TITLE OF COLUMN?
(((INTRODUCTION: explain purpose of column, tell people where to send their 
questions.  )))

Q. What do you think of the Dow Theory? The publisher of the Dow Theory Letters 
seems to be a very wealthy man who always has something useful to say. T.D.


Vic: Trading the trend shown by the 200-day moving average, a component of Dow 
Theory, is regularly falsified in the marketplace. But the theory is so 
complicated that new ad hoc reasons completely consistent with randomness are 
brought out like the ever-renewing heads of the hydra. 
We won't take the part of bull or bear here, although the theory's most famous 
practitioner, the 79-year-old publisher of the Dow Theory Letters, is currently 
bearish. Nor will we note that 7,000 subscribers paying a $250 annual 
subscription brings in $1.75 million a year. Instead, we'll make a down-the-line
response to provide a framework and foundation for investors. 
Start with the venerable theorist's thinking as memorialized in Barron's on June
2, 2003: 
     The recent rise in the Dow from 7500 in mid-March to 9000 in early June is 
a typical "correction" in a bear market, "and so far a modest one." 
     "Bear market corrections typically capture one-third to two-thirds of the 
ground lost since the end of previous bull market, and so far the recovery is 
very much at the lower part of that range." 
     Bear markets don't end until price-earnings ratios have fallen to 5 to 8 
times earnings and dividend yields are at 5% or more. Yet in October, P/E ratios
were 33 and dividend yields just 1.8%. Thus, he expects the October lows to be 
breached again in this secular bear market. 
The most important part about proper technical analysis or for that matter any 
scientific analysis is formulation of the question in a proper fashion. A 
detective, or a little kid searching for knowledge, are good models. The 
question should be simple, precisely defined, capable of falsification or 
verification, and fruitful if answered correctly.
The biggest problem with the formulation above and all others we have seen by 
gentlemen of that nature and leaning is that the questions they pose are 
complex, imprecise, non-falsifiable and unhelpful for market practitioners. We 
would call it magic or mumbo-jumbo. 
The idea that rallies generally swing back 50% to 75% of the previous bull move 
is completely consistent with randomness when one tries to quantify it in any 
form. 
It would take a book to fully explain everything that is wrong with the 
questions and point of view exemplified by the Dow Theory. But let's start with 
a randomly generated chart of the Dow. We create it by taking the actual weekly 
changes in the Dow from year-end 1995 to year-end 2002. We then draw from these 
weekly changes randomly with replacement and construct a chart. 
(((INSERT CHART)))
Obviously, there is no predictivity to this chart, as the numbers are drawn out 
of a hat (in this case, a random number generator). The chart was randomly drawn
from 100 we constructed. Of course, in such a series there will be many sets of
two points separated by a few months, where the point further in time is below 
the point earlier in time. The point to the right typically is between one-third
and two-thirds of the ground lost.
The right point was chosen to be below the left point to start with. And the 
left point was selected to be above points to its left to start with?i.e., it's 
a point where the previous bull market ended.
I defy anyone to tell the difference between the randomly selected chart and 
the actual chart. Previous efforts by technical analysts to do so, reported in 
Cootner's book The Random Properties of Stock Market Prices, have shown that 
technical analysts cannot do so.
Nor would the number of peaks and troughs in a random series like this be 
capable of any meaningful kind of counting.
As for the alleged necessity for the P/E to be at 5 or 8 and dividend yields at 
5% before a secular bull market?whatever that is?can resume, there are even more
objections to that. First, interest rates, opportunity cost and discounting 
rates are some one-third to one-half lower today than in the periods being 
compared. Second, the demand curve for stocks has changed over the years as 
income and liquidity have changed. Third, and most important, comparisons of 
what happened after a few selected bottoms or tops in the past and predictions 
of the present related thereto are in our experience completely worthless, and 
we have much experience with such comparisons. 
For the scientific reason why such comparisons and predictions and all related 
fuzzy and self-serving forecasts of this nature are worthless, see the above 
guidelines on framing questions. 
I believe that the best way of defining a market's state is the multivariate 
distribution of the move in the last x, y, and z, days?i.,e., how much it moved 
last 1, 5, and 20, and 30 days. Such a procedure is fruitful. It leads to 
predictions  as to how random news will affect prices. Such predictions would 
show accuracy if they stated that the greater the prevalence of declines in the 
aforesaid past states of the market, the more bullish the reaction of the market
to random news. This is confirmed more directly by negative serial correlations
over the last 20 years for all non-overlapping intervals of relevance. 


Brett:  Vic, your random chart of the Dow reminds me of the London Business 
School study that I cite in our response to the next writer.  The illusion of 
control investigated by Mark Fenton-O'Creevy and colleagues is actively fostered by 
the subjective analysis of chart patterns, market fundamentals, and economic 
data.  Such analysis helps us generate beliefs about the market’s direction, which then provide a false sense of confidence in our predictions.
Eliminate section on Russell

A little-appreciated benefit of testable market hypotheses is the humility that 
they impart.  As you've noted many times in your MSN Money Speculators column (www.moneycentral.com), it's generally not a pretty sight when a hypothesis runs into a test.  We know from social-personality psychology research that people strive toward cognitive consistency: once they hold a belief, they tend to interpret events through that
belief and guide their actions accordingly.  Thus, once one becomes a bear, it is all too easy to selectively focus on the market, news, and economic data that would support this stance even as the market powers higher!

Writer Robert Anton Wilson wryly notes that, "Convictions make convicts".  We 
are all too easily trapped inside our belief systems.  Moreover, once we behave 
in ways that are consistent with our preconceived notions of the world, we tend 
to strengthen those beliefs further so as to avoid cognitive dissonance.  The 
result is a circular process in which beliefs shape actions and actions 
reinforce beliefs.  Given human nature, it's a wonder that traders and market letter writers ever change their minds about the markets!

The advantage of objective testing of one's market beliefs is that such tests 
allow us to break this circular process.  The very notion of testing 
requires that traders treat their beliefs as hypotheses, not facts: educated 
guesses that are falsifiable, and often false.  The humility of treating one's 
presuppositions as fallible brings with it a mental flexibility that is very 
helpful during periods, like today, when the economic statistics are doing one thing, and the market another!


Laurel: The venerable forecaster himself writes: "The stock market is far more 
difficult today than ever before, mainly because so many analysts, 
professionals, money managers, arbitrageurs, speculators and serious individuals
are involved, and competing for profits (and increasingly, for short term and 
even intra-day profits). Furthermore, trading has been speeded up and broadened 
tremendously through the use of computers and the Internet. Finally, the arrival
on the scene of "derivatives," options, futures, puts, calls, etc., makes the 
market game bigger, faster, more manipulative, more hazardous -- and far more 
deceptive than ever before. In the end, however, the "hidden ingredient" for 
market success is the practitioner's own instincts or intuition. Market 
analysis, as so many have observed, is an art, not a science." 
In the end, people who rely on theories unsusceptible of testing and 
falsification all end up being "market artists." This puts them safely out of 
the reach of those who would measure the efficacy of their work. 
Notice in the random chart that there were many occasions when a high of the 
previous 100 days was not exceeded for long periods of time. Such lengthy 
periods that arise with random numbers are the kind that lead mystics to come up
with fancy Dow theories and moving average theories. From your simulated 
charts, we should count how long these periods without a subsequent breakout 
occur. Then we could measure the actual durations and compare them. Such 
compilations with simulated numbers and comparisons to actual with this and 
other visually striking patterns, might lead to some fruitful statistical tests.
Of course assuming that such tests yielded nonrandom patterns, the next thing 
would be to find if once they occurred there was any predictivity in them. The 
two are separate questions, and illustrate how many steps are involved in doing 
things the right way. But the best fish swim deep.

Q.  I need more confidence in my trading.  I've been trading the markets for 
about six months using setups I learned at two excellent seminars.  My trades 
set up in the morning but then I don't do anything about it.  Yesterday I 
watched the market go higher and then beat myself up for not following the 
techniques that I learned.  But when I do follow the techniques, I get stopped 
out and I become discouraged.  How can I become more confident? Anonymous 

Brett:  The late Ayn Rand advised people faced with a dilemma to "check their 
premises."  I think that might be good advice in this situation.

Your premise is that you should be more confident.  That might seem like a 
given, but perhaps it is exactly the problem.

If there is one thing we know about confidence and self-esteem, it is that these
need to be earned.  During the past several decades, educators have opined that
students would learn better if they felt better about themselves.  As a result,
they altered public school curricula to build self-esteem.  Outcome research 
found, however, that the educators had reversed the order of causality: students
who were more successful at learning developed greater confidence and 
esteem—not the reverse.

The same is true in trading.  Confidence in itself will not build successful 
trading results.  Indeed, undeserved confidence in a poor trading system leads 
traders to throw bad money after good.   

Indeed, that is the conclusion of intriguing behavioral finance research.  A 
study performed at the London Business School by Mark Fenton-O'Creevy, Nigel 
Nicholson, Emma Soane, and Paul Willman ("Trading On Illusions: Unrealistic 
Perceptions of Control, and Trading Performance") examined 92 traders in 
simulated trading exercises.  Unknown to the traders, the trading patterns 
presented to them were entirely random.  The traders who expressed the greatest 
confidence in their ability to find and trade patterns in the data (called 
"illusions of control" by the authors) tended to have the worst performance in 
their actual trading careers, as measured both by themselves and their managers.  

In short, confidence might have been their undoing—precisely because it hadn't 
been earned.

My guess is that the great majority of traders in the London study would reject 
socialist economics: the notion that the state has the right to distribute the 
earned profits of one group according to the needs of another.  Nonetheless, 
many of them seem comfortable as emotional socialists.

Here I'm using the term "emotional socialists" to refer to individuals who covet
the unearned profits of life: happiness, fulfillment, self-esteem.

One is tempted to ask traders with a high illusion of control why in the world 
they should be confident in their trading.  If they hadn't formulated or tested 
their ideas, or made any historical effort to validate their strategies, what 
would their confidence be based upon? Would people expect to feel confident as
a professional tennis player, aircraft pilot, or surgeon if they hadn't honed their
skill over a period of years and cultivated a base of successful experience?

Socialism works just as poorly in the mind as in the marketplace.  Confidence is
not an entitlement, like social service benefits given to the homeless.  As the
public school experience showed, if it is not grounded in real accomplishment, 
its benefits are ephemeral.  

So we have a dilemma!  You want to be confident to trade well, but confidence 
comes from trading well.  How is a beginning trader to survive his or her 
learning curve?

Developing confidence in one's trading ideas is one psychological benefit of 
historical backtesting.  Whether you are trading a breakout system, a form of 
predictive modeling, a trend-following formula, a pattern-recognition scheme, or
fundamental research, it is important to: 1) explicitly formulate the idea(s) 
that you are trading and 2) see if those ideas would have provided you with an 
acceptable return on capital without undue risk and psychological damage.  
Seeing how your trading methods have performed in various markets, trade after 
trade, week after week, month after month provides a sense of efficacy that 
cannot be duplicated by simply emulating the methods of others.

Let's take a common example: trend-following trading systems.  These are 
appealing to many traders because they promise large returns during times of 
high market directionality.  Many traders don't realize, however, that even the 
best trend-following systems give back a high percentage of open profit as the 
price they pay for staying in the really good trends.  Indeed, Keith Fitschen, 
developer of the well-known Aberration system, estimated in a Futures Truth 
magazine interview that this "give-back" figure is as high as 50%!

Lest readers think this is an exaggeration, I heartily a perusal of the Futures 
Truth audits for mechanical trading systems submitted for evaluation at 
www.futurestruth.com.  Even the most successful systems tend to have a high 
degree of variability of performance over time, with periods of meaningful 
drawdown.  If well-designed and audited trading systems require fortitude to 
trade, chances are that your methods are no different!  Without a historical 
perspective to help you weather the inevitable periods of flat and negative performance, it
is difficult indeed to stick to one's guns.

So why don't more traders test their ideas?  Are they afraid of what they will 
find out?  Or is it mere avoidance of the labor involved?  To be sure, tweaking 
and testing entries, exits, and money management schemes entail considerable 
labor.  It is tempting to take the easy path of emotional socialism and hope 
that (often self-appointed) gurus will do the heavy lifting for you.  This 
shortcut comes at the expense of true trading confidence, however.


The book Poker, Sex, and Dying: Inside the Mind of a Gambler by Juel Anderson 
(Marketplace Books, 2003; available at www.traderslibrary.com) speaks eloquently
to this issue:

"One of the dictates that life enforces is this: You have to do the things you 
don't like in order to do some of the things you do like.  It's the vig or 
commission that life extracts as a payment for living.  Don't be fooled as to 
the ratio.  It's not an even-money bet.  Nor is it 6/5, 3/2, or even 2/1.  In 
reality, the ratio is closer to 5/1.  You do five things of labor and life, in 
turn, gives you one event, one luxury, one ecstasy.  It's neither fair nor 
unfair.  It's simply the mathematics of life.  The understanding of this law 
will dictate both the amount and speed with which you realize happiness.  The 
foolish and the ignorant are forever trying to cheat life out of its vig.  The 
result is a stacked deck against you as you compound poverty and unhappiness to 
the hand you've dealt yourself.  Not one man has ever changed one letter of the 
laws that enforce life as we know it." (p.5)

Anderson's thesis is that three arenas in life reveal a person's true character:
poker, sex, and dying.  To this, we might add trading.  How one approaches the 
markets—the labor one is willing to expend to win the one luxury, one 
ecstasy—will determine one's level of confidence.  The confident trader must be 
an entrepreneur of the spirit, not an emotional socialist! 

Vic:  As always, Brett, you are much too kind and much too indirect in your 
response to the questioner's lament. While you may find it necessary from the 
viewpoint of diplomacy to build hope in your practice at the university, a 
comparable mollycoddling here could lead to certain financial death.  

The problem here is not lack of self-esteem or desire for unearned rewards. It's
a belief in magic and mumbo. To call a spade a spade, your questioner is a 
member of a cult, ready to adopt any guru's recommendations based on how much he
hasn't already been bilked out of. 

Lacking any means of independently evaluating ideas, Mr. Q blows around like a 
ship without a rudder. There are so many worthless, untested technical systems 
being sold that even if there were some good ones out there, it would be 
impossible to separate the wheat from the chaff. A little counting, a little 
paper trading in the real world, a little familiarity with the laws of 
ever-changing cycles will do more for Mr. Q, in my opinion, than all your very 
well-meaning and doubtless valid attempts to get at the root cause of his 
problem. 

Brett: I would make the case, Vic, that the belief in mumbo is rooted in a 
desire for the unearned.  Truth cannot come through mystical means; it can only 
come empirically—through efforts of the mind.  It is the desire to avoid such 
efforts and yet share in the rewards of labor that drives the mystical bent.
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