Note:  Versions of these two articles were posted to the Trading Markets site the week of 9/12/05.
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We generally think of traders as either discretionary (trading patterns that they read from visual inspection and prior experience) or mechanical (trading rules and signals derived from historical study).  Discretionary traders are often leery of historical research, as it may bias them with an opinion that could blind them to real-time market developments.  Similarly, mechanical traders generally avoid discretionary inputs, fearing that subjective bias could erode their backtested edge.  

This article is authored by a discretionary trader (Brett) and a system developer/trader (Henry), who have been carrying on a continuing dialogue regarding the possibility of integrating these seemingly opposite sources of edge.  Our idea is that discretionary traders, relying on their usual setups, can benefit from knowing the historical price tendencies of markets.  Henry's idea was to convey this information to traders in a very simple way: by issuing green and red lights, indicating that there is a statistically significant upward or downward bias to the market.  Many days, the lights are yellow, indicating no discernable edge (which, in itself, is a useful piece of data).

Brett first became interested in this integration of trading styles while working with discretionary traders at a Chicago proprietary trading firm.  During morning "chalk talks" to the new traders, Brett mentioned statistical market forecasts from his website.  Eventually, many experienced traders voiced an interest in these studies.  They realized that, even if they did not trade the patterns mechanically, knowing the market's tendencies could help them get aboard good trades and avoid bad ones.

We strongly suspect that sophisticated retail traders could similarly benefit from the signals of well-tested trading systems.  One of Brett's favorite services for traders, Jason Goepfert's Sentimentrader, investigates historical patterns of market behavior based upon a number of sentiment measures, providing useful trading ideas.  (Disclosure: Neither Brett nor Henry has a proprietary interest in Sentimentrader; nor do we receive any compensation or consideration for mentioning the site).  Henry has taken this notion one step further by developing entire trading systems that provide decision support for discretionary traders.

It's an interesting idea with many potential applications.  For instance, one could use the mechanical signals to confirm usual trade setups, increasing the confidence (and perhaps the bet size) one places in that trade.  In the reverse scenario, one might think twice about a long setup in a red light market, making it easier to stop and reverse the trade if conditions dictate.

After Tuesday's down market, Henry now has a green light for the S&P 500 that extends from Tuesday's close through the second profitable
close or Wednesday afternoon, whichever comes first. Basically that means that we have a bullish bias for the coming week. This signal has an
enviable track record: since1997 it has been profitable 52 times and unprofitable 25 times for an average win of 20 S&P points.  Now Brett
will be on the lookout for setups on the long side to capitalize on the signal.  Let's follow this in real time and see how it goes.
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In our recent article, Henry Carstens and I pointed out that discretionary traders can benefit from trading signals derived from backtested trading systems.  The idea is to supplement your existing setups (which hopefully provide you with an edge) with an additional, uncorrelated source of edge.  When there is a green light from the trading system, as there was at Tuesday's close, and you also get a valid setup for a long position from your own analysis, you've placed the odds strongly in your favor.

Well, we got the green light, but not the trading setup on Wednesday.  Check out the chart below, from Market Delta.  It's a bit hard to read, but you can see that the green line is in a steady downtrend through the day, even as the red line (ES price) is locked in a midday range.  The green line is a cumulative running total of the number of ES contracts trading at the offer minus the number trading at the bid.  The tepid midday performance of the green line, even as the ES bounced higher, suggested that large players were not lifting offers during the move.  Equally concerning was the fact that the market was stalling at its previous day's volume weighted average price (VWAP), which I post daily on my site.  You don't need to be a genius to figure out that a market that cannot trade above its average price and is not attracting net buying participation is not ready for its green light.  
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Look at it this way:  If I'm playing Texas Hold'em and draw an Ace, King suited against two other opponents, I'll take a look at the flop.  Even if one of the other players has, say, two eights, I still have a 42% probability of winning the hand.  If, however, the flop turns up a five, seven, and three, now my odds of winning when my opponent has a pair go down to 25%.  I might want to muck the hand at that point.  Although I had odds in my favor going into the flop, those odds changed for the worse as the hand progressed.  That's what happened in Wednesday's trade, and--following discipline--I mucked the trade idea.  

The green light is no longer is in force, so it's back to the system drawing board.  Once again we see that a large part of successful trading, like poker playing, is keeping one's ammunition dry and then knowing when to make the aggressive bets.  Let's see the cards we're dealt going forward.      
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