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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 

donõt work 100% of the time 

3.  Take risks only in proportion to 

how much you stand to gain  
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Letter from the Editor  

HYPOTHETICAL OR SIMULATED PERFORMANCE RESULTS HAVE CERTAIN LIMITATIONS. UNLIKE AN ACTUAL 
PERFORMANCE RECORD, SIMULATED RESULTS DO NOT REPRESENT ACTUAL TRADING. ALSO, SINCE THE TRADES 
HAVE NOT BEEN EXECUTED, THE RESULTS MAY HAVE UNDER-OR-OVER COMPENSATED FOR THE IMPACT, IF ANY, 
OF CERTAIN MARKET FACTORS, SUCH AS LACK OF LIQUIDITY. SIMULATED TRADING PROGRAMS IN GENERAL ARE 
ALSO SUBJECT TO THE FACT THAT THEY ARE DESIGNED WITH THE BENEFIT OF HINDSIGHT. NO REPRESENTATION IS 
BEING MADE THAT ANY ACCOUNT WILL OR IS LIKELY TO ACHIEVE PROFIT OR LOSSES SIMILAR TO THOSE SHOWN. 

http://www.truthaboutmacd.com/
http://www.truthaboutmacd.com
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          November 2008 
Dear Reader- 
 
BackTestingReport grew out of my own efforts to back test strategies in order to become a 
better trader.  I hope that it helps you as well.  Before we dive in to this report, I want to share 
my story with you. 
 
My passion for computers began in 5th grade and continues to this day.  My college degree is in 
electrical engineering and computer science.  I professionally wrote software, managed 
development teams, and produced worldwide technical seminars.  In 2005, I set out on my own 
to trade the US equity markets.  I took various courses, read extensively, and did a rather 
hurried back test of a trading system.  With that system, I placed second in Dr. Alexander 
9ƭŘŜǊΩǎ {ǇƛƪŜ ǘǊŀŘƛƴƎ ŎƻƳǇŜǘƛǘƛƻƴǎΦ  
 
Not content with second place, I painstakingly set up the computers, tools, and processes for 
more rigorous and comprehensive back tests.  I did a detailed exploration of the market, 
popular technical indicators, fundamental data, and order types.  This took me many months of 
dedicated effort and thousands of dollars of personal expense.  I learned a great many lessons 
which I want to impart to you in this series of reports. 
 
Frankly, I was shocked to find that some highly-touted indicators and systems had a historical 
track record that was no better, and sometimes worse, than pure chance!  That made 
identifying the potentially profitable strategies all the more valuable.  In some cases, multiple 
strategies showed equal P&L.  With the back test data I could see trade-offs between strategies 
and more confidently pick the choice I liked best.  In short, from the back tests I gained the 
peace of mind that comes from making an informed decision to select a trading style for me. 
 
As I put the finishing touches on this report, the broad markets are down significantly from last 
ȅŜŀǊΩǎ ƘƛƎƘǎ.  The days of buying and holding for a sure profit are gone.  Now more than ever, 
investors and traders need solid, well-tested strategies to help navigate the ups and downs of 
the markets.  ¢ƘŀǘΩǎ ǿƘŀǘ ƛǘ ǘŀƪŜǎ to protect retirement funds and grow account equity.  
 
My goal as editor of the BackTesting Report is to give readers an outstanding value.  This 
baseline report sets the stage.  Subsequent reports test out popular trading strategies to sort 
the winners from the losers.  BackTesting Report offers tremendous insight into market 
strategies for a small fraction of the actual time, effort, and cost of backtesting.  It costs far less 
to evaluate a strategy with a back test than to pay the price in live trading!   
 
Sincerely, 
 

Jackie Ann Patterson 
Editor, BackTesting Report 
Director, Own Mountain Trading Company  

http://www.backtestingreport.com/
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Back Test Brief ing  

Back tests measure the relative performance of a set of trading strategies on historical price 
data.  They provide insight into past market behavior as well as the trading strategies.  Although 
most traders agree that itΩs useful to back testΣ Ƴŀƴȅ ǘǊŀŘŜǊǎ ŘƻƴΩǘ Řƻ ƛǘ ōŜŎŀǳǎŜ ƻŦ ǘƘŜ ǘƛƳŜΣ 
expense, and expertise required.  This report gives you a leg up on the markets without having 
to go through all the work yourself.    
 

A back test is a model of trading.  Significant differences with 
live trading exist such as: commissions, slippage or skid, after 
hours trading, dirty data, software bugs, and human error.  A 
ōŀŎƪ ǘŜǎǘ ŘƻŜǎƴΩǘ guarantee future performance but it can help 
you sort out whether one strategy did better than another.     
 
Backtesting is a screening tool that is really good at eliminating 
under-performing trading strategies.  LŦ ŀ ǘǊŀŘƛƴƎ ǎǘǊŀǘŜƎȅ ŘƛŘƴΩǘ 
perform well ƛƴ ǘƘŜ ǇŀǎǘΣ ƛǘΩǎ ǳƴƭƛƪŜƭȅ ǘƻ ƳŀƪŜ ƳƻƴŜȅ ƛƴ ǘƘŜ 
future.  Knowing that before risking real money trading the 
strategy is incredibly valuable.  Backtesting helps a trader to 
weed out the likely losers and to understand potentially 
successful strategies.  
 
One of the toughest challenges in trading is sticking to a good 
strategy through a drawdown, and back testing helps here too.  
Armed with BackTestingReport, informed traders can take 
confidence from choosing a strategy with superior relative 
performance.   

Back Test Process 

In a back test, a trading strategy is written as an objective set of 
rules in a computer language.  The back test engine applies the 
strategy to the historical data for each selected stock symbol.  It 
simulates trades whenever entry and exit signals are given by 
the strategy.  The results are recorded for each trade.  
Ultimately, results are compiled for all trades on all symbols.  

For BackTesting Report, this means hundreds of thousands of trades with 7147 stock symbols 
over a 14 year time period.  These results are then statistically analyzed and presented in a 
user-friendly form. 

How to Use Back Test Results  

To get the most out of backtesting, you need to know what to look at and when to look at it.  To 
get a handle on the problem of designing a trading system, break the problem into pieces such 
as entry, stops, exits, trade size and tackle things one at a time.  First pick an entry strategy by 
backtesting several different candidates, all using the same simple exit strategy.  Decide on the 
entry by comparing the win rate and opportunity (number of trades).    

 
Backtesting Provides: 

¶ An edge to design 
your own trading plan 

¶ Data to find the 
strategy with the 
highest relative 
performance  

¶ Insight to avoid some 
losing strategies 

¶ Confidence to stick 
with your plans 
during a drawdown 

¶ A rational basis for 
investments  

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

http://backtestingblog.com/glossary/backtesting-definition/
http://backtestingblog.com/glossary/trading-strategy-definition/
http://backtestingblog.com/glossary/historical-price-data-definition/
http://backtestingblog.com/glossary/historical-price-data-definition/
http://backtestingblog.com/glossary/slippage-or-skid-definition/
http://backtestingblog.com/glossary/dirty-data-definition/
http://backtestingblog.com/glossary/drawdown-definition/
http://backtestingblog.com/glossary/entry-strategy-definition/
http://backtestingblog.com/glossary/exit-strategy-definition/
http://backtestingblog.com/glossary/win-rate-definition/
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Establishing a baseline of market behavior helps you tell if a strategy is doing well for good 
reason or ƛŦ ƛǘΩǎ just plain lucky.  For example, it may initially sound great to have an entry 
strategy that wins 55% of the time.  But if our baseline test wins 60% of the time, that entry 
ŘƻŜǎƴΩǘ ƭƻƻƪ ǎƻ ƎƻƻŘ ŀƴȅƳƻǊŜΦ  Likewise, a win rate of 30% might not sound like much, until 
you learn that the baseline was 25%!  The baseline sets the standard for performance.  This 
issue is about entry baselines and it focuses on the win rate more than the other statistics. 
 
After choosing the best entry, you need to pick the exit strategy.  Compare the strategies using 
expectancy, standard deviation, average holding time and pick the one with the best relative 
performance. 
 
Some strategies will show better than the baseline purely by luck or randomness.  Advanced 
statistical methods which estimate the probabilities of that happening are beyond the scope of 
this document.  

How to Compare  Strategies 

Picking entry strategies with win rates above the baseline is a good start.  Also use win rate as a 
hint on the ease of following a system.  For example, consider if you can really stick to a trading 
plan that only wins 10% of the time.  Most importantly, remember that ǿƛƴ ǊŀǘŜ ŀƭƻƴŜ ŘƻŜǎƴΩǘ 
determine if a strategy is profitable ς the size of the wins and losses matters, too. 
 
One measure of excellence in a trading strategy is a large positive expectancy and small 
standard deviation.  The standard deviation tells you how much the trade results vary.  Smaller 
standard deviations indicate smoother equity growth whereas large deviations mean a wild 
ride.     

Expectancy 
measures a trading 
ǎǘǊŀǘŜƎȅΩǎ profit 
potential.  It considers 
the win rate as well as 
the amount gained by 
each win.  Expectancy can compare trading strategies that give small gains often 
versus strategies that rarely win but win big when they do.  Over a large number of trades, the 
expectancy is the expected gain of the trading strategy.  Higher expectancy is better, and 
negative expectancy is the kiss of death for a strategy.  Backtesting Report tells you the 
expectancy of all strategies tested so to help you avoid losing money on negative expectancy 
strategies. 

Trading coach Van Tharp defines expectancy in terms of risk, as the average of the R-multiples 
returned by trading or backtesting the system.  Very briefly, an R-Multiple of a trade is 
the profit/loss divided by the amount risked.   

Expectancy = (win_rate * avg_win) - (loss_rate * avg_loss) 

http://backtestingblog.com/glossary/baseline-definition/
http://backtestingblog.com/glossary/trading-strategy-definition/
http://backtestingblog.com/glossary/trading-strategy-definition/
http://backtestingblog.com/glossary/win-rate-definition/
http://www.iitm.com/
http://backtestingblog.com/glossary/r-multiple-definition/
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To calculate the expectancy via R-ƳǳƭǘƛǇƭŜǎΣ ƛǘΩǎ ƴŜŎŜǎǎŀǊȅ ǘƻ ŜǎǘƛƳŀǘŜ ǘƘŜ ǊƛǎƪΦ  Lƴ ǘƘƛǎ report, 
the total investment is assumed to be at risk because it ŘƻŜǎƴΩǘ ƛƴŎƭǳŘŜ ŀ ǎǘƻǇ ƭƻǎǎΦ  See the Exit 
Strategies series of BackTesting Report for back tests with stop losses and trailing stops. 

Assessing Risk with Maximum Adverse Excursion (MAE) 

Equally important to understanding the 
potential for gain is assessing the risk of loss.   
Drawdown is frequently quoted in the 
ƛƴŘǳǎǘǊȅ ōǳǘ ƛǘΩǎ ƴƻǘ ǾŜǊȅ ǳǎŜŦǳƭ ƘŜǊŜ ōŜŎŀǳǎŜ 
most of us are not managing a portfolio of 
the 7147 stocks back tested.  Instead we can 
gain knowledge of the risks by tracking the 
Maximum Adverse Excursion (MAE).  5ƻƴΩǘ 
let that technical term put you off, it really 
just means knowing how much the position 
went against you.  MAE is not the same as 
the biggest losing trade because a stock may 
wander down for a huge open loss and come 
back before the exit.  (See JDSU example in 
BTR5-MACD Sell Signals). 
 
To stay in the game, the MAE needs to stay 
under the size of your account.  To be 
successful, the MAE needs to be limited to a 
fraction of your account. 

The Facts About Trading Strategies   

How to Tell Good From Bad  

Good: 

V High Expectancy  

V Decent Win Rate  

V Low Standard Deviation  

V Low Max Adverse Excursion  

V Reasonable # of opportunities  

Bad:  

¶ Below Baseline, especially  

o Lower Expectancy  

o Few Opportunities  

¶ MAE larger than account size  

¶ Win Rate too low to abide  

Hereõs a sample of what youõll discover inside BackTesting Report: 

V A simple step that boosted the win rate of most indicators testedé 

V How swing  traders gained from non -standard MACD parameter settingsé 

V The b est buy/sell signals from  indicators such as MACD, RSI, Stochasticsé 

V How to set stops that really reduce riské 

V How to lock in profits with  trailing stopsé 

V What happened when  ATR -adjus ted  stops adapt ed  to market volatilityé 

V When to use profit targets and how to set them realisticallyé 

 

 

 

http://backtestingblog.com/glossary/adverse-excursion-definition/
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Average Bars in Trade 

Another factor in your overall profitability is how long your money is tied up in each trade.  
Average bars per trade can ƎƛǾŜ ȅƻǳ ŀ ƘƛƴǘΦ  YŜŜǇ ƛƴ ƳƛƴŘ ǘƘŀǘ ǿŜΩǊŜ ǘǊȅƛƴƎ ǘƻ ŦƛƴŘ ǎǘǊŀǘŜƎƛŜǎ 
ǘƘŀǘ Ŧƛǘ ǘƘŜ ƳŀȄƛƳ άƭŜǘ ǿƛƴƴŜǊǎ Ǌǳƴ ŀƴŘ Ŏǳǘ ƭƻǎǎŜǎέ ǎƻ ǘƘŜ ǿƛƴƴƛƴƎ ǘǊŀŘŜǎ Ƴŀȅ Ǝƻ ƻƴ ŦŀǊ ƭƻƴƎŜǊ 
than the average shown.  
 
Strategy Under Test 
This report establishes the baseline for comparison with all other trading strategies.  This is a 
crucial step because you need a way to tell if a strategy did well when the market just 
happened to pull it along, or if the strategy really might signal timely entries and exits.  A good 
baseline shows what happens in the absence of a strategy.  Rather than exercise judgment on 
when to enter, the baseƭƛƴŜ ǎǘǊŀǘŜƎȅ ŀƭǿŀȅǎ ŜƴǘŜǊǎ ǿƘŜƴ ƛǘ ŘƻŜǎƴΩǘ ƘŀǾŜ ŀ Ǉƻǎƛǘƛƻƴ and likewise, 
always exits after a pre-defined number of days.   

Backtesting Setup Details  

Markets: US Stocks and international stocks represented by ADRs on NYSE, AMEX, NASDAQ 
including delisted tickers.  (Click here for stock lists.) 
 
Time Periods: May 1994 - April 2008, divided into three samples to prevent over-optimization.  
   May 1994 ς April 2004 denoted by darker blue  
 Ten-year period chosen to include major up, down and sideways movements. 
   May 2004 ς April 2007 denoted by medium blue  
 Out-of-sample data for the original period. At 3 years, itΩs 1/3 as long as original. 
   May 2007 ς April 2008 denoted by light blue  
 /ǳǊǊŜƴǘ ŘŀǘŀΦ   LǘΩs 1/3 of the previous sample and is more out-of-sample data. 
(Click here for background on time period selection.) 
 
Direction:  Long Only and Short Only 
 
Entry Strategy:  Enter all stocks all the time, as long as volume criterion is met (more than 
500,000 shares daily).  This deliberately simple strategy sets the baseline to compare to 
supposedly smarter strategies tested in later BackTesting Reports.  It enters via Market on Open 
orders. 
 
Exit Strategy:  Timed Exits of 2 days, 20 days, 200 days, chosen as the simplest way to make a 
baseline for popular Trader Types.  It exits via Market on Close orders. 
 
Sizing:  1000 shares for every trade. 
 
Backtesting Engine:  TradeStation® version 8.3, Build 1631  
 
Data Vendor:   CSI Data  This data set was specially selected for accuracy after extensive testing. 
(Click here for background on data preparation.)  

http://backtestingblog.com/backtesting_set_up/stock-ticker-lists-for-backtesting/
http://backtestingblog.com/glossary/test-period-or-time-period/
http://backtestingblog.com/glossary/curve-fitting-definition/
http://backtestingblog.com/glossary/out-of-sample-testing/
http://backtestingblog.com/backtesting_set_up/selecting-time-periods-for-backtesting/
http://backtestingblog.com/glossary/direction-definition/
http://backtestingblog.com/glossary/long-definition/
http://backtestingblog.com/glossary/short-definition/
http://backtestingblog.com/glossary/entry-strategy-definition/
http://backtestingblog.com/glossary/market-on-open-order-definition/
http://backtestingblog.com/glossary/exit-strategy-definition/
http://backtestingblog.com/glossary/trader-type/
http://backtestingblog.com/glossary/market-on-close-definition/
http://backtestingblog.com/glossary/sizing-definition/
http://backtestingblog.com/glossary/backtesting-engine-definition/
http://backtestingblog.com/glossary/data-vendor-definition/
http://www.csidata.com/
http://backtestingblog.com/backtesting_set_up/how-to-clean-price-data-for-backtesting/
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Charts of Examples 

These charts are screenshots of the TradeStation back test engine running Backtesting Report 
custom code for the baseline strategies tested in this issue.    

 

 
Figure 1:  Example Long Trades 

  
The solid aqua lines are profitable trades and the hot pink lines are losses.  In 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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Figure 2: Example Short Selling 
































