thing flipped upside down: Prices move lower, then head
back up leaving a clearly defined valley. Figure 1.1 shows five minor highs or
lows, labeled by numbers. The 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 alternating, as in Figure 1.1. Just as long as you can count at least two
peaks and two valleys—wherever they may appear—that is fine.

Volume. There is nothing magical in the volume trend. I performed lin-
ear regression from the start of each formation to the end point (not the break-
out point that is usually a month beyond the end of the formation) and found
that volume rises about 57% of the time.
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If you look closely at broadening bottoms, you will find that volume some-
times follows price. In Figure 1.1, the price decline between peak 1 and trough
2 shows a receding volume trend. When prices head up from point 2 to point 3,
so does volume. If you were to place a thin wooden plank between the volume
peaks in late November and late January, it would bow downward in a U shape.
A U-shaped volume pattern occurs slightly more often than other shapes.

Breakout. The breakout point is difficult to identify in a broadening for-
mation as it develops. I look for the place where price pierces the up or down
trend line or makes an extended move. If price pierces the trend line, then the
penetration point becomes the breakout point. If prices move up and follow
along the top trend line without piercing it, then I backtrack to the prior minor
high and draw a horizontal line forward in time until prices cross it. When that
happens, that is the breakout point.

Let me give you an example. Consider the broadening bottom shown in
Figure 1.2. The price trend over the preceding month leading to the formation
is downward. The two trend lines outline a widening price pattern as you
would expect from a broadening formation. There are more than two minor
highs and two minor lows pictured, meeting another criterion mentioned
in Table 1.1.

Where is the breakout? This formation is particularly easy. If you extend
the top trend line upward, you find that prices rise well above the line, signal-
ing an upward breakout. Then it is just a matter of backtracking to the highest
minor high and drawing a horizontal line to determine the actual breakout
price. Point A marks the highest high in the formation.
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Figure 1.2 A breakout from the broadening bottom occurs when prices rise
above the highest high in the formation, shown as point A.
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Focus on Failures

Figure 1.3 shows a broadening bottom failure. Prices head down and appear to
suffer a small dead-cat bounce lasting from April to August. I do not recom-
mend taking a position in any stock that shows a dead-cat bounce regardless of
how attractive the formation looks. Obey this recommendation for 6 months
to a year while the stock recovers and management gets its house in order (or
solves the cause of whatever is ailing the stock).

In the 3 weeks before the formation appeared, prices were heading higher
in reaction to the dead-cat bounce. In June they moved horizontally from the
formation top for over a month before easing down. During this time, prices
rose above the high of the formation (see point A).

A breakout occurs when price closes beyond the formation high or low.
Point A is not an upward breakout because the close is at 33.88, well below the
formation high of 34.25. Two days later, price peaks above the high, but the
close is also below the formation high.

However, look what happens when prices begin sinking in mid-July.
They drop below the formation and close even lower. The price needs to drop

American Brands, Inc. (Tobacco, NYSE, AMB)
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Figure 1.3 This broadening bottom forms as part of the recovery process from a
dead-cat bounce. When price closes below the formation low, a downward break-
out occurs. Point A shows where prices move above the high but do not close
higher. The formation is a failure because prices do not move down by more than
5% below the breakout point before reversing.
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below 30.38. At its lowest point, it closes at 29.88. That is just fifty cents below
the low, but it is enough to signal a downward breakout. Within a week of
moving below the formation low, prices shoot to 33 and continue up using a
slower trajectory.

Figure 1.3 represents what I call a 5% failure. Prices break out lower but
fail to continue moving in the breakout direction by more than 5% before
heading back up. The reverse is also true for upward 5% failures: Prices move
up by less than 5% before turning around and tumbling.

Statistics

Table 1.2 shows general statistics for the broadening bottom chart pattern.

Number of formations. I found 237 patterns in 500 stocks using data
from mid 1991 to 2004.

Reversal or continuation. You can see that more patterns act as rever-
sals than continuations. By definition, a bottom pattern has prices entering
from the top and exiting any way it darn well pleases.

In a bull market, reversals outperform continuations, but in a bear mar-
ket, the situation reverses: continuations outperform reversals.

Average rise or decline. Notice how upward breakout performance
improves in a bull market and downward breakout performance is better in a
bear market. Think of it as a rising tide that lifts all boats. This is an example
of how trading with the prevailing market trend will improve your results.

Table 1.2

General Statistics

Bull Bear Bull Bear

Market, Market, Market, Market,

Up Up Down Down
Description Breakout Breakout Breakout Breakout
Number of formations 92 34 79 32
Reversal (R), continuation (C) 92R 34 R 79 C 32C
RC performance 23% R, 21% R, -11% R9, -9% R,

13% C@ 16% CA -15% C -19% C@
Average rise or decline 27% 21% -15% -18%
Rises or declines over 45% 18 or 20% 50r15% 1or1% 2 or 6%
Change after trend ends -34% -35% 51% 46%
Busted pattern performance 51%° 28%° -26%° —43%-°
Standard & Poor’s 500 change 14% -3% 1% -11%
Days to ultimate high or low 112 65 40 24

Note: Minus sign means decline.
9Fewer than 30 samples.
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Rises or declines over 45%. Outstanding performance is rare for BBs.
The best showing comes from upward breakouts in a bull market, with 20% of
the patterns climbing more than 45%. That may sound like a lot, but other
patterns do much better. Thus, do not expect a large move. Downward break-
outs almost never fare well in this category.

Change after trend ends. In a bull market, once prices reach the ulti-
mate low after a downward breakout, prices rise an average of 51%. Even in a
bear market, the climb measures 46%. Thus, if you can determine when the
downtrend ends, buy the stock and surf the rising tide.

Busted pattern performance. Few patterns bust, so the performance
numbers are not solid. Still, they show how much better a busted pattern does
than one that works. If you see prices move less than 5% after the breakout and
then return to the pattern, consider trading the new direction, but only if it
breaks out the other side.

Standard & Poor’s 500 change. Compare the change in the index with
the average rise or decline. Large moves in the index associate with large moves
in the stock. For best performance, trade with the market trend (bull markets,
upward breakouts and bear markets, downward breakouts).

Days to ultimate high or low. It takes between a month to 4 months to
reach the ultimate high or low. The numbers say that the move in a bear mar-
ket takes less time than in a bull market. Thus, the decline after a BB in a bear
market must be at a steeper slope than is the rise in a bull market.

Table 1.3 shows failure rates for BBs. The 5% break-even failure rate is
lowest in a bear market (9%). The failure rates climb quickly as the maximum
price rise or decline changes. For the 10% failure rate benchmark, BBs fail
between two and three times more often than at the 5% rate. Over half the pat-

Table 1.3

Failure Rates
Maximum Bull Bear Bull Bear
Price Rise Market, Market, Market, Market,
or Decline Up Up Down Down
(%) Breakout Breakout Breakout Breakout
5 (breakeven) 9 or 10% 3 or 9% 13 or 16% 3 or 9%
10 23 or 25% 10 or 29% 27 or 34% 8 or 25%
15 33 o