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I cut my philosophical teeth on the works of Ayn Rand, who developed a system of thought (Objectivism) that emphasizes the individual as a rational, heroic being who can best flourish in an environment of political and economic freedom.  A cardinal element of that philosophy is that one’s tool of survival is the active, reasoning mind.  To evade thought and the evidence of one’s senses is to abandon who we are and what we are capable of being.


I raise this philosophical issue because I am at the point where I can no longer evade the evidence laid out before me.  The factors that I thought yielded success in trading do not yield true success.  I now harbor significant doubts that it is possible to achieve long-term success in the markets solely through intuitive, discretionary trading.


Allow me to explain.

Successful Intuitive Trading


In many ways, I should be the last person to entertain such doubts.  After all, in a single year at my proprietary trading firm I met—and directly observed—traders who made well over a million dollars a year.  They did so by trading every day, hundreds of times a day.  None of them utilized the standard statistical tools or technical analysis methods that are commonly written about.  They made their trading decisions with the aid of specific information, but all of them made their decisions spontaneously, intuitively, and discretionarily.  


When I first described their success to other trading colleagues, their reaction—almost universally—was one of disbelief.  Traders partial to technical analysis were unwilling to believe that such high levels of success could be reached without the aid of indicators, charts, and the welter of Fib levels, wave patterns, and price/volume analyses that are standard technical fare.  Similarly, statistically oriented traders and those wedded to mechanical trading systems were, at times, visibly hostile to the notion that traders could succeed with such a style.  (I recall one unfortunate gathering where the assembled traders heaped scorn on the idea of such high frequency trading, suggesting that it wasn’t “real” trading at all—just a grown-up version of a video game played at a trading “arcade”).  Gradually I withdrew from such contacts: I could not deny the evidence of my senses that told me that intuitive, discretionary, high frequency trading was more possible than any trading magazine or book had ever described.


In my book and elsewhere on this site I have described how traders can develop this level of instinctive performance.  The term that has been used in the psychological literature is “implicit learning”.  When presented with complex, sequential patterns over thousands of learning trials, subjects eventually can reach the point where they are able to predict the next in the series at a level well beyond chance.  Interestingly, they possess this ability even though they cannot verbalize the pattern that dictates the next in the series.  Their learning is truly implicit: they know, but they do not know they know.  The thousands of learning trials, each of which is accompanied by feedback as to whether or not the subject was correct, allowed the subjects to internalize the patterns at an intuitive level.  It is my belief that high frequency trading has acted like learning trials for master traders, allowing them to internalize market patterns that they cannot necessarily verbalize—and that are probably quite complex.

Unsuccessful Intuitive Trading


But here is what has given me pause: It is rare to find successful intuitive, discretionary traders who have remained successful over a period of years.  Indeed, in terms of documented success, my experience has been that the traders who thrived in the bull market of the late 90’s struggled during the subsequent bear market.  Similarly, the traders who succeeded in the volatile bear market have struggled during the recent period of low volatility.  Perhaps somewhere there are traders who have implicitly learned different patterns in different markets, but I haven’t met them.  And I have reason to believe that, if they exist, it is as anomalies.


The reason why is also something I’ve written about: non-stationarity.  A price series is said to be stationary when it is generated from a constant process.  For example, the distribution of rolls of fair dice will be stationary: the process generating the outcomes (rolling the dice) does not vary over time.  If, however, I were to vary the number of dice at random intervals, the distribution of rolls would shift radically over time.  Sometimes there would be very large numbers; other times, large numbers would never occur.  The distribution of rolls would be non-stationary: more than one underlying process would be responsible for the outcomes.


Markets are non-stationary.  We see that every day, as the early trading is invariably different from the trading around the lunch hour—and different still from late afternoon or overnight trade.  At longer time frames, we can observe differences in how markets trade during bull and bear phases, and during trending versus consolidating periods.  Victor Niederhoffer calls these “ever-changing cycles”, and they are more important than most traders realize.


What happens when a subject who has implicitly learned a pattern suddenly faces new patterns?  Actually, researchers have conducted precisely such studies.  They found that performance degraded to random and continued at such a low level until thousands of new trials facilitated new implicit learning.  Implicitly learning Pattern A does not generalize to learning Pattern B.  A card counter who is successful when the shoe consists of one deck will not find rapid success if the dealer secretly shifts to a five-deck shoe.


In fact, if the card counter unknowingly faces a five-deck shoe, three things will happen:

· His performance will degrade;

· He will become highly frustrated;

· He will lose considerable money before he realizes that all is not right.

This is exactly what I’ve found happens to intuitive, discretionary traders when the market cycles change.  They do not change.  They become frustrated, and they lose money.  Indeed, they generally lose so much money (perhaps out of their frustration), that they are unable to stay in the game long enough to accomplish new, implicit learning.


In theory, it should be possible for such traders to recognize that markets have changed and rein in their trading until they had internalized emerging new patterns.  In practice, however, I have yet to see that occur.  This is because shifting markets do not readily announce themselves; it may take a while before a trader realizes that the recent changes in trend and volume—and the recent drawdowns in his or her account—are not temporary aberrations.  Once that realization hits, it then will require those many thousands of trials to initiate new implicit learning.  If the trader has been successful to that point, the odds are good that he or she is trading their largest size by the time the cycles change.  That almost certainly ensures that the trader’s descent will be swifter than their rise.  


A second factor that makes it extremely difficult for successful intuitive traders to adapt to shifting market conditions is that their implicit learning has been so heavily rewarded in the past that it has become overlearned.  With the repetition of implicit learning and the reinforcement of past market success, the patterns traded by the successful trader become an intimate part of how he or she experiences the markets.  Implicit learning occurs precisely because complex patterns have become internalized through repetition.  Once something is internalized to that degree, it cannot be shut off by a mere act of will—a human shortcoming anyone who has tried to break a habit can verify.

The Existential Challenge of the Markets


Quite simply, the challenge is this:  Markets change their cycles—i.e., they shift their stationarity—faster than human beings can internalize their shifting patterns.  It is possible for intuitive, discretionary traders to succeed in the marketplace.  What I question is the degree to which it is possible to sustain such success.  If trading were like athletics, the same traders should be at the top of the performance ladder year after year.  I have not found this to be the case.  The rules that govern the Tour de France or American football do not change from one season to the next.  The underlying rules that generate price changes in the markets do.


I am not sanguine about the ability of psychology to remedy this situation, because I believe the root problem is not psychological.  To be sure, I have seen how the distress that accompanies degraded performance has interfered with the subsequent performance of formerly successful traders.  Such frustration no doubt interferes with subsequent learning, preventing traders from internalizing new patterns as they emerge in the markets.  But simply dampening traders’ angst over market changes is not going to provide them with the new learning to exploit emerging inefficiencies.  Traders may attribute their woes to a lack of discipline or bouts of emotionality, but careful observation generally reveals that these are the results of a fundamental trading problem, not the causes.  No amount of psychology will help a momentum trader from 1999 suddenly make the transition to selling strength in 2001, buying weakness in 2003, and then fading all momentum in 2005.  It is like asking a devout Christian to become a Buddhist, then a Muslim, and then an atheist.  The human mind does not shift its worldviews so readily—a fact that makes happy evolutionary success, but creates untold grief in trading.


Please understand that this conclusion gives me no joy.  I have devoted no small amount of time and effort toward understanding how implicit learning can be facilitated to generate market success.  It would only do my heart good to suddenly discover agile traders who adapt to changing market conditions and find success year after year.  I would love to study their learning processes and understand the secret of their agility.  All of the evidence of my senses, however, suggests to me that these perennial market wizards are less common than the trading texts would have us believe.


I am not saying that it is impossible for the discretionary, active trader to achieve long-term success.  Rather, my case is that, if only a small fraction of traders are highly successful in a single year and if only a fraction of those can sustain that success across market cycles that are averaging 2 years in duration, then the ideal glibly described in advertisements and magazines—“trading for a living”—is an anomaly, just as “golfing for a living” or “playing poker for a living” is the strict exception rather than the rule.  Of course, it is not in the interest of brokerage houses, publishers of trading materials, trading software firms, or commercial trading gurus to publicize this perspective.  I’m sure my stance on the matter makes me a kind of Howard Beale of the trading world.  No matter; if the long-term successes at trading step forward with their account statements to prove me wrong, I will be only too happy to admit my madness.    

Toward a Possible Solution


Is there a way out?  Here is where my pessimism departs from that of the fictitious newsman of the movie Network.  Statistical analysis is able to detect departures from stationarity quicker than they can be identified by human intuition.  Gut traders may feel that something is awry with the markets, but they won’t get it until drawdowns have eaten into their accounts—and, even then, it’s a long way to the top of rock and roll once a new process of implicit learning kicks in.  If, however, market cycles do not merely change but recur—if there are a finite number of processes generating market prices—then a sufficiently wide and deep database should generally be able to capture the patterns in a given market.  Even more to the point, it should be possible to draw upon similar historical periods to, not only catch statistical edges in trading, but to construct learning trials for future implicit learning.  To that degree, statistically based market analysis may be, not the opposite of discretionary trading, but a necessary precondition of long-term discretionary trading success.    


I have constructed just such a database, which I call the Micropsychology Modeler, and am exploring its applications.  The second article in this series will explain how I am doing that.  There is no guarantee that this will answer the challenge of long-term market success, but it certainly beats the alternative of blinding myself to the evidence before my eyes.  After seeing too many successful traders longingly recall their past exploits and profits, I’m ready to follow Ms. Rand’s example and fight for a future so that I might live in it today.
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