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Note:  This was written December 1, 2003.  The Trading Psychology Weblog has evolved during the year and a half since its inception, and so this article—and my trading—will evolve as well.  I expect to add trading technique articles to the website periodically to supplement the information in this article and to assist short-term traders in their craft.  

Introduction


The Trading Psychology Weblog is a market diary written each market day and at least once on weekends.  At present, there is a lengthy entry before the markets open that summarizes trend, institutional activity, and momentum measures and that synthesizes this information into a trading strategy for the day.  A briefer, midday entry is generally posted between 12:00 – 13:00 ET and updates the strategy for afternoon trading.  My primary purpose in writing the Weblog is to organize my thoughts about the market and ground my trading in a few simple, tested rules.  Recently, I have also begun to use the Weblog to track my individual trades and their results, as a spur to continually evaluate and improve my trading performance.  I have met a number of interesting, dedicated, and creative traders who have responded to the Weblog, and this has proven to be most rewarding.

My Data and Analysis


Since 1998, I have collected 1, 5, and 10 minute data on the markets from the Townsend RealTick servers.  I also maintain a daily database of data going back to the 1960s and nine years of historical intraday price and volume data on SP and ND futures from Tick Data, Inc.  Much of the data I have collected from RealTick is not readily available elsewhere, including clean, complete data on the NYSE and Dow TICK; advances and declines and new highs/lows for each 10 minute period in the market (not the daily figure updated each 10 minutes); intraday sector price data; intraday put/call ratios; intraday TRIN data; and intraday VIX and QQV volatility measures.  My observation, for what it’s worth, is that the intraday versions of traditional technical analysis indicators are much more predictive and helpful in short-term trading than their end-of-day counterparts (perhaps precisely because they are less available and thus less picked over by researchers).    


I use these data as raw materials in creating my own market measures of trend, institutional activity, and momentum.  These measures form the backbone of my daily trading strategies, and so the Weblog is organized along their lines.  My tests of these measures follow a strategy known as nearest neighbor modeling.  I select a lookback period that covers a variety of market conditions:  bull, bear, and consolidating; volatile and non-volatile.  I then examine all markets during the lookback period in which the tested indicator has fallen within a given range.  These are the nearest neighbors.  By inspecting what the market has done subsequently to these indicator readings, I can determine whether the indicator—in the range tested—has any significant predictive value.  

(Note:  This is ascertained by comparing the means and standard deviations of the market outcomes following the indicator events to the overall market means and standard deviations.  My personal preference is for nonparametric tests of significance that simply look at the number of up and down markets following the indicator reading vs. the number of up and down markets for the market overall.  This is called a chi-square test, and it makes minimal assumptions about the underlying distribution of the price changes in the lookback sample.)  

Now here is where I part company from most quant traders.  Once I have determined that a particular range of a particular variable has predictive value, I summarize that relationship as a trading rule.  A simple example of such a trading rule would be:  “When Trend Measure > X, you can only go long the market under conditions Y”.  I do not attempt to predict future market levels, and I do not mechanically enter orders once the indicator reaches a threshold level.  Instead, I keep track of all rules that have been triggered in a given market and formulate my strategy on that basis.  I think it is thus fair to say that my trading is neither wholly discretionary nor mechanical.  I call it rule-governed.

Rule-Governed Trading

I make a crucial decision between longer-term and shorter-term trading.  Epistemologically, I believe these are very different activities.  The longer-term trader has the luxury of analyzing considerable data prior to making a trade.  These data often include fundamental statistics about individual companies (earnings, dividends, news), economic statistics (money supply, changes in unemployment and economic growth), and historical patterns of price change and subsequent market behavior.  From these analyses, the longer-term trader makes decisions about buying and selling.  It is a highly explicit process.

As trading becomes shorter-term, there is no longer time for lengthy explicit analyses.  The floor trader, for example, makes many split-second decisions each day based on the upticking and downticking behavior of a stock or index.  Longer-term considerations about the products manufactured by a company or the level of interest rates play a much smaller role in trading decisions, which instead are predicated on more immediate developments regarding price change, volume, and momentum.  The very short-term trader’s decision making tends to be more from “the gut”: implicit, rather than explicit.

The problem with short-term trading is that its very implicit nature allows subjective impulses to contaminate valid, gut instincts born of years of experience.  This is where trading rules come in.  Trading rules that have tested validity can add a measure of structure and objectivity to the implicit, discretionary activity of the short-term trader.  

Let’s take an example.  Greg Maddux of the Atlanta Braves is one of the most successful pitchers in Major League Baseball.  Over an 18-year career, he has won 289 games and lost 163, with a 2.89 ERA.  He is not an overpoweringly fast pitcher, but works hard and has developed pinpoint control.  On the mound, Maddux is like a short-term trader.  He has to make moment-to-moment decisions about how to pitch each batter.  He won’t pitch a batter the same way if there are bases loaded and no outs versus empty bases and two outs, for example.  He will mix up his pitches differently if his arm is tired, rather than fully rested.  As a performance athlete like a running back, soccer player, or tennis pro, he makes split-second judgments that reflect years of practice and experience.

But is Maddux’ performance wholly implicit?  It turns out that this future Hall-of-Famer is quite a researcher.  He watches tape after tape of opposing hitters and looks for their strengths and weaknesses.  He knows exactly how each batter on the other side hits a fast ball, a curve, a pitch away from the plate, a pitch inside.  From his research, Maddux develops a few basic rules that guide him in difficult situations.  If a batter tends to hit low, inside pitches on the ground, you can count on Maddux giving him a low, inside pitch if there is a runner on first base and one out.  He wants that double play!  If Maddux knows that a hitter has a tendency to go after high pitches outside the strike zone, he may just give that pitch to a batter who has one ball and two strikes.  (Note he would not give the same batter the same pitch if the count were 3 and 1, because that would risk a walk; that’s how rules work).  

I believe if you look at most high performance professionals, you will witness a similar mixture of implicit and explicit, rule-governed decision-making.  The Army Rangers on reconnaissance follow a number of rules regarding the spacing of soldiers, their rules of engagement, etc.  Nevertheless, in the heat of battle, they must make split second decisions that reflect many months and years of training and rehearsal under simulated and live-fire conditions.  A quarterback on a football team follows rules based upon the game strategy developed by the coaches, but has to make quick adjustments at the line of scrimmage when the defense suddenly shifts.  This complex mixture of research-based, explicit reasoning and internalized, implicit experience is what makes expertise in performance fields, such as trading, endlessly fascinating to a psychologist.

The short-term trader neither relies wholly on a mechanical game plan (that might become outdated with the next economic report and subsequent market action), nor on pure, subjective instinct (that might reflect nothing more than momentary overconfidence or fear).  Rather, the short-term trader—like Greg Maddux—develops rules to guide action in particular situations and channels years of experience and practice through those rules.

The Role of Research and the Weblog

When I look at past markets similar to the current market, I am doing something similar to Maddux when he reviews tapes.  I am looking for tendencies that can anchor rules for the coming day’s trading.  In the heat of market action, I can then call upon those rules to guide trading decisions.

Here’s an example.  I follow a proprietary measure of momentum called the Demand/Supply Index (DSI).  It follows a basket of stocks and adds up the number of issues that are displaying positive momentum over a short/medium-term time frame (Demand) and the number that are displaying negative momentum over that period (Supply).  When the DSI hits extreme high or low values, there is a significant tendency for prices to continue in the direction of the move during the next day.  Thus, if the market shoots higher today on a very strong DSI number and then pulls back slightly during early trading the following morning, I have a good trade setup for buying the pullback, because the odds are excellent that the market will take out the previous day’s high.  If the same rise occurred on a very weak DSI number and the market opened lower—all other things being equal—I would be less likely to be a buyer on the dip.  

Is this a mechanical trade?  No.  I use experience and discretion to help me define the level of dip where I will enter.  Such information as the duration and extent of recent dips, price levels that have contained recent drops, the underlying trend of the market—all of these factors are part of the decision.  Just as Maddux will select his pitch on the basis of infield conditions, the vigor of his arm, the count of balls and strkes, and the number of outs, I will select my entry point on the basis of current market conditions.  But once I pull the trigger, it is the rule that governs whether I buy or sell, just as it is the research that tells Maddux to pitch low and tight or up and away.

Rules don’t help, however, if they are not recalled in the heat of action.  That is why soldiers carry operations manuals and football teams maintain playbooks.  Rule-governance is primarily an activity of the left-brain hemisphere and the frontal cortical structures.  The emotions of trading tend to activate the right-brain hemisphere and the “lower” brain structures.  Making rules explicit helps to literally keep traders from going out of their minds.  An important purpose of the Trading Psychology Weblog is to serve as a kind of playbook, operations manual, or game plan for the day’s trading.  By writing the rules down and explicitly formulating them into a strategy—and then referring back to that strategy during the day—I find it easier to avoid impulsive and expensive spur-of-the-moment trading decisions.  

In future articles, I will explore specific Weblog indicators and how they can be employed in rule-governed trading.
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