Chapter 9

A System for Trading

A speculator's trade plan is often little more than greedy entries, hopeful risk control and fearful exits.
Introduction
Trading is analysis in action. If you thought building a trading system was easy, here comes the difficult part: implementing it. In this chapter we examine the factors you should consider when you implement your trading system. If you have followed all the principles outlined earlier, you have created a trading system that is just right for you. Now, all you have to do is to execute it. We will attempt to close the gap between sys​tem design and implementation. Hence, in this chapter we focus on a system for trading.

Surprisingly, there are only two steps necessary to implement a trading system: (1) you need to have a specific trading plan, and (2) you need to execute the plan. You will be surprised how easy it is to trade without a plan and without a system to monitor implementation.

The first hurdle you must overcome is that system testing does not solve all your problems. Second, you must understand something about your interaction with the markets when you start trading. Third, there are other key issues such as risk control and money management that need attention. Last, you need a tool to organize your trading.
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The Problem with Testing
Even though trading occurs in a pressure cooker of emotion, testing is performed in an emotional vacuum. Imagine an aerodynamically slick race car designed in a wind tunnel that handles poorly in the turbulent wake of other cars on race day. Similarly, a high-performance system based on historical data can provide a bumpy ride in actual trading.

Your computerized system testing occurs unemotionally, without any fear of losing money. All you see are a summary of the results and colorful up or down arrows pointing out entries and exits. You do not have to suffer through losing streaks during testing. Nor do you have to agonize as the system is late to enter or slow to exit. You do not have to create orders, enter orders, track fills, remember rollovers, monitor mar​gin, or read the daily equity run. What is more important, you do not have to actively monitor position risk or make any money management decisions.

During computer testing, you do not have any fear of losing money or missing opportunities. Thus, system testing using software is a sterile environment that fails to capture the emotional components of system implementation. Hence, if you use all your creativity to develop a trad​ing system that considers all the factors we have discussed, then all you have to do is to focus on system implementation.

Trading is an acquired skill. Perhaps the only way to acquire and maintain a new skill is to endure endless repetitions. Computerized test​ing does not allow you to build any skills in implementing the system. Thus, no amount of testing can give the repetitions needed to develop the many skills necessary to physically implement a system. Clearly, you need some more tools to address these key limitations of system design and testing.

Paper Trading: Pros and Cons
A traditional answer to the limitations of system design is to use a trial period during which you trade the system "on paper." Paper trading will certainly help you address and understand the mechanics of actual trad​ing. You can practice all the steps of implementing the system, such as creating portfolios, generating orders, tracking fills, monitoring risk, and scoring profits and losses. In addition, you can keep a diary of your emo​tions, which is very useful to track your trading beliefs and patterns.
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Another valuable way to use paper trading is to analyze your system results trade by trade. You should try to relive the trades, scanning through the chart one day at a time, writing your reactions to chart pat​terns, equity levels, volatility, and so forth. Even though this is not a per​fect solution, reviewing historical trades in detail will give you valuable insight into system performance. The extra insight will enable you to deal with the ups and downs of the system in actual trading.

However, paper trading does not tell you much about actual system performance. Thus, you will gain little additional insight into system performance that you have not already gleaned from system testing. Let us assume that during testing your system produced eight successive los​ing trades. If the system produces three successive winning trades during paper trading, this does not mean it is a great system. Similarly, if it gen​erates ten successive losing trades, it does not mean it is a useless system. Precisely because successive trades are unrelated, you cannot use the re​sults observed in paper trading to make sweeping generalizations about overall system performance.

Another disadvantage of paper trading is that it still lacks the fear of losing that afflicts trading with real dollars. Thus, paper trading can still insulate you from the emotional demands of real trading. In spite of these limitations, paper trading offers a reasonable means to close the gap between system design and implementation.

Do You Believe in Your System?
The market will challenge your faith in your system in every way possi​ble. The market uses the well-known maxim of war: "Lure them with greed, conquer them with confusion." The markets will constantly cre​ate new chart patterns that can confuse your analysis. Unless you have absolute faith in your system, the markets will push you to meddle with your system. They will push you to override your signals, alter your plans, bend your system rules, invent new exceptions—all in the name of "improving performance." The only place to improve system design is with rigorous back testing and prospective paper trading. Any untested deviation provides short-lived gratification, which can seriously erode long-term performance.

You should pour all your creativity and emotional needs into creat​ing a system that works for you. Your system should have the time hori​zon, trading frequency, market sensitivity, and profitability that you con​sider essential. Once you have rigorously tested the system on historical
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data, you should test it on scrambled data. You will quickly discover the type of markets the system likes and dislikes when you test it on scram​bled data. You will also have greater confidence in the system's future performance by testing it over many sets of scrambled data. You can fol​low up system testing with paper trading to clarify the mechanics of the process. Once you are satisfied that this is the system you want, you should resist all unchecked attempts to modify it.

The markets push you to reexamine your faith in your system. You should not use a system unless you can reaffirm your full faith and con​fidence in that system every day. If you do not believe in your system, the market will quickly push you into deviating from it. Once you devi​ate from a system, you are trading an untested system, and all bets are off. Of course, you can ask why you should stick to a tested and true sys​tem. The answer is found in the next section.

Time Is Your Ally
The market giveth, and the market taketh away. You should recognize that in all markets, there will be time periods when money is easily made and other periods when most models will show losses. Your goal, as a system trader, is to survive the unprofitable periods so you can enjoy the good times when they roll around. In essence, your risk-control strategy, money-management practices, and overall system design will all play major roles in determining your ability to survive difficult market condi​tions. Hence, it is advantageous to take the long view and remember that the current trade is just one of many to come. Therefore, you need not get emotionally involved in the outcome of each trade.

Suppose you are trading many markets and more than one system in a diversified trading account. Let us assume that your average prob​ability of winning is 35 percent. Since we can show that successive trades are independent, the probability of having ten successive losing trades is (0.65)10, or 0.0135, or 13 in 1,000. Thus, if you opened 1,000 new ac​counts, only 13 of them would show ten successive losing trades. Now, suppose you put on the trades all at the same time. If you risked 2 per​cent per trade, you will experience a 20-percent drawdown at the very beginning about 13 times in 1,000 attempts. If you risked 1 percent per trade, your chance of reaching a 20-percent drawdown is approximately 18 in 10,000.

A 20-percent loss of capital, although not pleasant, is not irre​versible. You should also recognize that unlikely events can and do
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occur. Thus, do not get emotionally involved in each gyration of every trade. You should take the long view: enforce rigid risk control, follow money-management guidelines, and focus on implementing your system.

No Exceptions
A good way to assure long-term success is to follow your system without exceptions. If you want exceptions, write them down and test them thor​oughly instead of relying on your intuition alone. If you want to over​ride your model, it probably means you are not comfortable with it and should do more testing and refining.

Many traders will use rising volatility as a measure of impending market change. They will reduce their positions when volatility is "high." You should define this scenario precisely. For example, you could say that volatility is "high" if the 50-day standard deviation of closing prices is more than $1,500. Then, you could test historical price data to check what the markets have done when volatility has risen to this level.

You could choose to increase market exposure to 4 percent of ac​count equity if conditions are "right." Instead of relying on intuition, you could define a specific condition as "right," such as a 2 5-bar break​out accompanied by a 5-day RSI value greater than 70 or less than 30. You can then check historical data and develop some statistics on what to expect.

We saw in the tests with the 65sma-3cc model in chapter 4 that only 4 percent of the trade were the home runs that made all the differ​ence in portfolio performance. If you routinely deviate from your sys​tem, there is no assurance that you will not manage to miss all the im​portant trades in a given period.

The no-exceptions policy is necessary for another reason: traceabil-ity, which is discussed in the next section.

Full Traceability
You should be able to trace back in time the precise reasons for a par​ticular trade or trading action. For example, you should be able to recall why you made a particular trade or move. If you have a well-defined me​chanical system, and you follow a strict policy of no exceptions, then you have assured traceability.
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If you use subjective chart analysis, then the best way to understand your trading patterns is to keep a diary and a copy of your charts. You should record all the emotions and analyses you used to make a certain decision.

If you have no traceability, you will have little information to moni​tor your implementation, and you will lose valuable information that could improve your trading. Let's assume you have a tendency to get in late and get out too soon. If you do not keep detailed records, it is diffi​cult to correct such tendencies. If you have good records, you can calcu​late the impact of your late entries and early exits. Specifically, you can determine the type of market conditions that push you into exiting early. Say you find that a sharp 3-day sell-off often pushes you to exit your trades. Then, after a brief consolidation, the markets have resumed their previous trend. You now have reliable information you can use to over​come your fear that every 3-day countermove is going to escalate into a major correction.

Traceability is also important if you notice errors in your account statements and want to get them corrected. For example, your broker may fail to report a fill, or give you a fill far away from your desired prices. If you have good records, it is relatively easier to make the changes you desire. If you called in to check a fill and were given a cer​tain fill price, but your equity run shows a different fill price, or worse, does not show a fill at all, you can correct such mechanical errors if you keep good records.

"Guaranteed" Entry into Major Trends
Over the long run, your overall performance will be greatly influenced by less than 5 percent of your trades. You only have to miss a few big trades to seriously degrade overall performance. Your entry method and trade implementation should be focused on ensuring entries into the major trend. If one does not have a position in a particular market, that seems to increase the odds for the onset of a major trend.

When you design your system, try to use orders that will ensure you an entry into the desired trade. For example, an order to trade at the market, trade on the open, trade on the close, or trade on a stop will usually get you into a trade. Of course, the amount of slippage will vary, but if you are not doing great size, you will consistently enter the trade. If you rely on limit orders, you could easily miss a major trading oppor​tunity by a few ticks. The cost of a lost opportunity is often greater than
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the few ticks you save using a limit order. However, if you are trading liquid markets and have a real-time data feed, you could try to fine-tune your entries. But for most traders, an order entered with a broker seems to work best.

The greatest slippage occurs not in the markets, but at the source:

with the trader. If you fail to place an order, or place a wrong order, or place the order incorrectly, then these errors will often cost you more than any slippage in the markets. Hence, you should strive to control slippage at the source. The no-exceptions policy will help to reduce slip​page at the source.

It is a good idea to prepare an order entry sheet the previous day, and transmit it to your broker before the markets open. There are many advantages to preparing your orders when the markets are closed.

(1) You can create your order entry sheets calmly and unemotionally.

(2) You can stick to your trade plans and avoid deviations. (3) You can double-check your orders for mechanical errors. (4) You can avoid trades made at the spur of the moment, without detailed analysis. (5) If you do plan subjective trades, you can write down detailed entry points or exit points, or other cues for trading. You can ensure entries into major trends by preparing your orders in advance and entering them before trading begins for the day.

Starting Up
When you begin trading your account for the first time, you must re​solve some "start-up" issues. Let us assume you are using a mechanical system, and trading 20 markets. The first question is how to put on trades to match existing positions of your trading system. For example, the last signal in deutsche mark may be a buy signal that occurred 15 days ago. Now, should you put on the long position, or wait for a new signal? You may not want to wait for the next signal if your system trades infrequently. Another reason to put on the trade immediately is to cap​ture the remainder of the current move. There are several ways to re​solve this issue. (1) You can trade just one contract instead of multiple contracts. If you usually trade ten contracts, you can initiate your posi​tion with just one or two contracts to enter the position cautiously. (2) You can scale into the position. For example, you would buy ten con​tracts gradually over the next 5 days. (3) You can wait for the last day of the month and put on the entire position on the close. The benefit of putting on the position on the last trading day of the month is that then
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the month-to-month equity changes will accurately reflect the actual system results.

You must also decide where to place your initial stop on a start-up trade. You can go with the usual initial stop at 1 or 2 percent of account equity. Your other option is to set it slightly wider than usual, but trade a proportionately smaller number of shares.

Risk Control
It is essential that you always maintain rigid risk control. Your risk con​trol strategy may be entering a stop-loss order every day, and with each new position. You can also use more elaborate strategies around market correlation and volatility. The key is to always control your risk. Risk control and money management go together. Using good money man​agement guidelines will place reasonable limits on position size and pro​mote diversification. These will prevent one bad trade from wiping out your account.

Do You Have a Plan?
You should avoid trading without a plan. A common cause for trading problems and failures is the lack of a trading plan. Your trading plan should explain clearly how you will trade. You must specify the markets, number of contracts, type of orders, entry rules, exit rules, and risk-con​trol rules. The more specific you can be, the easier it is to implement the plan. If you have specified and designed your system properly, defining and implementing a plan should be relatively easy.

Every football team makes elaborate plans for their games. For ex​ample, one championship football team would "script" the first 15 plays for every game. After careful research, the coaches would pick the first 15 plays ahead of time. Then, the players would practice these plays many times so that they all knew them well. On game day, every one could concentrate on executing those plays, with excellent results. This example points out the benefits of preparation. You can plan your trades, visualize how you will execute those trades, and then monitor how you executed the trades. This process of auto-feedback can help you improve as a trader.
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You should plan for adversity. For example, are you ready to absorb a 20-percent drawdown in equity? Do you have a plan to cope with this sort of drawdown? For example, you may not be prepared to experience a 20-percent drawdown in the first 3 months of your trading. If such losses occur, would you modify your trading system, change your money-management and bet-size algorithms, or change the portfolio mix? Similarly, if you are up 20 percent, will you alter any of the same variables?

Scenario planning is common in the military across the world. You, too, should use your imagination to explore good and bad scenarios about your trading. You can then develop detailed plans that will help you cope with the ever-changing markets.

How Will You Monitor Compliance?
It is one thing to have a plan, and another to actually implement it. You cannot properly implement a plan if you do not have a way to monitor and record how well you are implementing your plan. A good way to measure compliance is to keep a daily diary. An electronic diary is a fast and easy way to record your compliance or deviations. Later, you can analyze the diary entries to measure how well you are executing your plans. You can also find out which elements are easy or difficult for you to implement. You can then work to strengthen your weak spots.

If you do wish to deviate from your system, write down your rea​sons in detail, and then test them rigorously. That is the best approach to ensure consistent, long-term performance. Let us suppose there is a news event or political development that suggests you should exit the position. You should observe a noticeable market reaction to such events, such as a gap, a large range day, an outside day, or a key reversal day. You can then identify such bars on daily data and test them system​atically. This will give you a historical database to formulate your strat-

sgy-

Get It Off Your Chest!
One big plus of keeping a diary is that you can get your concerns off your chest simply by writing them down. Let us say you wanted to apply the ideas of total quality management or continuous improvement to
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your trading. You must have detailed records of your trading, including how your orders were generated and what factors affected your imple​mentation. You can keep a diary to get rid of any bottled-up emotions resulting from trading. A diary will add to the full traceability we dis​cussed above by providing data on your emotional state.

Focus on Your Trading
It is difficult to avoid distractions and to focus sharply on your trading. Focus means you can execute your system without deviations. Focus means you can enter your orders, follow your risk-control guidelines, and reduce variations from your system. If you have a plan and a system you believe in, it is easier to focus on your trading. You should try to automate your analysis and order generation as much as possible. This will minimize variations from your system. Try to develop a routine that includes checking account equity, fills, new orders, rollovers, trailing stops, market volatility, and so forth.

The best way to focus on your trading is to separate analysis from trading. You should set aside a fixed time each day when you generate your trading sheets. You should try to be relaxed when you are generat​ing your sheets. You should avoid circumstances that affect your concen​tration, since it is easy to make a mistake in your order entry process.

Trading with Your Head and Heart
Every trader has an analytical part (head) and an emotional component (heart). A system that suits you will engage both aspects of your person​ality. When you start trading a system, you face two expectations. One is the statistical expectation, which we have discussed in detail. The other is your emotional expectation from the system. If the two expectations are not coherent, then you will not be happy trading the offending sys​tem.

This raises questions about why you trade. For many people, the only reason to trade is to make a profit. However, you could have many other reasons, such as the excitement of trading or the intellectual chal​lenge of competing with other traders. You should check to see if the following are consistent: your profit objective, trading horizon, mathe​matical expectations, and emotional expectations.
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If these are not consistent, then you may not have the mental edge. Probably fewer than 25 percent of traders have the mental edge, and perhaps only 2 percent can maintain the edge year after year.

There are many contradictions between mathematical and emo​tional expectations. The mathematical expectation covers 2 to 3 years of data, but the emotional expectation covers only 2 to 3 months. Emo​tional expectations can be complex, and they cannot be represented by a single number. In the worst case, a system could have a positive mathe​matical expectation but a negative emotional expectation. In this case your head and heart disagree, and the inevitable tension will make it im​possible for you trade this system.

Your emotional expectations may be based on an inaccurate or in​complete understanding of system test results. You should make it a point to study the evolution of each trade day by day. You should be comfortable with the dollar amount of the average trade, the winning percentage, and the length of the average trade. You should also be com​fortable with the dollar amount of the initial risk-control stop. If you understand the "signature" of the system, then each trade will reinforce your belief in the system. If you have unreasonable emotional expecta​tions, then each trade will diminish your faith in the system.

You may expect big successes, with few losing streaks and many ex​citing trades. The reality is that only 5 percent of the trades are big suc​cesses, you can have many losing streaks, and most of the trades are dull. You can use the "rule of two," as follows, to modulate your emotional expectations:

1. Expect half as many winning trades in a row as you project from your testing.

2. Expect twice as many losing trades in a row as your testing may show.

3. Prepare for half the expected profits.

Let us continue with the "head and heart" analogy. What you "think" you believe is in your head. What you "truly" believe is in your heart. Your head may be clear or confused. Your heart may be confident or fearful. If your head and heart disagree, and the stakes are low, then the head wins any conflicts. However, if the stakes are high, then the heart wins any conflicts. Thus, you can trade comfortably only if your head and heart agree. So spend the time and effort to understand system performance so that your mathematical and emotional expectations will agree. This is the key to long-term success.
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Summary
You should integrate all the ideas of this chapter to create a system for trading. A trade plan is at the heart of a system for trading. You should monitor compliance with your plan and try to provide full traceability. You should also follow the principle of no exceptions to your trading rules. To win, trade with your head and heart.

Selected Bibliography

Babcock, Bruce: Business One Irwin Guide to Trading Systems, Business One Ir-win, Homewood, Illinois, 1989.

Balsara, Nauzer J.: Money Management Strategies for Futures Traders, John Wiley & Sons, New York, 1992.

Chande, Tushar S., and Stanley Kroll: The New Technical Trader, John Wiley & Sons, New York, 1994.

Connors, Larry, and Linda Bradford Raschke: Street Smarts: High Probability Trading Strategies/or the Futures and Equities Markets, Oceanview Financial Research, Malibu, California, 1996.

De Mark, Thomas R.: The New Science of Technical Analysis, John Wiley & Sons, New York, 1994.

Kroll, Stanley, and M. J. Paulenoff: The Business One Irwin Guide to the Futures Markets, Business One Irwin, Homewood, Illinois, 1993.

Krutsinger, Joe: The Trading Systems Toolkit, Probus Publishing, Chicago, 1993.

Lane, George C.: "Lane's stochasdcs," Technical Analysis of Stocks and Commodi​ties, 2(3): 87-90, Technical Analysis, Inc., Seattle, Washington, June, 1984.

Le Beau, Charles, and David W. Lucas: Technical Traders Guide to Computer Analysis of the Futures Markets, Business One Irwin, Homewood, Illinois, 1992.

Murphy, John J.: Intermarket Technical Analysis, John Wiley & Sons, New York, 1986.

Pardo, Robert: Design, Jesting and Optimization of Trading Systems, John Wiley & Sons, New York, 1992.

Rotella, Robert P.: Elements of Successful Trading, N.Y. Institute of Finance, New York, 1992.

Schwager, Jack D.: Market Wizards, Harper & Row, New York, 1990. Schwager, Jack D.: The New Market Wizards, Harper Business, New York, 1992.

254   Selected Bibliography

Schwager, Jack D.: Schwager on Futures: Technical Analysis, John Wiley & Sons, New York, 1995.

Sweeney, John: "Where to put your stops," Technical Analysis of Stocks and Com​modities, 10(13): 30-32, Technical Analysis, Inc., Seattle, Washington, De​cember, 1992.

Tewles, Richard J., C. V Harlow, and H. L. Stone: The Commodity Futures Game, Me Graw-Hill, New York, 1974.

Vince, Ralph: Portfolio Management Formulas, John Wiley & Sons, New York, 1990.

Vince, Ralph: The Mathematics of Money Management, John Wiley & Sons, New York, 1992.

Wilder Jr.,J. Welles: New Concepts in Technical Trading Systems, Trend Research, Greensboro, North Carolina, 1978.

Index

account equity, 157, 197, 217, 248 adjusted gross profit, 70 ADX (average directional index), 40, 41,94, 118

burst, 112-116

compared to RAVI, 42

18-day, 116

filtered system, 126-127

momentum, 111

rising, 166, 168 ADX>30 system, 166 antitrend bottom-fishing, 134 antitrend trading strategy, 4'1 17, 120 average trade:

data, 67, 68, 69, 80

defined,15

Babcock, Bruce, 221 Balsara, NauzerJ., 208, 209 barrier, 159, 174 bet size, 16, 209

changing of, 211, 222 betting strategies, 221, 224 bond prices, 124 bootstrapping, 230 bottom-picking pattern, 133, 137, 173

profitability of, 138

rules, 134 breakout system, 17, 25, 201, 215

Caterpillar Tractor, 138 CB-PB (channel-breakout pull-back),

101, 104-108 difficulties with, 102


Chande, Tushar S., 70 channel breakout system, 142, 149, 156, 157

strengths of, 161

with filtering, 202 channel width, 159 CHBOC (channel breakout on the

close), 54, 56, 58, 218, 219 coffee market, 56, 57, 59, 150 combining variance, 192 Comex gold, 127 composite equity curve, 190 computer testing, 228 Connors, Larry, 169 consolidations, 41, 94, 96, 160, 201, 215

broad, 85

and CB-PB, 105, 107

increased frequency in, 161 Continuous Contractor, 65 continuous contracts, 231, 235, 237

tests with, 64, 65, 66 copper market, 128 corn-live hogs, 131 correlation, 123, 124, 131 cotton market, 35, 191 crude oil futures, 26

cumulative frequency distribution, 57, 87 curve-fitted system, 24, 25-26, 28

rules, 23 curve-fitting data set, 17, 18

data scrambling, 231, 235, 236, 244 limitations of, 239

256   Index

deterministic testing, 49 deterministic trading systems, 2, 17 deutsche mark, 34, 89, 124-125, 212

contract, 102, 104, 117, 118, 186, 214,215

futures, 49

during volatile period, 61 diary, 8, 242, 246, 249, 250 discretionary initial stop, 52-53 discretionary traders, 4 diversification, 6, 36, 184, 193

through multiple markets, 34, 191,

198

DMI (directional movement index), 201 drawdowns, 69, 89, 91

with account equity, 197

maximum intraday, 69, 70 dual-moving average crossover system,

65, 126

dual-moving average system, 17, 20, 34, 35

emotional expectation, 250, 251

entries, into major trends, 246

entry rules, 99

entry signals, 78-79, 93, 95, 106, 114

entry strategies, 193, 204

equity analysis, 197

equity curve, 35-36, 134, 164, 184, 222

monthly, 194, 196, 213

and profits, 187, 189

of 65sma-3cc model, 186

smoothness of, 99, 101, 180-182,

188, 200 Eurodollar, 130, 174 exit condition, 103 exits, 25, 99, 188 exit signal, 80, 165 exit stop, 152 exit strategies, 53, 86, 100, 107, 113, 132

and equity curve, 200

for extraordinary opportunity, 142

tests of, 195

expectation, formulation of, 15 exponential moving average, 165, 169 extraordinary opportunities, 141, 211

false signals, 77, 93, 95 fast-D moving averages, 45


fast-K, 45 filter, 94, 169, 174, 200, 202, 203

of entry signals, 77, 78-79, 93-94

initial stop as, 89, 90

to reduce false breakouts, 201

for reducing trades, 97-98 fitted normal distribution, 84 foreign currency markets, 61, 124 frequency distribution, 121 futures contracts, combined, 64

global trading, 61 gold, 220

gold-bond system, 123, 126, 127-131 gold-copper-bond, 129

hard-dollar stop, 33, 92, 212, 214

Harlow, C. V, 8

historical tests, 67, 129, 149, 228

IMM (International Monetary Market),

23

inflation, 124, 127 initial money-management stop, 58, 87, 99, 137

in reducing drawdown, 89

testing with, 65

volatility-based, 91 initial stop, 59, 89, 108, 248

criteria for, 52

for risk-control, 251

varying of, 55, 57 intermarket signal, 132 intermarket trading system, 123, 126,

130

interval performance, 220 intuitive understanding, 106

Japanese yen, 23, 124-125, 140-141 Kroll, Stanley, 70

Le Beau, Charles, 78, 106 linear logic, 29 linear regression analysis, 17-18, 35, 180, 181, 185,202,217

to measure smoothness, 183

for standard error, 222 liquidity, 61

Index   257
live hogs market, 91 long-bomb pattern, 173, 174 loose stop, 54, 58, 59 low-risk entry, 111, 170 Lucas, David W, 78, 106

MAE (maximum adverse excursion), 52,

88

market bottoms, 174 market intuition, 176 market momentum, 41, 111

double-smoothed absolute, 40, 42 market volatility, 108, 214

when placing stops, 52, 57, 59 market-specific systems, 132, 140 maximum drawdown, 57, 150, 220 maximum favorable excursion (MFE),

85, 86, 89 maximum intraday drawdown, 30, 97,

158, 188, 192 MAXO (moving-average crossover),

46 mechanical system, 4, 5, 14, 15, 36-37,

117, 147

Microsoft Excel, 84, 162, 185, 186, 232 MIDD, 56, 142 momentum oscillators, 94 money-management, 52, 244, 245

stops, 32, 33, 51,212 monthly equity changes, 198, 199, 218,

219, 248 moving-average crossover system, 7, 29,

67, 133

moving averages, 47, 49, 94 moving-average system, 28 multiple contracts, 29, 30, 31, 113, 153,

174,214

in each market, 99, 100 and performance improvement, 215,

216 in a single market, 61

negative correlation, 183, 184 with gold and bond market, 129, 130

net profit analysis, 109, 199 with barrier, 156, 157 in system testing, 67, 68, 70

New Technical Trader, 70

no-exceptions policy, 245, 247


nonlinear logic, 29 nonoptimized system, 75,80

Omega Research, 32, 44, 67, 103, 118,

174, 186, 195 one-contract strategy, 172 optimization, 48-49, 50, 51-52 overtrading, 33, 34

paper trading, 242, 243, 244 pattern-based system, 173 payoff ratio, 208, 210, 211 portfolio performance, 212 positive expectation, 16-17 price-based criterion, 29 price patterns, 236 price range, 236, 237

breakout system, 7 probability of winning, 208, 211, 244 profitability, 67-68, 71, 113 profit factor, 68, 109, 149

and filter, 203

withT-AT, 121 pullback system, 168, 169, 172 Pwin (probability of winning), 5, 16

range-location oscillator, 44 Raschke, Linda Bradford, 169 RAVI (range action verification index), 41,43,94,96, 111,42

filter, 97, 98, 100 real-time trading, 195 recovery factor (RF), 70 reentry market conditions, 120-121 regression analysis, 18, 192 regression calculations, 186, 190 return to support, 169 risk, 61-62, 72, 157

risk control, 7, 8, 32, 64, 79, 116, 212, 218,245,248

and initial money-management stops, 92,93

strategy, 7, 244, 248

withT-AT, 117, 118, 121 risk-control exit, 125 risk of ruin, 6, 16, 143, 209

calculations, 208 risk premium, 16 risk-reward ratio, 185, 190, 223

258   Index

robust trading, 6-7, 17, 22, 26-27 rollovers, 64, 65
RSS (residual sum squares), 181 rule of two, 251

sampling with replacement, 229, 230 S&P-500, 18-19, 43, 59,108,133,

141-142 Schwager, Jack D., 221 self-correcting system, 39, 53, 95 simple-moving average (SMA), 22, 47,

65

single-contract system, 215, 216 65sma-3cc model, 77, 79, 83, 84, 87,

94-95,99, 122, 197,218 with one-way entries, 195 and small drawdown, 220 tests of, 188 weaknesses of, 82, 85 slippage, 71, 72, 150, 174, 247 slow exit, 174 software, 40, 66-67, 71, 92, 165, 218 standard deviation, 31, 202

of equity changes, 198, 214, 220 of profits, 16, 82 standard error (SE), 35, 36, 195 and equity curve smoothness, 181,

182,217 for joint equity curve, 193 Stewart, Blair, 8 stochastic oscillator, 44, 46, 169 Stone, H. L., 8 stop orders, 66 Sweeney, John, 86 Swiss franc, 20, 34, 35 symmetrical trading system, 28 synthetic data, 229, 231, 232, 235,

237-238 system design, 141, 212, 244 system implementation, 242 system performance, 198, 220 system testing, 229, 241, 242 System Writer Plus, 32, 44, 45, 134, 186, 195

T-AT (trend-antitrend), 116-120, 121

Tech Tools, Inc., 65

10-year T-note market, 29, 35


test data, choosing, 64-66 testing patterns, 176 tests, 69-71, 116, 128, 130

in correlated markets, 131

of long-bomb, 174

of system, 64, 67-68 Tewles, Richard J., 8

tick barrier system, 102, 155, 156,
161

acting as filter, 164 tight stops, 53, 54, 55-56, 187 Tom Berry's Portfolio Analyzer soft​ware, 195

TOPS COLA, 7, 8, 122, 174 traceability, 246, 250 trader's psychology, 72 TradeStation, 67, 103, 105, 118, 174 trading beliefs, 12-13, 71, 242 trading frequency, 161, 164 trading plan, 248, 249 trading rules, 24 trading strategy, 40, 197 trading system, 3, 5

design of, 14-15, 17, 20-22, 52,
62,

tests of, 71, 72 trailing exit, 100, 152, 162

trailing stop, 61, 86, 108, 137, 149,
152,

162, 189, 199 trend changes, 131 trend-following systems, 69, 74, 75, 116, 120,137

strategies, 43, 44, 46, 47

long-term, 106, 109 trending market, 54, 107 t-test, 162, 166

2-percent of equity initial stop, 52 2-percent rule, 33

uncorrelated markets, 35 Union Carbide, 138 upside crossover, 46, 126 U.S. bond, 21, 43,89,91,95,106, 116, 127,156,220

variable-contract strategy, 172, 174, 216 volatility, 29, 30, 31,91 volatility-based barrier, 159 volatility-based stops, 57, 59, 60, 91, 92, 99, 153

Index   259
volatility-based system (VOL), 218, 219
whipsaw trades, 160

volatility exit, 152, 153, 154, 156, 164,
Wilder Jr., J. Welles, 40, 94, 201

188
win-loss ratio, 170, 176


winning intervals, 198 whipsaw losses, 53-54
winning percentage, 209, 210 whipsaw signals, 96
winning trades, 68, 69, 80, 86, 111

