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Baseline the Market
For US Stocks 1994 - 2008

F R E E Re por't Key lessons to learn as you study

investing and trading the markets:
1. Not everything you read or hear
is useful or even true
2. Even true and useful things
dondt work 100% o
3. Take risks only in proportion to
how much you stand to gain
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THE TRUTH

ABOUT MACD

Watch the free video at
http://www.truthaboutmacd.com

Letter from the Editor

HYPOHETICAL OR SIMULATED PERFORMANCE RESULTS HAVE CERTAIN LIMITATIONS. UNLIKE AN

AC

PERFORMANCE RECORD, SIMULATED RESULTS DO NOT REPRESENT ACTUAL TRADING. ALSO, SINCE

HAVE NOT BEEN EXECUTED, THE RESULTS MAY HAMENEBREROMPENSATED FGRNIFHACT, IF ANY,
OF CERTAIN MARKET FACTORS, SUCH AS LACK OF LIQUIDITY. SIMULATED TRADING PROGRAMS |

N G

ALSO SUBJECT TO THE FACT THAT THEY ARE DESIGNED WITH THE BENEFIT OF HINDSIGHT. NO REPF

BEING MADE THAT ANY ACCOUNT WILL GRYSTIOKACHIEVE PROFIT OR LOSSES SIMILAR TO THOSE

SH(
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November 2008
Dear Reader

BackTestingReport grew out of rawn efforts toback test strategies in order teecome a
better trader. | hope that it helps you agll. Before we dive in to thiseport, | want to share
my story with you.

My passion for computers began ifi Grade and continues to this day. My legle degree is in
electrical engineeringnd computer sciencel professionally wrote software, managed
development teams, androducedworldwide technical seminar In 2005, | set out on my own
to trade theUS equity marketsl took various courses, aé extensively, andid a rather
hurried backtest of atrading system.With that system, | placed second in. Bdexander

9f RSNN& {LA1S GNIFRAYy3I O2YLISUAGAZYaD

Not content with second place, | painstakingly set up the computers, tools, and peséess
more rigorous and comprehensive baekts. | did a detailed exploration of the market,
popular technical indicators, fuanental data, and order typeslhis took memanymonths of
dedicated effort and thousands dbllars of personal expensé learneda great many lessons
which | want to impart to you in this series of reports.

Frankly, | was shocked to find thre@mehighly-touted indicators and systems had a historical
track record that was no better, and sometimes worse, tpane chance! That mae
identifyingthe potentially profitable strategiesll the more valuableln some casesnultiple
strategiesshowed equal P&LWith the backest data | could see tradeffs betweenstrategies
andmore confidently pick he choice | liked bestin short fromthe backtests| gainedthe
peace of mind that comes from making an informed decisioselect arading stylefor me.

As | put the finishing touches on this report, the broad markets are down signifi¢eortiylast
& S| N .ATh&drayd &f Buyg and holdig for a sure profit are goneNow more than ever,
investors andraders need solid, wetksted strategies to help navigate the ups and dowhs
the markets.¢ K| 4 Q& ¢ kolprdtechrétireridntifudds and grow account equity

My god as editor of the BackTestiiRgport is tagive readers anutstanding value.This
baselne reportsetsthe stage Subsequent reportest outpopular trading strategie® sort
the winners from the losersBackTestingReport offers tremendous insighito market
strategiesfor a small fraction of the actuéime, effort, andcost of backtestinglt costsfar less
to evaluatea strategywith abacktest thanto pay the price in live trading!

Sincerely,

Jackie Ann Patterson
Editor,BackTestindReport
Director, Own Mountain Trading Company
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Back Test Briefing

Backtests measue the relative performance of a set dfading strategie®n historical price
data. They providensight into past market behavior agell as the trading strategies. Although

T

T

mosttraders agree that B useful to backtedt Yl y& GNJ} RSNE R2y Qi R2 Al
expense, and expertise requiredhis reportgivesyou a leg up on the markets without having
to go through all thevork yourself.
A backtestisa model of trading.Significant differences with
live trading exissuch ascommissionsslippage or skidafter
. . hours tradingdirty data software bugsandhuman error A
Backtesting Provides ol O1 S gunrarker Bitary gedormance biit canhelp
An edge todesign you sort outwhether one strategydid better than another.
your own trading plan
Data to find the Backtesting is a screening tool that is really gogd at elviminating ]
underperforming trading strategiesL ¥ | U NJ RAY 3 au NI

strategy with the
highest relative
performance

Insight to avoid some
losing strategies
Gonfidence to stick
with your plans
during a drawdown

A rational basis for
investments

Backtestingdoes NOT
give you a crystal ball to
know how the market
will behave in the future

u
perfformwellA y G KS LI adz A0Q&a dzyft A{Ste
future. Knowing that before riskingeal money tradng the

strategyis incredibly valuableBackesting hels a traderto

weed outthe likely losers and to understand potentially

successful strategies.

One of the toughest challenges in trading is stigko a good
strategy through arawdown ard backtesting helps here too.
Armed with BackTestingRepomformed traders can take
confidence from choosing a strategy with superior relative
performance.

Back Test Process

In abacktest, a trading strategy is written as an objective set of
rules in a computer languagd.he backest engine applies the
strategy to the historicallata fa eachselectedstock symbol. It
simulates trades whenever entry and exit signare given by

the strategy. The resuls are recorded for each trade.
Ultimately, results are compiled fail trades onall symbols.

For BackTesting Report, this means hundreds of thousands of tradegMiithstocksymbols
over a 14 year time periodThese results are then statistically analyzed and presented in a

userfriendly form.

How to Use Back Test Results

To get the most out backtesting, you need to know what todk at and when to look at itTo
get a handle orthe problem ofdesigning drading system, break the problem into piecasch
as entry, stops, exit$rade sizz and tacklethingsone at a time First pick arentry strateq by
backtesting several different candidates, all using the same siexietrateqy. Decde on the
entry bycomparing thewin rate and opportunity (numbenpf trades).
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Establishing @aselineof market behavior helpgoutell if a strategy is doing well for good
reason ofA F judt planducky. For example, it may initially sound great to haveeaitry
strategythat wins 55% of the timeBut if our baseline test wins 60% of the time, tleaitry
R2SayQi 221 &ikwis23iR rale ¢f 8B0geniight Mot sound like much, until
you lean that the baseline was 25%he baseline sets the standard for performandéis
issue is abouéntry baselinesand it focuses on the win rate methan the other statistics.

After dhoosngthe best entry you need topickthe exit strategy.Compare the strategiessing
expectancy, standard deviatipaverage holding timand pick the one with the best relative
performance.

Some strategies wilhew better than the baselinpurely by luck or randomnes#dvanced
statistical methods which estimate the probabilities of that happening are beyond the scope of
this document.

How to Compare Strategies

Pickingentry strategieswith win ratesabove thebaseline is a good starAlso use win rate as a

hint on the ease of following a systenfror example, consider if you can really stick to a trading
plan that only wins 10% of the timéVlost importantly, rememberthag Ay NJ S F f 2y S
determine ifa strategy is profitable the size of the wins and losses matters, too.

Onemeasure of excellence in a trading strategg largepositive expectangand small
standard deviation.The standard deviatiotells youhow much the trade results vangsmaller
standard deviations indicate smoother equity growtheveaslargedeviationsmean a wild
ride.

Expectancy
measuresatrading
a0 NI prsf@ e Qa
potential. It considers
the win rateas well as
the amount gained by
each win. Expectancycancompare trading strategies thgivesmall gain®ften
versusstrategies that rarely win but win big when they dOver a large number of trades, the
expectancy is the expected gain of the trading strategigher expectancy is betteand
negative expetancy is the kiss of death for a strategyacktestingReport tells you the
expectancy of all strategies tested wohelp youavoid losing money onegative expectancy
strategies.

Expectancy = (win_rate * avg_wir)loss_rate * avg_loss)

Trading coacWan Tharplefines expectancy in terms of risk, as the average oRhaultiples
returned by trading or backtesting the systeery briefly, an RMultiple of a trade is
the profit/loss divided by the amount risked.
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To calculate the expectancy viaYRlzf G A L) SazX AdQa ySOSaaehdkE (2 Sai
the total investnent is assumed to be at risk becausRi2 S&ay Qi Ay OfSesh&Exit & (i 2 LJ
Strategies series of Babesting Repoffior backtests with stop losses and trailing stops.

Assessing Risk with Maximum Adverse Excursion (MAE)
Equallyimportant to understanding the

potential for gain is assessing the riskaxs.
The Facts About Trading Strategies Drawdown is frequently quoted in the
How to Tell Good From Bad AYRdzZGNE odzi AdGQa y2d @SH
Good: most of us are not managirgportfolio of
V High Expectancy the 7147 stockdack tested Instead we can
V Decent Win Rate gain knowledge of the risks by tracking the ]
V Low Standard Deviation Maximum Adyerse Excursion (MA.ES) 2y Ql
. let that technical term put you off, it really
V' LowMax Adverse Excursion just means knowing how muche position
V' Reasonable # of opportunities went against you MAE is not the same as
Bad: the biggest losing trade because adktanay
1 Below Baseline, especially wander down for a huge open loss and come
o Lower Expectancy back before the exit. (See JDSU exanple
o Few Opportunities BTREMACD Sell Signals
1 M_AE larger than accou.nt s12e To stay in the game, the MAE needs to stay
T Win Rate too low to abide under the size of your accounilo be
successful, the MAE needs to be limited to a
fraction of youraccount.

Her edsampleof what youdoll discover inside

V A simple step that boosted the win rate of

V How swing  traders gained from non standard MACD parameter

V 7he b est buy/sell signals from I ndi cators such as MACD, R
VHow to set stops that really reduce ri skée
VHowto/ock/hproﬁts with t railing stopsé

V what happened  when ATR -adjus ted stops adapt ed t o mar ket vol at

Vwhen to use profit targets and how to set t
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Average Bars in Trade

Anothe factorin your overall profitability is how long your money is tied up in each trade.
Average bars pertradeana A @S &2dz I KAy (i@ YSSLI AY YAYR (Kl
GKFG FTAG GKS YHBERY OdiiS d 24858 NE 2NHRK S Ay YAy 3
than the average shown.

Strategy Under Test

This report establishes the baseline for comparigath all other trading strategies. This is a

crucial stefbecauseyouneed a way to tell i& strategy did well whethe marketjust

happened to pull it alongorif the strategy reallymight signaltimely entries and exits A good

baseline shows what happensthe absence of a strategyRather than exercise judgment on

when to enter,thebase Ay S &GN} GS3& Ftgleda SyiamnkewsBKkSyYy Al
always exits after a prdefined number of days.

Backtesting Setup Details

Markets: US Stockandinternational stocks represented lADRon NYSE, AMEX, NASDAQ
including delistedickers (Click here for stock liss.

Time Perias: May 1994- April 2008 dividedinto three sampleso preventover-optimization
May 1994¢ April 2004denoted by darker blue !
Tenyear period chosen to include major up, down and sideways movements
May 2004¢ April 2007denoted by medium blue
Out-of-sampledata for the original periodAt 3 years, B1/3 as longas original.
May 2007¢ April 2008denoted by light hue
/ dzNNB y (i s1Blofiihle grevious kainpland is more oubf-sample data.
(Click here for background on time period selection.)

Direction: LongOnly andShortOnly

Entry Strateqgy Enterall stocks all the timeas long as volume critern is met (more than
500,000 shares daily)rhis deliberatelgimplestrategy ses thebaseline to comparéo
supposedly smarter strategietested in later BackTestirigepors. It entersvia Market on Open
orders.

Exit Strategy Timed Exits of 2 days, 20 days, 200 dakissen as theimplest way tomake a
baselinefor popularTrader Typeslt exitsviaMarket on Clos@rders.

Sizing 1000 shares for every trade

BacktestingEngine TradeStatio®version 8.3, Build 1631

Data Vendor C$ Data Thisdata setwas specially selected for accuracy after extensive testing.
(Click here for background on data preparation.)
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Charts of Examples

These chartare sreendotsof the TradeStation bactest engine running Backtestirigeport
custom coddor the baselinestrategies testd in this issue
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Figurel: Example Long Trades

The solid aqua lines are profitable trades ahd hot pink lines are losse# Figure 1, if the
market goes up during the trade, a profit results. Figure 2 shows the short strategy, which
profits when the market goes down (in aqua), but it loses money when the market goes up.
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Figure2: Example Short Selling
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