Stick to algo strategy even if it underperforms

Hangin there forthe optimal period to enjoy the kind of gains seen in back-testing

SANJAY KUMAR SINGH

Many retail investors who have
entered equity markets during the
current bull-run have now begun to
participate in algo trading, which was
available only to institutional inves-
tors till a few years ago.

How does it work?

The quant (the person who creates the
algorithm or algo) studies historical
data to come up with certain trading
rules that he believes will
make money. He then builds
the algo, software that has
those rules coded in, which
then scans the market. Whe-
never the conuitions that ha-
ve been coded are met, it ge-
nerates buy and sell signals.

To access this, traders
have to enrol on platforms
that offer algo trading
strategies, like Rain
Technologies, Tradetron, Squareoff,
AlgoBulls. The trader also needs to
enrol with a broking firm that offers
API (application programming inter-
face) integration. An API gathers the
signals generated by the trading plat-
form and executes them in the
trader’s broking account. Zerodha,
Fyers, Upstox, Samco, Spaisa, among
others offer API integration.
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Eliminatinghuman error

An algo can initiate trades or close out
positions much faster than a human
trader. “The trader does not have to
spend his day glued to the screen
since the algo monitors the market on
his behalf,” says Raghu Kumar, co-
founder, Rain Technologies.

Algo trading also eliminates
human emotions. “Around 90 per
cent of traders who trade manually
lose money because they fail to con-
trol their emotions and make mis-
takes,” says Ramakrishnan
Selvaraj, co-founder and
director, QuantIndia
Systems. Adds Rajesh
Ganesh, founder and chief
executive officer,
Tripleint.com: “When a
position goes into loss,
retail investors wait for it to
recover. And when it gets
into a small profit, they
book profit.”
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Selectright strategy

Pick an algo strategy that has been
back-tested rigorously on several
years’data and which has performed
well since going live. The algo should
have demonstrated an ability to per-
form in varied conditions.

“Look up its percentage of wins
and losses. Also, check the amount

RISKS TO CONSIDER BEFORE TRADING

B When the markets are movingup,
with onlysmall and short corrections,
thereisatendencyto trade more

B Mean reversion occurs over longer
periods due to which investors may
not make as much through trading as
they mightthrough buy-and-hold
investments

W Strategiesthathave donewellin

conditions, when there are extreme
market movements

B Engagingin tradingwithout
adequate understanding of risks in
derivatives, leverage can harmyou

B You may begin by tradingwith
10% ofyour capital, but this can rise
1020~-30% with success. Butthe
losses, when they happen, could

back-testing can fail in live market be considerable ,
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of money the algo makes when it is GO0 With quality players

winning and the amount it loses
when it is losing,” says Ganesh. An
algo could win 1 on 99 trades but
lose %100 on a single trade.

Another key parameter is draw-
down: How much can the decline be
before the algo starts performing
again?

Finally, look up the minimum
amount required for subscription.
This can range from %50,000 to 10
lakh or more. Also, check out the fee.
“The quant decides the fee on our plat-
form. It could be an annual fee, which
is a percentage of the client’s deposit,
with an element of profit sharing,”
says Kumar. The fixed fee is usually 1-
1.5 per cent while the profit sharing
could be 10-20 per cent or more.

Even if the algo is good, you could be
done in by execution issues. “Adopt
a high-quality trading platform and
a high-quality API, even if you have
to pay for the latter,” says Selvaraj.
The algo platform should have very
little downtime.

Every algo will make losses sooner
or later. “Keep your investments in the
algo for the time period suggested by
the quant to be able to generate the
returns seen in back testing,” says
Selvaraj. Do not put any money into
trading that you cannot afford to lose.
And enter algo trading involving deri-
vatives with adequate capital so that
when there is a drawdown, you are
able to come up with the margin
money required to maintain position.




