What is a Trading System?
By Van K. Tharp, Ph.D.

We frequently get the question, from both beginning traders and investors to some
seasondl investors, of: QVha exactly is a system?0 The purpos of this article will beto
give you that information as clearly as possible. First, wedl go throughsome background
informationto hdp you undestand wha a system is outside of the context of trading.

Y oud learn how different people relate to systems according to how they relate to
money. Thesecondpat of this article will focuson clearly definingwha atrading
systemis. Thethird part of thisarticle will focuson the broader picture of your systemN
your trading plan. Findly, wedl focuson some key elementsin system development.

Business Systems

In Robeat Kiyosaki® book Cash-Flow Quadrant, he distinguishes two types of people
who work for money and two types of people who have money working for them. In
each case, oneof themagjor distinguishing characteristics is how they deal with systems.

First, let@ look at theidea of busness systems. McDondd(@, as amgjor franchise, is
basically alarge set of systemstha onebuys In fact, a person who buysa McDondd®
franchise mug go to Hamburger University for about six months (I bdievetha@the
length of it) to learn the systems for opeaating thefranchise. There are systems for food
ddivery, preparing food, greeting cusomers, serving them within a minute, cleanup, etc.
Andall of these systems can easily be carried outby a manager who has a college degree
and employees who might even behigh school dropouss. In other words a system is
something tha is repeatable, smple enoughto berun by a 16 year old who might notbe
tha bright, and works well enoughto keep many people returning as cusomers.

Now, knowing that definition of a system, let@look at how peoplein thefour cash flow
guarantsrelate to systems.

TheEmployee: Employees are basically motivated by security. They have ajob andthey
dothdr work to get money. Employees basically runthesystems. They don®
necessarily know tha they are running a system, but tha isther fundion. For example,
oneemployee at McDondd@will greet cusomers and take ther order. This employeeis
basically running the Gusomer-greetingGsystem.

Mog employees do notundestand systems. Ingead, they jus know wha their jobis.
Andthisistypical of employeeswho become traders or employees who work as traders.
They typically ask questionssuch as QWhat stocks should | buy?D QVha is the market
going to do Or (How do | go aboutdoingthis?0 We seeit dl thetimein the questions
we get. For example, agentleman jus called into CNBC, as |®n writing this, and asked
the guest, QVhat direction do you think the market may go with respect to Qhe warOand
how might oneprofit fromit.O These are typically employee questions Andthey
amountto saying, Q@ dor@really undestand anything, please tell me what to do!O And
thefinanaa mediathrives by answering the questionsof the employee investor/trader.
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The Sdf-Employed Person: The self-employed personis basically motivated by control
and doingit right Noticetha | have often talked abouthow these motivationscongitute
some of the biases that mog traders haveN the need to berightand the need to control
themarkets. Theself-employed personistheentire system. They are basically runnng
onatreadmill only they don®knowit. Andthe more they work, themore tired they get.

Like theemployeg, the self-employed are working for money. However, they likeit a
little better, because they arein charge They think working harder will make them more
moneyN and to a certain extent it does. But mostly, working harder gets them tired.
Neverthdess, they continueto ploughforward thinking that they are theonly oneswho
candoitright

Asl said earlier, the self-employed person basically isthe system. And quite often they
cannotsee the system because they are so much apat of it. They arestuck in dl the
details. In addition, they have a strongtendency to want to @omplexifyOthings They
are awayslooking for perfectionism and they bdieve tha the pefect system mug be
complex. They are always asking, QVha will make my system perfect?0

A lot of people come into trading from the self-employed mentalityN dodtors, dentists,
and other professionds who had thar own small busnessin which they were basicaly all
of thesystemsin one Thisisal they tendto know and they approach trading the same
way. They keep adding complexity Quntil it works,Oeven thoughthis strategy seldom
works. Theself-employed person would belikely to have adiscretionay system tha is
condantly being changed.

TheBusgness Owne: A goodbusness owner should be able to walk away fromthe
busnessfor ayear and come back to find it runnng better than before. Whilethisisan
ideal type of statement, it has some theoretical truth to it. This should occur because the
job of thebusness owner isto design agroup of systemsto runthebusness so well tha
his employees can do thejob by themselves (or at least with amanager in place). In
other words, the busness owner is someonewho designssystems and these are usudly
simple systems.

Thebusness owner usudly does very well in thetrading arenaif they approach the
process the same way tha they@e runabusness before. And, of course, thebusness
owne would usudly hire someoneto run thar trading system, at a much lower wage.

When Tom Basso,l whoisinterviewed in The New Market Wizards did workshopswith
me, heaways described himself as abusnessman first and atrader second. Part of
Tom@ perspective was to look for repetitive tasks that a human beingin his organization
has to repeat over and over agan. When hefoundsuch tasks, hisjob wasto develop a
program to take tha task out of human hands Routine computer programs are great
examples of simple systems.

Thelnvestor: Thelast persononthequadrantistheinvestor. Theinvestoris someone
whoinvestsin busnesses and hisgher mos important criterion should be QVha isthe
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rate of return of the busness?0 In other words this personis continuing to ask, Of | put
money in thisinvestment, wha kind of return will | get on it?0 High return investments
(i.e., highreturnson equity) aretypicaly goodbusnesses in which to put your money.

Robeat Kiyosaki describes this as the quadrant in which money is conveted to wealth.
Rich people, according to Kiyosaki, derive 70%of their income from investments and
30%or less of thar income from wages.

Mog traders are probably nat investors by this definition. They buy low or sell high,
trading stocks. Asaresult, there is something they mug do to generate thar money.
Investors, in contrast, are people who typically look for places where they can putther
money tha generate rates of returnsof 25%or higher withoutthem doing anything. If
know how to get those types of returns then you want to hold onto those investments as
longas possible. Many hightech stocks were showing earningsgrowth rates of well over
25%, and when they did, the prices went up dramatically because thisis wha investors
want. The problem with such investments, isthey are not guaanteed to continueforever.
Many of you have probably discovered that in thelast 18 months

What is a Trading System?

Wha mog people think of as atrading system, | would call atrading strategy. This
would consst of eightparts: 1) amarket filter; 2) set up conditions 3) an entry signd; 4)
aworst case stoploss; 5) re-entry when it is appropriate; 6) profit-taking exits; 7) a
postion sizing algorithm; and 8) you might need multiple systems for different market
condiions

A market filter is away of looking at the market to determineif themarket is
appropriate for your system. For example, we can have quiet trending markets, volatile
trending markets, flat quiet markets, and flat volatile markets. And, of course, the
trending markets can either be bullish or bearish. Y our system might only work well in
oneof thoe market condtions Asaresult, youneed afilter to deerminewhether your
system has a high probability of working. Should you trade your system or nat?

Theset up conditions amountto your screening criteria. For example, if youtrade
stocks, there are 7,000 plus stocks tha you mightdecideto invest in at any time. Asa
result, mog people employ a series of screening criteriato reduce that numbe down to
50 stocks or less. Examples of screensmightindude William ONeil&@ CANSLIM

criteria’ or avalue screen for stocks with goodPERs or agoodPEG ratio or a
fundamental screen having to do with management and its return onassets. Y ou might
also have atechnical set up, jud prior to entry such as watching the stock to go down for
seven straight days.

Theentry signal would bea uniquesignd tha you@ use on stocks that meet your initial
screen to determine when you mightenter apostionN either longor short. Thereare all
sorts of signds onemightuse for entry, butit typically involves some sort of movein
your directiontha occurs after a particular set-up occurs.
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Thenext component of your trading system isyour protective stop. Thisistheworst-
case loss that you would want to experience and it defined 1-R (or your initial risk) for
you. Your stop mightbesome valuetha will keep youinthestock for alongtime (i.e., a
25%dropin theprice of thestodk) or something that will get you out quickly if the
market turnsagang you (i.e., a 25 cent drop). Protective stopsare absolutely essential.
Markets don®go up forever and they don®go down forever. Y ou need stopsto protect
yourself. Asl said in TradeYour Way To Finanaal Freedom entering the market
withouta protective stopis like driving throughtown ignoring red lights. Y ou mightget
to your destinaion eventudly, but your chances of doing so successfully and safely are
very dim.

Thefifth component of atrading system isyour re-entry strategy. Quite often when you
ge stoppel out of a postion, thestock will turn aroundin thedirection tha favors your
old postion. When this hgppens you mighthave a perfect chance for profitsthat is not
covered by your origind set-up and entry conditions Asaresult, you also need to think
aboutre-entry criteria. When mightyou want to get back into a closed out postion?
Undea wha conditionswould this befeasible and what criteria would trigge your re-
entry? These are wha you need to address in thinking aboutre-entry.

Thesixth component of atrading system isyour exit strategy. Theexit strategy could be
very smple. For example, it might ssimply bea 25% trailing stop where you adjug the
stop to 75%of the clogng price whenever a stock makes anew high. Thestopis aways
adjugted up, never down.

However, you may have many possible exitsin addition to atrailing stop. For example, a
largevolatility move(i.e.,, 1.5 times the averagedaly volatility) agang youin asingle
day isagoodexit. Crossingasignificant movingaverage(i.e., the50day) mightbea
great exit. Technical signdsare goodexits(i.e., breaking asignificant trendline)

Exits are oneof themore critical parts of your system. It isonefactor in your trading of
which you have total control. Andit isyourexitstha control whether or not you make
money in themarket or have small losses. Y ou should spend a great deal of time and
thoughtonyour exit strategies.

The seventh component of your system is your pesition sizing algorithm. Posgtion
sizingistha part of your system tha controls how much youtrade It determines how
many shares of stock should youbuy. A general recommendaion would beto
continudly risk 1% of your portfolio. Thus if youhave a $25000portfolio, you
wouldn®want to risk more than $250.

L et@ say you wanted to buy astock at $1Q You decided to keep a 25%trailing stop,
meaning if thestock dropped 25% to $7 .50 you would exit your postion. Since your
stopisyourrisk per share, youwould dividetha $2.50risk into $250to degerminethe
nunmber of sharesto purchase. Since $2.50 goesinto $250100times, youwould
purchase 100 shares of stock. Notice tha you woud be buying $1,000worth of stock
(100shares @ $10.00 each) or four times your risk of $25Q This makes sense since your
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stopis 25%of the purchase price. Thus yourrisk would be 25% of your total
investment. If youwant to know more aboutpostion sizing, |@ suggest tha you read
and review Trade Your Wayto Finandgal Freedom my Money Management Report, or
my Position Szing DVDs..

Findly, depending uponhow robug your trading system is, you might need multiple
trading systems for each type of market. At minimum, you mightneed onesystem for
trending markets and anothe system for flat markets.

The Entire Trading System: Your Business Plan for Trading3

Remembe tha | said that what mog people consder atrading system, issmply atrading
strategy tha should be pat of an overal busness plan. Withou theoveral busness
plan, many people would gtill lose money. Asaresult, let@ ook at theoverall context in
which atrading strategy should be madeN your business plan. Neverthdess, hereisa
summary of wha we consder to be essential for agoodtrading plan.

| have written extengvely onthis subject, therefore for the purposes of this article, the
followingisjug abrief overview:

1) TheExecutive Sunmary. Thisisusudly thelast sectionwritten. It reviews all of
themateria of theplan and presentsit in summary form. It should describein
deail the objective of the plan and then briefly describe, withouta lot of ddtail,
how the objectives will beachieved.

2) A BusnessDescription. Thebusness description should indudethe mission of
thebusness, an overview of thebusness and its history, the produds and services
you provide (which is growth of capital andrisk control as atrader), your
opeaations opeaationd consgderationssuch as equipment needed and site location,
and your organization and management of employees (if any). All of these topics
are fairly self-explanaory, butyou should take thetime to write them out as part
of your plan.

3) AnIndudry Overview and Compstition. Intheindugry overview youneed to
look at thefactors influenang the market. For example, Ed Y ardeni in hisweb
gtelists ten maor factors influenang themarket. Theseindudeaglobdly
compditive econony, arevolutionin innovdion, wireless access to the Internet,
low tech companies having access to high tech tods and changing their
bugnesses as aresult, the need to outsource to increase produdivity, and many
other themes. See www.yardeni.com for more information. In addition, you aso
need to know whoMha your competitionis. Who are youtrading agang? What
arethdr bdiefs? Wha advantages do they have that you don®® Wha
advantages do you have tha they don®»
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4)

5)

6)

7)

8)

Sdf-KnowledgeSettion: Y ou need to know your srengthsand your weaknesses
and list them in this section. Y ou need to know how to capitalize onyour
strengthsand avoid (or overcome) your weaknesses.

Your Trading Plan Itself. Thetactical trading plan should bea part of your
trading plan, butit should also indude(@) yourtrading bdiefs tha form the basis
of your plan, (b) any strategic alliances you may have, and (¢) wha you plan to do
in terms of education and coaching.

Your Trading Edges. | bdieve yourtrading plan should also indudeallisting of
all of thetrading edges tha you have in themarket. When youlist your edges,
you can review them often and be sure tha you capitalize uponthem. For
example, your edges mightindudea) thefact that you don®have to trade; b) your
undestanding of R-multiples and postion sizing (which give people ahugeedge
over those who have noidea aboutthese concepts); ¢) your ability to read a level
Il screen to get excellent stock trades; d) your sources of information; €) your
ability to plan well in advance so tha you have a game plan each day; f) your skill
in following theten tasks of trading; g) your knowledgeof yourself and your
strengthsand weaknesses. Thisisjud a sample of the possible edges tha you
might have over the averagetrader/investor.

Finandal Information. This section should indude three parts. Thefirst patis
your budge. How much money doyou have? What will thetrading process cos
you? Thesecondpat will beyour cash flow statement. Does your plan make
sense in terms of cash flow? Andfindly, thethird part will indudeprofit and
loss statements. If you have notrading record, you need to make estimates based
on historical testing and based on pagper trading.

Worst Case Contingency Planning. Thingsaways hgppen tha you have not
accounted for or planned for in your trading plan. How will you deal with these
elements? Wha will youdoif any of these thingscome up? How will you make
decisionswhen these el ements come up?

If youwant moreinformation, | have Market Magery newdetters tha were devoted to
bugness planning.

Developing a System
| am revisiting an interview | did with LTC Ken Long, a systems expert with the U.S.

Army.

Here@ wha Ken said aboutdeveloping a system:

DefineWho You Are: Before you condud any planning or system design, you must
have athoroughundestanding of who you are and wha your objectives are. Individud
investors, private hedgefund managers, public mutud fund manage's, and trug
managersN these groupswill have different dynamics, time frames, andrisk profiles.
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Thisrelatesto system designin tha thefind product mug fit the circumstances and
dynamics of thegrouporindividud. If youjump into system design withoutconsdering
these basics, you will sow the seeds of future problems.O

Objectives: On trading system design, the problem is to definewha you want the system
to accomplish. With as many idesas, events, circumstances and adjusments tha occur in
system development, you have to have your objectives crystal clear in yowr mind. If you
don®know where you are going, then any old road will do.O

(Dbjectives give you the basis for making choices and prioritizing actions  Thisis notto
say tha objectives are static. Infact, they can changeas you discover either unexpected
limitationsor advantages in your system as it matures. But before you start you must
have an initial set of gods and objectives to guideyou.O

Calibration: OAfter the system is deployed and operationd, part of the process of
calibrating the system is checking to see if theobjectives still fit the person or
organization tha you have become. Tha@® avery exciting part of system design. | can®
tell you how often Qe been part of adesign team that started with alimited set of
objectives and discovered in the @magineeringQOphase tha by adjuging our sights we
were able to accomplish far more for much less. But, you have to start somewhere. |If
you don®start with objectives, you are spinning your wheals.O

| posed this questionto Ken: Orhis sectioniscritical. How will you know if your
system isworking or not? Wha are your peformance benchmarks? Wha are your
criteriafor knowing tha your system is notworking? How will you make decisions
when these criteriaare met? Will you scrap everything or jus make postion sizing
adjugments? All of these questionsare critical to developing and opeaating agood
trading system.O

How to Make Decisions Within the System: Here@ what Ken said aboutthis critical
topic:

Of you dor@®work outhow youwill make decisionsahead of time, then
you will certainly have to sort it out at thetime of thefirst difficult
decison. If youmake decisonson the spot, with no guiddines, you have
two problems: 1) figuring outwha to doand 2) how to doit. Andthese
problems mug befaced unde great stress and limited time. 1t@ better to
camly sort outthe decision making process ahead of time so that the
decision mechanism is agreed to before hand O

On the Army, no plan usudly survives thefirst contact with the enemy,
and so our god in planningisto develop arangeof aternaivestha can
apply to anumbe of scenaios Throughrehearsal and andysis, we know
which strategy works best for a given set of conditions Thegod of
strategy development is to provide thedecision maker with amenu of
choices which are robug enoughto cover awiderangeof contingendes.O
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On genea system development then, we look for robug, simple plans
tha can cover awiderangeof conditions When you preplan like this,
you don®try to force theworld to adapt to your plan. If youfall inlove
with a strategy and become emotiondly invested in making it work no
matter wha themarket or theworld says, you lose the ability to adgpt and
learn.O

QA real world example for a trading system mightbe a trader who decides
to check his actud trading performance every month agang the calculated
system expectancy, and deerminethe statistical significance of the
variation. He mightdecidetha any result greater than oneor two standad
deviationsisasignd to stop trading and recalibrate the system or
reconfirm the validity of thetrading modd and itsundelying
assumptions If theactud expectancy is close to the predicted expectancy,
then the trader knows he@ ontarget. In moden manufacturing systems
this concept is called Gatatistical Process Control.O

Ot lets the system controller know when the production machines are
drifting out of tolerance and degrading thequdity of the outputto the
point where thelineis stoppel and the machines are retooled.O

| asked Ken abouthow his advice appliesin view of thefact that many trading systems
are automated. Here@ how heresponde:

Ot@ agenera problem of theinformation agewhich provides uswith a
widerangeof automated decision suppot systemstha can compile
massive amounts of data, andyze and process it, and present uswith
decision packages for action based on criteriatha we can specify. | uea
lot of these. However, the key to making them work is to make sure tha
you undestand theundelying busness modd and system logic. When
you do thingsautomatically by computer, you need to undestand wha the
computer is calculating and filtering. | won®use power tools untl | know
how they work and | have mastered their use in simulationsO

Of you have doneall the preparation work tha you outlined in your
system design workshop,4 and you have chosen ind cators tha provideyou
therightsignds for making your trading decisions then therightthing to
doistorely onthesigndsto make your decisons Periodc calibration of
the system, however, is still necessary to confirm that you have chosen the
correct signds and tha your actionsare correct. If you have notdonetha
work though,it may bethecase tha you ssimply picked up thelatest hot
indicator and are usng it regardless of how appropriate it may befor your
trading system. If it failsto work as advertised, you are likely to dump it
for thenext hotideatha comesaong Then you®e nota system@ trader,
you are only reacting to advertising.O
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Notes

1. We have two newdetter back issuesin which we interviewed Tom Basso for
tho= of youwhowould like to knowmore. Call 919-466-0043for more
information.

2. William OQNeil, Howto Make Money In Socks. New Y ork: McGraw-Hill,
1987.

3. We have an audio program onbusness planning for traders where we take
you throughthe development of a busness plan.

4. TheworkshopKen isreferringtoisthe, GHowto Develop a Winning Trading
System That Fits YouOworkshop, which we offer once or twice each year.
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