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Figure 11.1 A head-and-shoulders top. Two shoulders flank the head in this chart
pattern. Volume is usually higher on the left shoulder than the right.

stock in the company, or only then place a short sale to take advantage of the
predicted decline.

Are there ways to choose head-and-shoulders tops that improve perfor-
mance? Yes. Read on.

REND START —
\\—///

One selection method that improves performance is to measure the price trend
leading to the pattern. First, work backward from the left shoulder, moving
downward in price COLE‘ing the lowest found price with the current closing
price. When prices rise by 20%, the lowest low marks the start of the trend. It
may sound complicated but it is not: work backward and find the lowest low
before a 20% trend change. Many times, you can find the trend start just by
looking at the chart.

Once you have found where the trend begins, look at the distance from
the trend start to the left shoulder hlgh and compare it to Table 11.1. Head-
and-shoulders tops with the best performance are those with a short-term price
rise from the trend start to the left shoulder. The worst performance comes
“with long-term rises. Apparently, a long-term rise implies inherent upward
strength, strength that a head-and-shoulders top cannot overcome for long.
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Table 11.1
Average Performance of Head-and-Shoulders Tops
Sorted by Price Trend Leading to the Pattern

\ Trend Start to Formation Start Result Score
- \Short term (0 to 3 months) \ -24% (225) @
Intermediate term (3 to 6 months) ~19% (130) 3
Long term (over 6 months) -18% (126) -1

Note: The number of samples appears in parentheses.

The chart pattern shown in Figure 11.1, for example, has a trend that
begins in mid-January. Prices drop to a low of 52.63 then rise to a close of
64.69 in early December 1997 (working backward). That represents a rise of
23% from the low to the close, signaling a trend change. The elapsed time
from the trend start to the formation’s left shoulder high is over 3 months,
placing the up trend in the intermediate-term category.

I discuss the scores in the Scores section of this chapter, so ignore them
for now.
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