The Folding Rule

new reversal pattern

The oldest approach to analysis of market charts is based on graphical formations (patterns) that repeatedly occur on different markets in all time frames. Development or changes in market sentiment may be recognized due to Head and Shoulders, Double Tops or Bottoms, Triangles, Wedges etc that are well known as predictors of trend reversals or continuations. Correct recognition and interpretation of graphic patterns gives many reliable trading signals.

Definition of new chart pattern

I want to attract attention of traders to the new type of reversal pattern that I frequently observe on hourly charts of currencies and sometimes use it in trading. I name it the folding rule due to its similarity with the carpenter’s tool.
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This pattern appears on accelerating markets as it is shown on general scheme of Figure 1 and on hourly chart of the Japanese yen (Figure 2). 

Figure 1. General scheme of formation of the folding rule

Here the trend line 1 (first ray of the folding rule) drawn through local minimums determines the initial direction of growing market. But then the more steep up-move started and the support line 2 (the second ray) was created. And finally the new steeper bullish trend 3 appeared. The breach of the third ray has marked the end of the bullish market and gave the sell signal. 

Bullish market on Japanese yen is in full agreement with this description. The downward movement here was also consecutively accelerating. Having trend line 4 formed, the chart left it and found the new bearish trend 5 and later the steeper trend 6 (third ray). Breakout of the third ray means the end of bearish trend and it is the buy signal. The declining folding rule in this example looks as more balanced pattern: its rays have enough lengths and are drawn through three local highs. Also very important is that angles between the rays are almost equal. Such balanced patterns of technical analysis usually give more reliable signal.
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Figure 2. Two folding rules on hourly chart of the Japanese yen (March 1999)
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The next example (Figure 3) prompts further trading ideas related to the folding rule: when the third ray is breached (i.e. the whole pattern is confirmed) then continuations of the second and first rays turns out to be a strong consolidation lines. 

Figure 3. Trading signals of the folding rule on hourly chart

of the Japanese yen, Feb. 2001

Crossing of those lines also give trading signals. The hourly chart of the Swiss frank also illustrates this idea.
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Figure 4. Three sell signals of the folding rule on hourly chart

of the Swiss frank (Jan. 2001)

Two figures of hourly British pound show some typical difficulties related to the folding rule. 
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Figure 5. Head&Shoulders and the folding rule on hourly British pound, Jan. 2001

Figure 5 represents incorrect resolution of Head&Shoulders pattern; unfortunately classical patterns are often not reliable on hourly time frame. The folding rule to the right from H&S demands some attention due to its unequal angles. This is unbalanced pattern so it is better no to consider the white candle as the beginning of up-move. The following Figure 6 demonstrates that it was appropriate caution; penetration of new third ray gave a nice buy signal while the continuation of the first ray of the folding rule represents a classical illustration: resistance line being breached becomes support line.
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Figure 6. New folding rule on the British pound

In brief, the way for interpretation of the folding rule may be stated as follows:

· breakout of the third rule is trading signal;

· the more balanced is this pattern (i.e. angles between its ray are nearly equal) the more reliable trading signal it generates;

· after the folding rule was confirmed by penetration of its third ray the continuations of its second and first rays become strong references (their breakouts give new trading signals).

I consider this pattern which for unknown reasons was not mentioned earlier in textbooks of technical analysis as useful for traders due to many reasons:

· the folding rule appears on market charts after certain very steep moves where all technical computer indicators become useless;

· it is enough regular and reliable pattern on hourly time frame of FOREX charts while many classical patterns have low predictive power here;

· this pattern fills up some gap in description of market charts where we had the classical fan pattern for slowing markets but there were no adequate analog for accelerating markets.

The hourly chart of the British pound (9 – 16 Nov 2000, Fig 6) shows the typical configuration “fan” appearing on slowing bull market; break out of the third ray gives here the sell signal marking the end of attempt to create bullish trend.

[image: image7.png]



Figure 7. The fan pattern on hourly chart of the British pound (9 – 16 Nov 2000)

The Folding Rule Trading System

To evaluate possible efficiency of the folding rule (FR) pattern in real intra day currency trading I’ve done back-test of simple trading system on hourly charts of three currencies. 
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Figure 8. Formation of the third ray on hourly chart

of the British pound (4 – 14 Feb 2000)

The Figures 8 and 9 illustrate some main practical details concerning this testing. Creation of FR is shown on Figure 8 (the last steep bounce at the right edge of this chart is enough to suppose formation of the third ray of FR – the red ray) and the resolution of this FR is presented by Figure 9. For newly drawn ray the trade signal is generated when this ray is breached (in case of ascending ray it means that candle has closed below the ray) and position (short in this case) is opened when price goes below minimum of the candle which gave that signal. 

For confirmed ray I use trailing order to open position. For example the third ray 6 on Figure 1 is considered as confirmed after the price has touched it from below for the second time. After this confirmation the trailing buy order is placed 10 - 15 points above such ray (in case of Swiss frank this distance is 20 – 25 points). Breakout of the third ray of the FR makes its second and first rays confirmed so the lines continuing those rays become the references for opening of positions and are to be supplied with trailing orders. Application of trailing orders for opening of positions has the aim of catching the steep moves that often follow after breakouts of the rays.
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Figure 9. Two positions due to folding rule

In case of FR (Figure 9) sell signal obtained on the third ray was not followed with down-move and execution of this signal coincided with activation of trailing order placed under the second ray. In further statistics this position will be linked with the first ray so this particular RF will give only two positions instead of three.

Stop-loss orders should be placed in natural way according to the chart (slightly above previous maximum in case of this first position) or at predetermined standard distance if there is no such place on the chart (as in case of the second position that was opened by trailing order under the first ray). In this back-test I used standard stop-loss 50 – 60 points for the British pound and Japanese yen and 70 – 80 points for Swiss frank.

Closing of profitable positions in this research was based on appropriate resistance or support lines which may be drawn on the chart in natural way for each open position. Two such resistance lines are represented on Figure 9. Trailing stop order should be placed at the same standard distance above the line so that the position will be closed after the price rises through that line. The red levels on Figure 9 mark opening prices of positions and dark green levels mark the closing prices.

The following picture serves as the reminder that not only highly profitable opportunities are prepared for you by the market. 
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Figure 10. Loser folding rule on hourly Japanese yen chart (14 – 24 Feb 2000)

Confirmed third ray of FR on hourly Japanese yen chart (Figure 10) generated the first short position by trailing sell order due to quick price down move. But immediately the steep up-move followed which has led to loss in this position. The resumption of bullish move means that the third ray of FR was drawn prematurely so I change it with the new third ray (more thick red line). All three positions opened through the rays of this FR were losers so this FR is a rear example of losing FR pattern. Note none the less that it was not wrong pattern because it has predicted the following bearish market with absolute accuracy. This picture gives two contributions in pattern’s statistics: the FR which generated one position and the FR which generated three positions.
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Back-test results of this trading approach obtained on hourly charts of three currencies (Japanese yen, British pound and Swiss frank, 27 months, from Nov 1998 to Feb 2001) are represented by two tables. The Table 1 shows statistics of FRs: the number of FR patterns detected on each chart and positions related to them (the red cells contain data for the third ray, yellow cells for the second and green for the first ray of FR). The main conclusion from here is that FR is frequently appearing pattern on those markets.

The Table 2 demonstrates profitability of trades generated by FRs. The first column of this table shows the percent of losing positions for each currency while the following three columns give the percent of losing positions for the third, second and first rays separately. Here we see some clear bias of lesser probability of loss on the third ray’s positions.
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But the most significant result can be seen in the following three columns: the average profit given by third ray’s positions is appreciably higher than average profit of positions related to other rays. Note that this advantage of the third ray follows not from its higher reliability (in case of GBP the probability of loss at the third ray is even higher then for other rays) but it is the consequence of larger sizes of market moves that begin by third ray’s breach!

The last column contains the percent of FRs that proved to be losers: the sums of P&L (profit and loss) for all positions related to each such FR are negative. The percentages of losing trades and losing FRs demonstrate rather stable picture.

Conclusion

This brief paper presents very simple graphic pattern that was certainly observed by many traders and analysts on various market charts. But systematic explorations of the Folding Rule were never done and I’ve tried to fill this gap. 

The Folding Rule consists of three joint rays formed by consequently accelerating market moves. Breakout of each ray gives the trading signal, the third ray being the best.

Trading the FR is very simple and does not require complicated software so it is accessible for every beginner. The only thing you should do is to verify that FR meets enough often at your market. Data presented here show that it takes place for hourly time frame of foreign exchange market.

The FR is very useful from the logical point of view as it detects the reversals of accelerating market moves. In practical relation this pattern generates rather reliable trade signals that may bring high profits. It is easy also to use the FR in combination with different other patterns or mathematical indicators. 

