
 

LESSON 2 MODULE 1

Japanese candlestick patterns (Detailed Text
Lesson)

In the 18th century a wealthy Japanese businessman, Munehisa Homma, developed
a technical analysis method to analyze the price of rice contracts. Today this
technique is called candlestick charting and is widely used when drawing financial
charts. Homma, from Sakata, Japan, began trading at the local rice exchange
around 1750. He kept records of the market psychology in form of candlesticks and
discovered a way to take his trading decisions based on candlesticks formations.

Homma is regarded as the Godfather of candlesticks because of his research on
price pattern recognitions. He is credited with giving rise to a research technique
which became the basis for trading in japan.

Homma subsequently dominated the Japanese rice markets and built a huge
fortune. His trading techniques and principles eventually evolved into the candlestick
methodology, which was then used by Japanese technical analysts, when the
Japanese stock market began in the 1870s.

The method of using candlesticks and candlestick charts was picked up by famed
market technician, Charles Dow around 1900, and candlestick charts remain
arguably the most popular form of technical analysis chart in use by today’s traders
and investors.

Basic candlestick anatomy

Whenever you look at a price chart, you will select a time frame for that chart,it can
be ,a minute, an hour or even a daily time frame.Rather than plotting the open or
close price for that time frame, the candlestick gives you information about what
went on during that period of time.

Candlesticks give you the following information:

-The open price

 -The close price

-The high price

-The low price

If the close price  is lower than the open price , we get a bearish candle which
indicates that sellers were in control during this period. In this example, we have a
black candle, but you can change the colors if you want, what matters is the open
and close.

If the close price is higher than the open price, we get a bullish candle which
indicates that buyers were in control during this specific period of time.

Having all this extra information, gives you a heads up about market sentiment and
can offer invaluable clues about the way the market will move.

The Doji :

The Doji is a candlestick where the opening and closing prices are the same (or
almost the same). It can take many forms, as shown here, depending of what the
trading activity was in that period.

The Doji candlestick indicates that neither sellers or buyers have gained control, and
that price has ended where it began. It is a sign of indecision in the market. Let me
show you an example below :

In the chart above, you can see different types of the Doji candlestick pattern. This
candlestick gives us a clear image about what happened in the market during the
specific time period. In this hourly chart above, the formation of the Doji means that
buyers and sellers are equal, no one is in control of the market during one hour,
which is the time of the Doji candlestick formation.

You can’t use the Doji alone to make your trading decision, my goal in this first
lesson is to help you read charts by being able to identify and understand candlestick
patterns formation, so when you see the Doji candlestick pattern for example, you
know that during that period of time the market was in an indecision phase and
sellers and buyers are equal. This is the most important information that the Doji
gives us when it forms in the market.

The inside bar (Harami pattern) :

The inside bar is one of the most common candlestick patterns you will come across,
so it is important to recognize it, to understand what it means, and to understand its
limitations. An inside bar is a two-session reversal pattern, it is made up of two
candlesticks, and implies that the price is in an indecision phase, and the breakout of
this pattern means that the market went out of the range and will go in the direction
of the breakout.

As you can see the second small candle is inside the first one, the color of the small
body is not important. We will talk about this pattern in detail in future lessons, and I’ll
explain to you how to use it when trading supply and demand. See a chart with an
inside bar.

This is the EUR JPY H1 chart, as you can see, we have two inside bars that were
formed during a downtrend. The inside bar pattern means that the market is in an
indecision phase. This pause gives us an opportunity to enter the market again with
the trend. We will talk about this in detail in future lessons, what matters right now is
to master the anatomy of the inside bar and understand the psychology behind its
formation.

The pin bar:

It is a candlestick pattern that consists of just one candle, it has a long lower wick
and short body and little or no upper wick. Strictly speaking, the lower wick should be
at least two times longer than the body, the longer, the better.

There are two types of pin bars, the bullish pin bar which is a reversal candle that
occurs at the end of downtrend and reverse the trend.A bearish pin bar which is also
a reversal candle that happens at the end of an uptrend and reverse it. see the
illustration below:

As you can see in the EUR USD daily chart above, the formation of the bearish pin
bar indicates that buyers are rejected by sellers, and the market is likely to go down.
And the formation of the bullish pin bar means that sellers are rejected by buyers
and the market is likely to go up.

The engulfing bar:

An engulfing pattern signals  a reversal, and can be bullish or bearish. It comprises
two candles, the body of the second one must engulf the body of the first one . There
are two type of engulfing bars:

The bullish engulfing bar that consists of two candles, the body of the second candle
is greater in size than the previous candle. This pattern is considered to be reversal,
because when it appears in a downtrend, it signals a reversal.

The bearish engulfing candle consists also of two candles, but it is the opposite
version of the bullish engulfing bar. Because when it occurs in the end of an uptrend,
it signals a future price reverse. See the illustration below:

The Marubozo

The word Marubuzo means bald head or shaved head in Japanese, and this is
reflected in the candlestick’s lack of wicks. When you see a Marubuzo candlestick,
the fact that there are no wicks, tells you that the session opened at the high price of
the day and closed at the low price of the day. See the illustration below:

In a bullish Marubuzo, the buyers maintained control of the price throughout the day,
from the opening bell to the close. see the illustration below:

As you can see in the H4 USD CAD Chart above, the market is trending up, and the
formation of the Marubuzo gives us a positive news about the strength of the trend in
this period. The formation of this bullish Marubuzo indicates that the market in this
period is still strong.In a bearish Marubuzo, the sellers controlled the price from the
opening bell to the close, see the illustration below:

As you can see in the USD CAD H4 chart, the market was trending down, and the
formation of the Marubuzo gave us a good information about the trend in this period.
I mean that it indicated that the bearish trend is still strong during this period, from
the opening price of this candle till the close of it.

The morning star:

A morning star is a three-candle pattern beginning with a candle that is strongly
down. The second candle’s real body should be small and shouldn’t touch the prior
candle’s real body. The third candle should be strongly up. see the illustration below :

The morning star pattern is viewed as a bullish reversal pattern, using occurring at
the bottom of the downtrend, see the chart below.

As you can see in the chart above, the formation of this pattern indicated a trend
reversal, because it signals that the control is changed from sellers to buyers. We
can’t trade this candlestick pattern alone, because we need more information and
indications to make our trading decisions.

The evening Star:

The evening star pattern is opposite to the morning star and is a reversal signal at
the end of an uptrend. The pattern is more bearish if the second candlestick is filled
rather than hollow. See the illustration below :

The evening star is a reversal pattern, and it usually occurs at the end of an uptrend,
see the illustration below:

As you can see in the chart above, the formation of the evening star indicated that
the market is likely to reverse from uptrend to downtrend, because the patterns
signals a change in control from buyers to sellers.

Three white soldiers:

Three white soldiers is a bullish candlestick pattern that is used to predict the
reversal of the current downtrend in a pricing chart. See the illustration below:

The pattern consists of three consecutive long bodies candlesticks that open within
the previous candle’s real body and a close that exceeds the previous candles’ high.
These candles shouldn’t have very long shadows and ideally open within the real
body of the preceding candle in the pattern. See the chart below:

As you can see the formation of the three white soldiers indicates that the trend is
still strong, and buyers are still in control of the market. If they occurred at the end of
a downtrend, it indicates a trend reversal. The candles can be blue or any other color
that you prefer to use, the most important is that the candles should be bullish.

The three black crows:

Three black crows indicate a bearish candlestick pattern that predicts the reversal of
an uptrend. This pattern consists of three consecutive long-bodies candlesticks that
have opened within the real body of the previous candle. See the illustration below:

When this pattern happens at the end of an uptrend it signals a trend reversal, and
when it occurs at the downtrend, it gives us an idea about the strength of the trend,
in other words it indicates that the downtrend is still strong. See the illustration below:

As you can see in the EUR GBP 30 minutes chart above, the formation of the three
black crows signals a trend change from an uptrend to downtrend, and the second
three black crows’ pattern that occurred confirmed the downtrend.

I don’t use these patterns in my trading but it helps with measuring the strength of
the trend, so you can use it only as a tool to have an idea about the trend. Because
using it as a signal will not give us a good risk to reward ratio.

The piercing pattern:

The piercing pattern is viewed as a bullish candlestick reversal pattern, similar to the
bullish engulfing pattern. See how it looks like below :

The piercing pattern occurs when the second candle closes above the middle of the
first bearish candle. It appears  at the end of a downtrend, it is a complex pattern
made of two candle lines. The first candle is bearish in nature and the second is
bullish in nature. See the illustration below:

As you can see in the chart above, the market is in a downtrend, the price opens at
almost high of the day, and as usual, the sellers continue to sell. At the end of the
session, the price closes almost at the bottom for the time period.

On the next time period, the price opens below the low of the previous bearish
candle, sellers are making new short trades, those who are already short in the
market are also adding to their positions. But the smart money creeps in and starts
accumulating shares from these ignorant sellers. As the demand increases, the
momentum decreases, and the prices start rising.

As the price rises, the bears are happy to sell more at higher price, this facilitates
bulls to accumulate more shares at lower price.

The demand continues to increase more than the supply, pushing the price up. As
the new sellers are in losses. They also start to buy back to minimize their losses. So
the price rises further and at the end of the session the price closes above the
opening. This results in the formation of a bullish white candle, which is the second
candle of the piercing pattern.

The Dark Cloud Cover:

Dark Cloud Cover occurs in an uptrend, when a red candle opens above the
previous candles’ closing price. But then the price retraces to below the midpoint of
the previous candle.

The Dark cloud cover is a two-candlestick patterns, and it is the opposite version of
the piercing pattern, this price action setup is valid only when it occurs at the end of
an uptrend. The first candlestick in this pattern must be a bullish candlestick with a
large real body. 

The second candlestick must be a bearish candlestick that opens above the high of
the first candlestick, but closes well into the real body of the first candlestick. See the
illustration below :

As you can see in the chart above, the formation of the dark cloud pattern signaled a
trend reversal because it was combined with a double top. This pattern is more
reliable if the second candlestick closes below the middle of the first one, the deeper
the penetration of the second candlestick, the more significant it becomes.

As  with most trend reversal patterns, the dark cloud cover becomes reliable
depending on where it appears on the price chart in relation to other technical
combinations such as trend lines, chart patterns, support and resistance.

Candlestick patterns are very important for you as a price action trader, because you
will always use them as keys to read your charts properly  and understand what
happens in the market. But they shouldn’t be the first, or any factor in your trade
decision making process.

When analyzing your charts some things you need to consider are:

-Current market structure: you need to identify the market structure and know if the
market is trending, ranging or is it a choppy market. You need to identify impulsive
and corrective moves in relation to candlestick pattern setups in the market.

-Market major levels: you should identify most important support and resistance
levels in the market, because this will allow you to spot high points in the market and
consider any price action setup that occurs in these points as a high probability
setup.

-Higher time frame analysis: you will also need to analyze higher time frames to get
an idea about the bigger picture and what is happening on higher time frames.

We will talk about all these points in detail in this model, so please pay attention to all
information shared here, because the goal of this model is to give you solid
information that will allow you to read your charts correctly. This is the first and most
important skill that you should acquire before we move on to study how banks and
financial institutions trade on the market.

Ps: If you are a complete beginner and  you want to learn more about price action, i
highly recommend you my best seller ebook below :

Click on here or on the ebook cover if you want to get your copy
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