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I’m encountering frequent tales of the demise of once-successful “daytraders” of the futures markets, which perhaps had me thinking of The Fields of the Nephilim when I titled this piece.

Here is what I believe:

As an increasing number of players swarm to a recognized trading “edge”, this creates new patterns of over-reaction and under-reaction in the markets and fresh sources of “edge”.

The new sources of “edge” are always diametrically opposed to the old ones.  Where the edge had been momentum plays with growth stocks, the new edge can be found in fading low volatility markets.  The erstwhile edge in harvesting ticks from inefficient markets yields way to an advantage trading the more protracted overreactions of these short-term players.

The insight I had on Friday was that the patterns defining the current edge are not resolvable into the terms of the previous advantage.  They are emergent phenomena, to draw upon a concept from systems theory.  No amount of counting and categorizing pixels on a television set can yield insight into the meaning of a broadcast; the laws that capture the firing of neurons cannot speak to the content of resulting thought.  The overreactions of today’s traders form a larger pattern that becomes tomorrow’s source of alpha.  The larger pattern cannot be seen from within the perspective of current traders.

Yesterday’s heroes always hope to hold on to their dying edge by blending the old with the new—oblivious to the fact that the new derives its edge precisely from the excesses of the old.  Shades of Kuhn and paradigm shifts…

As I write this, Carl McCoy is growling “Love Under Will”: a song about goodbyes at the graveside.  I visualize the book in the eminis—the thick size and the frantic pulling and hitting of bids and offers—and I can see yesterday’s traders desperately hoping to catch the next few ticks.  Like the Nephilim contemplating life in the cracks and hollows, I’m resigned to the reality that “someone’s gonna suffer.”
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