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HISTORICAL VOLATILITY MEETS TOBY CRABEL
First, let's review historical volatility It is simply a mathematical measurement of how much prices in a particular market fluctuate over a set period of time. The actual formula is provided in the Appendix, but it is also included as a study in many market software programs.

There are two interesting properties of volatility you should be aware of. The first is that it is quite cyclical‑even more than price. The second is that it is more highly autocorrelated than price changes. Mat does this mean? Well, when volatility reverses direction, it is more likely to continue in that direction. Thus, once volatility starts to contract, it will continue to decrease until it reaches a critical reading. At this point, the cycle will reverse itself. Then when the volatility expands, the ensuing explosion will continue to propel the price in one direction.

We combine the historical volatility indicator with Toby Crabel's NR4 day or an inside​day pattern to identify these critical points. We have found this combination does a good job pinpointing explosive moves.

Here is the setup:

1. First, we will compare the six‑day historical volatility reading to the 100‑day historical volatility reading. We

           are looking for the 6/100 reading to be under 50 percent (in other words, for the six‑day historical volatility

           reading to be less than one‑half the 100 day historical volatility reading).

2. If rule one is met, today (day one) must be either an inside day or an NR4 day. When both rules one and two are

           met, we now have a setup.

3.
On day two, place a buy‑stop one tick above the day‑one high and a sell‑stop one tick below the day‑one low.

4.
If your buy‑stop is filled, place an additional sell‑stop one tick below the day‑one low. (The reverse applies if

           your sell‑stop is hit first.) This will allow you to reverse the position in case of a false breakout. This additional

          sell‑stop is done on the entry day only, and expires on the close of this day. A trailing stop should be used to lock

          in profits on a winning trade.
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Here are three examples from the bond market that occurred in late 1994 and early 1995.

EXHIBIT 20.1 Bonds‑December 1994
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1. September 8, 1994, bonds have an inside day, an NR4, and a 6/100 day historical volatility reading under 50

       percent.

2.
A buy‑stop is placed at 101‑27, one tick above the day‑one high, and a sell‑stop is placed at 101​08, one tick below

       the day‑one low. Our sellstop is filled and a second buy‑stop order is placed at 101​27. The market experiences a 

       sharp sell‑off and the bonds drop nearly a point and one‑half for the day.
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EXHIBIT 20.2 Bonds‑June 1995
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1.
May 1, 1995, all the pieces are together again: an inside day, an NR4, and a 6/100 day historical volatility reading under 50 percent.

2.
Bonds trade one tick above the day‑one high of 105‑13 and we are long.

3.
Bonds move sharply higher and our protective sell‑stop moves with the rise.

4.
The Historical Volatility Meets Toby Crabel setup pattem identifies to the day the biggest weekly rally bonds have had in six years.

165

EXHIBIT 20.3 Bonds‑March 1995
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1.
February 13, 1995, bonds experience an inside day and the 6/100 day historical volatility ratio is under 50 percent.

2. The next morning bonds open at 101‑28 and we are long. An additional sell‑stop order is placed at 101‑08, one tick

       below the day‑one low.

3.
Bonds move on an intraday basis 44 ticks (over $1350/contract) higher.
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EXHIBIT 20.4 Micron Technology (MU)‑1995
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1.
An NR4 and a 6/100 day historical volatility reading under 50 percent.

2.
The market breaks to the upside and proceeds to appreciate over 20 percent in two weeks.
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EXHIBIT 20.5 Crude Oil‑January 1996
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1.
An NR4 combined with a 6/100 day historical volatility reading under 50 percent.

2.
The market opens above the previous day's high and we are long.

3.
Crude oil trades more than 50 cents above our previous day entry point.
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EXHIBIT 20.6 Soybean Oil‑December 1995
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1.
An NR4 combined with a 6/100 day historical volatility reading under 50 percent. Tomorrow, we will have a buy‑stop one tick above today's high of 26.85 and a sell‑stop one tick below today's low of 26.62.

2.
Our sell‑stop is triggered and we double our buy‑stop at 26.86 in case the market reverses.

3.
The market loses over 100 points in six trading sessions.
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LINDA:

1 love this strategy. Some powerful moves occur from these signals.

LARRY.

That's because it combines the best of two worlds. We are mathematically identifying periods of historically low volatility and at the same time we are also identifying these same periods with pattem recognition.

LINDA:

Why do you use a 6/100 period for historical volatility? In your first book, you used a 10/100 day period.

LARRY.

The 6/100 day period helps identify short‑term moves better than the 10100 day period, which is more appropriate for intermediate‑term moves.

LINDA: So you are only looking for a very short‑term move from this setup?

LARRY. Yes. 1 will stay in the position as long as it continues to move in my favor. Usually though, 1 am out within one to four days.

