CHAPTER18

BIG PICTURE NEWS REVERSALS
Big picture news reversals are a longer‑term strategy (as opposed to scalping off morning economic news reports).

They require patience to monitor the initial setup but often lead to a trade that you can hold for many weeks. They tend to set up most frequently in the equity markets, but are just as easily tradable in commodities.

1. We are looking for an extraordinary event to occur which causes a market to move dramatically. (The examples

          are what we consider to be extraordinary events.)

2.
Identify the market's last closing price before the event occurred that caused it to have the sharp move.

3.
Place a resting stop order to enter the market at this previous closing price level. If the market can digest the

           radical event and conic back to this closing price level, we want to participate in the reversing move

4. Risk with a stop up to the lowest level the stock reached after the sell off. For example, if a stock was trading at

           20 before the event and it then sold off to 17, we will buy the stock if it comes back to 20 and risk, down to 17.

EXHIBIT 18.1 Intel (INTC)‑ 1994
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1. On December 8, 1994, Intel acknowledged that their Pentium chip did not calculate extended number

        computations correctly (an extraordinary event to say the least). The stock, which was trading at 65 before the

        news, sells off more than 10 percent over the next eight days. After the sell‑off, the stock begins to rebound. We

        look to buy if it trades in the 65 area.

2. On January 5, Intel reaches our buy point. After purchasing the stock, we place a protective sell​-stop at 57 1/2,

       INTC's post‑news low.
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EXHIBIT 18.2 Intel (INTC)‑1995
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As you can see, over the next 6 1/2 months Intel's stock price appreciates over 80 percent.
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Here is another example from late 1994.

On December 5. 1994, Orange County California, one of the wealthiest communities in the United States, announces that their investment fund has lost over $100 million. A default on their bonds is possible. MBIA, an insurer of municipal bonds and a large insurer of Orange County bonds, now has a problem. Over the next few days, panic sets in. MBIA sells off nearly 10 percent This extraordinary event is the setup for our big picture news reversal. On December 8, MBIA recovers to the pre‑news sell‑off price (point 1 on the chart). A buy order is executed. A protective sell‑stop is placed at its post‑news event low of 47 1/4. As you can see, MBIA rises nearly 20 percent over the next two months and nearly 40 percent over the next half of a year

Let's stop for a second and look at this example from a psychological viewpoint. This is not an easy trade to take, especially if you live is Southern California! The press is all over this story. The local papers and The Wall Street Journal had this crisis as their lead story on a daily basis.

EXHIBIT 18.3 MBIA (MB1)
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You could not turn on a news program without hearing all the experts making dire predictions for this situation. On top of all this, you could not even get bids for most Orange County bonds from the brokerage houses! The logical and safe thing to do was to stand aside. But, in hindsight, the trade was terrific! The stock was telling you, "I don't care about a default possibility, I'm going higher!"

By listening to what the stock was saying instead of what the experts (who were thinking logically) were telling you, you would have made a solid return on the trade.

EXHIBIT 18.4 Motorola (MOT)‑1993
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In January 1993, rumors abounded that cellular telephones caused cancer. A grieving husband had filed a suit stating that his wife died because of the microwaves delivered to her head from her cellular phone. As you can see, Motorola's stock lost 15 percent of its value in a few days on this news.
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EXHIBIT 18.5 Motorola 1993
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The biggest fear among investors during this period was the blockbuster story the television program "20/20" was supposed to air. As it turned out, the story was nothing but journalistic‑hype. Motorola's stock rebounded and it proceeded to trade through its pre‑event price of 29 1/2. Over the next 10 months, MOT became one of the best performers on the NYSE, appreciating over 60 percent.
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LINDA:

1 can't believe you trade a strategy that lasts more than a few days. This must really work.

LARRY..

It does and 1 wish it happened more often. When the occasion does arise, the potential profits are significant.

LINDA:

This strategy clearly points out why using your logic will get you into trouble.

LARRY.

Yes. It's logical to think a stock is going to drop in price on bad news. It becomes further reinforced when this news is exaggerated by the press. In these situations you must "let the market talk to you!"

LINDA:

What do you mean "talk to you?"

LARRY.

If the market is going up on bad news, it is telling you something. It's telling you it doesn't care about the bad news. It doesn't care about the problems. It's telling you it's going even higher.

LINDA:

Are your stops as tight with this strategy as they are in other strategies?

LARRY.

Not when 1 trade equities. Because 1 may be holding this position for weeks and even months, 1 give my stops some breathing room. This way, 1 can ride out the short‑term corrections and stay in my position for as far as it takes me.

