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1. Whose Friend is the Trend?

2. Elliott Waves in a Nutshell

3. Dejá Vù With Patterns

4. Finding the Bonus Edge

Topics covered in this chapter:

• The major theories in fundamental analysis, their detailed advantages 
and limitations.

• Different methods to make sure you trade sufficiently often during 
your windows of opportunity to make trading worthwhile. 

• Different forms of short-term fundamental analysis using the most 
important indicators in the US economy.

• The main characteristics of interest rates: time value, opportunity 
cost, inflation and deflation expectations, and risk. 

• How to assess the random walk theory and the market efficiency 
hypothesis in order to understand the value of behavioral finance 
today, one of the basis of contrarian investing. 

• Sentiment indicators, with which to measure traders positions and 
more importantly, their expectations and intentions for the future. 
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From the last chapter's section on market sentiment we understand that human flaws are 
consistent and measurable, and that being aware of that and utilizing this phenomenon 
can benefit a trader.

In the present chapter we will take a path away from the random walk and efficient 
market hypothesis to study the visual manifestations of market psychology, expressed 
through chart patterns. As for the infinity of patterns which exist, the next pages could be 
easily transformed into an encyclopedia.  There are dozens of standardized visual 
representations of market behaviors. 

Instead we will focus on the most common patterns and relate them to the knowledge 
gained in previous chapters in a way you can create an edge. If you see a chart pattern 
forming and you want to buy or sell a currency pair, you can check this present chapter in 
the Learning Center and/or use the multiple links we give here to our contributors' work. 
This chapter is replete with pertinent illustrations and so are the many hyper links it 
contains. Following this lesson, you can learn more, refresh your memory on how to 
identify a pattern, or get tips about how to profit from it.

Chart analysis, or ‘charting’ as it is often called, is often considered the most basic 
component of price analysis. As such, it differentiates itself from technical analysis where 
advanced technical indicators are the means to determine price direction. Indicators such 
as moving averages, oscillators and so on, are undoubtedly of grand use to the technical 
trader, but chart patterns bring us again to the basics of supply and demand and market 
psychology.
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1. Whose Friend is the Trend?

If you don’t think sentiment is what moves the markets then watch the below chart. 

The EUR/USD pair was congested in a price range of roughly 1000 pips for over one 
month. The congestion became critical because it was narrowing as highs and lows on the 
chart were converging. A break above or below the lines and a subsequent move to the 
next significant resistance or support level would represent the first time in several weeks 
that the pair was considering trending. Many traders were waiting for this to happen.

With the break of the upper resistance line, the sentiment of the majority of the market 
participants gained on enthusiasm and the result was an extended move to the next 
significant resistance level.

Price patterns are visual representations of market psychology. They tell you 
when market participants feel enthusiastic about bringing the exchange rate to a 
certain level.

When you see a price pattern starting to form like on the above chart, you know the pair 
is consolidating and a breakout is eminent. This is the time when you take a step back to 
evaluate what may happen to it. You don't know when the currency pair is going to break 
out and in which direction, but that doesn't mean it's not tradeable.

Price patterns like the above one - and specially with such an outcome – need first to be 
identified, measured and then traded upon. Along these three steps, the trader needs to 
be prepared to deal with the subtle nuances and occasional ambiguity that price patterns 
manifest, because not all situations are so clear as the above example.
Moreover, price action (any price movement) is probably not what it seems to be 
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in the first instance. While the movement of price is influenced by human emotions, 
emotions aren’t the only driver. When looking at a chart like the above EUR/USD, we 
might think that traders started to buy because the price broke out of the congestion. 
That sounds logical: if there is an influx of new buying overwhelming the selling interest 
(meaning all the potential sellers have already sold and none is left at current prices), 
then the price goes up. But in order to really understand what moves prices one should 
also think of this mechanism the other way around.

To accomplish it, let's shortly review our lesson on supply and demand because these 
straightforward forces also play a meaningful part of price action. Remember: if there’s 
more demand than supply then prices are going to rise. Emotions will tend to slow down 
or accelerate that process, but the underlying force is supply and demand.

The other way to understand price movements is actually considering a price move as the 
lack of buyers or the lack of sellers at a certain level. The way most people think is 
that prices rise because of an increase in demand, but it’s only part of the equation. Think 
about what gets you into a trade. Probably you get in a trade in reaction to price moving 
in a certain direction or motivated by a contrarian move trying to bet on a turn in the price 
move. Either ways, your decision is emotionally reactive to what the market is doing. Now, 
think on the ways you decide to place your stops, which technically are also orders to be 
executed. Do you think your reactions and decisions differ very much from the vast 
majority of traders watching the same charts as you? 

We should consider that such a move like the above one on the EUR/USD has been 
profited only by few people in its totality, and that price moved because there was a lack 
of sellers. From this perspective you probably get a completely different picture of the 
market reality, don't you? The above move can also be recorded on the chart even if only 
one buyer is left at the breakout point. Only one buyer is needed to move price up, if 
there is no other seller accepting that price. In other words, if there is insufficient selling 
interest at a given price to offset the buying interest, then prices move up to find sellers at 
higher levels. 

The dynamic behind breakouts is that the price has to move higher to find the selling 
interest to match the buying interest. This was specially true in the above example: during 
the month of December 2008 liquidity was low as most institutional traders were in the 
process of closing the year, so probably only a few participants profited from that move.

Theoretically, all you need to do is to measure where those places are with a 
higher imbalance between buyers and sellers, and you could then be a 
profitable Forex trader. This subject is covered in Chapter 4 of Unit A and in 
more detail in the Practice Chapter.
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When looking at the charts, have you ever heard a voice in your head saying: “This trend 
can’t keep going. This move has to be over now.”? If you find yourself in such a situation 
most likely you are too late to get in, and entering the market at that stage is the worst 
risk/reward scenario.

In a Q&A presentation called “A Study of Price Behavior”, Mike Baghdady states that the 
most important question to answer before making any trading decision is to ask yourself if 
the market is “trending” or if it is “correcting”. This is known in Elliott Wave terms as 
“motive impulsive” “or “corrective impulse” as we will see further below. 

The very first question whether the market is showing a trending or a corrective 
impulse should help the trader identify what trading type to employ. Generally 
speaking, in a “trending market” you should be trading the so-called 
“continuation patterns” and in a “correcting market” you should be trading 
“reversal patterns”. 

Mike lists a series of market observations which are extremely interesting.  They appear in 
a new light when considering price movement like mentioned in the previous section.

“- Price moves in trends, trends move in waves – we have “impulse” waves in 
the direction of the trend, followed by “countertrend moves” better named 
“corrective waves”.

(Just by accepting this simple truth that prices NEVER move in a straight line, 
you will stop trying to pick tops or bottom and view the corrections instead as 
an opportunity to take a trade in the direction on the trend)

[…] 

- Usually, movements in the market tend to have a relationship to each other. 
Price will alternate between areas where prices have been marked up to a 
new higher level or marked down to a lower level, and after a big move in 
either direction price will consolidates at that new price level 

- Trends usually begin from low volatility sideways or contracting price zones. 
Trends start from an area of price equilibrium. Once there is an increase in 
demand, prices breakout of this equilibrium area and are bid higher or 
“marked up” to the next level where the market consolidates at the new 
equilibrium zone. (the opposite is in a down market)

[…]
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- A loss in momentum is NOT a sign of trend reversal, it is merely a pause. 
The loss in momentum and volatility is because buyers and sellers now agree 
to the new established price level or the new level of equilibrium. They will 
continue to buy and sell within a narrow range which is known as backing and 
filling, thus forming some of the known patterns like triangles, ledges, flags 
etc. 

- The breakout in between equilibrium zones offers the trader the biggest 
profit potential.”

Continue reading...  

If prior to enter a trade you train your mind to assess all these aspects and 
watch price action as a supply-demand relationship, your thoughts will be 
focused on what is the next best trade opportunity rather than on the disbelief of 
how far a move is going. Pierre Charlebois mentions in one of his blog posts related to 
trading psychology:

“What happens to our minds in cases like this is as the move goes deeper 
and deeper we go into a state of disbelief almost, about how far the moves 
are going. So we want to benefit from the move but part of our minds won’t 
allow us to jump into a trade in the current direction because it’s akin to 
jumping onto a moving train. So we watch, thinking that the move will be 
over soon and that we can catch the counter trend rally. What usually 
happens here is we do this far too soon and we are stopped out or go 
negative on our trades at which point we start adding to average down and 
find ourselves fighting a tide that turns into a tidal wave.”

Continue reading...

Trying to predict where prices are going to form tops and bottoms without the 
proper knowledge will make you lose money. Why? Because you will be 
relying on hope and fear and that’s not advisable in currency trading.
A much better approach if you want to trade with the trend is to wait for the 
market to confirm a trend is under way, and only then decide to enter the 
market. By trading with price momentum on your side, you have the odds in 
your favor.
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Pierre Charlebois shares with us his understanding of market behavior in terms of ebb and 
flows. Like every seasoned trader, he has also made is compendium of beliefs about the 
market, and although it may seem just a simple observation, the fact is that such a 
perspective can only settle down in the trader's psyche after a large experience in trading. 

“How many times do you find yourself trading against the current market 
sentiment? Are you long when the market is going short? Are you trying to 
trade a trend when the market is range bound?

If you know something about tides you know that there are smaller ebb and 
flows as well as much larger highs and lows. Think of the market as tidal so 
that you don’t find yourself trying to swim against the tide.

The two most important questions that I have had to learn to teach myself to 
ask before every trade (trading session) are:

•  What is the general sentiment of the market – (Range-bound or trending)
•  What is the current session sentiment – (Up or down)

When I feel reasonably confident I can answer these questions for myself, 
then I decide to go long or short. Otherwise what I tend to do is see every 
correction as a potential reversal. This causes me to try and trade against the 
tide.

So what I focus on is:

●  Buy on dips in a rising market
●  Sell on tops in a falling market”

Continue reading...

Based on all the above insights we can state that markets are rarely at extreme 
values, either in terms of supply and demand or in terms of emotional state of its 
participants. It is more likely that prices spend most of the time somewhere 
moving along the path from one extreme to the other. Knowing that the same 
phenomenom unfolds on different time frames means that there are still many 
opportunities to profit from.
If you have attended any of our daily webinars (online free seminars) in the live section, 
then you probably noticed there are two common ways to approach trading. One is 
trend following and seeking profit by capturing the directional moves which occasionally 
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happen in the markets. The other is based on the idea that markets tend to spend more 
time moving sideways in ranges than they do trending. 

This, of course, is very much subjective and depends on the perspective of the analyst or 
trader. Even during a so-called “range market” situation, the trader can witness trending 
situations when going into shorter time frames. But for practical purposes though in a 
given time frame there are only the two market conditions. In an article by John Needham 
published in the Trader's Journal we can read:

“Trend can never be talked about without qualifying the timeframe. An 
uptrend on a daily chart may not give you the correct trend on a weekly 
chart, let alone a monthly chart. For practical purposes, we use the next 
highest timeframe to define trend. As I trade primarily from a daily chart, this 
means that I am cognizant of the weekly trend. If there is a strong trend in 
place, then only trades in the direction of that trend will be considered. If the 
weekly
chart is consolidating, then I will take Danielcode trades both ways.”

Continue reading... 

Our purpose is to gear you with tools to trade in either condition: trending and ranging. To 
trade successfully with trends, the ideal is to have a way to enter the directional move 
near its beginning and exit it near its end. But more than often this doesn't happen. When 
we see a big move like in the above EUR/USD chart, we tend to imagine how much money 
those who picked the complete move may have gained. But in reality, only very few 
participants were able to catch the entire move and those who accomplished it will not see 
it happens again so soon. 

It is not realistic to expect to pick the exact beginning and end of a major trend, 
but it is possible to catch a large portion of it and make good profits. This is the 
closest definition of trend trading. 

Many aspiring traders associate trend trading to long-term trading. But as we said before, 
it’s just a question of time frame. There can be trends in all trading periods, from daily 
charts to one minute chart. Besides, supply and demand isn’t just a long-term market 
dynamic. It happens in the short-term in the same manner as in the long-term.
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David Aranzábal is a good example of a trader who is able to catch the “meat” 
of the intraday trends using 1 minute charts. His exemplary tradelog, is worth 
seeing if your are interested in drilling down to the 1 minute world.

Dave Floyd shares with us his approach on how to identify a trend. Take your 
time to go over the material as true gems are hidden in those articles.
How to Correctly Identify the Trend - Part I
How to Correctly Identify the Trend - Part II
How to Correctly Identify the Trend - Part III

An interesting macro approach is presented in these two videos by Don 
Wilcox. Don covers the use of the ADX and moving averages as tools to find 
out the difference between a “trend reversal” and a “retracement” within a 
trend. 
● Trend Trading - Part 1: Elements of Trend Trading in FX and Futures 
Markets.
● Determine Best Studies To Use In Establishing Trend Following Trading 
System.

Opposite to trend trading, the so-called “range-bound” or “range” trading is about 
defining a range and making trades near its boundaries. This means to sell near the top of 
the range and buy near the bottom to capture profits when the market moves from one 
end to the other. 

There are advantages and disadvantages associated with both approaches which will be 
discussed more in detail when covering trading strategies in Unit C. For now let's 
concentrate in the analysis and based on these tools keep constructing a personal market 
perspective.
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Looking at a chart and seeing what is going on is usually the difference between success 
and failure in trading. Most novice traders look at charts, yet they see either very little or 
they over analyze what they see. 

All charts are telling a story to the trader or analyst who has acquired a personal 
way to look at the market. It does not necessarily mean to see what is “really” 
going on, because the complete reality is impossible to understand. This is 
especially true when dealing with the complexity of today’s financial markets.

The story revealed in the chart tells the trader where is the most probable next move in 
the market and when it shall happen. The educated trader will then determine if the story 
aligns with his or her money management and chooses to get involved or not get 
involved. For now we will not enter into managing the equity - instead we will concentrate 
on what analytical tools have that inherent capacity of narrating us a story. What tools 
have the capacity to put the trader figuratively on top of the market, with a panoramic 
view of the unfolding battle between the forces of supply and demand? Elliot Waves have 
those attributes of pointing out the direction and at the same time of timing crucial 
turning points - sometimes even with a mind-boggling accuracy.
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2. Elliott Waves in a Nutshell

Back in 1934, Ralph Nelson Elliott discovered that price action displayed on charts, instead 
of behaving in a somewhat chaotic manner, had actually an intrinsic narrative attached. 
Elliot saw the same patterns formed in repetitive cycles. These cycles were reflecting the 
predominant emotions of investors and traders in upward and downward swings. These 
movements were divided into what he called "waves".

According to his observations, a trending market moves in a five-three wave pattern, 
where the first five waves, originally called “cardinal waves” and later on “motive waves”, 
move in the direction of the larger trend. Following the completion of the five waves in one 
direction, a larger corrective move takes place in three consecutive waves. Letters are 
used instead of numbers to track this correction. These three wave “corrective” pattern 
waves labelled a,b and c, are also sometimes called the “threes”. 

This is how a five wave motive and corrective phase pattern look like.

The first, the third and the fifth waves are also called “impulse” waves. Wave 2 is a 
correction of wave 1, wave 4 is a correction of wave 3, and the entire sequence of wave 1 
to 5 is corrected by the a-b-c sequence.

The patterns identified by Elliott occur across multiple time frames. That means that a 
completed five wave sequence on a small time frame, let's say, a 15 minute chart, may 
represent just the first wave of a larger sequence unfolding on a 60-minute chart, and so 
forth. In a macro sense, each unfolding wave pattern is part of a bigger wave pattern 
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unfolded in the higher chart. The sequence from wave 1 to 5 completes one wave of a 
higher degree, that is, a wave belonging to the next higher tier of wave sequences. 

Thus, the movement from wave 1 to 5 completes either a wave 1, 3 or 5 of the higher 
degree, while the a-b-c sequence completes either a wave 2 or 4 of the higher degree. 
When going into lower degrees each wave of the sequence can be broken down into 
smaller waves accordingly to the same dynamic.

In the diagram above you can see how Wave 1 of the high degree is made up of a smaller 
5-wave impulse pattern and Wave 2 is made up of smaller three wave corrective pattern. 
And each of these waves is, in turn, always comprised of smaller wave patterns, and so 
forth.

Later in the mid 1970's we would come to know this phenomenon termed as 
“fractals” in the studies of Benoit Mandelbrot. Elliot was in fact describing the 
fractal nature of financial markets 50 years before the term was used to describe 
it. Elliot's theory relies on a very interesting discovery: freely traded markets are 
not influenced by outside forces but instead are endogenous in their nature. 
They are in a never ending oscillation between extremes, and that oscillation can 
be tracked in patterns.

The primary objective to the trader is to identify the presence of the most destructive and 
thereby profitable wave formations, be they a third wave or a C wave. In case of the Forex 
market, some authors sustain that many times wave 5 is the longest (see for instance 
Jamie Seattele, “Sentiment in the Forex Market”, Willey Trading, 2008). We mention the 
word “destructive”, because the bigger the wave the trader intends to “surf”, the more 
chances of being wiped out of the position. These waves are often expressed in the 
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extended overbought and oversold conditions of technical oscillators and many retail 
traders following this isolated signal, fail by trying to go against the trend.

There are some basic rules which help to identify and measure the waves, for instance: 

● Wave 2 will not retrace past the starting point of wave 1. In practical terms, this 
means that in an ascending move, the price after the completion of wave 2 can not be 
lower then the starting price of wave 1. 

● Another rule states that wave 3 is usually- but not always - the longest and never the 
shortest of the whole sequence, and it always completes beyond the peak of wave 1. 

● As another basic rule, the theory also says that wave 4 cannot overlap the end of 
wave 1. This is the same as to say that wave 4 can never retrace more than 100% of 
wave 3.

The waves aren’t shaped perfectly when watching real charts and sometimes it's difficult 
to label waves - it requires a lot of practice. Besides, there are more variations to the 
basic principles which make the theory a little bit more complex. But the most important 
point for you now, is to think of the market in terms of waves made of sub-waves. 
At one hand, this should prepare you to face volatility in a real trading environment, and 
not expect to ride a trend endlessly in one direction without experimenting any 
retracement. And on the other hand, it should make you aware of the potential of those 
retracements and take them as low-risk entry points for your positions.
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There is one variation of the impulse wave known as “extension”. Extensions  are 
elongated movements in the direction of the main trend which may appear in one of the 
impulse waves, that is, in waves 1, 3 or 5.

Diagonals are other variations of the impulse waves. This interesting formation is usually 
a wedge like pattern formed by two converging lines. Diagonals consist of five waves and 
occur at the end of a strong trend, especially when wave 3 has moved extensively in a 
short time. 
Diagonal waves can also be found in wave c of the correcting sequence, indicating the 
termination of the movement on a higher degree.
Each one of these five waves consists of three minor waves and not five waves as the 
usual structure. In a diagonal, wave 4 can overlap wave 1 in contrast to the basic rule. In 
these patterns, wave 5 tends to overshoot (or undershoot) the border trendline.
In the next section we will cover several types of patterns including wedges.
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There are also the so called “expanding diagonals” which are very rare. In his book 
“Sentiment in the Forex Market”, Jamie Saettele explains why these formations are not so 
frequent:

“ [...] think about why an expanding triangle is rare. Diagonal or not, 
triangles reflect a balance of bullish and bearish forces that creates a low 
volatility environment. In contrast, volatility increases in an expanding 
triangle or diagonal. It is rare indeed for volatility to increase despite a 
sideways trend (which brings up the point that trend does have three 
classifications: up, down, and sideways). Chart patterns indicate more about 
the psychological state of the market than novices originally recognize.”

Source:  “Sentiment in the Forex Market” by Jamie Seattele, Willey Trading, 2008. 

Expanding triangles are diverging wedge like patterns, in which wave 5 must exceed the 
end of the preceding wave 3 to be qualified as such.
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When wave 5 fails - in the picture signaled by (5) - to exceed the peak of wave 3 - in the 
picture signaled as (3) -, it is called a “failure”. In that case the formation is still 
considered as a reversal in the dominant trend but it is known in charting theory as a 
“double top”. This formation will be studied in more detail in the next section.

Variations of the corrective sequence a-b-c have also been studied by Elliot and further 
researchers of his theory. Its basic forms are know as “zigzags”, “flats, “irregulars and 
“triangles”.  There are other complex corrective forms further subdivided into more 
categories which don't fall under the scope of this section.

This section is not meant to be a short-cut to your success, but rather an 
additional approach to understand why the Forex market behaves the way it 
does, and how it’s possible to trade with such an extreme volatility. In order to 
survive in this environment it's mandatory to measure profit objectives against 
expectable losses at any time. 

While the Elliot Wave Theory can provide the form and structure of price movements, 
many analysts combine these principles with the Fibonacci ratios in order to 
measure the potential of each price move including their probable time duration. The 
Fibonacci ratios by themselves have less utility to forecast market movements in terms of 
price and time, but together with a structured approach - like the one provided by the 
Elliot Wave Theory - they can be a valuable tool. Knowing were you are from a macro 
perspective gives you the confident panoramic view of what is happening in the market at 
any time.
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Basically, what makes the combination of the waves and Fibonacci ratios so 
fruitful can be resumed in some basic observations:

•  Fibonacci ratios are usually important levels of supply and demand or, which 
is the same, of support and resistance. The potential impulse or corrective 
levels (depending on the wave) are usually measured by percentages of the 
previous wave length. The most common levels are 38%, 50%, 61,8% and 
100%.

•  The form is always the overriding determinant in Elliot Wave theory, and the 
Fibonacci ratios help to determine the timing. Those moments with a distance 
of 13,21,34,55,89 and 144 time periods deserve a special attention (where 
“time periods” is dependent on the time frame being used). For example, if 
you find a crucial reversal or an unfolding of a pattern on a daily chart, then 
expect another crucial unfolding 13, 21, etc. days thereafter.

•  Wave 3 in a five-wave sequence is influenced by wave 1 and usually shows 
a ratio of 1,618 of wave 1. The other two impulse waves are usually of minor 
length and equal to each other.

•  A corrective move that follows an impulse move from a significant low or 
high usually retraces 50% to 61.8% of the preceding impulse.

•  Wave 4 usually corrects as far as 38,2% of wave 3.

•  As wave 2 most of the time doesn't overlap the start of wave 1, that is the 
100% of it, the start of wave 1 is an ideal level to place stops.

•  The target of wave 5 can be calculated by multiplying the length of wave 1 
by 3,236 (2 X 1,618).

Sunil Mangawani's lesson on “The 1-2-3 Chart Pattern” is a good resource to 
add to your trading arsenal once you have approached the concept of waves. 
Sunil proposes a combination of Fibonacci and waves establishing the basis 
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for a very robust and simple trading approach.

This Is Not What You Think It Is

For the rest of the section, let's take the wave principles and apply what we have learned 
about the supply and demand equation. You will be astonished to see that price action is 
not what is seems to be in the first instance.

The most common explanation as to what happens in wave 2 is that market participants 
who bought at the beginning of the sequence, that is, at the start of wave 1, soon took 
profits, correcting the price in the opposite direction. Supposing the whole sequence is 
upwards, people who bought at the start of wave 1 start to take profits, which in turn 
makes the prices decrease and form wave 2. This wave, by the way, is known to be 
usually a sharp reversal.

However, as prices go lower towards the starting level, participants consider it again as 
undervalued and start buying again. This renewed buying pressure, makes prices go 
higher forming wave 3. So far it's easy to understand.

Now, let's switch perspective and consider the dynamic from the point of view of the 
participant's emotions. Accordingly to the theory, wave 1 is the first signal that the 
preceding trend is over and a new trend is starting in the opposite direction. But at this 
stage most market participants are not aware of the crucial change and when wave 2 
starts to unfold, most participants jump in hoping to get something more out of the old 
trend. This is obviously a trap and can not even be considered the “last wagon of the 
train”, which in any case would be wave 5. This is an extreme situation both in terms 
of price and of emotional state of the participants: only charged with lots of 
optimism someone can decide to enter the market at that late stage.

What happens next is easy to understand: these traders enter the market in the direction 
of the prevailing trend placing their protective stops behind. Those stops are considered 
orders in the direction of what will unfold as wave 3. The path to an explosive and 
extended move is laid out by those stops. Do you see why wave 3 can not exist without 
wave 2 and why this wave is usually the strongest? Once again, we have a strong 
movement in price from which only few participants will profit completely - what a crude 
reality! 

Understanding this is dwelling into the fact that the market needs to move in 
waves. And the sooner you accept to see the market this way, the closer your 
picture of the market is to a true market trait.

Jim Marten explains a day in the USD Index (June 25, 2008) followed up with the Elliot 
wave principles. He starts by identifying the major trend and then he searches for a well 
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known pattern to trade the Index. He writes:

 “A feeling of dejá vù can give you the “creeps”, making you wonder whether 
your brain is on the fritz or whether you have actually already lived this 
moment before. But when you notice a pattern repeating on a foreign 
exchange price chart, that same sense of déjà vu can be comforting rather 
than chilling.”

Continue reading...

That’s not all you can learn about the Elliott Wave theory but it will help you understand 
the collective psychology behind exchange rate movements. In this sense, it's a great tool 
to measure market sentiment along with the tools mentioned in the previous chapter B02. 
The waves will also help you better understand the chart patterns covered right away in 
the next section.

It is ingrained in most of our belief systems that we are competing with the 
rest of the world. In some extreme cases we might even tend to see big 
market participants or even broker-dealers conspiring against the little 
traders. Here’s where the wave principles can help change this kind of 
thinking. 
In order to make it as a trader, one of the hardest things to accomplish is 
probably to acknowledge that what we all really need to do is to get with the 
flow of what is happening rather than competing with it. The charts are 
constantly narrating a story. It's up to each of us to determine what story we 
want to hold on. We can choose the negative side or we can be open to listen 
the market showing where the next opportunity is.
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3. Dejá Vù With Patterns

Price patterns are like stories on a chart the same way as the Elliot waves display a 
narrative on what price action is doing. They tell you where the price is coming from, how 
long it has been in that condition, and through the price magnitude and the speed, they 
also evidence the predominant emotional state of the market. They are visual 
representations of crowd psychology as waves are because in a way they are 
also made of waves. 
But besides their retrospective usefulness, patterns’ most interesting attribute for the 
trader is that they indicate what are the most possible outcomes, or “endings” of the story 
they are telling. 

When you see a price pattern starting to form on a chart, you know which boundaries the 
pair can move. In most of the cases a pattern is a sign of a slowdown, or consolidation, at 
least in that time frame. By recognizing it, the trader can take a step back and evaluate 
what may happen to the pair under observation. What you don’t know as a trader is 
whether the currency pair is going to break out of the congestion and continue moving in 
the same direction, or if the pair is going to turn around and change direction. But this 
should not be an inconvenient, because specific patterns show likelihood to unfold in a 
certain way, offering the trader a positive win probability.
Moreover, being the pattern a measurable chart formation, it can also offer the potential 
size of a move, indicating what the risk/reward ratio of the trade is. We shall cover the 
issues on probabilities and risk/reward ratios more in detail in Unit C. For now, let's 
concentrate on the main elements of all price patterns:

● The prevailing trend: this is the “old” trend that the currency pair has been showing 
prior to entering the consolidation and forming the price pattern.

● The consolidation range: this is the proper pattern as defined by the support and 
resistance levels constraining the price pattern.

● The breakout point: naturally enough, this is the point at which the currency pair 
breaks out and leaves the consolidation range.

● The new trend: this is the trend that the currency pair establishes once it is out of the 
consolidation zone. It can be in the same direction than the prevailing trend or in the 
opposite direction.
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James Chen keeps you well informed on the most tradable patterns on a daily 
basis on his FX Path blog at FXstreet.com. 

The last element listed above brings us to the two major categories of price patterns: 
“continuation patterns” and “reversal patterns”.
Continuation patterns, also called “trend following”, tell you that the price is keeping the 
same direction than the prevailing trend and reversal patterns tell you the opposite: that 
the price is going to reverse directions and move against the prevailing trend.

Continuation Patterns

● Ascending and Descending Triangles

When traders try to exploit breakouts as a frequent feature of price behavior, they often 
face the negative effects these events may lead to. The so-called “false” breakouts 
may happen too often when the trader is not able to envisage the crucial price 
levels. Triangles are one of the chart patterns which guides traders to identify which 
support and resistance levels are determinant. Ed Ponsi invites the reader to have a closer 
look at intraday breakouts:

“Ascending and descending triangles are excellent breakout patterns, because 
the pattern itself establishes a directional bias for the trade. An ascending 
triangle is formed by a combination of diagonal support and horizontal 
resistance; a descending triangle is formed by a combination of diagonal 
resistance and horizontal support. In the case of an ascending triangle, the 
bulls are gaining strength and buying at higher and higher levels, while the 
bears are merely trying to defend an established level of resistance. In the 
case of a descending triangle, the bears are gaining strength and selling at 
lower and lower levels, while the bulls are merely trying to defend an 
established level of support.

In the case of ascending or descending triangles, the trader can gain an edge 
by looking to the direction of the currency pair prior to the formation of the 
triangle pattern. This is because it is not unusual for currency pair to trend, 
then consolidate, and then resume trending. The directional bias of a triangle 
is to break the horizontal support or resistance, and if the pair was trending 
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in the same direction prior to the formation of the pattern, the trade becomes 
all the more compelling.“

Continue reading...

Let's take a closer look at the case of an ascending triangle. This pattern is usually 
constrained by a horizontal resistance line toping the relatively equal highs, and an up-
sloping support line connecting the lows moving higher with each dip. The ascending 
trendline predicts a rise in prices as fewer sellers are found at lower levels. Both lines 
converge forming a triangular pattern, hence the name. The top horizontal line should 
have at least two contact points with price. Similarly, the up-sloping trendline should be 
traced using at least two minor swing highs.

 

Triangles happen to be one of the most common price patterns in Forex and there are 
traders making bundle of money only trading this formation. Finding an ascending or 
descending triangle on a chart is quite simple. This also means that if you see such a 
formation on a chart, other market participants are probably seeing it as well. This is not 
bad at all, it will even confer more probability to the unfolding of the pattern. Being an 
easy pattern to identify, it's also easy to confer your findings with other analysts. Make 
sure you follow our bloggers at FXstreet.com as most of them display chart patterns on a 
regular basis. If other traders or analysts are not seeing the same pattern as you, 
it’s probable that the pattern will not unfold as you expect.
The ascending triangle is a bullish pattern in an uptrend for a continuation to move higher 
but can be considered as a reversal in a downtrend.
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When trading with ascending and descending triangles, the risk can be 
controlled by placing the stop under the most recent bottom, on the outer 
border of the formation. There may be premature breakouts in which cases 
price would return to the inside of the formation and not surpass the support 
trendline.
Usually price does not stay in the congestion till the apex of the triangle, and 
breaks out when two thirds of the pattern is formed. Once the exchange rate 
pierces the horizontal resistance level or even breaks out of the formation, it 
is common to see a pullback (or “throwback”) to the broken level.
The shape of the triangle suggests how far the move will lead: in order to 
measure the potential move after the breakout, take the height of the pattern 
and add that measure (in number of pips) to the horizontal price level at the 
breakout. To take the height of the triangle you have to subtract the 
exchange rate in the lowest point of the pattern from the high at the start of 
the formation. The result is the minimum potential and suggests the potential 
“target zone”.

Note the dynamic is the same in both types of triangles, ascending and descending, but in 
the inverted direction. 
In a descending triangle, the swing highs are like a ball bouncing on the floor making 
successive lower highs, and the horizontal level is made of equal lows acting as support. 
In an article about patterns written by Teresa Appleton and published in the Trader's 
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Journal we can read:

“The rally or upside market move is falling short of momentum and retests 
the support line at the low of the triangle. The highs form a downward slant 
while the lows remain flat. After the first high in the triangle, the market 
moves back to test support igniting buyers from the test of support. The 
market rallies only to make a lower high. Fewer buyers step in on each 
subsequent test of the support. 
[...] 
The descending triangle acts as a continuation pattern in a downtrend but as 
a reversal pattern in an uptrend. It is best to view it as a consolidation 
pattern. There is small risk involved with triangle formations because the stop 
is located just over the last peak.”

Continue reading... 

● Symmetrical Triangles

This pattern appears when the exchange rate starts to print lower highs and lower lows 
representing a price consolidation with progressively diminishing volatility. The two 
trendlines bounding the formation converge into a triangular shape. The trendlines don’t 
always have the same length and therefore the symmetrical triangle can sometimes be 
tricky to identify. In any case, those trendlines should manifest their status as support and 
resistance lines showing at least two reversal points each one. In other words, the price 
has to touch the lines at least on two occasions. 
Make sure that the reversal points are accentuated - if you have any doubts about what a 
true reversal is, please revisit the Chapter A04. If the price is hooked to one of the lines or 
is reverting at one of the lines slowly in a kind of rounded bottom or top, be careful 
because this may not be the best set-up for a triangle.

The below daily chart of USD/JPY in 2008, is a pretty good example of a symmetrical 
triangle.
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Triangles are usually considered continuation patterns, but do not always play this role. 
They can sometimes reverse a trend. In any case, triangles are made to be broken. 
Any true break of a well-formed triangle should be considered a significant technical event 
and presents a solid potential trading opportunity.
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Symmetrical triangles can occur when the price is trending up or trending down and their 
length of time depends on the time frame. The triangle is called “symmetrical”  because 
the angles of its lines to the horizontal are quite similar, however this is not a prerequisite.

You often hear analysts label this as an ‘indecision’ pattern. The lower highs and higher 
lows create a completely sideways market suggesting participants are not interested in 
entering neither long nor short. 

To see an example of a symmetrical triangle explained with Elliot waves, see 
Pierre Charleboi's post titled Are we going to break the top of the channel and 
complete a Triangle?

The chartist theory states that in a downtrend the break is downward and in 
an uptrend the breakout is upward. But some analysts prefer to classify it as 
an indecisive pattern as for a directional move. They suggest waiting for the 
pattern to work out before taking any action. 
The triangle pattern has a relatively narrow risk because of the closeness of 
the stop loss orders. Be aware of a false break out and an eventual snap 
back, in which case a use of tight stops on the outer border of the formation 
should help to protect your position if that event occurs with the pattern.
Each pattern has a specific spatial profit target area and stop losses are 
generally set in the same manner as for all other breakout trades - on the 
opposite side of the break or of the formation, where the reasons for the 
trade are no longer valid if reached.

In order to find the target zone, follow these simple steps: 

  First, measure the distance from the highest reversal point to the lowest reversal 
point inside the formation, then add this difference to one of the points depending 
on the direction of the breakout. If the breakout is to the upside, then add the 
difference to the highest point in the formation, and vice versa in the case of a 
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breakout to the downside. It's not rare to see the apex of the triangle acting as 
support or resistance after the breakout.

  Second, since the pattern is not reliable to determine in which direction it will 
unfold, wait for price to breakout and pullback close to the triangle line to enter the 
position.

James Chen explains in his webinar High-Probability Forex Pattern Trading 
how to place stops and profit targets with the main chart patterns.

● Flags and Pennants

Flags are considered a market pause prior to a continuation move. An impulse move to 
the upside with a slight downward/sideways pause is called a bullish flag formation. In the 
context of a downtrend, an impulse move to the downside with a slight upward/sideways 
pause is called a bearish flag formation. On a chart, both formations appear like a short 
rectangle (or channel) usually bounded by two parallel support and resistance lines. 

Pennants are like a flag made of a triangle. The impulse movement, much like in the 
case of flags, forms a tight little symmetrical triangle to break and continue the primary 
direction of the trend. In this pattern, the two lines converge slightly upwards in a 
downtrend and slightly downwards in an uptrend, but exceptions can obviously be found.

Flags and pennants look similar and in many ways they unfold alike. From a 
trading tactic perspective, the target zone of this chart pattern is calculated projecting the 
length of the prevailing price movement before entering the congestion to the breakout 
point. To get the length of the move, pick the distance from the last valid swing low (in 
uptrends) or swing high (in downtrends) before the extended move and the pattern. 
Protective stops can be placed on the outer border of the pattern where the set-up would 
be no longer valid if price reaches it. If you prefer a more aggressive approach, the stop 
can be placed inside the formation, but in this case it will be more vulnerable to premature 
breakouts.
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Before attempting to measure their potential price target, make sure there are 
no other strong support and resistance levels in between which would make the 
price stop and reverse. Although these formations offer an extraordinary risk to reward 
ratio, it is always wise to apply your discretion when making use of any charting tools. 
More often than not the potential price zone is not reached. As always, we suggest that 
any scenario with risk to reward of less than 1:3 is not worth trading.

Both types of formations are short on duration signaling a big unbalance between buyers 
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and sellers. These formations are very powerful but because of this attribute, they are 
much easier to recognize retrospectively than in a real market situation.

The “Flag” chart pattern by Sunil Mangwani is a webinar dedicated to this one 
chart pattern and all its nuances. Sunil is an expert when trading with chart 
patterns, make sure you get to see all of his recorded webinars.

Usually, flag and pennant trendlines slope upwards in a downtrend and downwards in an 
uptrend, that is, against the main trend. But as mentioned before, flags and pennants can 
be horizontal too. They appear most of the time after an explosive and large movement in 
the exchange rate, or after a steep price trend. In Elliot Wave Theory terms, a flag or 
pennant could perfectly be a wave 4 after the completion of wave 3. The so called 
“flag pole” would be wave 3 and the flag itself wave 4. This could be the explanation why 
they typically move against the trend as wave 4 is a corrective wave. 
For identification purposes though, the most important guideline is the rapid price 
movement forming the flag pole.

Don't jump the gun! This advice is essential to survive in the first years of 
your learning curve.
Inexperienced traders (and sometimes experienced as well) often assume 
that the breakout of a chart pattern is a perfect entry. Many times this is not 
the case. Don't be fooled by what you see, since everybody is seeing the 
same as you - provided that you have acquired a certain ability to find the 
patterns. Considering that the most part of the retail traders lose their 
money, we can assume that the market will find ways to wipe out the 
majority of traders before resuming a trend.
Again, confer with other analysts that you are seeing the same pattern. And 
above all, wait for the pullback after the breakout. By now you know that the 
market moves in waves, that means that price comes back most of the times. 
If it comes back most of the times, this gives you an edge to enter at much 
better levels, and specially after the majority has been stopped out. At this 
point, you should be looking to pull the trigger.

Pierre Charlebois tells in his blog what he does to avoid impulsive trading:
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"There are two voices I my head whenever I trade. One saying: Don’t miss 
the big move. The other says: Don’t jump the gun. So which one do I listen 
to? Well… both I guess. What I have learned over time (and am still learning 
to be better at) is that I have to be sure when I pull the trigger; that my 
emotions aren’t dictating my trading.

When I trade emotionally it’s because I am trying to make up for an earlier 
loss or lack of a gain where I missed a very good move. Both of these 
sentiments can get me into trouble.

In order to combat this, I pre-plan my trade and then wait for the trade to 
come to me. This is where I make the best and most consistent trades. Right 
now, I have to keep telling myself that a turn is coming and it will be strong. 
AND it has not started yet and I must be patient and wait.

This is definitely one of the hardest things for me to do. “Waiting” is not my 
nature as I always feel like I will be missing something. As a teacher of mine 
once said: Trades are like busses. There’s another one coming around the 
corner.

So don’t jump the gun and move back into the market when a turn is 
evident.”

Continue reading... 

● Wedges

"I received a question about the differences between triangles and wedges, 
so I just wanted to write a quick post about it. Much like symmetrical 
triangles, wedges are generally larger chart patterns that are characterized 
by two converging lines. But unlike the lines of a symmetrical triangle, which 
slope in opposite directions, the two sides of a wedge will both slope in the 
SAME direction (up or down) at different angles. Therefore, a rising wedge 
will have two converging sides that both slope up, while a falling wedge will 
have two converging sides that both slope down. Falling wedges after 
uptrends are usually considered bullish continuation patterns, while rising 
wedges after downtrends are usually considered bearish continuation 
patterns. Other wedge scenarios are generally taken on a case-by-case basis. 
Trading signals, like with triangles, are triggered on the breakout or 
breakdown of the wedge. In the Forex market, wedges occur on a relatively 
frequent basis."

Continue reading... 
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James Chen's description should suffice to alert the reader that we are facing a triangular 
formation which is however not classified as such. As additional identification guidelines 
we can add that the support and resistance lines shall always have an inclination and not 
be parallel to the time axis. Remember: if one of the lines is horizontal, then you are 
seeing a triangle. 
In case of a wedge the lines must eventually intersect but note that this pattern's main 
characteristic is the elongated shape - more than any of the previous mentioned patterns.

Another characteristic is the number of contact points which shall be also higher than two 
because of the relatively longer lifetime of the formation. Be skeptical if there are only 
few contact points at the support and resistance lines. Ideally, the wedge has to 
show a well distributed price action inside its borders. This, by the way, is something you 
want to check in all formations: too much “white space”, literally space where the price did 
not go through on the chart, is not a good sign.

Usually prices break out of the wedge at about two-thirds of the length of the formation - 
from the start to the eventual apex, the apex being the point were both lines meet. They 
are quite common, not so easy to find, and can occur at any time during the trend. But in 
most cases expect them to happen at the end of a long trend.  James Chen mentions 
above that there are “other case scenarios” for wedges, and the following edge shall 
display one of them.
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In the previous section Elliot Waves in a Nutshell you came to learn that some 
impulse waves are called diagonals, do you remember? This is where you 
expect to find most wedges: in the fifth wave position especially when wave 3 
has been exceptionally strong. Therefore, wedges have their converging lines 
pointing in the same direction as the main trend.
As mentioned before, expect premature upside breakouts (in uptrends) or 
downside breakouts (in downtrends), before the real reversal breakout 
occurs. These breakouts are the result of the unfolding of wave 5 inside the 
diagonal wave (or wedge).

In his blog, Ross Yamashita is continuously scanning a lot of pairs providing 
analysis where he combines chart patterns with Elliot Wave principles. He 
focuses specially on the "Ending Diagonal" reversal pattern, so you definitely 
don't want to proceed without having a look at it. 

Taking the ending diagonal trading tactics into account will save you from the 
usual retracements. The chart below illustrates a wedge where price breaks down but 
finally reverts. The optimal target zone though is the origin of the diagonal pattern.

Did you know that a book titled "Profits in the Stock market" written in 1935 
by H.M. Gartley, the creator of the Gartley Pattnern, was sold for  1,5000.00 
USD? 
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In his webinar My Favorite Patterns To Trade, Derek Frey explains the Gartley 
Pattern in much detail and among many interesting tips he also shows how 
you can experiment chaos theory with the help of an excel file. 

● Trend Reversals

Though the Forex market is prone to trending, it’s also known for sharp reversals. By now, 
you should already be very skeptical towards the concept of “trend” and eventually more 
inclined to adopt a contrarian approach. 

Seeing the market as an unfolding of waves has taught you that what comes down will 
probably go up, and often in a dramatic fashion. This is the case of double bottoms.

● Double Bottom and Double Top

A double bottom is a sharp fall in the exchange rate followed by a rally and another sharp 
fall to the previous levels, finally concluding with another rally. It looks like a “W” on the 
chart. The same flip upside down is a double bottom, looking like the letter “M” upon 
completion. These patterns are easy to identify but quite difficult to trade because 
of the low risk to reward ratio they sometimes offer. 

The following chart clearly illustrates a double top formation. After a prolonged uptrend to 
all-time highs, the EUR/USD pair formed the first top at around 1.6000. A rapid 
retracement was quickly followed by a retest of the previous resistance, creating the 
second top, hence the name. After that, the pair precipitated downward changing the 
direction of the trend.
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Finally, the pattern and change of trend were confirmed after the pair breached the 
confirmation line level around 1.5300.

The two well-defined peaks (or bottoms) have to be relatively close in terms of price and 
time, so that the pattern can be classified as such. The double top occurs after an uptrend 
and indicates a possible reversal or that the uptrend is at least leveling off. 
The double bottom occurs after a downtrend, indicating a possible reversal as well.

The target zone for a double bottom, for instance, is the distance from the support level to 
the confirmation level projected to the upside from the confirmation level. Traditionally, 
the confirmation level is defined by an intermediate swing high reached between the two 
bottoms. Until price surpasses the confirmation level, the pattern remains unconfirmed, 
hence the name “confirmation level”. A close above the confirmation level signals a 
breakout. 

Should you enter the trade immediately after the breakout? We 
would suggest not to. Since the distances between the support of the 
pattern and its confirmation level is relatively large in most of the 
cases, don't expect the price to continue rising without a pullback to 
the breakout level. After all, the pullback is your friend, not the trend! 
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There are other guidelines as to the trading tactics which differ from the 
traditional ones. Usually it is considered more aggressive to enter at the 
second test of the high, with a stop loss placed over the high (in a double 
top). But many times this is just the best risk to reward setup.
The traditional method described above, using the confirmation level as the 
breakout level to enter the trade, is often considered conservative. But 
considering the stop loss order is placed above the previous highs (in a 
double top) or lows (in a double bottom), then the risk to reward is not 
attractive anymore.
Therefore, after you locate a potential double bottom or top, review the 
previous supply and demand clusters before entering the trade.

These patterns typically occur after a prolonged trend that takes the market to price 
extremes, otherwise it can not be considered an optimal condition for a reversal pattern. 
Make sure this condition is met to avoid surprises with false unfoldings. 
A retest of a low level may lack the buying enthusiasm to revert the trend, and instead of 
continuing upward, the exchange rate can throwback to the support level, break it and 
resume the prevailing trend. 
If prices drift below the support zone (in a double bottom) or above the resistance zone 
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(in a double top), then the pattern is no longer valid. Note we are using here the term 
“zone” rather than “line”. Please refer to Chapter A04 if you have any doubts 
distinguishing S&R zones from S&R lines.

● Head and Shoulders

Along with the double tops and bottoms, the head and shoulders are perhaps the most 
popular chart formations. This is due to their reliability and to the fact they are easy to 
recognize. The characteristic three-rounded tops with the higher bump in the middle (the 
“head”) make the formation easy to spot.
The confirmation line has a fancier name: it's called the “neckline”. The neckline can be 
horizontal or slightly sloping up- or downwards. As for the angle of the neckline we have 
no statistical evidence that the slope and direction of the line can be a predictor of the 
severity of the price decline or not. In any case, the angle of this support line has to be 
small.

The head and shoulders pattern is a great example of resistance levels turning 
into support and vice versa. The same with its sister pattern, the so-called 
“inverted” head and shoulders. 
The pattern develops with the exchange rate trending up and forming the
left shoulder on a reversal - perhaps a rounded top formation. Then the market trends 
higher to form the head and falls back to the same support of the first shoulder to form 
the right shoulder. The neckline is thus the line connecting the troughs between the peaks. 
If it is broken, expect a downside move to occur.

There are variations of the pattern, with identification guidelines different from  the 
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classical formation. This reversal pattern can appear in a variety of shapes such as a 
central head with four shoulders, which instead of being labeled with some monster name 
is simply called a “complex” head and shoulders. 

The target is measured taking the distance from the high of the head to the neckline, and 
projecting it down from the neckline break. The neckline is often used as a trigger point to 
sell (or buy, in case of an inverted head and shoulders).
In an inverted head and shoulders bottom, on the other hand, the middle trough (the 
head) is lower than the other two troughs (the shoulders). The line connecting the peaks 
in a head and shoulders bottom, is also called the neckline. Breaks of this neckline are 
considered long trading signals. Targets for the inverted pattern are measured similarly: 
using the length from the bottom of the head to the neckline, projected up from the 
neckline break. 

Here too, expect to see pullbacks unfolding after the breakout. You can consider 
them as the confirmation that the support neckline has turned into resistance, or 
the opposite in the case of the inverted figure.
We do not pretend to hide the fact that trading patterns is sometimes very tricky. The 
bellow example of a head and shoulder pattern is clearly conflicting with a descending 
triangle, which is a continuation pattern. Notice how the head and shoulders pattern was 
invalidated by the small breakout and price reversal inside the formation.
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The webinar recording titled “Spotting Short-Term reversal points”, by Adam 
Rosen, familiarizes you with technical indicators as well as chart patterns. 
This presentation will serve you to integrate tools such as Moving Averages, 
MACD, Bollinger Bands, or RSI with trendlines and chart patterns.

Most people who are interested in trading or the financial markets in general have already 
heard about the famous chart patterns here introduced. Although this is very basic stuff, it 
shows how chart patterns can be completely relevant in the Forex markets today.

After reading the Fundamental Analysis chapter before, we invite you to 
frequently visit Jerry Furst's blog as he brings up chart patterns in their 
fundamental context. 
Feel free to email Jerry First when you see patterns at the “Right Edge” that 
get your attention - or need clarification.  
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4. Finding the Bonus Edge

Through this brief section we shall introduce you to some more particularities of the 
pattern identification process on which you can base your personal trading approach. 
Finding a true edge in trading is often - as in life - a question of seeing the reality 
differently than the majority. This section is by no means a deep research work, but it will 
provide you with ideas that you can further develop on your own.

Fractal Patterns and Intra-pattern Trades

One of the interesting aspects in detecting chart patterns is that the form and proportions 
are the most important aspects despite the size and time frame of occurrence. This is 
probably what enables a pattern to emerge inside another bigger pattern on a higher 
degree, the same way as fractals emerge.

Here’s an example on the USD/JPY for a fractal observation. See how the head and 
shoulders pattern that emerges in the right shoulder of the bigger pattern is anticipating 
the same breakout.

This phenomenon is a good evidence of the market emotional state and illustrates how a 
sentiment is gaining ground across all time frames becoming the true dominant feeling. 
Sometimes, like in the above example, the patterns become even smaller but sometimes 
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the opposite can occur: the pattern may expand in size.

This occurrence can be considered as an additional bonus edge as each micro 
pattern is confirming the higher macro pattern providing great trading 
opportunities.

Pierre Charlebois, an expert in finding such occurrences, writes in his blog: 

“In my last blog I said I would talk about patterns and specifically ‘Fractals’. 
When I went looking for info on them I found Wikipedia has a fabulous entry 
that defines this very well. The reason I want to draw this to your attention is 
because patterns develop on charts based on the emotions of the total group 
of traders. When we can identify such patterns on the larger times frames, 
we can then start looking for similar patterns on the lover time frames to aid 
in identifying continuation and/or reversals in a given currency pair. Have a 
look at this link and stay tunes as I will then post charts of where such 
fractals have occurred and how this helps identify great trading 
opportunities.”

Continue reading...

Another example is illustrated by the below AUD/USD wedge pattern:
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Triangles Inside Channels

If a triangle is wide and long enough and its ascending (or descending) border line is 
clearly made of at least two contact reversals, a new parallel line to the horizontal can be 
traced on the chart to build an imaginary channel. The trade set-up consists in a triangle 
breakout at the top (or bottom) of an imaginary channel. To get the channel from its 
beginning, the points you need are contact point 1 and 2 at first. Then you draw a parallel 
line into point 3, and the channel emerges! This is a very common event across all time 
frames.
 

Price and Time

Like for waves, price patterns can be found in any time interval as you already know. The 
time frame that a pattern is found in should also be the time frame you use to open and 
manage the position.

Another notable edge when trading chart pattern breakouts is the time of day. Many 
studies on chart patterns include the volume variable in their trading tactics. This is 
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because most of these studies are focused on the stock market since chart patterns can 
used in every market. 

These studies consider a breakout significant if it occurs on high volume, and less 
significant if it occurs on low volume. But in the Forex, especially in the spot market, 
traders don't have such volume figures on a global scale.
In order to solve this handicap, let's recall one of the main characteristics of the spot 
market as described in Chapter A01: it says that market activity is not equally liquid at all 
times of the day, and therefore we can anticipate that certain times generate more volume 
than others. This can used as an edge to the trader's advantage.

Ed Ponsi’s presentation quoted below helps to gain a better understanding of the market 
and of its optimal trading times:

“Consider that when it is 5:00 PM on Sunday in New York, it is Monday 
morning in places like Australia and New Zealand. Overall, volume is low at 
this time of day because the three biggest Forex volume centers – Great 
Britain, the United States and Japan – are mostly inactive at this time. 
However, the Australian dollar and the New Zealand dollar (also known as the 
“Kiwi”) may see some price activity during these hours.

A few hours later, around 7:00 PM Eastern U.S. time, Japan awakens and the 
Forex markets begin to stir. Japan is the third largest Forex trading center, 
and comprises about 10% of all Forex trading volume, as many major banks 
have offices in Tokyo. The Japanese Yen is particularly active at this time, 
especially vs. the Euro, the U.S. dollar, and the Great Britain pound. Most of 
the volume occurs during the early part of the Japanese session, and the 
liquidity lessens considerably as the trading day continues.

As the Japanese trading day winds down around 3:00 AM Eastern U.S. time, 
European markets open for business, and the London trading day begins soon 
afterward. Great Britain is by far the most important and influential Forex 
trading market in the world. The dealing desks for many of the world’s major 
banks are run from London, and the market is responsible for roughly 30% of 
all spot foreign exchange volume. London tends to be the most orderly 
foreign exchange market due to its tremendous liquidity.

About midway through the London trading session, U.S. Forex traders come 
to life. New York is the second most important market in Forex trading. New 
York trading is very liquid and accounts for about 20% of the world’s total 
foreign exchange volume. Trading is especially active early in the New York 
session, as the London session is still ongoing. U.S. Economic news releases 
often occur early in the New York session, and can cause a tremendous 
amount of volatility.
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Trading often becomes choppy after midday in New York as the London 
market winds down, and liquidity and volatility begin to dissipate. By mid to 
late afternoon New York time, London traders have gone home for the day, 
and it is late at night in Japan. New York traders, while still active at this time 
of day, have already finished with the bulk of their trading. Friday afternoons 
in the U.S. are generally the least active, because for much of the trading 
world, it is already Saturday.

Finally, as the U.S. markets close, a new trading day is just about to begin in 
the western Pacific, as the Australian and New Zealand markets begin to stir, 
starting the process once again. The cycle continues all week, with most 
dealing desks closed from Friday afternoon until Sunday afternoon, when 
trading resumes.”

Continue reading... 

To gather a greater understanding of the Forex market’s liquidity and how the 
bigger players act during the different times of day, consider visiting Dr. S 
Sivaraman's blog, Market Readings. 

Beyond the intraday tactics, like the session of the day which produces the best trades, 
the trader may also find interest in seasonality. Seasonality can be considered a behavior 
pattern that occurs at given times within a calendar year. Finding out if a particular pair 
shows more action in certain days of the week or certain months of the year can serve as 
an edge for the mid/long-term trader.

Seasonality is a great resource to analyze the market without indicators, just 
by looking at price action itself. The best way to incorporate it to your trading 
is by measuring the range for a particular time period in a certain Forex pair. 
But do not simply buy or sell because you found out that the NZD/USD 
performs better in November that in any other month, for example. As an 
edge, it has to be summed up to other edges in order to provide you with a 
good probability to trade upon.
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Patterns Failures

A failure when trading a chart formation should not be considered as a deficiency of the 
analysis, but as an eventual edge over the other market participants.
 
First of all we need to be sure that a certain pattern we want to trade is really a 
recognizable pattern. Only then we can speak of the possibility of failure in terms of 
unexpected unfoldings, like false breakouts or the price not reaching the target zone.

For every pattern there are guidelines as to its formation and conclusion, so that you can 
have at least a standardized guide to help you avoid making wrong decisions derived from 
false chart formations. The following aspects should help you discard when a pattern is not 
a pattern:

  To start with, the trader has to examine the definition of a trend and be sure of 
the market direction. This might sound too simplistic, but sometimes we see reversal 
patterns when there is in fact no trend to be reversed. The technical definition of a trend 
is basically: an uptrend occurs when several subsequent highs have printed higher prices 
while several subsequent lows have also printed higher prices. The inverse scenario is a 
downtrend: when several subsequent highs have printed lower prices while several 
subsequent lows have also printed lower prices.

  In the second place of a pattern “checklist” would come the confirmation process. 
Some patterns have a confirmation level to help the trader in the analysis and the trading 
set-up. For instance, head and shoulders have a neckline, double tops have the 
confirmation line, etc. 

  Make also sure that other requirements are met such as the angles of the sloping 
lines in triangles, and more importantly, their direction.

  Another aspect that you want to train your eye at is to check if the chart pattern 
shows weak price action within its boundaries. Usually, any chart formation must 
show well-defined peaks and valleys and clear reversals at their support and resistance 
lines.

If you want to be safe in identifying patterns, the formation should satisfy the 
previous requirements. Following these simple rules will protect you from 
accepting anything as a viable pattern. This brings us to the next point: not all 
recognized patterns are good trade set-ups. But unfortunately, text book 
guidelines alone are often not the real crux of the matter. The trader has to know 
the big picture.
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Conventional Chart Patterns and Forex is a webinar presented by Sam Seiden 
where he shows that there is a difference between text book trading and real 
trading. With the help of several examples the trader is taught how to use 
chart patterns taking in consideration major supply and demand levels on the 
left side of the chart. Since all chart patterns indicate a breakout potential, 
we should always formulate the question: where is the price breaking into? 

Many market movements can resemble a double top or double bottom formation. Pay 
close attention to these formations by checking the pattern development and 
confirmations thoroughly. Just because the exchange rate tests the same high or low on 
two separate occasions does not automatically constitute a viable trading set-up. 

For instance, a double top can develop itself into a triple top formation which is also 
a potential reversal pattern. A triple top may test the resistance line two times and then 
cross down the confirmation line and rally back to the resistance to test this area one 
more time.
The confirmation line breakout is obviously a fake signal and many traders jump short into 
the position too early just to be stopped out with the subsequent rally. In order to avoid 
such situation, the trader has to assess the strength of the reversal level, in this case the 
resistance zone. Only if this area turns out to be a strong level of supply, then the pattern 
can be taken as a trade opportunity. 
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Although chart patterns are excellent starting points to develop a personal trading method 
and useful visual tools, we prefer to insist in what happens behind the scenes. Only that 
way, we believe, you will gain the endurance of a true discretionary trader. The following 
quote from Bill Young is an eye-opening description of price action.

“History is a wonderful event. Charting is simply an exposé of History and it 
can read like a road map, showing exactly where it has been, but more 
important, the natural areas of human reaction. Let me explain: The market 
moves up to a certain price point level, stops and reverses and moves the 
opposite direction for a short time period, then stops and reverses again. In 
this example, does the market have buying pressure or selling pressure? Is 
the market in an up trend or down trend? Not sure? Well you’re not alone. 
Most of the traders in the above example were confused also. Initially when 
the traders placed their “Long side” trade, they took a position and then 
placed Sell Stops to protect their position. The market moves downward in 
the opposite direction of the position triggering the stops. Once all the stops 
were cleared out, the market lost momentum and reverses. So, now 
everyone who was initially long has been closed out of their positions. Now 
for those traders fortunate enough to have been short, begin to cover their 
positions and take profits, which also begin to trigger the buy stops of those 
traders who are short when the market reverses to the upside. This process 
is a constantly repeating cycle. Market moves in the wrong direction, 
triggering stops. 
The market then reverses when the stops have dried up and begins to trigger 
stops in the opposite direction. This is the basis of the saying, “The Market 
moves to where the stops are located.” Co-incidentally, major swing points or 
major reversal price points are used as major placements for stop positions. 
Next time you look at a chart, consider looking at it from this point of view, 
ie. “Where are the stops located?”. You just may begin to look at charts and 
what they represent in a bit of a different light. “

Continue   reading...   
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Source: Fibo & Pip, FXstreet.com

The USD Index

The USD index (USDX) can be considered an important analytical tool for traders in just 
about any market. This USDX is actually a futures contract tradable like any currency 
futures contracts. It can be also traded using ETFs that track the USDX itself. However, 
rather than trading the index itself, retail traders can use it as a way to analyze the 
relative strength or weakness of the US Dollar in general.
The USDX is a geometric mean weighted index which tracks the USD versus a basket of 
other world currencies on a weighted average basis. The currencies included are: the 
Euro, the Japanese Yen, the Canadian Dollar, the Pound Sterling, the Swedish Krona and 
the Swiss Franc. Each of these currencies is given a weight within the index. Because not 
every country has the same size, it’s only fair that each country is given appropriate 
weights when calculating the USDX. These are the current weights:
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The base of the index was set to 100 at its start in 1973, and its price movements are 
relative to this base. This means that a value of 80, as you can see in the chart below, 
would suggest that the USD experienced a 20% decrease in value over the time period 
comprising its existence.
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Source: US Dollar Index NYBOT at FXstreet.com

The USDX can be part of that big picture telling you what is happening to the currencies of 
the world based on its price action. Its charts provide you with the clues as to where 
crucial supply and demand levels are, that is, where buyers and sellers are waiting to act 
in the future based on their actions in the past. This is fundamental information which 
helps you understand what is going on in the FX arena. 

If you want an additional edge, always include the USDX in your analysis and 
watch for clues as to the sentiment of the currency traders the same way you do 
with any other currency chart.

If you don't have the USDX on your charting platform, you can always check 
it here at FXstreet.com.  

Here's something interesting: since the half weight of the USDX is given to the Euro, when 
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the Euro falls in value, the USDX moves up. The USDX will often look like an inverse of the 
EUR/USD spot Forex pair, or a USD/EUR futures contract. 

These are the steps Pierre Charlebois follows when assessing the USDX:

"1. I use it to help guide my view on whether the USD is likely to to 
strengthen or weaken. I don’t trade it specifically (although there may be 
some ETF’s available).

2. Some chart providers provide a feed so you can view it. But it is an option 
that not all providers have.

3. I use the same technical analysis as I would on anything I trade.

4. This helps in trading against all pairs where the counter currency is the 
USD. Such as EUR/USD, GBP/USD,  USD/CAD."

Continue reading...

For a weekly analysis of the USDX you can follow Trading Metro reports. Or if 
you prefer, visit the blog of one of its authors,   Pierre Charlebois  , for USDX 
charts analysis with patterns and waves.

Round numbers

If humans would have two shoulders on the left side and only one on the right side, you 
can bet the classical pattern would be the double-shoulder and not the head and shoulders 
as we know it. 
Can we say the same of round numbers? Is it because humans are born with ten fingers 
and ten toes that we are so obsessed by round numbers?

Yet the truth is that market participants show a tendency to place buy and sell 
orders on numbers ending in zero. Because of this inclination, certain price levels may, 
at times, evidently produce considerable resistance or support without any reference to a 
previous significant price action at the same level.
Prices ending in “0”, “00”, or “50” became effective support and resistance 
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levels, especially if that level represents an historical high or low and no past levels can 
be used as reference. But it is also frequent to witness the round number reaction if a 
certain round number has not been visited for a relatively long time. 

The price action that takes place at round numbers reflects the vast quantity of orders 
congregated at that level. Why a trader expecting the EUR/USD to reach 1,5500 will buy 
the pair when it crosses 1,5450 and not 1,5445? This proves that support and resistance 
levels contain a psychological element as well. They are not arbitrary levels on the chart - 
they exist first in the traders’ minds, and second in the real market through the 
congregation of orders around these levels.

When tracking the waves and the exchange rate oscillation, make sure you take a closer 
look at price reacting to the round numbers.

While we can not give you the experience needed to make money in the Forex using chart 
patterns, we can give you the tools and say: “observe and practice, observe and practice.” 
This is the foundation when developing a personal trading style to operate with in any 
market. 
Chartist price patterns will improve your ability to identify crucial support and resistance 
levels, and these will, in turn, allow you to maximize your risk to reward ratio. You will 
look to a chart and have that feeling of already having been there, a kind of Déjà Vu 
feeling...
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If you think some of the analytical components herewith contained can serve 
as an edge for your trading, feel free to share your observations with other 
fellow students. Join our Learning Center's Forum and discuss this chapter 
with our community!

What you have learned from this chapter:

•  Chart patterns are the expression of market sentiment and at the same 
time a measure of supply and demand in the market.
•  The bigger moves, as evidenced in wave 3 of the Elliot Wave Theory, are 
not always the move most traders profit from.
•  Any chartist formation can be considered a consolidation of the exchange 
rate in that time frame.
•  Several tools have been added to your trading arsenal and help you to 
gather a macro view of the market at any time.
•  By assessing pattern failures, you can gain an edge.
•  Further edges have been added to your trading arsenal such as 
seasonality, round numbers, spotting patterns with the USD Index, and 
psycho-tips to avoid jumping the gun too soon when trading.
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