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====================================================

Well, it's been almost three months since I stepped down from my full-time counseling activities to pursue more-or-less full-time trading.  In that time I've learned a lot and met with a modest degree of success.  I'm running about 60% winning trades and managing to make money overall with more winning weeks than losers.  So far, so good.

 

Now you would think that this would bring encouragement from one's closest trading friend.  Not at all.  I recently received an email from a valued and distinguished friend/Spec telling me, in essence, that my trading was too frequent, in error, and headed for no good.

 

My definition of a friend is one who perceives the best in you, and who wants the best for you.  So I could not dismiss this feedback out of hand.  If there's one thing I've learned in my brief trading career it's that closing your mind to events that disconfirm your expectations (and positions) is a sure road to the poorhouse.  A good trader actively *looks* for facts that disconfirm his/her hypotheses.

 

So I burned some midnight oil and began a little study.  I took several recent time periods and compared two strategies on paper--both grounded in counting.  The first strategy mirrors my recent trading, limiting trades to an intraday time frame with fairly tight stops.  The second strategy uses a similar approach but takes trades that set up over multiple days, with a multiday holding period and commensurately wider stops.

 

The question addressed by my study was whether a very short-term strategy, capitalizing on smaller moves each day, would outperform a longer-term strategy, which seeks lengthier market swings.

 

Now before I launch into some findings, here's an interesting observation.  If you work with 1 and 5 min data (as I do), limit your trades to short-term moves, and ground your trading in any kind of counting, you end up as a short-term trend follower.  Trends with sufficient momentum tend to persist in the short-run, before reversing subsequently.  When you trade intraday, you follow that momentum once it begins to manifest and ride it until it wanes.  Generally, this means that you miss price bottoms and tops and ride the sweet spots of daily swings.

 

When you trade over multiple days, however, and again ground trading in any kind of counting, you wind up as a counter-trend trader!  That is, you end up entering the market on the long side after protracted declines and you end up selling markets that have been extended to the upside.  Those are the occasions in which the distribution of future outcomes is most skewed.  In general, this means getting in near market bottoms and out closer to unsustainable tops.  It also means trading much less frequently.

 

There are obvious risks to both approaches, as a function of holding period, transaction costs, and timing.  But my paper simulations show clearly that overall profitability is greatly diminished with very short-term trading.  What is happening is that the sum of the sweet spots in intraday moves falls short of the larger trending moves over the multiday period.  

 

To give a simple (and humbling) example, had I simply put my active trading capital into the SP in October, 2002 when I wrote my bullish counting article for MSN ("Why This Rally is the One to Trust") and held the position to the present, I would have made far more money than by trading in and out of the market during that time and catching small daily swings.

 

I will continue the data explorations, but for now I have to acknowledge that I have been like the man who furiously climbs the ladder of success only to find that it leans in the wrong place.

 

My friend was right, and my trading was wrong.  Changes will follow.

 

What else are friends for?  

 

All I can do is thank my friend and wish him a happy birthday.

 

Brett 

