The Power of
Breakout Gaps
in Trading:

Earliest signal of
Trend reversal
and start of a
new trend

In this article we explore if price gaps have a trading
relevance. A price gap in a financial chart can also be
understood as a technical signal - it is a visible void in
trading activity where, due to a change in the supply and
demand equation, no transactions occurred between two
price points. Technically, on a two-bar basis, a gap up is
formed when the high price of one bar and the low price of
the subsequent bar do not overlap (vice-versa for gap
down). These occurrences can be found across
timeframes-daily, weekly, and monthly charts-depending
on the underlying price action and market volatility. We
however will focus on the daily charts (the shortest time
interval here) to identify if occurrence of a gap could
possibly reverse an existing trend and signal a new trend.

Understanding trading gaps and its varieties is crucial for
technical analysts. They provide a direct and, in this case,
an early peek into the market psychology suggesting
sudden shifts in the forces of buying and selling, which
could lead to indications about an emerging trend. Before
we go ahead let’s clear a common misconception among
novice traders that "all gaps must be filled" (closed or
covered), the truth is that the forecasting value of a gap
lies precisely in whether it is filled quickly or not, which
depends on the type of the gap.

Defining the Gap and the Role of Volumes

A Gap is essentially a price range where, at the moment it
occurred, there was no trading activity. For example, if a
stock had a high of 102 on day x and a close of 101.5 and
next morning it opens at 104 and records a low of 103,
there is no trading which took place between 102 to 103.
It is an empty space on the chart where the price jumped
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up or down. A gap movement which records high volume
is a subtle indicator of strength of a new trend, as it
suggests more activity on the day of reversal. But before
that lets understand types of gaps and how breakout gaps
can signal a reversal of ongoing trend, in turn suggest
start of anew trend.

The Four Types of Trading Gaps and Associated
Strategies

Trading gaps are generally categorized into four distinct
types, each carrying a different meaning and requiring a
specialized trading strategy:

1.  Common or Area Gaps

2. Breakaway Gaps

3. Continuation or Runaway Gaps
4. Exhaustion Gaps

1. Common or Area Gaps (The Mean Reversion
Trade)

Common Gaps, or Area Gaps, occur frequently within a
defined trading area or a price congestion pattern. They
are characterized by a lack of significant consequence for
the overall trend.

Occurrence and Significance: They often develop
within the "no man's land" of consolidations, away
from key support or resistance boundaries where
breakouts or breakdowns prevail.

Key Behaviour: Common Gaps are defined by their
tendency to get closed quickly, often within a few
trading days or intervals, as the price reverts to its
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equilibrium within the established range.

Trading Strategy: Since the gap gets filled early
and also do not indicate a trend reversal or start, no
significant strategy can be created around Common
or Area Gaps.

Breakaway Gaps (The Trend Initiation Trade)

Breakaway Gaps are the most powerful gaps, signaling a
decisive directional bias. A breakaway gap in most cases
will signal the start of new directional movement and
hence is of utmost importance for the trader.

Occurrence: A Breakaway Gap occurs when the price
leaps out of a well-defined price action pattern (e.g., a
triangle, rectangle, or head-and-shoulders formation) or
upon the completion of a major price reversal pattern.

They also occur when there is a price gap against the
direction of a price trend which

has been in force for some time.
We apply an oversold or
overbought reading filter on the
modified RSI to ascertain the
chances of a gap being a breakout
gap.

Forecasting Value: They draw
immediate attention to the
breakout, lending credibility to
the move. A breakaway gap
suggests that the underlying
demand or
overwhelming, implying that the

supply is

resulting price move will be

significant, sustained, and could
occur at a faster pace.

Trading Strategy: Gap and Go/Momentum Strategy

Confirmation: This gap could occur either at the end
ofa consolidation (price breaks out of a price pattern
with a gap) or the RSI rule must be applicable. The
Rule is very simple. We plota 10-day RSIusinga21-
day EMA (not the price closing) as the input for the
same. A reading below 10 means oversold levels and
then an upside gap, could be a breakout gap
suggesting an upside move has started. Reference

BSE / Nuvama on the 3rd October 2025. Conversely
an RSI reading above 90 and then a downside gap,
could be a breakaway gap on the downside
indicating a declining or a correcting move has
started. The observation is valid till the gap gets
filled, which the stop loss level or the reversal level
for the breakaway gap trading set up.

Entry Option 1 (Aggressive - Gap and Go): Enter
the trade immediately after the gap forms, using
filling of gap as a stop loss level. For example, if a
stock has modified RSIreading of 6.5 and it closed at
100 with an intraday high of 102. If next day the
stock opens at 103.5 and makes a low of 103 and
keeps moving up, there is a gap between 102 — 103
and therefore 102 becomes the stop loss or exit level.
Once the up move does occur, a simple moving

The Price gap occurred on the 06th October (price level of 2100) — Monday and
the modified RSIwas 1.65 on 3rd October Friday. As there was a breakout gap on
the upside price rallied to a high 02960 on the 20th of November before closing
below the 21 DAY EMA on the 3rd of December ata price of 2751.

average can become a trend following tool and an
exit is generated once the price closes below the
average. Using a chart of BSE as an example.

Entry Option 2 (Conservative - Pullback): In
some cases, the price gives a minor pullback to the
gap area which also becomes an entry opportunity.

Stop-Loss: A reversal as discussed above is
considered when the gap gets filled hence the filling
level of the gap is the stop loss level.

Target/Exit: Use chart patterns or Fibonacci

InvesTrade | January - 2026 29,



extensions to set profit targets, as the move is
expected to be substantial or a simple moving
average-based exit as discussed above can also be an
exit strategy.

3. Continuation or Runaway
Gaps (The Measuring Trade)

Continuation Gaps, often called
measuring gaps, appear mid-
trend and are an excellent
indicator of the trend’s vigor and
probable remaining distance.

Occurrence: These gaps
are not associated with a
prior pattern but appear
during a strong, straight-
line advance or decline,
suggesting that traders who
missed the start are rushing
in due to overwhelming
momentum.

Technical Importance

and Inference: Their key

importance lies in the

"measuring principle": the price is expected to travel
as much farther beyond the gap as it has already gone
between the beginning of the move and the gap itself.
The gap often forms near the theoretical midpoint of
the entire price move.

Key Behaviour: Like breakaway gaps,
Continuation Gaps generally do not get filled
quickly, confirming the strength of the ongoing
trend.

Trading Strategy: Trend Continuation Strategy

Entry: Since the trend is already underway, traders
should use the gap as a confirmation signal to add to
an existing position or initiate a new one. The most
strategic entry is often on a slight pullback to the new
support (for an up gap) or resistance (for a down gap)
established by the gap's lower or upper boundary.

Stop-Loss: Place the stop loss at the filling of the gap
level.

Target/Exit: Apply the measuring principle:
measure the vertical distance from the move's start to
the gap's midpoint, and project that distance forward
from the gap to determine the expected target price or

“Breakout Gaps pronounce
anew Trend with price in

its most vibrant form 7

again a moving average based exit can be
considered.

Exhaustion Gaps (The Reversal Trade)

The Exhaustion Gap is
the final type, occurring
at the end of a price
move and signaling that
the preceding trend has
run out of steam.

Occurrence and
Function: They
appear after a
prolonged,
accelerated move,
often as the last,
desperate burst of
buying (in an
uptrend) or selling
(in a downtrend) by
late-comers,
sometimes referred
to as a "buying
climax" or "selling

climax.”

Key Distinguishing Feature: Exhaustion Gaps are
almost always quickly closed, typically within two
to five trading days. This quick closing is the
primary diagnostic clue to differentiate them from
Continuation Gaps. The gap represents the final,
unsustainable surge.

Forecasting Implication: It signals a "STOP" to the
immediate momentum. While not always a
guaranteed major reversal, it guarantees at least a
minor reaction, pause, or correction.
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Conclusion
Gap Type Trend Implication Volume Requirement | Gap Fill Likelihood | Primary Strategy
Common Noise/Minor Volatility Low/Average Very High Fade the Gap
(Quickly Filled) (Reversal)
Breakaway | New Trend Start Very High Very Low (Acts as Gap and Go
(Breakout) Support/Resistance) (Continuation)
Continuation| Mid-Trend Acceleration | Above Average Very Low Trend Continuation
(Measuring)
Exhaustion | Trend End (Climax) Very High Very High Fade the Gap
(Quickly Filled) (Reversal)

A detailed analysis thus highlights the trading significance of breakout gaps. Since they are signalling the start of a trend,
price movement is in its most vibrant form. Also, the eventual distance the price will travel will be much more compared

to other gaps. So, while gaps are very relevant in trading, Breakout gaps due to their ability to pronounce a new trend are
the most important.

Editor’s Note: Presented at AIF’s 10th Annual Conference held in 2024. Examples and Charts have been updated
wherever appropriate.

2024.
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