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1
Introduction to

Candlestick Charting

W
hen I first began using technical analysis years ago, I used the stan-
dard bar chart. Eventually, though, I discovered the candlestick chart
with its unique display of price action. Just switching from bar charts

to candlestick lines alone helped my chart analysis tremendously. Candlesticks
light up the chart’s canvas, making it very quick and easy to see price trends
and changes in the sentiment of market participants.

The next step was to learn the candlestick patterns with their unusual yet
interesting names. After I understood the psychology behind the various patterns,
I never went back to using bar charts. Once you learn to put this powerful chart-
ing tool to work, I am confident that you, too, will get hooked on candlesticks.

As valuable as candlesticks are as a chart analysis tool, they are simply
that—one tool. They should not be viewed in isolation, but instead in the con-
text of the surrounding chart landscape. Japanese candlestick charting should
be blended with classic Western technical analysis methods rather than replac-
ing them. It is the synergy of the two methods—Eastern merged with West-
ern—that provides the means for superior technical analysis.

Getting Started in Candlestick Charting will not only provide you with an
introduction to candlesticks, but will show you how to analyze them with the
aid of Western techniques. It will guide you down the path toward advancing
your charting skills and improving profitability.

Evolution of Candlesticks

Japanese candlestick charting is a centuries old methodology that was a secret
of the Far East for generations. Candlestick charting took root in Japan, where

3

Chapter

JWBK100-ch01.qxd  2/26/08  12:18 PM  Page 3 epg WILEY:JOBS:Wiley_PT:Logan:JWBK100_QXD%:Printer File:JW



the first rice exchange was set up in the 1600s. Eventually the exchange was in-
stitutionalized and the Dojima Rice Exchange in Osaka, Japan opened for busi-
ness. Initially, the merchants dealt only in the exchange of the actual product:
rice. In the early 1700s, the exchange shifted to the use of rice coupons. Rice
coupons were sold against future rice deliveries resulting in the creation of fu-
tures contracts. The Dojima Rice Exchange was Japan’s largest rice exchange,
and the world’s first futures market.

The legendary Japanese businessman Munehisa Homma made a consider-
able contribution to the early development of what we know today as candle-
stick charting. In 1750, Homma was granted control of his family’s business,
which included a large rice farming estate. He began trading at the local rice ex-
change in Sakata, Japan, a busy port for the collection and distribution of rice,
and still an important port city today.

Homma accumulated a great fortune trading in the local and regional rice
exchanges. It was said that he set up a network that stretched from Sakata to
Osaka (a few hundred miles), which consisted of men using flags to communi-
cate from rooftops. Homma kept records of his observations of the psychology
of rice traders, as well as a historical record of weather conditions and rice
prices. The trading rules and principles that Homma developed were instru-
mental to the evolution of candlestick analysis.

It wasn’t until a few centuries later that candlestick charting was intro-
duced in the United States. Candlestick charts have become extremely popular
since first being introduced in the West in 1989 by author Steve Nison. The
first edition of his groundbreaking book Japanese Candlestick Charting Tech-
niques was released in 1991 (New York Institute of Finance). Before that time,
candlesticks were virtually unknown in America. If not for Mr. Nison’s perse-
verance and passion for the subject matter, the Western hemisphere may have
continued to be unaware of this remarkable analysis tool.

Fortunately for us, Mr. Nison spent an immense amount of time and ef-
fort researching this charting methodology. This was no easy task. He began his
research and study of candlesticks before the advent of mainstream charting
programs, and as such, initially had to create the charts by hand. In addition, it
also involved the tedious and difficult translation from Japanese to English. Add
to that the challenge of interpretation, and some subjectivity that is an inherent
part of technical analysis, and you can see the magnitude of this undertaking.
As with most great endeavors, he accomplished those tasks with the help of key
contacts he developed in the United States and abroad.

Traders who are new to candlestick charting will enjoy the benefits of
Nison’s persistent efforts, as well as the contributions by other authors who
followed his lead. As candlesticks took hold in America, traders embraced
them and helped integrate this technology into the realm of Western techni-
cal analysis.
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The use of candlestick charts has now become so common that nearly all
charting programs include them. With the widespread use of computerized
chart analysis, the candlestick chart has become as well known as the bar chart.
In fact, almost every trader that I know uses candlesticks; so I’d surmise that the
candlestick chart has caught up with the bar chart in popularity, and perhaps
even surpassed it.

If a technology is not effective it will not last. Experienced traders will
eventually abandon a methodology if it does not prove worthy as an analysis
tool, which, directly or indirectly, enhances their profits. The fact that candle-
stick charting has been around for centuries is a testament to its effectiveness.

Strengths of Candlesticks

Candlestick charts are superior to bar charts. That is only my opinion, of
course, but it is one that is shared by many skilled chartists. Compare a bar
chart (Figure 1.1) to a candlestick chart (Figure 1.2) and you’ll see that they in-
clude the same price data: the open, high, low and closing prices. The candle-
stick line, however, provides insight into the current psychology of the investing
crowd, which is not as easily identified in a bar chart. Once you become com-
fortable with the candlesticks, and understand their implications, you may find
that a standard bar chart looks incomplete.

Since the candlesticks include the same price data as bar charts, you can
utilize any of the popular technical analysis tools and techniques that can be
used with bar charts, such as moving averages and trendlines.
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FIGURE 1.1 Bar chart
Source: TeleChart 2007®

FIGURE 1.2 Candlestick chart
Source: TeleChart 2007®
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Candlesticks make analysis quicker and more efficient. Since the area be-
tween the opening and closing prices is boxed and colored, it is obvious
whether the bar is bearish (black) or bullish (white). In addition, the length of
the boxed area tells us how dominant the bears or bulls were during a trading
session. You don’t have to stop and “think it through.”

Candlesticks are tremendous for signaling turning points. They help iden-
tify the sentiment of investors as price becomes overextended or tests support
and resistance levels. Their signals are often received earlier than those from tra-
ditional Western indicators or reversal patterns, which make them a strong tool
for timing entries and exits.

Although the notion of candlesticks providing primarily short-term sig-
nals may be seen as a weakness by some traders, that trait can actually be put to
good use by swing traders. Swing traders tend to take profits after short-term
price moves. Precision entries and exits can make a substantial difference to
their bottom line. Candlesticks provide short-term signals, so they are an excel-
lent swing-trading tool. It is one of the primary ways in which I use them.

Limitations of Candlesticks

Candlesticks are not perfect. Like any technical analysis tool, they do have their
limitations and weaknesses as indicated below:

Because of their boxed construction, candlestick lines take up more space
on a chart. When a chart is tightly compressed, it may be difficult to see the de-
tail of each candlestick line. This is not usually a major hindrance for most
chartists though. Modern charting programs offer the ability to quickly zoom
out or zoom in to see more or less data on the chart.

Most candlestick patterns provide only a short-term glance into investor
psychology. Candlestick signals that form on daily charts may be more benefi-
cial for shorter-term trading than for longer-term investing. However, since
candlesticks can be employed on any time frame, investors may benefit from
utilizing them on weekly charts.

Candlestick patterns do not provide price targets. However, Western tech-
nical analysis does provide techniques for projecting targets, which is a strong
argument for blending the two methodologies.

Candlestick reversal patterns do not predict the duration, or magnitude, of a
price move. They simply alert chartists to a potential change in the direction of price.

With certain setups, by the time a candlestick signal is confirmed price
may be well off its low (bullish pattern) or well off its high (bearish pattern).
Therefore, an entry should not be initiated for a new long or short position
based solely on the pattern. The reward compared to the risk should always be
considered when taking any trade.

6 CANDLEST ICK  CHART ING

JWBK100-ch01.qxd  2/26/08  12:18 PM  Page 6 epg WILEY:JOBS:Wiley_PT:Logan:JWBK100_QXD%:Printer File:JW



Most candlestick advocates will agree that the benefits of candlesticks far
outweigh their limitations and weaknesses.

Getting Started with 
Candlestick Charting

Choosing candlesticks as your chart type, and really implementing candlestick
analysis, are two different things entirely. Although numerous traders now pre-
fer to view price action displayed as candlestick lines, there are still many users
who are not proficient in their interpretation. In addition, many traders fail to
take advantage of the candlestick patterns.

Some traders just feel overwhelmed by the number of patterns, along with
their unusual names, that they must commit to memory and learn to recognize.
Others may not understand the message of the emotional crowd that is evident
in the candlestick lines and patterns, and which makes them so valuable. And
still other users may not be well versed in Western technical analysis and, as a
result, fail to use candlesticks in the proper context.

Getting Started in Candlestick Charting tackles those challenges. It will
provide you a strong foundation of the following:

• The construction of the candlestick lines and how the candles can pro-
vide insights into market behavior. By using candlesticks to display
data, you should see an immediate improvement in your chart analysis
skills.

• An understanding of the psychology of investors that underlies the for-
mation of several common reversal patterns. You’ll learn how to iden-
tify those patterns, which will help you to select higher probability
trading setups and also improve the timing of your entries and exits.

• An introduction to several key Western technical analysis concepts.
This knowledge will give you a broader view of price action in contrast
to the narrower view provided by candlesticks.

• Blending candlestick charting with Western technical analysis in order
to enhance their signals. By doing so, you’ll enjoy a higher level of suc-
cess than using either Japanese candlesticks or Western technical analy-
sis in isolation.

A common complaint that I hear from traders is that they just get over-
whelmed by all there is to be learned in this business. I encourage them to re-
main steadfastly focused on the outcome of trading, which is to make money.
The outcome is not to fill your mind with an exhaustive amount of data. You
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must learn to sift through what appears to be a mountain of information and
hone in on the key areas that will achieve the outcome of increasing profits and
reducing risk. That is precisely the intention of this book. That “sifting” process
has been done for you with the goal of shortening your learning curve.

In the beginning, it is better to learn a limited number of candlestick pat-
terns, and to learn them very well, rather than trying to absorb several dozen
patterns by rote memorization. If you really dig in deep and understand the
meaning behind a pattern, and then practice identifying it using real-time
charts, that knowledge will be lasting rather than fleeting. Once you have a
strong foundation of understanding in place, you’ll find it easy to add more
candlestick patterns later if desired.

Although there is no way around putting in the time needed to learn a
new subject, there are ways to learn that can expedite the process. Getting
Started in Candlestick Charting will save you an invaluable amount of time by
putting your focus in the key areas that will have an immediate and significant
impact on your trading.

Learning a new subject, especially a technical one such as chart analysis,
takes time and practice. You may need to review this book more than once in
order to become proficient at utilizing candlestick charts. Remember that repe-
tition is the mother of skill. The benefits you’ll reap will far outweigh the initial
outlay of time and effort.

Additional Introductory Comments

The term candlestick charting is often abbreviated to candlesticks or candles. The
terms are interchangeable and are all used throughout this book.

Mention of Western technical analysis, bar charts, or chart patterns refers
to techniques that have been used in America for many decades. Reference to
Japanese or Eastern technical analysis refers to candlestick lines and candlestick
patterns that have been used in the Far East for centuries. Whenever the term re-
versal pattern is used, it should be construed to mean a candlestick reversal pat-
tern. If a Western reversal pattern is referenced, it will be clearly stated as such.

The daily chart is the most commonly viewed time frame. Most of the
discussion and chart examples in this book refer to daily charts; therefore, the
term day, session, or trading session is often used to reference a candlestick line.
(A trading session is one day of trading from the opening bell to the closing
bell.) Candlestick charting can be used on any time frame. If a time frame other
than daily is referenced, it will be clearly noted. The term bar, period, or trading
period may be used in reference to a candlestick line in such cases.

The discussion and illustrations in this book focus on U.S. stocks. There-
fore, the word price is used often; for instance, to describe a price advance or a
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price decline. However, candlestick charting can be used as an analysis and tim-
ing tool in most markets. Candlesticks are commonly used in the futures mar-
kets. As long as the prices, or values, that are needed are available, a candlestick
line can be constructed. For example, the opening, high, low, and closing prices
are used to construct candle charts for stocks. Index charts, such as the Dow
Jones Industrial Average, do not have prices. Those four price points are repre-
sented by numerical values for an index.

In most charting programs, the chart can be compressed horizontally and
vertically. The level of compression may impact the look of the candlesticks. In
addition, the chart adjusts to accommodate new higher, or lower, price points.
Therefore, if you are looking back from the right edge at historical data, it may
look different than it did when it was at the right edge of the chart. Make sure
to move the chart back when analyzing candlestick lines or patterns using his-
torical data. Most mainstream charting programs allow you to back up the
chart; however, free online services may not offer this feature.

All chart examples in this book were produced with permission by TeleChart
2007®, a registered trademark of Worden Brothers, Inc., Five Oaks Office 
Park, 4905 Pine Cone Drive, Durham, NC 27707; phone (800) 776-4940 or
(919) 408-0542, www.worden.com.

For ease of instruction, the terms trader and investor may be used inter-
changeably to refer to persons who execute trades, either short or long term.
However, it should be noted that trading typically applies to holding short-
term positions and investing generally refers to a longer-term strategy that may
include the analysis of a company’s fundamentals. The term bulls refers to bull-
ish market participants either holding, or considering, long positions. The
term bears refers to bearish market participants holding or considering short
positions.

The term security or securities may be used generically to refer to either eq-
uities, securities or both. The term trading instrument may be used to refer to
anything traded on the markets other than stocks, for instance: bonds, curren-
cies, futures, and so on.

There are many chart examples included throughout the book. Their in-
clusion is for educational purposes only. Reference to any individual stock
should not be construed as advice to buy or sell shares of that stock.
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