CHAPTER14

A PICTURE'S WORTH A THOUSAND WORDS
The following are three distinctive reversal patterns. They are climax patterns, which means the reversal occurs from buying or selling exhaustion. Each of the patterns has a setup so that you can anticipate the market's reversal. This setup also prevents you from entering a trending market prematurely. The real beauty of these patterns is that they all form a distinctive risk point where you can place a stop. Once the market reverses from these points, it should not look back until some profits can be locked in.

These patterns are a purely subjective form of pattern recognition. This means that it is impossible to do any form of back testing on them. It is also difficult to describe precise rules or placement of resting orders for entry as we have done on previous setups. The best advice is to study these examples and then look for similar patterns on your own charts. All three of these patterns set up in any market on any timeframe.

Since many of our friends have been able to trade from these patterns, we know they are easily recognizable. In fact, "Three Little Indians

originally taught by two fellow traders who trade from tick charts. A word of advice: the people who trade subjective chart patterns spend many hours after the market closes re-examining examples that were set
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up during that day's session. They also concentrate very hard on trading only two or three specific setups. They do not use oscillators or moving averages as they insist on being purists. (This chapter could have been titled, "TRADING‑THE SCHOOL OF MINIMALISM')

The best technique to use when entering these trades calls for some good old‑fashioned tape reading or monitoring the charts right when the anticipated reversal is occurring. You must concentrate first on seeing the risk point or logical spot to put your stop before you enter the trade. Once you see the swing low that the market should not come down to again (in the case of a buy), pick up the phone and buy at‑the‑market. Do not try to price the trade because the odds are too high that you will miss it. The best entries from these three setups have a small window of opportunity

An easy way to exit these trades is to wait until the market begins to give back any gains or stalls in its movement; then exit at‑the‑market. They are also easy setups in which to trail a stop in order to lock in profits. Don't forget, trailing a stop is an active trading process. You must monitor new support or resistance levels as they are being formed and then move your resting stop up to just below/above these levels. Orders can be given as "Cancel‑Replace," which means you don't forget to cancel your previous resting stop order. Never let yourself be exposed to runaway market conditions without resting orders in the market, as any one of the patterns can reverse at any time!
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EXHIBIT 14.1 Gold‑30‑Minute
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This first pattern is called "spike and ledge." Here, a buying climax forms a spike and ledge pattern on an intraday gold chart. A short trade is entered on the breakdown out of the ledge at point 1 and an initial stop is placed on the other side of the ledge. The market should not come back to this level. The market closes its gap and we probably would have exited the trade on the small range expansion bar at point 2.
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EXHIBIT 14.2 S&P‑15‑Minute
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A dramatic selling climax forms a spike at point A. We buy the breakout from the following ledge at point 1 and place our stop on the other side of the ledge at level B. A range expansion bar at point 2 signals the move has temporarily exhausted itself.
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EXHIBIT 14.3 S&P‑10‑Tick
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Spike and ledge patterns work great on all time frames. Notice how both of these trades were tests of a previous low and high.

114

EXHIBIT 14.4 Bonds‑December 1995
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This pattem is called the "Fakeout‑Shakeout." Once a market breaks from a ledge or a triangle, it should not come back to the breakout point, or the apex of the triangle. If it does, it sets up an excellent trade in the other direction. The market has fooled and trapped the majority of the participants. In this particular example, a buy stop is placed just above the point from which the market broke down. The initial stop is entered at the most recent swing low. The market should not come back to this point. The stop is quickly moved up to breakeven, and then trailed appropriately to lock in profits.
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EXHIBIT 14.5 S&P‑20‑Tick
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The market broke from a narrow‑range ledge that had been forming for three hours (11:00 to 2:00). The shorts were faked out and the longs were shaken out! A legitimate breakout should not come back to the midpoint of the ledge. If it does, it signals that the breakout was a trap. We want to be on board when it reverses direction. In this case, we picked up the phone and bought at‑the‑market when it came out the other side. Our stop was very quickly moved up to breakeven.
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EXHIBIT 14.6 S&P‑60‑Minute
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Three Little Indians is a climax pattern formed by three symmetrical peaks. We can anticipate the third peak being formed, but must wait for the price to reverse off the last peak before we enter. We can then place our stop in the market at the same time we enter our position. We enter at‑the‑market‑if we try to price our entry on any of these patterns shown intraday, too often we will miss the trade. The stop should quickly be moved to breakeven. The winning trades do not look back. They should reward us instantly.
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EXHIBIT 14.7 Coffee‑30‑Minute
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Three Little Indians‑coffee formed three symmetrical peaks after a sixday rally. The price starts to reverse and we enter the trade at‑the‑market. Our initial stop, at the most recent swing high, can be quickly moved to breakeven. The market closed weak so we carry the trade overnight. The next morning we cover our short position on the range expansion bar at point 4. We were in the market less than four hours total.

EXHIBIT 14.8 S&P‑5‑Tick
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This is a classic example of a Three Little Indians climax at the end of a strong move. A small profit was made on the trade, which is all that we should expect when trading on a five‑tick chart!
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EXHIBIT 14.9 Heating Oil‑January 1996
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Here is a good example of both the Spike and Ledge setup and the Three Little Indians on a daily bar chart. Both trades gave us a good initial place to put our stop, and both moved quickly in our favor.

