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TRADING TECHNIQUES

Kagi Charts ﬁgw

candlestick charting and wondered what they were, you ¢
find out here.

by Jayanthi Gopalakrishnan \

[ ] he financial markets exist be- , \

relationship between bulls and

bears—one cannot exist with- . _
out the other. The key is to YANG AND YIN. Kagi charts reveal whether bulls or bears are in control of the

market. A change in force is indicated when a thick yang line changes to a thin yin
recognize which has control|ig o vice versa.

of the markets and identify
when that control changes.

Kagi charts, which have exit before they end, letting you take advantage of the h
also been known &lsey charts, price range charts, hookgf the trend.

charts, delta chartsandstring charts originated in Japan in
the 1870s about the same time as the more popular can@d)EATING KAGI CHARTS

N rj\
f@ NI\
If you've ever seen a reference to this particular form \ \2/\\9
an

cause of the compliementary, \

One way to do this is throughThey arenoteffective in trading ranges. Instead, you can use
kagi charts. kagi charts to enter trends when they have already beguh and

eart

stick charts. The only variable that is considered in kagi creating a kagi chart, the first step is to select a reversal
charts is the closing price, and the indication of bullisBmount. This is the amount the price must move in order to
bearish markets is determined by the thickness of the lingsyerse direction. The reversal amount will vary depending

] Initially, when I firstbegan on such factors as volatility, trading time frame, price of the
SESSION CLOSING PRICE to work with it, | found the security, and the amount of risk you are willing to tolerate.
kagi chart's unfamiliar dis- For example, a position trader would choose a smaller rever-
1 52 play confusing. | found it dif- sal amount than a long-term investor.
2 95 ficult to determine what the | will use the data in Figuretb show how a kagi chart is
3 53 Base ©0Sing prices were andcreated. Although | prefer to use a percentage for the reversal
4 50 price  Whether the specific securityamount, for illustration purposes | will use the number “3.”
2 49 was trending or in a trading To draw the first line of a kagi chart, you must compare|the
6 = range. But the ambiguity in- closing price of the second session to the closing price of the
v B trigued me, encouraging mefirst session, which is referred to as baseprice.
8 58 to explore this type of chart Before going any further, it is important to know the
9 53 further. That led me to dis- specific rules involved in drawing the lines of a kagi chart.
10 o4 cover that kagi charts were an
1 50 interesting method by which N .
12 ol to identify trends, support/re- Sf'(’sse'&?n%"ce Base price
13 45 sistance levels, and reversals. session
14 48 Although there are software
15 47 packages that will automati-
13 3(1) Callyo_lisplay kagi charts, [ will THICK LINE THIN LINE
explain the process of creat-
18 45 ing these charts so that it is
19 46 easier to understand them and
20 50 to make trading decisions us-
TG?RE::CL?SI?G ?R;CES.TOdraW ing them. One thing to keep in Closing price
beilios SIS ind i that kagichars ar | i
ond session to the closing price of the effective in trending markets; Base price session
first session, which is referred to as the this is because they do not FIGURE 2: THICKNESS OF LINES. Line thickness indicates the
“base price.” identify peaks and troughs. activity of base price to the second session closing price.
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session. If the closing price is lower than the base price, dragvious kagi line, extend the line to the closing price. The

a thin vertical line from the base price down to the closirgnount of the price move does not matter. If it moves in the

price (Figure 2). opposite direction, then the move must be greater than or
If the difference between the two is less than the reversgual to the reversal amount to be drawn. If it is less, do not

amount, do not draw a line. Continue to the third session atrdw the line.

compare that closing price to the base price. The closing price of the third session moves in the opposite
In Figure 1, you can see that the closing price of sessiodigction by less than the reversal amount, so | did not draw

is higher than the base price by $3.00. Since this is equahtine. Next, look at session 4. The price continued down to
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8

58 Inflection

57 line

56
50, which is five points less than the prior kagi, a difference = 2
greater than the reversal amount; so, | draw a short horizontal 6
line known as ainflection lineand a vertical line from 55 to 5
50. An inflection line should be drawn whenever there isla 53 .
move in the opposite direction that is greater than or equaj to 52
the reversal amount. 51 '

This new line goes below the previous low of 52. Since t e, 50
line does this, it changes from a thigkiig line to a thinyin) O 4 4 1 [20
line from the previous low point to the end of the line. Theg 5 14
change from yang to yin or vice versa plays an important role 48
in the decision-making process. | will cover this in mo 41
detail later, after | explain how the charts are created. 46 o
The closing price of session 5 is $1.00 below that of the 45

closing price of session 4, so | extend the line down to 49, ,, 1 ®
since it is continuing in the same direction. But the neixt .
closing price is 55, which is a move in the opposite direction
by an amount greater than the reversal amount. | draw|an 42
inflection line and a vertical line from 49 to 55, the previoys 41 "
high. If the line extends beyond 55, it will change fromayin 40

line to yang line, which, as you can see from Figure 3, takes TIME
place in session 6. A yang line will change to a yin whentit

goes below the previous low; a yin line will change to a yaRguRE 3: CREATING A KAGI CHART. Here's an example of how a kagi chart is
when it goes above the previous high. By continuing to drausated. Note how the yang line turns into the yin, and vice versa.

these lines in this way, you will end up with a

chart similar to that in Figure 3.

mm AT HOME CF &

INTERPRETING KAGI CHARTS

Now that you know how to build kagi charts
here’s how to apply them to your trading
Buy/sell decisions using kagi charts are bass
on the following principle:

E 100
Yang line [
95

a0

Buy on the yang, %

Sell on the yin. 80

75
The thick yang line indicates that the bulls an

in control. When the yang line changes to
thin yin line, it indicates there has been
change in force; the bulls have lost control ar
the bears have taken over. Figure 4 displayy
kagi chart of At Home Corp. [AdM]. Areas
labeled as “buy” are those where the thin lin
changes to a thick line and those labeled sell Buy Yin line
“sell” are where the thick line changes to thin
It is evident that if you used only this basi
technique, there would be instances that wou

7a

o]

0

ot

a0

45

40

34

not provide very favorable results. In additiof _ a0
to simply looking at the change in the thick $ = Shoulder :

. W = Waist F 24
ness of the lines, you can also look at add .
tional factors that will add strength to you ;_ﬁ‘ 20
decision-making process. [56[14 _ [F[10_[18 M [11]24 [A[08 W |26 o7 [16_[24 [J[18]21__ [AJ06 16 |26 |5

Various patterns emerge from kagi charteiGURE 4: KAGI CHARTS AND TRENDS. Here’s a kagi chart displaying buy and sell signals and trends. A buy

that you should be able to identify. The first isignal is generated when the yin line changes to a yang line; a sell signal is generated when a yang line changes
theshoulder and Wais]atterns. A shoulder is to a yin line. A series of higher shoulders and waists indicates an upward trend, whereas a series of declining

. . . . Sshoulders and waists indicates a declining trend.
aprevious high, and awaist a previous low. SO

if you identify a series of higher highs (Figure T
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4) and higher waists, it implies a strong uprE====
ward trend. Conversely, a series of declining
shoulders and waists implies a bearish trend.

As previously stated, kagi charts are effeg-
tive only in trending markets. Figure 5 dis
plays an example of why kagi charts do ng
work well when markets are in a trading
range; you cannot make any meaningful analy-
sis with them. A strong trend is necessary fq
the shoulders and waists to reveal significant
patterns. In late March 1999, note where the
yin line changes to a yang line. You want tp sockisintradingrange | 0 1 ob 0 IRITICTO Resistance 2
determine the strength of a trend beforebuy- =~ . 0 o sOTTEAlT T Resistance 1
ing. One way to do this is to wait for a
multilevel break to confirm that a trend ig
beginning. A multilevel break is when you

=3

=

_____________ Support:1

IFel

Wa|t for more than one preViOUS Waist (0] J2a Jafzo [8[17 [ofos |26 W[z [Dfoz [sa [F[10 [zz [mrs |2z [afzz iz Jufte |0 |5 Jofis  [n [ofi7 Joo i1 [o4

shoulder formation to be broken before enteFIGURE 5: TRADING RANGES AND TRENDS. Kagi charts are not effective during trading ranges. They work

ing or exiting a trade. well during trending markets, letting you take advantage of the heart of the trend.
Shoulders and waists can be used as sup-

port and resistance levels. You can also UB—rms

the center of a previous long kagi line as F
support/resistance level. For our purposes he =
| will use the lowest shoulder level as thé 8. '
support level (support 1) in Figure 5. Now it i N ~
a matter of waiting for three shoulders to b \ b i
broken before getting a signal that an upwalt ) BN \
trend is under way. This is known athaee- AR ] <
level break'You may also use two shoulders \ S 3
but | find the three-shoulder method to b b Double- v >
better confirmation. In this case, a successig ! window top \
of three higher shoulders (S1, S2, S3) did tal \ \
place, but a higher one did not follow the thirg Voo U owest \
shoulder. Because of this, | would not enter - waist \
long position here. ' 3
As long as prices do not fall below the firs 81

Double-
window top

support level, it suggests that the market ma

52 |
otz 17 [0 o9 JFJog  wt [~ Mrd TAJ13 [so8 Jo [N [18yee Ojfe] 10

it}

a0

45

40

35

il

24

continue the rally, even though it may hav

slowed down. | drew another horizontal ling,, souiders are below the lowest waist.

at the high of S3 (the highest of the three

shoulders), which acts as the first resistance

level. At that point, | need to wait for a thick (yang) line terhen the yanfine was transformed into a yiine. You could,

break the resistance line. This took place at a point | coblawever, still wait for a multilevel break, in which case y

have entered the trade or waited for another higher shouldeuld still have your positions open. You could also wait for

to form for additional confirmation. If | had entered afteformation of a reversal pattern before closing out your posi

prices broke above the first resistance line, | would have

entered at around $50. If | had waited for the formation oREVERSAL PATTERNS

higher shoulder, | would have entered the trade at around $&arious patterns can be identified in kagi charts; Figul

| used this point as a second resistance level. displays the double-window top reversal patterns. Th
To determine my exit point, | keep an eye on the waists. &long with their converse, double-window bottoms, are ¢

long as there is a succession of higher waists, | know the tremeh reversal patterns. If the market is in an upward tr

is still strong. | use the previous waist as a support level, /i may see a double-window top form. The left and ri

FIGURE 6: DOUBLE-WINDOW TOPS. These are common reversal patterns that appear in kagi charts. Note the

ou
the
ion.

e 6
ese,
om-
end,
ght

if the kagi line falls below it, it would indicate the bulls arshoulders will be below the lowest waist. Sometimes, you

losing control to the bears. may come across a situation where you have several w
This scenario took place in January 2000. In this case, sifwgning above the two shoulders, as can be seen in
the return was satisfactory, | might have sold my positiexample in Figure 6.
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If the market is in a downtrend, you may see the
formation of a double-window bottom; you will see the
formation of a shoulder that is lower than the prior
waist. The next waist that forms will also be above the
shoulder. Here also, there may be more than one shoul- - - -j§ — === _ - Lowest
der forming between the waists. Take a look at Figure 7. waist

Another reversal formation is the three-Buddha and

reverse three-Buddha. This pattern is similar in appedf % & | — ----- - _ M _ Highest
ance to the head-and-shoulders and inverted head-af§d- shoulder
shoulders. You can use multilevel breaks in conjuncti

Kagi charts help you take advantage of Double-window top Double-window bottom

the heart of a trqnd- I_de“tlfymg patterns  pigupe 7. nousLe-wiNDow ToPS AND BOTTOMS. These are common reversal patterns you
such as successive h|ghs or Iows, and can find in kagi charts. A double-window top is formed when the lowest waist between the high
shoulders is higher than the two shoulders that form prior and after the high shoulders. A double-

support and rBSIStance Ievels help window bottom is formed when the highest shoulder is below the two waists.
determine when to enter and exit.

with these patterns, as can be seen in Figure 8. The
second-level breaks can be used as benchmarks for

. . _ . 2nd level
generating buy and sell signals. You can see the forma- break
tion of the three-Buddha pattern in Figure 9. - Lstlevel

One method | find effective with which to detect trend - Istlevel

reversals is the use of trendlines. Take alook atthe chalit Bl - - - - - - — 2nd level
of McI Worldcom [Weow] in Figure 9. In a trending break
market, a break in the trendline usually indicates that th
trend is reversing. The same theory can be used in kagi
charts. The point where both a change in force frombulls ~ Three-Buddha Reverse Three-Buddha

to bears or vice versa and where the trendline breaks can

be a point at which to exit and enter your positions. FIGURE 8: THREE-BUDDHA AND REVERSE THREE-BUDDHA. These are reversal patterns

A common pattern that traders look for is a series off7e 1 et shodrs re et st shouter patars. Ty cn e s
shoulders and waists. For example, a sequence of sixX
higher shoulders will be referred to asigigord session
highs Generally, if you see a series of nine recor
sessions, you can anticipate a countertrend move. T -\DOUb'e-Wi”dOW top
series does not have to be consecutive. | rarely ca
across a chart that displayed nine record sessions,
cannot verify the significance of this pattern.

Although the examples used here have been based
the daily close, kagi charts can be used effectively f
intraday charting as well. Figure 10 displays a on¢
minute chart for Ciena Corp. [€N]. The reversal
amount of 0.294% is much smaller than those used
daily charts. The point labeled “buy” is where | entere
a long trade.

In Figure 10, the yin line was transformed into the yari
at approximately 9:08 am. | used the third shoulder as 1
support line and entered the trade after the shoulder v
broken at $71.00. Once the trade was executed, | hag
work out my exit strategy. The exitwould be atthe yin ling
which didn’temergetill 11:16 am. | waited for a confirma -
tion signal using DTEViOUS waists and shoulders as my a g16 Jofn [DJos Jas  [Flos [w [afos w fio Ufos  [ofoa Jafi1n Jshafo[nfir Jofia foo fi4 [Flos o
levels. FIGURE 9: TRENDLINES AND KAGI CHARTS. Trendlines can be effectively utilized in kagi charts.

By this time we had a series of three declining waistsey can be used as an added indicator to determine when the trend changes direction.

Three-
Buddha Top

— 1st level
— 2nd level
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and two declining shoulders. The pric
had reached the level of my entry prig
and | didn’t place any stops. | wante
to wait for a fourth waist to form
before placing my sell order. The thir
waist was not broken and the ne
shoulder did not go below the previ
ous shoulder. | held onto my ope
position and was fortunate to have th
trade run in my favor.

The yin line changed to a yang lin
at approximately 11:55 am, and price
actually shot up. | used the center
the long kagi line (point A, Figure 10
as my support level and placed a s¢
order at $73,. | was able to close out
my position before the end of the da
and make a profit of $2 per share.

Figure 11 contains a display of th
same chart using open/high/low/clog
(OHLC) bars with an overlay of five-
and 10-day moving averages. If | ha
used the moving average crossov
system to generate buy and sell si
nals, | would have entered and exite
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many more trades, as can be seen
the buy and sell arrows.

URE 10: ONE-MINUTE KAGI CHART. Kagi charts eliminate the whipsaws that can be found in typical bar charts,

generating fewer trades.
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FIGURE 11: ONE-MINUTE BAR CHART. A one-minute bar chart using a simple moving average crossover system generates more trades than the kagi chart.
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CONCLUSION other indicators might have already generated their buy and

Kagi charts help you take advantage of the heart of a treséll signals, you will find yourself waiting for a longer peri

Identifying patterns such as successive highs or lows, dyefore they are generated on a kagi chart.

support and resistance levels help de-
termine when to enter and exit trades. ...,
The formations of reversal patterng =
indicate the possibility of the end of za. .
a trend and shift in control from the-*&f' o
bulls to the bears or vice versa.
One aspect you need to keep i
mind when using kagi charts is that g
use them, you will need more disci-
pline and patience than you do witt*
most other indicators. This is becaus !

itis a lagging indicator, and althoughsis:s&

Jayanthi Gopalakrishnan is a Staff

Writer for Srocks & COMMODITIES
magazine.
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