CHAPTER 13

THREE‑DAY UNFILLED GAP REVERSALS
Here is another pattem which employs a gap‑reversal strategy. In this particular case. the market must begin to close an unfilled gap within three days.

BUY SETUP (SELLS ARE REVERSED)

1. Today the market must gap lower and not fill the gap. (As with even. other strategy in this book, night sessions

           are omitted.)

2.
Over the next three trading sessions, have in place a buy stop one tick above the high of the gap‑down day.

3.
If filled, place a protective sell stop at the low of the gap‑down day.

4.
Protect any accrued profits with a trailing stop. Often a market will close a gap and then reverse again.

5.
If not filled after three trading sessions, cancel the initial buy stop.
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EXHIBIT 13.1 Wheat‑March 1995
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1. An unfilled gap higher. A resting sell stop is placed for the next three trading sessions at 394 1/4, one tick below

        today's low.

2.
Our sell stop is filled and our protective buy stop is placed at 400 1/4, one tick above the unfilled gap‑day high.

3.
We are stopped out for a six cents loss plus slippage and commission.

4.
An unfilled gap. We place a sell stop one tick below today's low of 405 3/4 for the next three trading days.

5.
We are filled and our protective buy stop is placed at 410, one tick above the gap day's high.

6.
The market sells off over 20 cents during the next seven sessions.
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Here are three trades that occurred over a one‑month period in Motorola.

1. An unfilled gap. We buy the next day, one tick above today's high. As you can see, the market rallies strongly

           over the next few days.

2. Another unfilled gap that begins to get filled the next day. We sell Motorola short in the 76 area and the market

           drops over eight points in two days.

3.
The gap from 7‑19 is filled in two days. The market trades five points higher over the next three days.

Also, let's look at the money‑management rules for this example. Because the low of 7‑19 is 6 1/2 points below our entry, our protective sell stop must be placed at a higher level. Our recommendation is to risk in the range of two to three points with this trade.

EXHIBIT 13.2 Motorola (MOT)‑1995

[image: image2.png]L No- Gops e DD D D D Rt R R R P

6119621 J6/26 6128 773 7o inz [in7 119 724|126 8t

D





106

EXHIBIT 13.3 Orange Juice‑March 1995
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1.
December 19, 1994, an unfilled gap.

2.
Orange juice trades below the December 19 low. We are short with a protective stop at 123.80.

3.
Orange juice loses 10 cents in six‑trading sessions.
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EXHIBIT 13.4 Soybean Meal‑March 1995
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1.
unfilled gap higher.

2.
We short one tick below the gap day's low. (In case you missed the Turtle Soup Plus One sell signal the previous

       day!)

3.
Soybean meal loses over 600 points in five‑trading sessions.
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LINDA:

Is this another example of markets reaching short‑term extremes and re​versing?

LARRY..

Yes, these types of gap extremes occur when markets are either overreact​ing to news or are in exhaustive phases.

LINDA:

Like island reversals?

LARRY.

That's right. Once a gap begins to get filled, the momentum often picks up, and the moves are potentially significant.

LINDA:

It seems to me that with this setup you go through periods of small gains and small losses, and then you participate when the reversal is significant.

LARRY.

Exactly.

LINDA:

Why three days? Why not six days or 20 days?

LARRY.

Remember, we are trading on a short‑term time frame. Also, in my opinion, a gap that occurred 20 days ago is less significant than one that occurred yesterday.

LINDA:

This obviously works nicely in equities.

LARRY.

Yes, it does. In fact, the strategy seems to work best in momentum stocks. The more volatile the stock, the more significant this pattern is.

