CHAPTER 7

MOMENTUM PINBALL
One of the most confusing aspects of Taylor's trading technique is knowing whether it's a buy day or a sell short day Taylor kept a very mechanical book, but even so he made trades which seemed out of sequence. He would actually short on a buying day, except then he would change the name to "buying day high made first!" This is not very helpful to traders trying to learn his technique. The "Momentum Pinball will automatically tell you if you should be buying or shorting the next day, As with the 80‑20's pattern, there is no long‑term directional significance to this indicator. However for short‑term (one‑ to two ​day) flips, it can't be beat.

There are lots of tricks one can do with short‑term rates of change. This Pattern uses a one‑period rate of change or "momentum" function. This is simply, the difference between today's close and yesterday's close. (i.e., if today;,, closing price was 592 and yesterday's closing price was 596, the difference is ‑4.) A three‑period RSI of this one ​period change is calculated. (Most software charting packages allow the user to do studies on studies in just this way.)
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Here are the rules:

BUY SETUP

1.
Plot a three‑period RSI of a one‑period rate of change (the daily net change). We refer to this as an LBR/RSI.

2.
Day one is determined by an LBR/RSI value of less than 30.

3.
On day two, place a buy stop above the HIGH of the first hour's trading range.

4. Upon being filled, place a resting sell stop at the low of the first hour's range to protect your trade. The market

           should not come back to this point.

5. If the trade does get stopped out, it can be reentered on a buy stop at the original price. It is rare that this

           situation occurs, but when it does it is profitable to reenter the trade.

6.
If the trade closes with a profit, carry it oven‑tight.

Exit on morning follow‑through the next day (day three). Be sure to exit this trade by the close of the next day. Taylor would look to exit a long trade "just above the high of the previous day."

SELL SETUP

The rules for shorting are the opposite of the buy rules. Day one is determined by an RSI value greater than 70. Place a sell stop below the LOW of the first hour's trading range. A protective stop should always be placed AT the extreme of the bar of entry and then trailed to protect any accrued profits.

The following examples should help clarify this strategy.
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EXHIBIT 7.1 S&P‑December 1995
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1. Yesterday's LBR/RSI close below 30 gave us our first buy signal on the chart. We enter a long position on a

       breakout of the first hour's range. The trade closes with a profit so we carry it overnight. The next morning the

       market gaps up and we look to take profits on the trade.

2. On the first sell setup on the chart, we are pulled into a short trade on a penetration of the first hour's low. The

       market closes on the low for the day so we carry the trade home overnight. The next morning the market gaps  

       lower and we take profits on our short sale.

3. This is another perfect buy example. Notice how many times the market gaps in our favor when we carry a

       profitable trade home overnight.

4.
On this buy example we are pulled into a long trade that does not close as strongly as the first two buy examples. The market closes flat and we carry the trade home overnight. We exit the next day with a small profit. As you can see on points 2 and 4, it is best to exit this trade the following day instead of turning it into a longer‑term trade.

5.
On this day we had a sell setup from the previous day's reading above 70. However, the market never traded below its first hour's range. Consequently, our sell stop was not hit and no trade was taken.

6.
Points 6, 8, and 10, are trades taken from the long side. All trades were profitable and should have been exited the following day.

7.
Here is a trade we entered on the short side on a breakout of the first hour's range. The market actually rallied back at the end of the day and our trade closed flat. However, the market still closed below its opening price and we were not stopped out. We hold the position overnight and the market gaps in our favor the next day by over two points.

8.
Another sell setup (point 9) but our short entry was not hit. The mar​ket did not make a lower low off the first hour's range but instead rallied and closed on its high. This is a perfect example of why we enter on a breakout of the first hour's trading range. We must have confirmation that the market is moving in the direction of our signal to enter this trade.

55

EXHIBIT 7.2 IBM 1995
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This method works equally well with equities. It is important to select markets with a good average daily range. Otherwise the spread between your entry and exit the following day will be too small, as in point A at the beginning of the chart.
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EXHIBIT 7.3 Orange Juice‑November 1995
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The arrows on this chart show the days where trades would have been taken. Study the examples and note how most of the trades only last one or two days. Do not overstay your welcome using this technique!
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Let's look again at the reasons why this trade works so well. First, the day‑one setup indicates an exhaustion of buyers/sellers, just as the 8020's setup does. This is because the momentum indicator functions as a minor overbought/ oversold indicator. Second, we are waiting for confir~ mation that the market is moving in our direction by entering on a firsthour breakout. Quite often the market makes a reversal in the first hour, hits the buy/sell stop, and then moves in our favor for the rest of the day. This reversal tends to be a test of the previous day's high/low.

Over the years we have learned that if a trade closes in our favor, we should hold it overnight. The probabilities favor a bit more followthrough the next day.

LINDA:

This strategy has turned into one of my most consistent trading patterns. Like the Turtle Soup Plus One, it's an easy one to setup the night before.

LARRY.

What's nice about this overall pattem is that you've identified the times the market has become overbought or oversold on a two to three day basis. I've noticed that there's some overlap between this setup and the 80‑20's bars, yet they both test out independently and have different entry techniques.

LINDA:

Yes, it's nice to have an overall structure in place instead of putting oneself in a "reactive" mode and getting caught up in too much market noise and crosscurrents. That's usually when you're most likely to get sloppy and forget to put in a resting stop or to hold a marginal trade too many days. "Hope" can be a trader's worst enemy

LARRY.

You're right. Good habits are everything. Some of these patterns might seem simple, but you must create a methodology for trading them and learn to use trailing stops. Also, it's very important to identify extremes where you have the highest probability of a good reversal.

LINDA:

Lastly, it's important to keep one's profit expectations low. That way you'll be pleasantly surprised when the good reversals occur. It's sort of like fishing. You keep dropping your line in the water, catching little minnows, and once in awhile you will catch a big fish! This is what Momentum Pinball is all about.

