PART THREE   CLIMAX PATTERNS
CHAPTER12

WHIPLASH
This is a simple strategy that takes advantage of gaps by entering on the close (MOC) if specific criteria are met. It is also unique in that the gap does not need to be filled. We are looking for days when a gap in the morning is followed by a reversal in the afternoon. This reversal tends to follow‑through the next morning and often for the next few days. We must wait until the close to enter as we want confirmation that the market has truly failed.

BUY SETUP (SELLS ARE REVERSED)

1.
The market must gap lower than the previous day's low. (Night sessions are omitted)

2.
The close must be higher than the opening and also in the top 50 percent of the day's trading range.

3.
If rules 1 and 2 are met, buy MOC.

4.
If tomorrow opens below today's close (indicating a loss on the position), sell immediately! Take the loss!

5. If tomorrow opens with a profit, trail a stop to protect profits.

100

It might seem odd to enter on the close, only to get out on a bad opening. However, more often than not the market will open favorably the next day, and it is these small profits we are playing to capture. Back testing indicates a good win/loss percentage in the overnight gap action. It is very easy to manage the winning trades, so we consider this to be a good enough "headstart!" At the very least, you would not want to be on the opposite side of this trade.

Now let's look at some examples.
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EXHIBIT 12.1 Soybeans‑November 1995
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Here are four examples from a three‑week period in soybeans:

1. Soybeans gap higher, the close is below the opening and in the bottom 50 percent of its daily range‑sell MOC at

           659 1/4. The next morning the market opens lower at 656. Tight stops are placed to protect profits. (Where you

           place your stops is a personal choice. Just do not let this profit turn into a loss!)

2. Soybeans gap lower, close in the top half of its range and close above the opening. We will buy MOC at 656

           1/4. The next morning the market opens 1 1/4 cents higher (its low for the day) and rallies nearly 10 cents from

            the previous day's close.

3. Soybeans gap higher, dose below their opening and close in the bot~ tom half of their range. Sell MOC. The

           next morning, Soybeans open at a small profit. Stops should be trailed appropriately.

4.
A whiplash setup to the sell side.
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LINDA: Do you trade this strategy in all markets?

LARRY.

1 am aware of it in all markets, but 1 tend to trade it more often in the S&Ps and bonds.

LINDA:

It seems that people are often intimidated by gaps. Some traders do not feel comfortable with the usual accompanying increase in volatility.

LARRY.

That's why it's so important to continually look for systematic rules to exploit these gaps. It's a constant process of discovering the most probable course of action for the market.

LINDA: O.K. What tendency are you exploiting here?

LARRY.. This strategy is tied to the fact that days which reverse from market extremes tend to have follow‑through the next morning.

LINDA:

That's right. When a setup gives you an almost 60 percent headstart, as this one does, the chance to make money is very good. There also seems to be a slight sell‑side bias to this strategy.

LARRY. Yes, the testing confirms this also.

