Exit /Stop Tightening Strategy

By Interpreting Price Action


Idea:  To find areas where price may strongly retrace or reverse so as to conserve profitability in a given open trade

Concept:  In many cases price gives a forewarning signal of an eminent reversal or retracement when market sentiment is changing or is about to change.  This signal can usually be seen in the movement of price just prior to or during the change in sentiment as traders begin taking profit on open positions in one direction and/or entering new positions in the opposing direction.

Identification of these areas is key to taking action and profiting from these signals.  The following will discuss some simple techniques.

Definitions:

Inner Bar:  Any bar that has a high and low contained with in the range of the immediately previous bar’s high and low.


[image: image1.wmf] 

Inner Bars

 


Significance:  An inner bar signifies a tightly ranging market or consolidation.  This means the market is deciding whether to turn around or continue in the previous direction.  In this area many short term traders are exiting the market and longer term traders may be scaling out conserving their profit.  Still others may be entering the market in the opposite direction, anticipating a change.  By looking at this as a possible change in market sentiment we have a “heads up” signal that may help notify us that some traders are changing their minds about the sustainability of the current direction in the market.

Bullish Engulfing Bar:  Any bar that extends beyond the high AND low of the previous bars range and closes above the previous bar’s high.
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Bullish Engulfing Bar

 


Significance:  This kind of formation represents a pitched battle between the bears and the bulls.  This single candle shows that initially the bears pushed price down below the previous bar’s low attempting the drive the price further down, but the bulls came in, rallied the price and it eventually closed above the previous bar’s high.  This is usually a strongly bullish signal and if it occurs during a downward trend can signify a definite reversal.  Note in the above screen shot that the price continued strongly bullish after this one candle.  

Bearish Engulfing Bar:  Any bar that extends beyond the high AND low of the previous bars range and closes below the previous bar’s low.
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Bearish Engulfing Bar

 


Significance:  This also represents a pitched battle between the bulls and the bears only this time the bears won the battle and drove the price down to close below the low of the previous candle.  This is also considered a strongly bearish signal and represents an exit for a long position

Now that we have defined certain terms lets examine how to use them to our advantage.  The following will address trades that are by nature and definition trend following trades.  Thus the goal is to ride a given trend as far as the market will take us, while simultaneously attempting to capture as much of this trend as possible. 

The challenge with most trend trades comes in finding exit points or areas to tighten stops that are near the extreme of each swing or trend.  While trailing stops along a moving average is effective it can also “give up” many pips in the process as price retraces to and crosses the moving average.  Thus finding areas where we see a possible change in market sentiment is key to preserving profit.  

While these techniques may not be 100% accurate, the pips saved using them can more than make up for the inaccuracies.  And they are simple and easy to employ.

Long Positions:  Look for the following to either exit or tighten stops

1) An inner bar that is also bearish OR

2) A bearish engulfing bar

Short Positions:  Look for the following to either exit or tighten stops

1) An inner bar that is also bullish OR

2) A bullish engulfing bar

The following is an example of this technique using stop tightening for a short position.
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Stop out using MA

 


In the above example you can see that we identified a bullish inner bar and tightened the stop to the high of the previous bar.  (The bar just before the inner bar.)  The position then stopped out on the very next bar giving a profit of 235 pips.  Had we allowed the position to continue trailing the stop on the MA the position would have yielded 103 pips.  This represents a savings of 132 pips that we keep in our account.  

The next screen shot can also show a significant savings even if the position was a losing position.  And how during a ranging market this technique can also work in our favor by limiting losses.
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In this example you can see that that market was ranging and gave us a long entry signal.  Shortly after that entry we identified an inner bearish bar.  By using this consolidation signal as a warning we moved the stop up to the previous bar’s low, thus limiting our exposure in the market.  The very next bar stopped us out for a loss of 32 pips.  However, if we had allowed the position to continue trailing the stop along the MA, we would’ve lost, 120 pips.  Thus once again we have a savings of 88 pips, which goes along way in money management.  

As you are fully aware, limiting the amount you lose in the market is just as valid as gaining pips.  It keeps your overall profitability high.

The same technique can also be employed using a bullish or bearish engulfing bar.  However, in these cases you can chose to exit immediately or move your stop up to the extreme of this formation.  By watching for engulfing patterns you can find exit points quickly without having to give up too much more of your profit.  In most cases I’ve observed that an engulfing patter is a strong reversal signal and it is usually advantageous to exit immediately.
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