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One of the challenges of short-term trading is that markets alternate between periods of directional trade (trending) and periods of non-directional trade (bracketing).  Similarly, markets shift between episodes of relative volatility and non-volatility.  These ever-changing cycles can play havoc with trading strategies, rewarding buying and holding at certain junctures and quick taking of profits/losses at others.  


For a considerable time, I have worked on the issue of identifying trending/non-trending markets as they are occurring—and particularly as they are shifting from one to the other.  My longstanding and best effort in this vein was something I dubbed the “Power Measure”, which seemed to capture “trendiness”: the degree to which a market was tending to trade directionally.  During my research, I became convinced that thinking of trend as a noun was an error.  Rather, we should think of a market’s trendiness, as the tendency for direction to persist waxes and wanes.  This allows us to focus on buying markets that have positive trend and improving trendiness, and selling markets that have negative trend and increasing trendiness.  Similarly, it allows us to become cautious as trending periods lose their trendiness—even as they stay bullish or bearish.


My recent research has replaced the Power Measure with a new measure of Trendiness that can be computed for any tradable instrument for which price and volume data are available.  I will begin posting the Trendiness Measure to the Weblog and follow its utility across a variety of markets.  Its underlying logic is to break a larger period of time into smaller blocks and measure the directional persistence both within and across these blocks, compiling the results into a single metric.  


In the chart below, we can see the Trendiness Measure plotted against the ES futures for the past eleven trading sessions.
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Note that the ES is drawn in pink; the Trendiness Measure is dark blue.  Observe also that trendiness tops out ahead of the futures at the left side of the chart, and then it bottoms out ahead of the futures toward the right.  This is precisely the pattern I had observed with the Power Measure: shifts in trendiness precede shifts in trend.  

Where the new measure may excel is in capturing breakout moves.  My backtesting suggests that low volume shifts from positive to negative trendiness (and from negative to positive) generally signal a directionless market.  When volume and volatility expand during the directional shift, however, the market is generally signaling a breakout move.  Such moves, where markets are moving in a direction and the directional persistence is expanding, represent the most profitable market opportunities.

Conversely, because the Trendiness Measure is created with a zero average value, it is possible to look at the standard deviation of Trendiness readings and establish a neutral zone, in which there is no significant trend.  This, combined with a measure of volatility, could help traders identify markets where opportunity is limited.

In the chart below, I have plotted the ES futures against the Trendiness Measure for the past two days of trading.  Notice how the market shifted during that time from a growing positive trend to a waning positive one to a neutral mode.  This signaled weakening upside opportunity as the trading day wore on.  
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I will post the Trendiness Measure daily on the Weblog, so that we can follow its indications in real time.  If it only helps keep traders from fading significant directional moves, it will have been worth the development effort.
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