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Note:  This article was written on 1/4/04 and summarizes the use of the Weblog measures in a swing trading methodology.

When I developed my short-term (intraday) trading methodology, I anchored it in a measure of trend tendency (trendiness) that I called the Power Measure.  In my historical tests, I noticed that the Power Measure hovered near zero during periods of market consolidation and abruptly rose or declined during breakouts from consolidation ranges.  Simplifying markets by categorizing them as either uptrending, downtrending, or consolidating, I was able to formulate trading guidelines for each market mode.  In uptrending markets, I bought pullbacks that remained above regions of well-defined institutional selling; in downtrending markets, I sold rallies that failed to surmount regions of well-defined institutional buying.  In consolidation range trading, I used a real-time measure of the number of stocks making new highs and new lows to either validate candidate breakouts (and trade them) or invalidate the breakouts (and fade them).  

When developing a swing methodology, such categorization of markets—and development of separate strategies for trading each category—was once again my aim.

The challenge that arose is that the variables that drive the market over an intermediate-term trading time frame (weeks to months) are different from those that move the market intraday.  In a sense, intraday trading is easier.  Once you can figure out trend, momentum, and institutional activity, you can wait for all three to move your way and then just climb on board.  The real problem with intraday trading is overtrading.  If you start trading when those three variables aren’t moving in the direction of the trade, the combination of the lower winning percentage and the higher transaction costs takes its toll over time.

On an intermediate time frame, trend, momentum, and institutional activity are most certainly important.  Equally important, however, are three other variables:

· Stationarity – I’ve written a recent article on this topic, and it is must reading for understanding the swing trading system that I am implementing.  With intraday trading, I solved the stationarity problem by trading a narrow time frame measured in minutes.  If the trade did not go my way in a very short time span, I exited.  Because markets tend to be stationary from minute to minute, but not from hour to hour, I could generally rest assured that the relationships that got me into the trade would persist over the very short run.  The price I paid for this relative certainty was a small average profit per trade.  In the new swing system, there are no fixed trading signals.  This is very important.  The system begins by identifying one or more stationary regions within the market.  Those regions could span months, weeks, or days.  Once a region is found that meets the criterion of stationarity, I then apply the tools of trend, momentum, and institutional activity to capture the underlying “rules” that are generating the stationary time series.  Those rules provide the trading signals.  For instance, if a given level of Institutional Selling is associated with market lows during the stationary period, I will be on the alert for buying the next time we hit that level of selling.  Below I describe this in greater detail.

· Monetary Conditions – This is one of my top priority research projects for 2004.  Interest rate conditions are a potent predictor of market behavior over longer time frames.  I am in the process of developing and testing a Monetary Composite which describes the trend of short- and long-term rates.  The idea is to use this Composite as a filter for trades and/or asset allocation per trade.  For instance, I would be more aggressive in entering a long trade and/or increasing my bet size for a long trade if the Monetary Composite was bullish (interest rates declining or stable) than if the Composite was bearish.

· Timing – Long-time readers of the Trading Psychology Weblog might recall an indicator that I developed called ETA (Estimated Time of Arrival).  This unusual measure sprang from research that suggested that the characteristics of the previous market “cycle” (defined as a movement from a relative low to a relative high and back to a relative low) were related to the timing of the current cycle.  Thus, one could estimate the timing of the next market high or low based upon measures of duration, momentum, and amplitude of previous cycles.  I experienced dramatic successes with ETA, but many failed signals as well.  The measure definitely worked better over longer time frames than intraday, where it was essentially worthless.  So I dropped it when my trading became very short term.  I have returned to ETA as my second priority research project for 2004, because I believe I can salvage some worth from it.  Specifically, I think the measure failed because I was applying it over time frames that were not stationary.  My hypothesis is that limiting ETA-based trades to cycles that span stationary time series will yield superior returns.

The first iteration of the Swing Trading System will simply focus on using the traditional Weblog parameters (trend, institutional activity, momentum) over stationary time frames to develop trading signals.  Future versions will integrate any findings from the Monetary and Timing research.  Whether that research will yield entirely separate trading models or refined versions of a single system, I cannot yet determine.

Once a stationary swing trading time frame is identified—and once it is determined that this time frame offers sufficient volatility for profitable swing trading—Version 1.0 of the Swing Trading System begins with alerts.  There are separate alerts for trend, momentum, and institutional activity.  An alert occurs when one or more measures of trend/momentum/institutional activity reach levels that have been associated with tradable market tops or bottoms over the stationary period that has been identified.  Once there are alerts across the three domains (trend, momentum, institutional activity) for a market top, no buying may be initiated and vice versa.  Alerts across the domains also aid in the definition of exit points for trades.  For instance, one may take partial profits from a long position once alerts for a market top have been triggered.

Alerts are not entry signals; they are preconditions that must be met prior to entries.  Once the alerts are sounded, we turn our attention to the old, trusty intraday measures of trend, momentum, and institutional activity.  If we are alerted to a market top, we short the market once such measures as the Power Measure, the DSI, and the Institutional Composite turn bearish.  In other words, we don’t try to pick a top in the market.  We wait for the trend to begin its move in our direction before entering the trade.  The same is true for long entries.  If we are alerted to a market bottom, we enter once the short-term trend, momentum, and institutional measures turn bullish.

This methodology greatly aids in the definition of exits.  If the alerts are valid and the uptrend has truly reversed for a short trade, we should not rise to new highs in the trend, momentum, or institutional measures that framed the trade.  We should also not move to new price highs that expand the number of stocks registering fresh short-term highs.  Any such developments would cause us to exit the short trade.  The same is true for long trades.  If the trend/momentum/institutional measures that gave us the alerts move even lower after an entry, we exit the trade.  Similarly, if we get fresh price lows and an expansion in the number of stocks that register fresh new lows, we bail.

Why choose these as exits?  Because they provide potential evidence that the market is no longer behaving in a stationary fashion.  If the indicator levels that defined previous tops and bottoms in the market are no longer containing market rises or declines, the rules in the market may be changing under our feet.  We can no longer have confidence in the trade if stationarity cannot be assumed.

As for profit targets, these also follow from the market rules that have been defined over the stationary period.  We take profits on the long side once we have alerts that identify a market top region, and we take short profits once we have alerts that identify a market bottom region.  It is possible to hold positions during the alert period and exit only once the measures have turned against the position (creating a system that will frequently stop and reverse), but my current leaning is to not be a piggy and take profits once the alerts are sounded.

For those who may be following the Weblog, I hasten to add that this is very much a work in progress and that any signals generated from the developing model should not be taken as trade recommendations.  Only each individual trader can define his/her tolerance for risk and decide when and what to trade.  I will use the Weblog to report my own trades and the evolution of the Swing Trading System, but please recognize that it is a diary—not an advisory service.  At best, it can provide a model for your own system development and some ideas about what to include in such a system.  The real work of fitting a system to your personality and trading style, internalizing its behavior, and developing confidence in its signals must be undertaken by each trader independently.

