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This past Thursday (3/24/05), I traded poorly.  I didn’t lose a tremendous amount of money—I’m pretty good about getting out when I’m wrong—but the money was not what concerned me.  What gnawed at me was that I was completely wrong about the market’s morning direction.


Partly it was a problem of getting “married to an opinion”.  I saw that there had been substantial weakness the prior day, and I expected that to carry over to Thursday’s trade.  With each push up early in the morning, I faded the moves.  Several trades briefly went in my favor only to see the market bounce even higher.  Before I knew it, I was nicely in the red.  Worse yet, I couldn’t figure out why.  Remembering the medical advice I had so often given other traders—“Above all else, do no harm”—I packed it in for the day.  It didn’t help matters that my opinion was borne out in the afternoon trade.


The errant experience led me to scan the market to try to identify where I had gone wrong.  The first thing I noticed was that the vast majority of stocks that I scanned were rising in the morning, even as I was trying to get short.  I thought to myself, “Suppose I constructed an indicator that told me how many stocks were in an uptrend vs. downtrend during the day.  Would shifts in the trending behavior of individual stocks lead moves in the large indexes?”


After a couple of misfires, I figured out a way to measure “trending” on a short-term basis and apply it to the large universe of S&P and NASDAQ stocks, including both small cap and larger cap issues.  Below appears a chart of the indicator for Thursday’s trade:
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Notice how, early in the morning, the % of issues trending higher (the red line) was steadily rising.  We then dipped and made a second high, but fewer stocks by that time were uptrending (though at no point during the day were more stocks downtrending than uptrending).  The market gradually rose to its high of the day midday, but again fewer stocks were participating in that upward movement.  For the remainder of the day, the proportion of stocks trending higher steadily eroded, as did the S&P 500 price.  Had I waited for the proportion of stocks to disconfirm price gains in the index, my idea of selling would have borne fruit.

Of course, this is only one day, and I need to go back in time and see if this indicator similarly catches periods of strength and weakness in the market.  At the very least, it invites all sorts of research questions, such as:

· Is there a threshold percentage of stocks that need to be trending in a direction to maintain that direction?

· Do markets with a net positive but waning percentage of uptrending stocks behave similarly to markets with a net negative and growing percentage of downtrending stocks (and vice versa)?

· When markets show a relative balance between uptrending and downtrending stocks (indicator near zero), do breakouts in the indicator lead or lag price breakouts in the indexes?

· How does the behavior of the indicator parallel the action of such measures as the NYSE TICK?  If a large number of stocks tick higher, but this does not cause a higher proportion of stocks to trend higher, can you conclude that you are getting a bounce in a downtrend—and vice versa?  (This is actually the best of all questions). 

This may or may not be a fruitful direction for research, and I hope to report results on the Weblog over time.  My point in this article, however, is not to tout a new measure.  Rather, it is to look at how traders respond to adverse outcomes in the market.

The most successful traders I have worked with have two qualities:

1. They hate losing and do not easily accept defeat.

2. Once defeated, their competitive instincts drive them to figure out what they did wrong and correct it.

I can think of several traders who went through cold spells and took breaks from trading as a result.  They examined themselves and their trading during the breaks and traded differently when they returned.  Most often, they traded better after their break, exceeding their previous positive performance.  In a very real and important sense, they had remade themselves.

Contrast this response to adversity to two other kinds of traders, both of whom are consistently unsuccessful:

1. The first kind of trader shrugs off the losing performance after initial disappointment.  He rationalizes the loss as a “growing pain” or a “learning experience”.  He focuses attention on what he didn’t do wrong, and minimizes his poor overall performance.  By the end of the day, he doesn’t feel so badly about what happened, which readies him to repeat the performance in coming days.

2. The second kind of trader hates losing and goes into a tirade after hitting his loss limit for the day.  Perhaps he even continues trading beyond this limit.  He fumes about the market’s unfairness or about his own poor trading.  He brings his bad mood home with him and only begins to feel better once he has shifted his attention away from the markets.  Feeling better the next day, he finds the problems recurring in subsequent trade.

The problem with these two types of traders is that they never get to the point where their drive to win impels them to re-analyze themselves and the markets.  In fact, even as I am writing this, I’m thinking that perhaps their desire to not lose is greater than their desire to win.  In either case, they never take that constructive step where their competitive motivation pushes them to figure things out.

In fact, as I think about S&P and NASDAQ traders who have not succeeded in the business, I cannot identify a single one who responded to loss by systematically studying the market, figuring out what might have gone wrong, and then applying their insights to the market.    

Imagine that you begin hearing a clattering noise under the hood of your car and sudden sluggish performance as you accelerate.  Can you imagine chalking up the aberration to “just one of those things” that happen to cars?  Would you purposely focus on things about the car that you liked?  Or would you fuss and fume over your car’s behavior, stubbornly pushing the car to drive beyond its limits?   

Of course not.  You’d pull the car over to the side of the road and look under the hood.  

Traders who respond to glitches in their trading without pulling over and without looking under the hood are doomed to eventual breakdown.  

Do you review, in detail, trades that went wrong and systematically identify what you could have seen in the market to avoid the problem?  Do your trading failures push you to develop new insights into the market?  I’m not talking about superficial bullshit self-analyses, such as, “I wasn’t patient enough in my trading”, or “I needed to have better discipline”.  That’s not looking under the hood.

Here’s what looking under the hood is:  You sit there for hours figuring out a way to measure the short-term trending behavior of every operating company that trades, gathering the data, and then putting the data in a form that makes potential success.  And if that effort fails, you figure out why and spend another few hours refining the idea.

Would you expect to win at chess without studying chess games?  Would you expect to fix cars without observing and testing the various systems?  Do great coaches and players win without observing tapes of their performance—and tapes of their opponents?

Winners respond to adversity with effort—creative effort.  Not all efforts are rewarded by the markets, but lack of effort is always punished over time.  Markets are not always fair, but—in the end—they are mercilessly just.
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