
Will	  this	  ‘great’	  system	  hold	  up?	  

This	  is	  an	  old	  ‘public	  sim’	  run	  with	  current	  R2G	  se=ngs.	  	  
$0	  TransacAon	  costs.	  	  Variable	  slippage.	  	  84%	  AR.	  	  It	  was	  
run	  from	  the	  old	  earliest	  date	  of	  P123	  (3.31.2001	  to	  the	  
end	  of	  2007).	  	  This	  is	  one	  of	  many	  sim’s	  I’ve	  followed	  since	  
joining	  P123	  in	  Mid-‐2008.	  	  Many	  have	  been	  here	  longer.	  



QuesAon	  

•  Should	  I	  invest	  in	  this	  amazing	  looking	  sim	  that	  
did	  nearly	  85%	  AR	  in	  6	  years	  of	  backtests	  with	  
10	  posiAons	  and	  ‘only’	  500-‐600%	  Annual	  
Turnover?	  

•  Would	  it	  help	  if	  it	  had	  a	  lot	  of	  robustness	  
tesAng	  and	  made	  basic	  ‘sense’?	  



•  Let’s	  try	  to	  ‘break	  it.’	  



What	  if	  someone	  pays	  $0.05	  cents	  per	  
share	  and	  1%	  fixed	  slippage.	  

SAll	  looks	  great.	  	  Turnover	  low	  enough	  that	  slippage	  doesn’t	  kill	  it.	  



Now.	  P123	  adds	  some	  earlier	  data	  with	  
Compustat.	  	  What	  happens	  when	  we	  run	  

backtests	  from	  this	  earlier	  Ame?	  

SAll	  very	  respectable.	  Right?	  	  Would	  you	  invest	  in	  it	  now?	  	  Even	  
with	  1%	  slippage	  and	  2	  years	  of	  ‘previous’	  pre-‐sample	  
performance,	  it’s	  looking	  good,	  right?	  



But	  I	  used	  ‘next	  open’	  and	  forgot	  to	  use	  ‘average	  
of	  next	  open	  and	  close’	  for	  the	  buy.	  

But	  Performance	  goes	  up!	  	  This	  has	  to	  be	  a	  great	  system,	  right?	  	  Let	  me	  do	  more	  
‘robustness’	  tesAng.	  



So	  I	  test	  rolling	  5+	  Yr.	  periods.	  Ten	  of	  
them	  

Now	  it	  looks	  even	  beder	  than	  before!	  



I	  test	  Even	  and	  Odd	  stock	  universes	  

EVEN	   ODD	  

Performance	  falls	  a	  lot,	  but	  sAll	  looks	  predy	  
darned	  good.	  	  About	  42%	  AR	  now.	  With	  1%	  
fixed	  slippage.	  



So	  I	  test	  various	  posiAon	  numbers	  

From	  5	  stocks	  to	  20	  stocks,	  it	  sAll	  works.	  	  Some	  
falloff	  aier	  15,	  but	  it	  works.	  	  And	  this	  is	  with	  1%	  
fixed	  slippage.	  	  	  



So	  I	  ‘visually	  inspect’	  the	  ranking	  system.	  It’s	  got	  
17	  factors	  or	  so.	  	  But	  nearly	  half	  of	  them	  are	  
value	  factors.	  	  A	  lidle	  short	  interest.	  	  A	  lidle	  
momentum.	  	  Surely,	  it’s	  fine.	  	  Nothing	  crazy.	  	  

Looks	  good,	  right?	  
	  

So…do	  I	  invest?	  	  If	  so,	  how	  much?	  



Lastly,	  I	  check	  the	  buy	  and	  sell	  rules.	  	  
Don’t	  want	  them	  ‘too	  complex.’	  

•  1.	  	  Buy	  side.	  	  There	  is	  a	  liquidity	  (AvgDailyTot
(60)>$200,000	  and	  close>1	  and	  market	  cap	  
>50	  and	  MktCap<5000	  rule.	  	  One	  min.	  rank	  
rule	  (Rank>99).	  	  And	  one	  trend	  rule.	  	  Could	  all	  
fit	  on	  2	  lines.	  

•  2.	  	  Sell	  side.	  	  One	  rank	  rule.	  Rank<99.	  	  One	  
below	  trend	  rule.	  	  Nothing	  too	  fancy.	  	  



Pause	  here.	  

•  At	  this	  point	  I	  have	  more	  informaAon	  than	  any	  
investor	  has	  on	  any	  R2G.	  



So	  What	  happened	  ‘out-‐of-‐sample?’	  



First	  run	  from	  public	  sim	  ‘end	  date.’	  



But	  maybe	  that	  was	  just	  ‘unlucky’.	  	  
How	  do	  ‘randomly’	  chosen	  other	  out	  

of	  sample	  subperiods	  hold	  up?	  

Not	  well.	  	  The	  vast	  majority	  lose	  money.	  	  Seventy	  percent	  of	  
them	  to	  be	  exact.	  	  	  The	  best	  one	  beats	  the	  SP500.	  



The	  best	  simulated	  ‘out	  of	  sample’	  
performance.	  	  Lucky	  or	  good?	  



Why	  did	  it	  happen?	  

•  What	  is	  the	  source	  of	  the	  underperformance?	  	  
Maybe	  it	  was	  2008?	  



What	  if	  we	  ‘take	  2008’	  out	  of	  the	  
system?	  

Nope.	  Doesn’t	  work.	  



Maybe	  it’s	  the	  complexity?	  



What	  if	  we	  try	  to	  cut	  turnover	  down?	  	  
OpAon	  1,	  reduce	  Rank	  at	  which	  we	  
force	  sale.	  	  But	  keep	  trend	  rule.	  

We	  lose	  money	  sAll.	  	  Turnover	  sAll	  around	  450%.	  



OpAon	  2,	  remove	  trend	  rule	  and	  
reduce	  rank	  rule.	  

Turnover	  falls	  to	  30%	  and	  the	  system	  kind	  of	  works,	  doesn’t	  
it?!	  	  



What	  if	  we	  remove	  the	  ‘trend	  rule’	  on	  
the	  buy	  side,	  too?	  

We	  get	  nearly	  the	  exact	  same	  performance.	  



What	  if	  we	  remove	  the	  ‘extreme’	  rank	  
on	  buy	  side.	  

Same	  results.	  	  Our	  ‘fancy’	  rules	  didn’t	  make	  a	  lick	  of	  difference	  out	  of	  
sample.	  	  At	  least	  in	  this	  case,	  with	  lower	  turnover.	  



So	  what	  does	  mader?	  
•  1.	  The	  very	  low	  liquidity	  stocks	  and	  low	  AvgDailyTot	  did	  impact	  returns	  

somewhat.	  	  But	  with	  AvgDailyTot(50)>$500,000	  and	  close(0)>5	  and	  
MktCap>200,	  here’s	  what	  happens.	  

It’s	  actually	  beder.	  	  But	  was	  
the	  sim	  lucky	  or	  good?	  



What	  did	  we	  learn?	  

•  Is	  the	  answer	  that	  complexity	  is	  bad?	  
•  Degrees	  of	  ‘freedom’	  and	  complexity	  make	  it	  
very	  hard	  to	  separate	  ‘good’	  from	  ‘lucky.’	  	  
Takes	  huge	  numbers	  of	  tests	  to	  know.	  We	  
don’t	  have	  that.	  



How	  does	  this	  ‘simpler’	  version	  do	  in	  
‘random’	  periods?	  

STILL	  MOSTLY	  A	  LOSER.	  	  Lost	  to	  the	  Benchmark	  in	  all	  11	  trials.	  



Here	  is	  the	  results	  of	  the	  same	  
‘system’	  with	  a	  well	  known	  2	  factor	  

Ranking.	  

MUCH	  BETTER.	  



And	  with	  a	  1	  factor	  ranking.	  



Conclusion	  
•  Outperforming	  ‘out	  of	  sample’	  is	  very	  hard.	  
•  Simple	  systems	  are	  likely	  to	  be	  beder.	  	  Need	  lots	  
of	  data	  on	  even	  a	  simple	  system	  to	  get	  a	  feel	  of	  if	  
it	  will	  work	  or	  not.	  

•  I	  frequently	  look	  at	  pro	  systems	  in	  my	  daily	  life.	  
Most	  are	  very	  simple.	  	  One	  to	  three	  rules	  on	  the	  
entry	  side.	  	  One	  or	  two	  sell	  rules.	  	  That’s	  it.	  	  
Simple	  rules.	  	  Tested	  over	  huge	  data	  sets.	  	  And	  
out	  of	  sample.	  	  I	  know	  a	  few	  people	  trading	  very	  
complex	  systems	  and	  making	  money,	  but	  not	  
many.	  


