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I recently had the misfortune of visiting a health care unit for people with Alzheimer’s Disease.  As I walked the unit, I was struck less by the expected memory deficits of the patients than by the essential randomness of their behavior.  The term that is commonly used for this behavior is “agitation”, but that suggests an anxiety that isn’t necessarily there.  Rather, as the disease deteriorates the brain’s frontal cortex—and those executive functions of reasoning, judging, and planning—behavior becomes more stimulus-dependent, impulsive, and range-of-the-moment.  What I was observing was what happens when behavior is divorced from purpose.   

I mentioned at the time, only half in jest, that some of the patients reminded me of traders.  What I meant by that was that many of the traders I’ve worked with become so engrossed in the price action of the moment that they lose sight of their purpose.  Like the Alzheimer’s patient, they generate much activity with little aim.   

This is interesting, because I’ve often felt as though many traders behave like children with attention deficit hyperactivity disorder (ADHD), and the Alzheimer’s patients certainly resembled individuals with severe attention deficits.  Russell Barkley’s research on ADHD, suggesting that it is fundamentally a deficiency of rule-governance of behavior, is most relevant here.  When the brain’s frontal activity is compromised—either situationally because of emotional arousal (in the case of my traders) or more intrinsically because of disease—the capacity to generate and act upon rules diminishes.  The result is a high degree of randomness to behavior.   

Concepts form the basis for the rules that guide our behavior: concepts of fairness and justice (which prevent us from stealing and mistreating others for immediate gratification), concepts of duty and honor (which keep us acting toward an overriding purpose), etc.  As Ayn Rand noted in her epistemology, concepts integrate a range of concretes by isolating their common features.  Similarly, concepts integrate our behaviors by organizing them according to our values.  When the brain’s frontal lobe functioning is impaired, we—like the Alzheimer’s patients—lose a bit of our humanness: our capacity for conceptual awareness and value-guided action.   

Research in trading provides us with perceptual concretes by which we can form market concepts.  This serves an obvious epistemological function—separating random market action from significant, predictable behavior—but it also serves a psychological end.  The research-grounded trader who formulates market concepts also possesses a natural brake on his or her impulses.  The imposition of rule-governance (for example, extended declines are followed by increased probabilities of market rises) serves as a counterweight to our emotional tendencies (capitulating at market lows).   

On the Trader Performance blog of my website (www.brettsteenbarger.com), I remark on my desire to sell the recent bounce in the S&P.  This impulse to short the market into the rise was checked by a market concept that has been reinforced by a variety of research:  Very strong and broad upside momentum tends to be followed by price strength in the near-term.  Sure enough, when I queried my database to look at the number of operating company stocks trading above a volatility envelope surrounding their 20 day moving average, I found that a high number of such issues was associated with superior price outcomes four days out.  Specifically, from October 2002 to October 2005 (N=774), when we had 650 or more issues trading above their envelopes (N=33), the market’s performance four days out was +.85% (26 occasions up, 7 down).  That compares with +.17% (427 occasions up, 347 down) for the broad sample.   

Given that we had just seen approximately 800 issues exceed their upper envelopes, there was no way I could justify indulging in my impulse.  The market concept imposed rule governance on my trading, and I avoided a horrendous trade.   

There are sound logical reasons for market research, and there are equally valid psychological ones.  Markets exhibit inherent randomness, but we need not do the same.  Like poker players who know their opponents and their odds, great traders have a feel for the market—and a head for the facts.
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