CHAPTER 11

ADX GAPPER
This is a simple retracement pattern which lets us enter in the direction of a trending market. It is similar to other types of gap‑reversal strategies except that it uses the ADX and +DI/‑DI as a filter, thus increasing the overall profitability of trading gaps.

Again, the ADX measures the strength of the trend over time. +DI and ‑DI indicate the direction of the trend. If the trend is up, the +DI will be higher than the ‑DI and vice versa. We want to use the ADX to identifyperiods where the trend is strong, to wait for days that gap in the opposite direction of the trend, and then to climb aboard if the market resunies its original trend.

Here are the rules for this strategy:

1.
We will use a `12‑period ADX and a 28‑period +DI/‑DI. (Night se,,‑,sions are omitted.)

2.
The ADX must be greater than 30.

3.
For buys, the +DI must be greater than the ‑DI; for sells, the ‑DI must be greater than the +DI.
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FOR BUYS (SELLS ARE REVERSED)

1.       Today's open must gap below yesterday's low.

2.       A buy stop is placed in the area of yesterday's low.

3.       If filled, a protective sell stop is placed at today's low.

4. Lock in profits with a trailing stop and either exit the position before the close or carry it into the following day if

         it closes strongly.
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Here are three trades that occured during a three‑week span in July 95 Cotton.

EXHIBIT 11.1 Cotton‑July 1995
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1. March 3, 1995, cotton has a 12‑period ADX above 30 and the +DI is above the ‑DI signifying an uptrend. The

        market gaps lower. A buy stop is placed in the area of the previous day's low of 99.15. The market rallies to as  

        high as 101.18 and closes at 99.85.

2. On March 6, cotton again gaps lower and reverses. A buy stop at yesterday's low of 101.65 is triggered. Cotton

        proceeds to close 190 points higher.

3.
Another lower gap and profitable reversal.
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EXHIBIT 11.2 Wheat‑December 1995
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During the summer of 1995, wheat experiences a contra‑seasonal bull market. On August 11, December wheat gaps lower and reverses. A buy stop is triggered at the previous day's low of 435. A protective trailing sell stop is placed just under today's low of 429. The market closes 16 cents above our buy stop.
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EXHIBIT 11.3 S&P‑June 1995
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The bull market of 1995 led to a setup on May 19. With the ADX above 30 and +DI above ‑DI, the market gaps lower and reverses. A buy stop is triggered at 518.90. The market closes near the high of the day. Traders have the option of taking profits or carrying the position overnight. (As you can see, the upward bias continues with the S&P trading five points higher the next day) Back testing of this strategy shows profit improvement holding these trades into the next morning.
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Let's walk through a trade that 1 (Larry) took while finishing the manual.

EXHIBIT 11.4 Orange Juice‑January 1996
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1. November 15, 1995 (gap day), January orange juice has a 12‑period ADX above 30 and the +DI is above the ~DI,

       signifying an uptrend.

2. The market gaps lower. A buy stop is placed at 121.20, one tick above the previous day's low. Once filled, an

       initial protective sell stop is placed one tick below this morning's low of 120.50.

3.
The market rallies up to 123.00. The stop is trailed up to 122.10 to lock in profits.

93

4.
As we enter the final hour of trading, there is a profit. In this scenario, 1 moved the stop to 122.60. The market holds so 1 remain long over​night. 1 know from experience that this strong close will have a high likelihood of following through the next morning.

5.
In the first 15 minutes, the market opens higher and trades as high as 124.55. 1 immediately place a stop at 124.00 and get filled at 123.80.

EXHIBIT 11.5 Orange Juice‑January 1996 Intraday
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LINDA:

Caps usually represent some sort of extreme in emotion. They are also very visible chart patterns to other market participants. Why not just trade all gaps?

LARRY..

Larry Williarns proved that trading gap reversals is a statistically correct strategy (see Appendix). He called these reversals "Oops trades." 1 traded the Oops strategy for awhile and made money with it, but 1 found that most of my profits were coming from a small handful of trades.

LINDA:

And you looked for a common denominator among those winning trades?

LARRY.

Yes. My best gains were coming from strongly trending markets. By selling higher gaps in bear markets, 1 am basically climbing aboard for the downward ride, and a number of times it is really quite a ride. (The same holds true for buying lower gaps and riding the market as it rises.)

LINDA:

You mean because of the follow‑through?

LARRY.

Yes. There are a handful of times each year which bring substantial one‑ to five‑day profits.

LINDA:

How many times a year do the ADX gap reversals setup?

LARRY..

The ADX filter reduces the number of gap reversal trades. If you follow all the active markets like 1 do, you will get between two to four trades per week.

LINDA:

You also trade these reversals without gaps. How does that work?
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LARRY.

That is more subjective. Let's assume the ADX is above 30 and the trend is up. 1 will look for some early morning weakness in the market, perhaps a down opening. If the market begins to recover and moves above yesterday's close, I will buy. 1 firmly believe this is a conceptually correct strategy to trade. The market is attempting to sell off in the morning, but because the overall trend is so strong, the uptrend resumes and 1 want to be part of that continuation.

LINDA:

Where is your initial protective stop?

LARRY..

Usually at today's morning low. 1 will then move it higher as my position becomes profitable, or if the market becomes very dull. Ideally, 1 want to see the market explode higher; otherwise, 1 will just scratch the trade.
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