CHAPTER17

MORNING NEWS REVERSALS
Economic news reports in the morning are notorious for causing erratic price behavior upon their release. It is often a time of great uncertainty, and the ensuing volatility creates opportunity This strategy will take advantage of the violent price behavior. Here are the rules:

1. Wait for an economic news event to be released at 8:30 EST. The report can be the unemployment numbers, the

           consumer price index, producer price index, GDP report, etc. The more significant the report, the better the

           trading opportunity.

2.
Identify the previous day's high and low for the bond market.

3.
If the report immediately lifts the bond market at least four ticks above the previous day's high, place a sell‑stop

           one to three ticks underneath the previous day's high. (If the bond market trades below the previousday's low by

          four ticks, place a buy​stop one to three ticks above the previous day's low.)

4. If filled, place an initial protective stop one tick above today's high (or for buys, one tick below today's low). As

           the position becomes profitable, immediately move the stop to breakeven.
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5. The same strategy can be used in the currencies. If they trade 10‑20 ticks beyond the previous day's extreme,

           place a stop 5‑10 ticks on the other side of the previous day's extreme. Move your stop to breakeven. as soon as

           it becomes profitable.

Let's look at a few trades from a two‑week period in November 1995.

EXHIBIT 17.1 Bonds‑December 1995
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1. The government reports that the producer price index was down 0.1 percent for the month of October signaling

         low inflation. Bonds immediately trade at least four ticks above the previous day's high of 118‑08.

2. We place a sell‑stop in the 118‑06 range and are immediately filled A protective buy‑stop is placed one tick

         above today's high of 118‑14.

3.    The sell‑off is significant. Within one hour we get a parabolic drop. Bonds trade to as low as 117​17. We will

       tighten our stops to assure locking in the profit.
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EXHIBIT 17.2 Bonds‑December 1995
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1.
Retail sales for October are reported showing the economy is slowing down. Bonds immediately rise at least four ticks above the previous day's high and reverse. A sell‑stop is placed in the 118‑00 range and we are short A protective buy‑stop is placed at 118‑07, one tick above today's high.

2.
The market trades to as low as 117‑17. Our stop is trailed to protect profits.
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EXHIBIT 17.3 Swiss Franc‑December 1995
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1. November 3, 1995, the U.S. employment report shows an unexpected increase in nonfarm jobs. The Swiss franc

       immediately sells off and then reverses. A buy‑stop is placed in the 87.75 range, a few ticks above the previous

       day's low. Upon being filled, a protective sell‑stop is placed at 87.57.

2. The reversal is sharp and our trailing stop is raised. The Swiss franc trades more than 40 points higher within 20

       minutes.
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LINDA:

How did you arrive at this strategy?

LARRY.

1 noticed how many times the bond market had initial sharp reactions to significant economic events in the morning and then reversed.

LINDA:

This has been going on for years. The bond market is notorious for reversals on these days.

LARRY.

That's right. And by having a structured plan to participate in these reversals, it keeps you from guessing whether or not the market will actually reverse.

LINDA:

Do you find it psychologically tough to trade this strategy?

LARRY.

Yes. The initial reaction off the news is usually the logical reaction. For example, if the inflation numbers are poor, it is logical to expect bonds to sell‑off. The media's interpretation of the report will reinforce this logic even further.

LINDA:

On the trading floor, we always tested the axiom, "Buy the rumor, sell the news!

LARRY.

You can't use logic to trade this strategy. Otherwise, if you do, you will never be successful with it. It is very tough to put in a buy‑stop in bonds when the so‑called experts are telling you the bonds are going down.

LINDA:

What happens if you get stopped out with a loss and the bonds reverse again? Will you attempt to reenter your position at the original point?

LARRY..

Good question. Yes, 1 have found some of my best gains come from reentering the position. There are times the market can't decide which way it wants to go, but once it does decide, the move is significant!

