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Readers of the Trading Psychology Weblog know that I post short-term trend measures on a daily basis.  These are helpful in framing hypotheses for the morning’s trade and tracking shifts from bracketing to directionally moving markets.


Trend is a descriptive statistic, much as mean or standard deviation.  A descriptive statistic is just that: it describes something about a population.  In this case, trend describes the directionality of a series of price changes.  Descriptive statistics are not inferential statistics: they do not, in and of themselves, provide tests that validate conclusions regarding their underlying populations.  Knowing that a trend is upward, for instance, does not provide proof that the market will continue to move in that direction—just as knowing that a population mean (the average height of men) does not allow us to make a valid inference about the height of the next man we encounter.


That does not make descriptive statistics worthless.  Far from it: they are the building blocks upon which hypotheses can be built.  For instance, knowing that yesterday’s trend is down by X and that we are opening Y% below yesterday’s opening allows me to look at history and see what the markets have done subsequently.  If there is a distinct bias in the market’s historical performance, we have a promising hypothesis for the coming trade.


The key is to not treat all trends equally.  A given trend in a volatile market will produce different expectations than the same trend in a choppy, rangebound market.  Similarly, a short-term trend in a longer-term uptrend will yield different expectations than the same trend in a longer-term downtrend.  The trend measures enable us to frame hypotheses and tests of these: nothing more.


Below is a modification of an existing trend measure that I used to post daily.  I call it the Composite Trend Index (CTI) because it looks at the trending behavior of three separate classes of stock: large cap issues, midcaps, and small caps.  The CTI is helpful in that it captures shifts of trend when one sector of stocks moves ahead of the others.  Note how sudden shifts above and below the zero line generally accompany important directional moves in the market.  Notice also how the trend measure tends to rise and fall ahead of the broad market: a characteristic of nearly every “trendiness” measure I’ve assembled.
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Next week I will assemble a short-term version of the CTI and see if it provides a useful description of shorter-term market swings for the intraday trader.  Out of these measures, I expect a host of studies that can determine when, precisely, the trend is your friend and when it is worth fading.
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