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CHAPTER 1

What to expect?
1.1 – What is a trading system?
Such a glorious day to start this module! Here is the headline that rocked the stock
markets today –

Yesterday i.e. 24th Oct 2017, the Finance Minister announced that the Government would
infuse Rs. 210,000 Crore into the Public Sector banking system, which is basically an effort
to save the PSU banks from the deteriorating NPAs (Non-performing assets).
How did PSU Banks react to this announcement? After all, this is a lease of life to the PSUs.
Well, they were jubilant, as expected –

As you can see, the PSU Bank index shot up 27.75% at opening.
Some of the PUS stock options were on steroids, here is the hero of the day –
zerodha.com/varsity

1

Punjab National Bank’s 160 Call option expiring on 26 th Oct 2017, shot up 20,600%
overnight! If you had bought 1Lac worth of option on 24th Oct, it would have translated to
2.02 Cr on 25th Oct morning. So clearly, there is a lot of action in the market today.
Earlier in the day, my colleague and I were looking at the way markets were behaving and
trying spot an opportunity, and here is something that looked interesting –
Bank Nifty Index too joined the party, with the index going up nearly 3% (look at the image
of the sectoral indices above). However, a 3% move on Bank Nifty was quite questionable
considering the fact that PSU banks contribute just around 10% to the Bank Nifty index,
look at the index constituents and its weights below –

Considering this, my colleague and I decided to write a short strangle on Bank Nifty and
collect a premium of close 253 points per lot, obviously hoping that the volatility would
die and premiums would reduce.
I don’t want to debate about the reasoning of this trade – whether it’s going to make
money or not is not really the concern, although I hope it does
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However, I want you to think about the thought process behind this trade. The trade idea
originated through what I consider as ‘systematic deduction’. To make such systematic
deduction and find opportunities, you need to question what is happening in the market
and sometimes be willing to take contrarian positions, which is exactly what we did.
‘Systematic deduction’ is one of the most popular methods market participants adapt to
trade the market. However, not all systematic deductions are right, you could, of course,
succumb to biases and make systematic errors while making these deductions.
Nevertheless, systematic deduction is one of the other popular techniques to trade. Other
popular trading techniques being –
o

Trade because your gut says so

o

Trade because my friend says so

o

Trade because the guy on TV says so

o

Trade because my broker says so

None of the above mentioned ‘approach’ to trade the market, including the ‘systematic
deduction’ can really be defined as a process. These are ad-hoc methods, which cannot
really be quantified or backtested.
Any approach to trade where you cannot really define ‘the approach’ as a process is not
considered as a trading system.
On the contrary, if you can define the approach and can quantify the process to trade the
market, then you are essentially talking about a ‘Trading System’, which is exactly the
focus of this module.

1.2 – Trading system – the Holy Grail?
The moment you talk about a trading system, people generally tend to think of these
systems as a sure shot technique to make money, or in other words, they approach these
systems as a money-making machine. They expect profits to roll from the first trade itself.
Unfortunately, it does not really work that way.
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Remember, a trading system receives a bunch of inputs from your end, performs a set of
task, and gives you an output. Based on the output, you then decide (or the system itself
decides) if this is a trade worth taking or not.
Here is how you can visualize this –

If you realize, for the trading system –
1. You give the system the inputs
2. You design the system
3. You decide to trade or not to
So the onus of making money really depends on you. The advantage of a trading system,
however, is that – you only have to decide the logic once and then just follow the system
that you’ve designed.
Of course, as you may have sensed, I’ve dumbed down the journey of a trading system to a
large extent, and this is just to give you a perspective at this stage.

1.3 – What to expect from this module?
The trading systems that we will discuss in this module will be complete, in the sense, it
will have –
1. The logic, which is the core of the trading system
2. Input parameters
3. Interpreting the output
4. The decision to trade or not
At this point, I’ve planned to write about the following 4 trading systems –
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1. Pair trading
2. Volatility based Delta hedging
3. Calendar spreads
4. Momentum strategy (Portfolio approach)
There two techniques to pair trade – a simple approach based on correlations and a
slightly complex approach using statistical concepts – both of which we will explore. Of
course, as we proceed, I may try and add other trading systems as well.
However, this module will not include the ‘backtest’ bit. The onus is on you to backtest the
system and figure out if the system works for you or not. You will have to take the rules of
the system and figure out how many times in the past it has worked and if it has worked,
what kind of profitability pattern the system is showcased.
Remember, no trading system is complete without having the backtesting results. The
only reason why I’m not including the backtesting part is that I lack programming skills.
Some of these systems can be efficiently backtested if you can manage to write a piece of
code. When these systems were developed, I was fortunate enough to have a fellow trader
with programming skills, hence I was in a position to get greater insights into these
systems. I must also tell you that these were fairly competent systems to trade – and I
presume they still are.
Of course, the market conditions have changed, hence a fresh set of backtesting is
justified.
However, the broader objective of this module is to showcase different systems and give
you insights into how systems are developed. Hopefully, this will inspire you to develop
your own system and perhaps works out to be your own money making machine!
With this hope let us proceed – onwards to Pair trading!
PS: The short strangle on Bank Nifty worked out quite well
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CHAPTER 2

Pair Trading logic
2.1 – The idea
If you have ever been on an interstate highway, then you would have noticed that the
highway usually includes the main highway, on which the vehicles zoom by at full speed.
On either side of the highway, it is common to find a single road, which is often called the
service road. The service road is used to give access to private driveways, shops, houses,
industries or farms. These service roads are also known as the local-express lanes. The
service road and the highway usually run parallel to each other for the entire length.
Now imagine this – assume a new highway and service road is being commissioned. The
road contractor has stated the work of laying down the highway and service road. At one
point, on this new service road, the contractor encounters a small little tree. Now, for
whatever reason, the road contractor decides not chop off the tree but instead circumvent
it by taking a small deviation from the tree and get back on track to run parallel to the
highway.
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The road gets built this way, and people start using it. What do you make of it?
If you think about it – the two roads run parallel to each other, for the entire stretch. At any
part, if the highway is inclined, so would the service road. If the highway goes down, so
would the service road. If the highway crosses a river, so would the service road. So on and
so forth. So for all practical purposes, the two roads ‘behave’ somewhat identically,
except at that point where the tree briefly obstructed the path on the service road.
Let’s take this a step further and break it down into variables –
1. Entities – Highway and the service road
2. Relationship – The two entities are defined by their parallelity. What happens to
one entity (highway) is likely to happen to the other (service road)
3. Relationship anomaly – In an otherwise perfect world, the tree on the service road
causes a brief break in the parallelity of the two roads
4. Effect of the anomaly – The anomaly is short-lived; the roads are quick to regain
their relationship
I know this is a weird analogy, but if you can somehow imagine this highway, service road,
and that tree, and the parallel relationship between them, then you will (hopefully)
understand the underlying philosophy of pair trading.
So let me attempt to do that.
Now, just like the two roads (or entities as we defined them) i.e. the highway and service
road – think about two companies which are similar, let’s say – HDFC Bank and ICICI Bank.
By the way, if you pick up any classic book on Pair Trading, you will come across the
example of Coca-Cola and Pepsi. Since they are not listed in India, let’s go ahead with ICICI
and HDFC.
1. Both these banks are very similar in every respect
2. Both are private sector banks
3. Both have similar banking products
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4. Both cater to similar client base
5. Both have similar presence in the country
6. Both banks have similar regulatory constraints
7. Both banks have similar challenges in terms of running the business
So on and so forth.
Given the striking similarities between the two banks, whatever change in the business
environment affects one bank, the 2nd bank should be affected in the same way. For
example, if RBI increases the interest rates, then both the banks would be affected the
same way and likewise when the rates are lowered.
Up to this point, we can define –
1. The entities – HDFC and ICICI
2. The relationship – similar business landscape
Given the above inference, we can make the following conclusion –
1. Because both the businesses are so alike, their stock price movement should be
similar
2. On any given day, if HDFC Bank’s stock price goes up, then ICICI Bank’s stock price
is also expected go up as well
3. If HDFC stock price comes down, then ICICI’s stock price is also expected to come
down
We can generalize this –
Given there is a well-established relationship between the two companies, considering all
else equal, if the stock price of entity 1 moves in a certain direction, then the stock price of
entity 2 is also expected to make a similar move. If not, then there could be a trading
opportunity.
For example, all else equal, on a given day, ICICI stock price moves up by X% then given
the relationship, HDFC is also expected to move up at least y%, but for whatever reason,
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assume HDFC stayed flat. Then we can go ahead and claim that ICICI stock price has
moved higher than expected when compared to HDFC’s stock price.
In the arbitrage world – this translates to buying the cheaper stock i.e. HDFC and selling
expensive one i.e. ICICI.
In a nutshell, this is the essence of ‘Pair Trading’.
Hang on a second – what about the tree on the service road and its relevance to the whole
narration? Well, remember the tree caused the anomaly in an otherwise perfect ‘parallel’
relationship between the two roads?
Likewise, in an otherwise perfect relationship between the stock prices of two companies
– an event can trigger a price anomaly – where the price of stock 1 can deviate from the
price of stock 2.
An anomaly in stock prices gives us an opportunity to trade. The anomaly can happen
because of anything –
1. HDFC Bank announcing quarterly results – on an immediate basis this impacts
HDFC more than ICICI, hence the price relationship between the two changes, only
to be realigned later
2. Likewise, with ICICI announcing its results
3. A top executive at one of these banks resigns, causing a minor dent in its stock
price, while the other continues to trade regularly
4. Excessive speculation in stock 1 compared to stocks 2
Generally speaking, a price anomaly is a local event, which causes the stock price of one
company reacts (or overreacts) compared to the other. I prefer to call it a local event
because it affects only 1 company in our universe of two stocks J
So the relationship essentially sets the rules on how the two stock prices are related.
Therefore, the bulk of the work in pair trading revolves around –
1. Identifying the relationship between two stocks
zerodha.com/varsity
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2. Quantifying their relationship
3. Tracking the behaviour of this relationship on a daily basis
4. Looking for anomalies in the price behaviour.
There are multiple ways to define these relationships between two stocks. However, the
two popular techniques are based on–
1. Price spreads and ratios
2. Linear Regression
Both these techniques are different and sort of elaborate. I intend to discuss both these
techniques in Varsity.
Before we close this chapter – a quick note on the history of Pair trading.
The first pair trade was executed by Morgan Stanley in the early 80’s by a trader named
Gerry Bamberger. Apparently, Gerry discovered the technique and kept it ‘proprietary’ for
the longest time, until another trader called Nunzio Tartaglia, again from Morgan Stanley,
popularized it.
Nunzio, at that time, had a huge following, considering he was one of the pioneers in
‘Quant trading’ on Wall Street. In fact, he led Morgan Stanley’s prop trading desk in the
80’s.
DE Shaw, the famed Hedge Fund, adopted this strategy in its initial days.

2.2 – Few closing thoughts
As you may have guessed, pair trading requires you to buy and sell two
stock/assets/indices simultaneously. Many familiar with this believe that pair trading is a
market neutral strategy. Market neutral, because you are both long and short at the same
time. This is grossly wrong, simply because you are essentially long and short on two
different stocks.
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To be market neutral, you need to be – long and short, on the same underlying, at the
same time. A good example here is the calendar spread. In a calendar spread, you are long
and short on the same underlying expiring on two different dates.
Hence, please do not be under the impression that pair trading in market neutral. This is a
trading strategy that seeks to take advantage of price differentials between two, related
assets.
By simultaneously buying and selling the two assets, we are trying to profit from the
“relative value” of the two securities. For this reason, I’d like to refer to Pair trading as
‘Relative Value trading’.
If you think about this, in its pure sense, this is an arbitrage opportunity – we buy the
undervalued security and sell the overvalued security. For this reason, some even call this
the Statistical Arbitrage.
The measurement of ‘undervalued’ and ‘overvalued’ is always with respect to the one
another – and the measurement technique is what we will start learning next chapter
onwards.

Key takeaways from this chapter
1. The stock prices of two companies with similar business landscape tends to make
similar price moves
2. The prices move can be quantified by
3. A local event (particular to 1 company) can create an anomaly in the price
movement
4. When an anomaly occurs an opportunity to trade arises
5. In pair trading, you buy the undervalued security and sell the overvalued one
6. Pair trading is also called – Relative value trading or statistical arbitrage
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CHAPTER 3

Pair Trading, Method 1, Chapter 1 (PTM1,
C1) -Tracking Pairs
3.1 – Getting you familiar with Jargons
Like I had mentioned in the previous chapter, there are two techniques based on which
you can pair trade. The first technique that we will discuss starting now, is usually referred
to as the correlation based technique. I consider this as a fairly standard approach as
many traders get their pair trading handholding of sorts using this approach.

We need to learn few jargons before we get started on the actual technique, so let’s get to
that straight. The jargons we will talk about in this chapter are related to tracking pairs. At
this stage, I just want you to know what is what. We will connect the dots as we proceed.
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Spreads – The spread, is perhaps the most versatile jargon used in the trading world. For
example, if you are scalping the market then the word spread refers to the Rupee
differential between the bid price and the ask price. Now, if you are doing an arbitrage
trade, then the word spread refers to the difference between the prices of the same asset
across two different markets. In the pair trading world (actually, just correlation-based
technique), the word spread refers to the difference between the closing prices of two
stocks.
The spread is calculated as –
Spread = Closing value of stock 1 – closing value of stock 2
Take a look at this –

If I assume GICRE as a stock 1 and ICICIGI as stock 2, then the spread is calculated as –
Spread = 6.1 – 3.85
= 2.25
Please note, both 6.1 and 3.85 represents a change in stock price with respect to the
previous close. Also, both the numbers are positive here. Now, for a moment assume, the
closing price of ICICIGI was negative 3.85, in this case, the spread would turn out to be –
6.1- (-3.85)
= 9.95
I’ve calculated the spread for the last couple of trading days, this should give you an idea
of how the spread ‘runs’. Also, since I’ve calculated the spread on a daily basis, traders
refer to this as the ‘historical spread’.
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As you can see, the spread varies on a daily basis. Also, here is an interesting (general)
observation –
1. The spread expands if the closing value of S1 is positive and S2 is negative
2. The spread contracts if the closing value of S1 is positive and S2 is also positive
Of course, there are other possible combinations which lead to the expansion of
contraction of the spreads. More on this later.
Differential – Unlike spreads, the differential measures the difference in the stock prices.
The differential measures the absolute difference in the closing stock prices of two stock.
The formula is as below –
Differential = Closing Price of Stock 1 – Closing Price of Stock 2
So if a stock 1 has closed at Rs.175 and stock 2 has closed at 232, the differential is –
175 – 232
= – 57
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As you may have guessed, you can run this as a time series and calculate this on a daily
basis, I’ve done this for GICRE and ICICIGI –

Here is something you need to know about differentials – if you are using spreads to track
pairs, then you can use it on an intraday basis. But unlike spreads, the ‘differentials’ is not
a great technique to track pairs on an intraday basis, its best used at an end of day basis.
Of course, more on these things later. For now, let’s just focus on busting some jargons.
Ratio – I find the ratio bit quite interesting. The ratio is essentially dividing the stock price
of stock 1 over the price of stock 2. Or it can be the other way round as well.
Ratio = Stock Price of stock 1 / stock price of stock 2
I’ve calculated the ratio of the same two stocks, here is how it looks –
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The Ratio as you can see is a bit more consistent (or at least appears) when calculated as a
time series. I’ve represented all the three variables on graph –

So what are these things that we just looked at – spread, differential, and ratios and how
are they related to pair trading?
Well, as you can imagine, these are the different variable which helps us measure or
quantify the relationship between two stocks, which we consider as pairs. The graph tells
us how the two stocks move with respect to each other. For instance, if we consider the
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spread, we know it expands if the closing value of S1 is positive and S2 is negative and the
spread contracts if the closing value of S1 is positive and S2 is also positive.
Likewise, in the ratio – the ratio between two stocks decrease if the stock prices of both
the stock decline and the ratio increases if the stock prices of both the stocks increases. Of
course, there are other variations possible – for example, the ratio can increase if stock 1
declines heavily and stock 2 stays flat or the other way round. Alternatively, stock 2 can
increase a lot more compared to stock 1 or the other way round J
Confusing isn’t it?
Hence, for this reason, we need to look at the chart of the variable we are following, the
variable could be spread, differential, or the ratio. We need to track the movement of the
variable and figure out if the spread is expanding or contracting. This leads us to the next
two jargons.
Divergence – If the ratio or the spread between the two stocks is expected to move apart
or alternatively, you expect the graph to move up, then this translates to something called
a divergence. When you expect your variable to diverge, you can make money (or at least
attempt to make) by setting up a divergence trade.
Convergence – If the ratio or the spread between the two stocks is expected to move
closer or alternatively, you expect the graph to move down, then this translates to
something called as a convergence. When you expect your variable to converge, you can
make money (or at least attempt to make) by setting up a convergence trade.
Now here is the big question – what makes you believe the variable can either converge or
diverge? When do you decide to set up a trade? What are the triggers? How do you set up a
trade? What if the trade does not work out? What is the stop-loss for such trades?
Well, even before we answer these questions, how do we qualify two stocks as a pair? Just
because two stocks belong to the same sector, does that mean they qualify as a pair? For
instance, does ICICI Bank and HDFC Bank qualify as a pair because they both belong to
private sector banking?
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To qualify two stocks as a pair we need to rely upon the good old statistical measure,
called the ‘Correlation’. I guess, we have discussed correlation multiple times on varsity.
Here is a quick explanation –
Correlation between two variables gives us a sense of how two variables move with
respect to each other. Correlation is measured as a number which varies between -1 to +1.
For example, if the correlation between two stocks is +0.75, then it tells us two things –
1. The plus preceding the number tells us that they both are positively correlated i.e.
when they move in the same direction
2. The actual number gives us a sense of the strength of this movement. In a loose
sense, the closer it is to +1 (or -1) the higher is the tendency for the two variable to
move in tandem.
3. A correlation of 0 suggests that the two variables are not related to each other.
From the above, we know a correlation of +0.75 suggests that the two variables move not
only in the same direction but also tend to move together closely. Note, the correlation
does not suggest the extent of the move, all it suggests is that the move in the same
direction is likely to happen. For example, if Stock A moves 3%, and the correlation
between stock A and stock B is +0.75, then it does not mean that Stock B will also move by
3%, all that the correlation suggests is that Stock B will move up positively, just like Stock
A.
But, there is another twist here – suppose stock A and Stock B are correlated at 0.75, and
the daily average return on Stock A and Stock B is 0.9% a 1.2%, then it can be said that on
any given day, if Stock A moves above its daily average return of 0.9%, then stock B is also
likely to move higher than its daily average return of 1.2%.
Likewise, a correlation of -0.75 indicates that the two variables move in opposite direction
(-ve sign) but they both tend to move in opposite direction. Suppose stock A moves up by
+2.5%, then by virtue of correlation we know that Stock B is likely to come down, but by
what degree will it come down will not be known.
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While we are at it, one more point on correlation. This bit is only for those interested in the
math part of correlation. The correlation data makes sense only if the data series is
‘stationary around the mean’. What does this mean? – Well, it simply means that the data
set should be sticking close the average values.
Keep this line ‘stationary around the mean’ in the back of your mind, don’t forget it. This
will come back to again, when we discuss the 2nd technique to pair trade, much later in
this module.
We will proceed with correlation as a measure to understand how tightly two stocks are
coupled. In the next chapter, we will figure out how to calculate two different varieties of
correlations.
For now, I want you to be clear on Spread, Differentials, Ratios, Divergence Trading,
Convergence Trading, and Correlations!
Download the Excel sheet used in this chapter here.

Key takeaways from this chapter
1. Spread measures the difference between the closing values of two stocks
2. Differentials measures the difference between the closing prices of two stock
3. Ratio between the two stocks essentially requires you to divide stock 1 over stock 2
4. Divergence is when you expect the two stocks to move apart
5. Convergence is when you expect the two stocks closer to each other
6. Correlation is like a glue which tells how tightly two stocks move together.
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CHAPTER 4

PTM1, C2 – Pair stats

4.1 – Correlation and its types
I have to mention this at this point. The pair trading technique we are discussing now is
discussed in a book called, ‘Trading Pairs’, by Mark Whistler. I like this book for the fact
that it got me hooked to Pair trading and over time as my interest grew, I explored the
strategy beyond Mark Whistler’s techniques. Needless to say, I will discuss those
techniques later in this module. At this point, my intention is to take you through the
exact learning path I underwent learning pair trading.
Towards the end of the previous chapter, we introduced the concept of correlation and
the way one can analyse the correlation values. We will take that discussion forward now
and understand how to calculate the correlation between two stocks, on excel. As you
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may have guessed by now, the calculation of Correlation between two stocks is the key in
pair trading.
For the sake of this example, I’ve considered Axis Bank and ICICI Bank. Both are Private
sector banks and have similar business backgrounds, hence intuition says that the two
stocks should be highly correlated.
At this point, I have downloaded the closing price of Axis Bank and ICICI Bank from 4 th Dec
2015 to 4th Dec 2017, roughly 2 years of trading data or about 496 data points.
Before we proceed, a quick note on data –
1. Make sure you are dealing with the same number of data points. For example, if
you have 400 data point for Stock A, then you need to ensure you have the same
number of data points for Stock B, corresponding to same dates.
2. Make sure the data is cleaned for corporate actions such as bonus/splits etc.
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As you can see from the above image, besides ICICI and Axis, I have also downloaded the
data for BPCL, HPCL, and HDFC Bank. You can use this data to build and test other
correlations.
Anyway, at this stage, the only data we have is the date and the closing price of the stock.
We will go ahead and calculate the daily returns. I guess you are familiar with the daily
return calculation; we have discussed this several time in the previous module.
The daily return can be calculated as
= [today’s closing price / previous day’s closing price] – 1
I’ve calculated this for both ICICI and Axis Bank –

Now, correlation can be calculated on the basis of two parameters –
1. The daily closing price
2. The daily return series
The daily closing price correlation requires you to calculate the correlation based on the
closing prices of two stock. I’m not a big fan of calculating correlation on closing prices,
but then let’s just go ahead and do this for time being.
To do this in excel, simply use the ‘=Correl()’, function on the daily closing prices. I’m
running this calculation on a new sheet, which is labelled it as ‘Pair Data’.
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Here is the snapshot –

The correlation between the closing prices of ICICI Bank and Axis bank is 0.51. Not
particularly a great correlation, but we can live with this for now. Do recollect, our gut said
the two banks could be highly correlated as they have similar business backgrounds, but
the number is painting a slightly different picture
We will now run the correlation on the daily % return series for the two stock. I’ve already
calculated this % return, I’ll just have to run the correl function now.

Again, not a very encouraging number, but that is ok for now.
Some traders, run the correlation on the absolute per day change calculated as ‘Today’s
stock price – yesterday’s stock price’. Again, I’m not a big fan of this. But let me just go
ahead and introduce the same to you –
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In all the above calculations, I’ve run the correlation of Axis Bank versus ICICI Bank, the
results obtained will be same if I had opted to calculate the correlation of ICIC Bank versus
Axis. Generally speaking, the correlation between A and B is the same as Correlation
between B and A.
In this method of trading pairs, the correlation number is considered sacred. Ideally
speaking, the number should be above 0.75. Clearly, that is not the case with ICICI and
Axis, but then as I mentioned earlier, we can live with it.

4.2 – Setting up the datasheet
In the previous chapter, we discussed three variables concerning the pairs namely the
spread, differential, and the ratios. Let us go ahead and calculate these variables on the
two stocks we are studying. We will do this on a separate sheet within the same workbook
and name the sheet as the ‘Data Sheet’. Here is the snapshot –
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The calculation of these variables is quite straightforward, I’ve explained this in the
previous chapter.
Different types of Pair Trading works at different complexities levels. We will deal with
basic stats for this version of pair trading. Given this, we will now define 3 most commonly
used statistic variables.

4.3 – Basic stats
I’ll discuss 3 basic statistical terms at this stage. These are basic terms which play a very
crucial role in pair trading. I’m fairly certain that you’d have learned these in your high
school math, even otherwise this is quite basic and you can pick it up anytime.
To help you understand these jargons better, I’ve come up with a set of arbitrary runs
scored by batsmen across 10 cricket matches –
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Runs scored

1

72

2

65

3

44

4

100

5

82

26

6

55

7

100

8

23

9

51

10

34

Mean – Also called the arithmetic average, represents the average of a set of numbers. You
can calculate the average by taking the sum of all the observations by the total number of
observations.
So if I were to find the average in the above example, I’d total up all the scores and divide
it by 10 (10 being the total number of observations).
Mean (Average) = 626/10
=62.6
On excel, you can simply use the ‘=Average ()’ function to calculate the average of any set
of numbers.
Median – The median number represents the middle number of the data series when the
data series is arranged in its numerical order. If there are even set of numbers (which is the
case here), then we have to take the average of the middle two numbers to calculate the
mean. However, if there are an odd number of data points, then we simply take the middle
data point as the median.
So let me rearrange the data points in its numerical order –
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23, 34, 44, 51, 55, 65, 72, 82, 100, 100
Since there are even numbers of observation, I’ll take the middle two numbers i.e. 55 and
65, their average represents the median.
Median = (55 + 65)/2
=60
The excel function to calculate median is ‘=Median()’.
The mean and median when viewed together gives a sense of the trend. More on this later.
Mode – The mode of a data series is simply that data point which occurs the most number
of times in the series. Clearly, 100 is repeating twice, with no other number appearing
more than once, and that makes it the mode of the data series.
The excel function to calculate Mode is ‘=Mode()’.
In the next chapter, we will use these function in excel and understand its relevance to
pair trading.
Download the excel sheet used in this chapter here.
Stay tuned.

Key takeaways from this chapter
1. Care has to be taken to ensure the data is clean and adjusted for corporate actions
2. Close correlation is the correlation when calculated on the closing prices of stocks
3. The % return correlation is the correlation when calculated on the daily returns of
the stock
4. Mean is the arithmetic average of the data series
5. Median is the middle observation of a data series.
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6. If the data series has even number of observations, then the median is the average
of the middle two observations
7. If the data series has odd number of observations, then the median is the middle
observation
8. The mode of a data series is that value which repeats the highest number of times
9. The mean and median, when viewed together to each other, offers great insight
into the data trend.
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CHAPTER 5

PTM1, C3 – Pre trade setup

5.1 – Revisiting the Normal Distribution
If you have been a regular reader on Varsity, then chances are you’d have come across the
discussion on Normal Distribution in the Options Module. If you’re not, then I’d strongly
suggest you read up this chapter on Normal distribution.
This is a very important topic, I’d suggest you spend some time reading about it before
you proceed. We will use the concept of Normal Distribution in both the techniques of Pair
Trading, i.e. the Mark Whistler’s Pair Trading technique, and the other technique we will
discuss later on in this module. Given the central role it plays, you should spend time
reading about it.
I’m reproducing the central theme around Normal distribution, this should serve as a
quick refresher for people who are familiar with Normal Distribution, but for those who
are not, I hope this does not demotivate you from reading the chapter on Normal
distribution –
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The general theory around the normal distribution which you should know –
o

Within the 1st standard deviation, one can observe 68% of the data

o

Within the 2nd standard deviation, one can observe 95% of the data

o

Within the 3rd standard deviation, one can observe 99.7% of the data

The following image should help you visualize the above –

Of course, there are other forms in which the data gets distributed – distribution such as
uniform, binomial, exponential distribution etc. This is just for your information.

5.2 – Descriptive Statistics
In the previous chapter, we discussed three basic statistical metrics namely the Mean,
Median, and Mode. We will now calculate these metrics on the pair data i.e. the
differential, spread, and ratio which we computed in the previous chapter. We will do
these calculations using the excel functions.
Please note, I’m continuing on the excel that we were working on in the previous chapter,
needless to say, you can download the updated excel from the link provided towards the
end of the chapter.
The sheet is set up as below –
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The Excel functions are as follows –
1. Mean – ‘=average()’
2. Median – ‘=median()’
3. Mode – ‘=mode.mult()’
And the numbers are as below –

As you may notice, the correlation numbers were calculated in the previous chapter.
We now have the data setup. We need to add one key variable here and that would be the
standard deviation. Again, standard deviation as a concept has been explained in Varsity
earlier. I’d suggest you read this chapter to understand Standard Deviation better. Here is
the summary though –
Standard Deviation simply generalizes and represents the deviation from the average.
Here is the textbook definition of SD “In statistics, the standard deviation (SD, also
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represented by the Greek letter sigma, σ) is a measure that is used to quantify the amount of
variation or dispersion of a set of data values”.
So in a sense, Standard Deviation gives us a sense of variability of the data or in other
words, help us understand how widely the data set is spread out. Let me try and put this in
the context of the Pair data we are dealing with.
The differential data which we computed a while ago is something like this –

Together there are 496 differential data points and earlier in this chapter, we have even
calculated the average value across these data points i.e. 228.52.
Now, what if I were to ask you to help me understand the variability of these data points
from its average value? Or a better question to ask – why would I need to know the
variability of the data points from its average value?
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Well, if we don’t know the variability of the data, then there is no way we can make an
intelligent assessment of the behaviour of the data set. For example, when the 498th data
is generated, we will know if this value is around the mean or within the range it varies.
This, in fact, forms the crux of pair trading.
Standard Deviation helps us measure this variation.
While I personally think standard deviation is good enough, there are traders who would
also like to calculate another variable called the ‘Absolute Deviation’. Both standard
deviation and absolute deviation help us understand the variability of the data. But they
differ in terms of the way do they data is treated.
I was looking at the explanation to help you understand the difference between standard
deviation and absolute deviation, and I found the following on Investopedia, which I think
is quite nice. I’m taking the liberty of reproducing the content here –
“While there are many different ways to measure variability within a set of data, two of the
most popular are standard deviation and average deviation. Though very similar, the
calculation and interpretation of these two differ in some key ways. Determining range
and volatility is especially important in the finance industry, so professionals in areas such
as accounting, investing and economics should be very familiar with both concepts.
Standard deviation is the most common measure of variability and is frequently used to
determine the volatility of stock markets or other investments. To calculate the standard
deviation, you must first determine the variance. This is done by subtracting the mean
from each data point and then squaring, summing and averaging the differences. Variance
in itself is an excellent measure of variability and range, as a larger variance reflects a
greater spread in the underlying data. The standard deviation is simply the square root of
the variance. Squaring the differences between each point and the mean avoids the issue
of negative differences for values below the mean, but it means the variance is no longer
in the same unit of measure as the original data. Taking the root of the variance means the
standard deviation returns to the original unit of measure and is easier to interpret and
utilize in further calculations.
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The average deviation, also called the mean absolute deviation, is another measure of
variability. However, average deviation utilizes absolute values instead of squares to
circumvent the issue of negative differences between data and the mean. To calculate the
average deviation, simply subtract the mean from each value, then sum and average the
absolute values of the differences. The mean absolute value is used less frequently
because the use of absolute values makes further calculations more complicated and
unwieldy than using the simple standard deviation.”
We will go ahead and compute both “Standard Deviation”, and “Absolute Deviation” for
all the three pair data variables.
By the way, I’m interchanging the Y-axis to Mean, Median, and Mode. The X-axis to
Differential, Ratio, and Spread. Given this, the snapshots posted above will be slightly
different from the one posted below, hope you won’t mind my clumsy data handling skills
J

The excel function to calculate these variables are –
Standard Deviation – ‘=Stdev.p()’
Absolute Deviation – ‘=avedev()’
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The Mean, Median, Mode, Standard Deviation, and Absolute Deviation is also known as the
basic descriptive statistics.
5.3 – The Standard deviation table
The standard deviation as you know helps us get a sense of the variation in the data. We
will now take this a step further and try and quantify the variation. Why do we need to do
this, you may ask? Well, this will help us understand the extent of the variation from the
mean value. For example, the 498th differential data could be 275, we will exactly know if
275 is way above the mean or way too below the mean.
With this information, we can choose to either buy the pair or short the pair. Of course, we
will get into these details later on. For now, let us focus on quantifying the extent of the
variation. In order to quantify the data point, we need to build something called as a
standard deviation table.
The structure of the table is as below –

As you may have guessed, we are now going to calculate the values of 1, 2, and 3 standard
deviations above the mean and below the mean, across spread, differential, and the ratio.
For example, let us just focus on the Spread data for now. The mean of the spread is 0.06.
We also know the standard deviation (SD) is 8.075.
Therefore, the 1st SD above the mean would be –
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0.064 + 8.075 = 8.139
2nd SD –
0.064 + (2*8.075) = 16.123
3rd SD –
0.064 + (3*8.075) = 24.288
These are all values above the mean. We can do the same to identify the values below the
mean –
-1 SD –
0.064 – 8.075 = -8.011
-2 SD –
0.064 – (2*8.075) = -16.086
-3 SD –
0.064 – (3*8.075) = -24.160
I’ve done the same math across Differential and Ratio. Here is how the table looks –
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So if the 498th differential data read 315, then we can quickly understand that the value is
around the +2 standard deviations and with 95% confidence you could conclude that
there is only 5% chance for the next set of data points to go higher than 315.
Anyway, at this stage, we have almost all the data that we need to make the assessment of
the pair and probably identify if there is an opportunity to trade. In the next chapter, we
will go ahead and do this. In fact, I’ll start the next chapter with a quick recap of everything
we have discussed so far, this is just to ensure we are all on the same page.
You can download the excel sheet used in this chapter here.
Signing of this chapter by wishing you all a very happy Xmas and a happy new year! Hope
2018 brings in wisdom, wealth, and peace your way.

Key takeaways from this chapter
1. Normal distribution plays a pivotal role in pair trading
2. Within the 1st standard deviation, one can observe 68% of the data
3. Within the 2nd standard deviation, one can observe 95% of the data
4. Within the 3rd standard deviation, one can observe 99.7% of the data
5. Standard deviation and absolute deviation measures the variability of the data
6. The standard deviation table gives us a sense of how the current data stands with
respect to its expected variation
7. The cues to trade the pair either long or short comes from the standard deviation
table.
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CHAPTER 6

PTM1, C4 – The Density Curve
6.1 – A quick recap
I think a quick recap is justified at this stage, this is to ensure we are all on the same page.
I’d strongly recommend you read through the recap, to ensure we are on track. I’ll keep
this as a pointwise recap to ensure we don’t digress.
o

Two companies are comparable if they have similar business background

o

Business background includes factors which influence the day to day running of
the business

o

If two companies have similar business backgrounds, then it is reasonably safe to
assume that their share prices move somewhat similarly on a day to day basis

o

If the daily stock price of two comparable companies move together (and therefore
their daily returns), then they do tend to have a tight correlation

o

There are times when a local event can change the course of the movement in the
stock price of one of the two companies, creating a pair trading opportunity

o

The relationship between the stock prices of the two companies can be estimated
by any of the three variables – spread, differential, or ratio

o

The variables are expected to be normally distributed, hence we calculate the
standard deviation of these variables, along with the basic descriptive statistics
such as the mean, median, and mode.

o

As a ready reckoner, we also have the standard deviation (SD) table, extending up
to the 3rd SD, either sides

o

Lastly, do remember we are in the process of discussing two variants of pair
trading, starting with Paul Whistler’s technique of Pair Trading. After this, I will
discuss a slightly more complicated version of Pair Trading
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So this brings us to where we are at this stage. In this chapter, we will go ahead and
discuss the density curve and the eventual trigger to pair trade.

6.2 – Selecting the variable
We have come to a stage where we need to stick to one of the variables amongst Spread,
Differential, and Ratio. Why just and why not all, you may ask?
Well, this is to ensure that we are sticking to a regime and not really getting confused with
conflicting signals. The reason I’ve introduced all three variables is to showcase that there
are three different possibilities. It is up to you as a trader to choose the variable that you
are most comfortable with. For example, I personally prefer the ratio over the differential
or spread. This is because the ratio kind of captures the market valuation of the stocks
since it considers the latest stock price. Besides the ratio also gives us a quick sense of
how much of Stock 1 should be bought or sold with respect to stock 2.
For example, if the price of Stock 1 is 190 and Stock 2 is 80, then the ratio of stock 1 over 2
is –
190/80
= 2.375
This implies for every 1 share of Stock 1, 2.375 shares of Stock 2 have to be transacted. We
will get to the finer details later, but for now, hope you get the drift.
You are of course, free to choose any of the variable – spread, differential, or ratio.
However, for the sake of this discussion, I will go ahead with the ratio.

6.3 – The trade trigger
As the name suggests, the pair consists of two stock. Until now, we have not defined how
to buy or sell a pair, we will do that later in this chapter. For now, assume that you can buy
or sell a pair just like the way you can buy or sell a single stock.
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As you may have guessed, the decision to buy or sell a pair is dependent on the variable
that you track and the variable itself could be the spread, differential, or ratio. For the
purpose of this discussion, we are going ahead with the Ratio.
Think about it this way – the stock prices change every day, therefore the ratio of the pair
itself changes every day. On most of the days, the daily change in the ratio falls within the
expected range. However, there could be days when the daily change goes beyond the
expected range. These are the days when a pair trading opportunity arises.
Have a look at the chart below –

Casual eyeballing reveals two obvious information –
1. The ratio chart hovers around 1.8 and 2 – probably the ratio’s mean is around this
price. I’ve highlighted this with a green line. I’d suggest you check the mean value
of the ratio we calculated in the earlier chapters.
2. On most of the days, the ratio hovers above or below the mean value
I want you to pause here and think about this. This is the tipping point in Pair trading, if
you can understand everything we have discussed up to now, then the rest is a cakewalk.
The ratio itself is a variable which is derived by dividing stock 1 over stock 2. The ratio
changes every day since the stock prices change every day. If you plot the chart of the
daily change in the ratio you will notice that the ratio has an average (mean) value and the
ratio trades above and below the mean value. Irrespective of where the ratio is today (i.e.
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either above or below the mean) – there is a great chance that ratio will come back to
mean over the next few days. Notice, I use the word ‘great chance’, here. This means, that
we should be able to quantify the probability of the ratio reverting to mean.
In fact, this phenomenon is referred to as ‘Mean reversion’ or reversion to mean.
I’ve circled (in red) two points in the chart where the ratio has deviated away from the
mean. The first circle from the left indicates a point where the ratio has deviated higher
than the mean value. The 2nd circle from the left indicates a point where the ratio has
deviated below the mean value. In both these cases, eventually, the ratio reverted to
mean.
Now, if you look at it in another way – we now seem to have an opinion on the direction in
which the ratio is likely will move. For example, the first circle where the ratio has moved
above the average indicates that the ratio is likely to retrace back to mean. Or in other
words, you can short the ratio at the high point and buy it back around the mean.
Likewise, the second circle points to an opportunity where one can buy the ratio, with an
expectation that the ratio will move back to the average value.
Think about the ratio as a stock or futures. Since the directional movement of the ratio is
predictable, we can as well place bets on the directional movement of the ratio itself.
I hope you are getting the point here.
The ratio’s value with respect to the mean acts as a key trigger to initiate the trade. If the
ratio is –
o

Above the mean, the expectation is that the ratio will revert to mean, hence short
the ratio

o

Below the mean, the expectation is that the ratio will scale back to the mean and
hence go long on the ratio

Alright – so far so good. Here are few questions though –
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1. The ratio is always above or below the mean value – does this imply there is always
a trading opportunity?
2. There are multiple points where the ratio seemed to have bottomed out or peaked,
how do we know the exact point at which the trade has to be initiated?
The answers to these questions lie in something called as the ‘Density Curve’. Let’s figure
that out.

6.3 – The Density Curve
Have a look at the chart below –

I’ve highlighted 4 points on the chart, at all these points, the ratio has traded above the
mean. Assume, you were looking at this chart around the time the first circle is marked.
Now, just because the ratio has shot up above the mean, would you take the trade? In fact,
the same question can be asked every time the ratio has traded above (or below) the
mean.
I’m sure you’d agree that this would be a great idea. We need to observe the ratio closely
and initiate a trade only when the chance of mean reversion is very high. Or in other
words, we need to initiate a trade only when we are reasonably certain that the ratio will
slide down to the mean value, as quickly as possible.
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To put the point across – this is pretty much like a tiger waiting in the ambush to hunt
down a prey. Just because the prey is in the open, the tiger will not jump and ruin its
chances of a kill. It will attack only when it is convinced that the effort will lead to a kill.
So how do we stay in the ambush and wait for our chance for the kill?
Well, we seek refuge in the good old Normal distribution and its properties. I’m hoping you
are aware of normal distribution and its properties by now. Here is a quick recap, I’d
suggest you read the complete theory, I’ve discussed this across various chapters in
Varsity –
o

Within the 1st standard deviation (SD) one can observe 68% of the data

o

Within the 2nd standard deviation one can observe 95% of the data

o

Within the 3rd standard deviation one can observe 99.7% of the data

So here is what this means with respect to the ratio –
o

The ratio, irrespective of where it stands with reference to the mean, has a
standard deviation value. For example – it could be just a few points away from the
mean and this could translate to say, 0.5 standard deviations from mean
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o

If the ratio deviates to the 2nd standard deviation, then according to the normal
distribution properties, there is only 5% chance of it going higher or in a very loose
sense, it poses a 95% chance of reverting to mean.

o

Likewise, if the ratio deviates to the 3rd standard deviation, then it only has a 0.3%
chance of drifting higher or in a very loose sense, it poses a 99.7% chance of
reverting to mean

So at every SD, we can estimate the likelihood of the ratio reverting to mean. This means
we can filter out opportunities and initiate a trade only at points where the likelihood of
success is high.
This further leads to an interesting take – the key trigger to initiate a trade is not just
based on where the ratio is, but also depended on its standard deviation. Given this, it
makes sense to directly track the daily standard deviation of the ratio as opposed to the
ratio itself.
This can be achieved by tracking the ‘Density Curve’ of the ratio. The density curve is a
non-negative value which lies anywhere between 0 and 1. I’d suggest you watch this
video on Khan Academy to learn more about Density Curve.
Calculating the density curve on excel is quite straightforward. Here is how you can do
this, have a look at the image below –
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You can use the inbuilt excel function called Norm.dist for this. The function requires 4
inputs –
o

X – this is the daily ratio value

o

Mean – this is the mean or average value of the ratio

o

Standard Deviation – this is the standard deviation of the ratio

o

Cumulative – You have to select true or false, select the default value as true.

I’ve calculated the density curve value for all variables, here is how the table looks –

I guess we could break this chapter at this point. In the next chapter, we will look into
details on how we can use the density curve to trigger long and short pair trade.
Download the excel sheet used in this chapter.

Key takeaways from this chapter
o

Ratio as a variable is more versatile as it captures the valuation elements of the
stock
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o

The ratio tends to trade above or below its mean value

o

The idea is the ratio, when it deviates away from the mean, will also tend to revert
to mean

o

At every point at which the ratio deviates, we can measure the probability of its
reversion to mean

o

The above point can be measured by normal distribution

o

The density curve is a non-negative value which varies between 0 and 1. This can
be easily calculated on MS Excel by using an in build function.
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CHAPTER 7

PTM1, C5 – The Pair Trade
7.1 – Quick Reminder
We closed the previous chapter with a note on Density curve and how the value of the
density curve helps us spot pair trading opportunity. In this chapter, we will work towards
identifying and initiating an actual trade and learning other dynamics associated with a
pair trade.
Just as a reminder – the techniques we have discussed so far in pair trading (i.e. from
chapter 1 through 7) is from the book called ‘Trading Pair’, by Mark Whistler. The good
part about this technique is the simplicity and the part that I’m not too conformable with
this technique is also its simplicity. Over time I’ve improved technique to pair trade, which
I will discuss from the next chapter onwards.
Why not discuss the 2nd method directly, you may ask – well, this is because I think Mark
Whistler method to pair trade lays an excellent foundation and it helps understand the
slightly more complex pair trading technique better. So let me attempt to finish the Mark
Whistler’s method in this chapter and move to the next method to pair trade.
Now, because I’ll discuss this other technique to pair trade, I’ll take the liberty to not really
get into the nuances of the trade set up. I’ll instead focus on the broad trade set up.
So let’s get started on it.

7.2 – Digging into Density curve
The density curve acts as a key trigger for us to identify an opportunity to trade. I want you
to pay attention to the following two things –
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1. The density curve is calculated based on the time series data, and the time series
data in our context is the ‘ratio’ – as you may recall from the previous chapter, the
main inputs to calculate the density curve is the ratio’s time series, the ratio’s
mean, and the ratio’s standard deviation
2. The density curve is a value – varying between 1 and 0. The value of the density
curve helps us understand the probability of the ratio, falling back to the mean.
I understand the 2nd statement may confuse some of the readers, but at this point, I’d
suggest you keep this statement in mind. You will understand what I mean by this as we
proceed.
Let us spend a little time on the normal distribution, I know we have discussed this
multiple times in the past, but bear with me one more time.
The time series data (like the ratio) typically have an average (or mean) value. For
example, the average value for the ratio time series is 1.87 (we calculated this in the earlier
chapter). More often than not, the value of the ratio tends to lie around the mean value. If
the value of the ratio drifts away from the mean, then one can expect the value of the ratio
to gravitate back to the mean.
For example, if the latest value of the ratio shoots up to 2.5, then over time, one can
expect the value of the ratio to fall to 1.87 and likewise if the value of the ratio plummets.
Now here is a question – If the ratio drifts away from the mean (which is bound to happen
on a daily basis), is there a way wherein we can quantify the probability of the ratio to
move back to the mean, again?
For example, if the latest ratio value is at 2.5, we all know it will fall to a mean of 1.87, but
what is the probability of this occurring? Is it 10%, 20% or 90%?
This is where the density curve comes in handy. The value of the density curve tells us how
far, in terms of standard deviation, the ratio has deviated away from its mean. Now, if the
value is in terms of standard deviation, then naturally there is a probability assigned to it,
and eventually, this probability helps us set up a trade.
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Let me give you a quick example.
Consider the following data –
Latest ratio – 2.87
Ratio Mean – 1.87
Density curve – 0.92
Here is how you will interpret this data – the 0.92 value of the density curve indicates that
the latest ratio of 2.87 has approximately deviated to the 2nd standard deviation and there
is approximately 95% chance that the ratio of 2.87 will fall back to its average value of
1.87.
How did we arrive at this? I mean what tells us that the ratio of 2.87 is approximately near
the 2nd standard deviation? Well, we infer this by looking at the corresponding density
curve value i.e. 0.92.
The density curve value from 0 to 1 represents the standard deviation values. For example
–
1. The density curve of 0.16 implies that the corresponding value is at the -1 standard
deviation below the mean
2. The density curve value of 0.84 implies that the corresponding value is at the +1
standard deviation above the mean
3. The density curve value of 0.997 implies that the corresponding value is at the 3
standard deviations above the mean
Once I know the standard deviation, I’ll also know the probability.
But How did I arrive at 0.16, 0.84, 0.997 etc. in the first place? Well, these are standard
deviation values, I will skip dwelling further into standard deviation, instead give you a
table which you can use as a ready reckoner –
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Density Curve

How many Standard deviation

Probability of reverting to

value

away

mean

0.16

– 1 SD

65%

0.025

– 2 SD

95%

0.003

– 3 SD

99.7%

0.84

+ 1 SD

65%

0.974

+ 2 SD

95%

0.997

+ 3 SD

99.7%

Given the above, if I see the density curve value of around 0.19, I know the ratio is around
the – 1ststandard deviation, hence the probability of the ratio to move back to mean is
around 65%. Or if the density curve value is around 0.999, I know the value is around the –
3SD, hence the probability of the ratio to move back to mean is around 99.7%
So on and so forth.
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7.3 – The first pair trade
So, finally, here we are, very close to showcasing our first Pair trade. Few points to
remember –
1. The ratio is calculated by dividing Stock A over Stock B. In our example, Stock A is
Axis Bank and Stock B is ICICI Bank. So Ratio = Axis Bank / ICICI Bank
2. The ratio value changes daily, based on the stock prices of Axis Bank and ICICI
Bank
3. The ratio and its corresponding density curve value has to be calculated daily
The trading philosophy is as below –
1. If two business are alike and operate in the same landscape – like Axis Bank and
ICICI Bank, then their stock prices tend to move together
2. Any change in the business landscape will affect the stock prices of both the
companies
3. A stray incident can cause the stock price of one company to deviate away from the
stock price of the other. On such days, the ratio to deviates
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4. We look for such deviations to identify good trading opportunities
So essentially, a pair trader tracks the ratio and its corresponding density curve value. A
pair trade is set up when the ratio (and the density curve) has deviated convincingly
enough from the mean value.
This leads us to the next obvious question – what is convincingly enough? Or in other
words, at what value of the density curve, should we initiate the trade?
Here is a general guideline to set up a pair trade –

Trade

Trigger (density

Standard

Type

curve)

Deviation

Long

Between 0.025 & 0.003

Between 2nd & 3rd

Short

Between 0.975& 0.997

Between 2nd & 3rd

Target

Stoploss

0.25 or lower 0.003 or higher

0.975 or
lower

0.997 or higher

The idea is to initiate a trade (either long or short) when the ratio is between 2nd and
3rd standard deviation and square off the position as it goes below the 2 nd standard
deviation. Obviously, the closer it goes toward the mean, the higher is your profit.
Let’s set up a trade based on the above table, for this, I’d suggest you download the excel
sheet available towards the end of the previous chapter.
On 25th Oct 2017, the density curve value was 0.05234 and the corresponding ratio value
was 1.54. This is a decent long pair trade set up. Although this does not fall within the
preview of a long trade (we need the density curve to be between 0.025 and 0.003), I guess
this is the best value in the time series we are considering.
If the ratio is defined as Stock A / Stock B, then –

zerodha.com/varsity

53

1. A long trade requires you to buy Stock A and Sell Stock B
2. A short trade requires you to sell Stock A and Buy Stock B
We have defined the ratio as Axis / ICIC, hence, on 25th closing, one would –
1. Buy Axis Bank @ Rs.473
2. Sell ICICI Bank @ 305.7
The lot size for Axis is 1200, hence the contract value is 1200 * 473 = Rs. 567,600/-. The lot
size of ICICI Bank is 2750, hence the contract value is Rs. 840,675/-.
Ideally, we need to stay long and short of the same Rupee value. This is also called ‘Rupee
Neutrality’, but I’ll skip this part for now. We will take the concept of Rupee neutrality to a
different dimension when we take up the next pair trading technique.
So, once the trade is set up, we now have to wait for the pair to move towards the mean.
Ideally, the best pair trade is when you initiate a trade near the 3 rd SD and wait for the ratio
to move to the mean, but then this could happen over a long period, and the mark to
market could be quite painful. In the absence of deep pockets to accommodate for mark
to market, one has to be quick in closing a pair trade.
On 31st Oct 2017, the ratio moved up to 1.743 and the corresponding density curve value
was 0.26103, which is roughly the target density curve value. Hence once can consider
closing the trade.
We Sell Axis Bank @ 523 and buy back ICIC at 300.1. The P&L and other details are as
follows –

Date

Stock

25th Oct Axis Bank
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Trade

Buy @ 473

Lot
Size

1200

Sq off date

Sq off Price

P&L

31st Oct

Sell @ 523

50*1200 = 60K
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25th Oct

ICICI

Sell @

Bank

305.7

2750

31st Oct

Buy @300.1

Total P&L

5.6*2750
=15.4K

Rs.75,400/-

If you notice, the bulk of the profits comes from Axis Bank, this indicates that Axis Bank
had deviated away from the regular trading pattern.
Not bad eh?
Let’s look at a short trade now.
On 9th August 2016, the density curve printed a value of 0.99063156, close enough to
initiate a short pair trade. Remember in a short trade, we sell Axis and buy ICICI.
If you find it confusing to remember which one to buy and sell, think of it this way – the
numerator is the dominating stock, so if the pair trade demands you to go long, then buy
the numerator. Likewise, if the pair trade is to short, the short the numerator. Whatever
you do with the numerator, the opposite trade happens with the denominator.
Hence we sell Axis Bank (numerator) and sell ICICI Bank (denominator).
Trade details are as follows –
o

Short Axis @ 574.1

o

Buy ICICI @ 245.35

o

Ratio – 2.34

o

Corresponding Density Curve value – 0.99063156

Once initiated, the opportunity close this trade occurred on 8 th Sept, (yes, the trade was
held open for almost a month). The trade details were –
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o

Buy Axis @ 571

o

Sell ICICI @ 276.33

o

Ratio – 2.27

o

Corresponding Density Curve value – 0.979182

Agreed, once could have waited a bit longer to for the density curve to fall further, but
then like I said before, the pair trader has to strike a balance between the time and mark
to markets.
The P&L for the trade is as below –

Date

9th Aug

9th Aug

Stock

Trade

Axis

Sell @

Bank

574.1

ICICI

Buy @

Bank

245.3

Lot

Sq off

Size

date

1200

8th Sept

2750

8th Sept

Total P&L

Sq off Price

P&L

Buy @ 571

3.1*1200 = 3.72K

Sell

31.03*2750 =

@276.33

85.3K

Rs.89,052/-

Again, the bulk of the profit comes from one of the stocks i.e. ICICI, indicating that ICICI
had probably deviated away from its course.
I must confess, both the trades did not really fall under the prescribed table giving you the
guideline to enter and exit the pair trade. But like I said before, use the table as a reference
and build your expertise around it.
I’d encourage you to look for any other opportunities in the Axis & ICICI Bank example.
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I hope the P&L of pair trade is incentivizing you enough to learn more about pair trading.
I’ll deliberately stop here, to ensure you soak in everything that we have discussed. I’ll
leave you with few final points.
1. Everything we have learned so far accounts to about 25% of what I intend to
discuss going ahead
2. These first 7 chapter discusses a very basic pair trading technique, mainly to help
lay a foundation
3. We have not adhered to strict trade definitions – stop loss, targets etc. If you
notice, I’ve kept things quite generic
4. Neutrality of both the positions is a key angle, we have not discussed that yet
5. We are yet to discuss the risk associated with Pair trading
6. Pair trading is a margin money guzzler, so one needs to have sufficient funds to
pair trade, but the P&L is worth it
7. For a given pair, at the most 2-3 signals is what you can expect in a year. So one has
to track multiple pairs to find continuous opportunities in the market
Anyway, I hope I’ve managed to ignite your curiosity to learn more on Pair Trading. I’m
eager to move forward, I hope you are too!
Download the excel sheet.

Key takeaways from this chapter
1. The density curve acts as a key trigger to initiate a pair trade
2. A pair trade is initiated when the ratio drifts to a value between 2 and 3 standard
deviation
3. A pair trade is closed when the ratio approaches the mean
4. Long pair trade requires you to buy the numerator and sell the denominator
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5. Short pair trade requires you to sell the numerator and buy the denominator
6. Typically, the bulk of P&L comes from one of the stocks which have deviated away
from the regular pair trade
7. Pair trade can be live for an extended period, but the P&L makes the wait worth it
8. Pair trade is a margin money guzzler.
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CHAPTER 8

Pair trade Method 2, Chapter 1 (PTM2, C1)
– Straight line Equation
8.1 – A straight relationship
Today happens to be 14th of Feb, people around me are excited about Valentine’s Day,
they are busy celebrating love and relationships. I think Valentine’s Day is a packaged
affair, meant to boost the revenues of restaurants, jewellers, and gift shops, but then it’s
just me and my random thoughts.
Anyway, given its valentine’s day, I thought it would be a perfect idea to discuss
relationships. Don’t worry, I’m not going to bore with a clichéd love story or give you any
unsolicited advice on maintaining a great relationship, rather I’ll talk to you about two
sets of numbers and how you can measure the relationship between them if at all there
exists one.
In the process, I’ll attempt to take you back to your school days, well, at least back to your
high school math class
A quick recap here – Chapter 1 to 7 of this module, we discussed a rather simple technique
of pair trading. This was as taught by Mark Whistler. Moving forward from this chapter, we
will discuss a slightly more advanced technique of pair trade. This is also called
‘Statistical Arbitrage’ or ‘Relative value trading’ or RVT in short.
So here we go.
Do you remember the time your math teacher discussed the equation of a straight line in
the class? If you were like me, you’d have promptly ignored the lecture and looked outside
of the window, quietly rebelling against the mainstream education.
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But then, if only the teacher had said ‘learn this, you’ll make money off it someday’, the
interest level would have been totally different!

Anyway, life always gives you a second chance, so this time around, pay attention, and
hopefully, you will make some money off it
The equation of a straight line reads something like this –
Y = mx + ε
Click here for a detailed explanation, or continue reading for a bare bone explanation.
Before we discuss the equation, a quick note on the notations used –
y = Dependent variable
M = Slope
X = Independent variable
E = Intercept
The equations states, the value of a dependent variable ‘y’ can be derived from an
independent variable ‘x’, by multiplying x by its slope with y’ and adding the intercept ‘e’
to this product.
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Sounds confusing? I guess so
Let me elaborate on this and by the way before you start thinking why we are discussing
the straight line equation instead of relative value trading (RVT), then please be rest
assured, this concept has deep relevance to RVT!
Consider two fitness freaks, let’s call them FF1 and FF2, between the two, FF2 is the kind
of guy who wants to go that step extra and something more than what FF1 does. So if FF1
does 5 pushups, FF2 does 10. If FF1 does 20 pull-ups, then FF2 does 40. So on and so
forth. Here is a table on how many pushups they did Monday to Saturday –

Day

FF1

FF2

Monday

30

60

Tuesday

15

30

Wednesday

40

80

Thursday

20

40

Friday

10

20

Saturday

15

???

Now, if you were to guess the number of push-ups FF2 would do on Saturday, what would
it be? I guess it’s a no-brainer, it would be 30.
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This also means – the number of pushups FF2 does, is kind of dependent on the number of
pushups FF1 does. FF1 does not really bother about FF2, he will go ahead and do as many
pushups his body permits, but FF2, on the other hand, does twice the number of pushup
as FF1.
So this makes FF2 a dependent variable and FF1 an independent variable. Or in the
straight line equation, FF2 = y and FF1 = x.
FF2 = FF1*M + ɛ
In simple English, the equation reads like this –
The number of pushups FF2 does is equal to the number of pushups FF1 does, multiplied
by a certain number, plus a constant.
That certain number is called the slope (M), which happens to be 2, and the constant or ɛ
happens to be 0. So the equation is –
FF2 = FF1*2 + 0
I hope this is fairly clear now. Let me copy paste the definition I had posted earlier –
The straight line equations states, the value of a dependent variable ‘y’ can be derived from
an independent variable ‘x’, by multiplying x by its slope with y’ and adding the intercept ‘e’
to this product.
Now, think about another case –
There are two hungry men, let’s call them H1 and H2. Just like FF1 and FF2, H2 eats twice
the number of paratha as H1 plus 1.5 more. For example, if H1 eats 2 parathas, then H2
will eat 4 plus eat another 1.5. H2 will always ensure he eats that extra 1.5 parathas, no
matter how full he is.
So here is the table which gives you count of how many parathas these two hungry men
ate over the last 6 days –
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Day

H1

H2

Monday

2

5.5

Tuesday

1.5

4.5

Wednesday

1

3.5

Thursday

3

7.5

Friday

3.5

8.5

Saturday

4

???

If you notice, H2 (who is really hungry, all the time), eats twice as much as H1 plus 1.5
paratha extra. So on Saturday, he will eat –
4*2 + 1.5 = 9.5 paratha!
Remember, the number of parathas H2 eats is dependent on how many parathas H1 eats.
H1, on the other hand, eats till he is satisfied. Given this, let us a construct a straight line
equation for these two hungry men, just like the way we did for the two fitness freaks.
H2 = H1*2 + 1.5
Here, H2 is the dependent variable, whose value is dependent on H1. 2 is the slope, and
1.5 is the constant.
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Before we proceed, let’s make a small change in the paratha example, think of ‘Y’ as a diet
conscious person. Every day, irrespective of how hungry or full Y is, he eats just 1.5
parathas. Not a morsel more or not morsel less.
So, X eats 3 parathas, Y eats 1.5, X eats 5, Y eats 1.5, X eats 2.5, Y eats 1.5. So on and so
forth. So what do you think the equation states?
y = x*0 + 1.5
The slope here is 0, hence, y is not really dependent on x, in fact, the value of y is a
constant of 1.5, which is quite obvious. Hopefully, you get the point by now on how you
can relate two sets of numbers.
Now forget the fitness, forget the parathas, I’ll give you two sets of random numbers –
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X

Y

10

3

12

6

8

4

9

17

20

36

18

22
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X is the independent variable and Y is the dependent variable. Given this, do you see a
relationship between these two sets of numbers here? Eyeballing the numbers suggest
that there is no relationship between X and Y, definitely not like the one which existed in
the above two examples. But this does not mean that there is no relationship between the
two at all. It’s just the relationship is not obvious to the naked eye.
So how do we establish the relationship between the two? To be more precise, how do we
figure out the values of the slope’ and the constant ‘ɛ’?
Well, say hello to linear regression!
I’ll introduce the same to you in the next chapter.

Key takeaways from this chapter
1. A straight line equation can define the relationship between two variables
2. Of the two variables, one of it is dependent and the other one is independent
3. The slope of a straight-line equation, represented by ‘m’ helps you identify the
extent by which the independent variable has to be scaled
4. The term ɛ represents a constant term
5. If the slope is zero, the Y = ɛ
6. Sometimes, the relationship between two variables is not obvious
7. When the relationship is not obvious, one can identify the relationship by
employing a statistical technique called ‘Linear regression’.
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CHAPTER 9

PTM2, C2 – Linear Regression
9.1 – Introduction to Linear Regression
The previous chapter laid down a basic understanding of a straight line equation. To keep
things simple, we took a very basic example to explain how two variables can be related to
each other. Needless to say, the examples were selected in a way that casual eyeballing
could reveal the relationship. Towards the end of the chapter we posted a table
containing two arrays of numbers – the task was to figure out if there was a relationship
between the two sets of numbers, if yes, what how could one express the relationship in
the form of a straight line equation. More precisely, what was the intercept and constant?
We will figure how to establish a relationship in this chapter and move closer towards the
relative value trading technique. For convenience, let me post the table with the two
number arrays once again –
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X

Y

10

3

12

6

8

4

9

17

66

20

36

18

22

Clearly, casual eyeballing does not reveal any information about the relationship between
the two sets of numbers. Maybe it does, if you are a mutant, but for a mere mortal like me,
it does not work.

Under such circumstances, we rely upon a technique called the ‘Linear Regression’. Linear
regression is a statistical operation wherein the input is an array of two sets of numbers
and the output contains many different parameters, including the intercept and constant
needed for constructing the straight line equation.
To perform the linear regression operation, we will depend on the good old Excel. Here is
the step by step guide to perform a simple linear regression on two arrays of numbers. Be
prepared to see a lot of screenshots and instructions
Step 1 – Install the Plugin
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Open a fresh excel sheet and insert the values of X & Y as seen in the above table. I’ve done
the same as shown below –

This is our data set. Do remember, Y is the ‘Dependent’ variable whose value depends on
the independent variable X. Both X and Y will be the input variables for the linear
regression operation.
On the excel sheet, click on the Data ribbon as highlighted in red, shown below –

The data ribbon will now show you the ‘Data Analysis’, option. This is highlighted in blue.
Now, some of you may not see this option, if yes, don’t panic. I’ll tell you what needs to be
done.
Click on ‘File’ –

This will open up a new window, and on your left-hand side panel, you will see an option
to select ‘option’ –
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Click on the Options, and you will see a bunch of general options to work with. On the lefthand panel, select ‘Add-Ins’, click on it and then click on the ‘Analysis Tool pack’. Then
click on ‘Go’, and finally on ‘Ok’. With this, you’d essentially added the ‘Data Analysis’
option to the data ribbon.
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Close the excel sheet and restart your system and you are good to roll.

Step 2 – Enter the values
So we proceed further based on the assumption that your excel sheet has the data
analysis pack. The next step is to invoke the linear regression function within the data
analysis pack. To do this, click on the ‘Data’ ribbon, and select the Data Analysis. This will
open up a pop-up, which will have a list of statistical operations which you can perform on
data sets. Select the one which says ‘Regression’.

Select regression and click ok, you will see the following pop up –
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As you can see, there are a bunch of fields here. I’d suggest you pay attention to the first
section, which is the input section. There are two fields here – ‘Input Y Range’ and ‘Input X
Range’. As you may have imagined, Y is for the dependent variable and X is for the
dependent variable.
This is where we feed in the X and Y series data. To do that, click on the input channel and
select Y and X range –

Also, please notice that I’ve checked the label box, this indicates that the first cell value i.e.
A2 and B2 contain the series label i.e. X & Y respectively.
I’d suggest you ignore the other input values for now.
On the output side, ensure you’ve clicked the following –
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Selecting ‘New worksheet’, ensures that the output data is printed on a new worksheet.
I’ve also clicked on two other variables called – Residuals and Standardized Residuals. I
will talk about these two variables at a later point. For now, just ensure they are selected.
With this, you are good to perform the linear regression operation. Click on the ‘Ok’ button
which is available in the right-hand top corner.
Excel will now take these inputs and perform the linear regression operation, the results
will be posted in a new sheet within the same workbook.

9.2 – Linear Regression Output
So here is how the linear regression output looks and as expected, the summary of the
output is presented in a new sheet.

Agreed, the summary output is quite scary at the first glance. It has lots and lots of
information. We will unravel this output in bits and pieces as we proceed.
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For now, let’s concentrate on finding our slope and intercept. I’ve highlighted this for you
in the below snapshot –

The data points highlighted in red contains the coefficients we are looking for i.e. the
intercept (or constant) and the slope (denoted by x).
Some of you may be confused with the slope being represented by x, I understand its
misleading, it would have been best if it was M instead of x as it would match the straightline equation, but then I guess we will have to live with x for slope.
So,
o

Slope of the equation = 1.885

o

Intercept (or constant) = -7.859813.

Given this, the straight-line equation for the arbitrary set of data is –
y = 1.885*x + (-7.859813) or

zerodha.com/varsity

73

y = 1.885*x – 7.859813
So what does this really mean?
Well, if you recollect from the previous chapter, this equation essentially helps us predict
the value of y or the dependent variable for a certain x. Let me repost the table here for the
sake of convenience –

X

Y

10

3

12

6

8

4

9

17

20

36

18

22

15

??

I’ve added a new data point for x here i.e. 15, now using the slope and intercept, we can
predict the value of y. Let’s do that –
y = 1.885 * 15 – 7.859813
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= 28.275 – 7.859813
= 20.415
So, if x is 15, then most likely, the predicted value of y is 20.415.
How accurate is this prediction, you may ask?
Well, it’s not accurate. It is only an estimation. For example, consider the value of x is 18
(refer to the last but one data point), then according to the straight line equation, the
value of y should be –
y = 1.885*18 – 7.859813
= 33.93 – 7.859813
= 26.07019
However, the actual value of y is 22.
This leads us two values of y –
1. Predicted value of y via the straight line equation
2. Actual value of y
The difference between the two values of y is called the residuals. For example, the
residual for y (difference between actual and predicted y), when x = 18 is
26.07019 – 22
= 4.070187
The summary output when you perform linear regression also contains the residuals, I’ve
highlighted the same in the snapshot below –
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I’ve also highlighted the residual when x = 18, which is what we calculated above.
To give you a heads up – the bulk of the focus for carrying out the relative value trade
depends on the residuals. Stay tuned!
Download the excel sheet here.

Key takeaways from this chapter
1. Linear regression is a statistical operation which helps you construct a straight line
equation
2. Linear regression can be performed on excel. One needs to install the excel plugin
to perform linear regression
3. Amongst many other output variables, linear regression gives out the values of the
slope and intercept
4. With the help of the slope and intercept, one can predict the value of y
5. The difference between actual y and predicted y is called the residual
6. The residual is also a part of the output summary
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CHAPTER 10

PTM2, C3 – The Error Ratio
10.1 – Who is X and who is Y?
I hope the previous chapter gave you a basic understanding of linear regression and how
one can conduct the linear regression operation on two sets of data, on MS Excel.
Remember, we are talking about two variables here – X and Y.
X is defined as the independent variable and Y is the dependent variable. If you’ve spent
time thinking about this, then I’m certain you’d have guessed X and Y will eventually be
two different stocks.
In fact, let us just go ahead and run a linear regression on two stocks – maybe HDFC Bank
and ICICI Bank and see what results we get.
I’m setting ICICI Bank as X and HDFC Bank as Y. A quick note on data before we proceed –
1. Make sure your data is clean – adjusted for splits, bonuses, and any other
corporate actions
2. Make sure the data matches the exact dates – for instance, the data I have for both
the stocks here runs from 4th of Dec 2015 to 4th Dec 2017.
Here is how the data looks –
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I’ll run the linear regression on these two stocks (I’ve explained how to do this in the
previous chapter), also do note, I’m running this on the stock prices and not really on
stock returns –
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The result of the linear regression is as follows –

Since ICICI is independent and HDFC is dependent, the equation is –
HDFC = Price of ICICI * 7.613 – 663.677
I’m assuming, you are familiar with the above equation. For those who are not familiar, I’d
suggest you to read the previous two chapters. However here is the quick summary – the
equation is trying to predict the price of HDFC using the price of ICICI.
Or in other words, we are trying to ‘express’ the price of HDFC in terms of ICICI.
Now, let us reverse this – I will set ICICI as dependent and HDFC as the independent.
Here is how the results look –
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The equation is –
ICICI = HDFC * 0.09 + 142.4677
So for the given two stocks, you can regress two ways by reordering which stock is
dependent and which one is the independent variable.
However, the question is – how do you decide which one should be marked dependent
and which one as independent. Or in other words, which order makes the most sense.
The answer to this depends on three things –
1. Standard Error
2. Standard Error of intercept
3. The ratio of the above two variables.
Remember, the linear equation above, essentially expresses the variation of price of ICICI
in terms of HDFC (refer to the equation above). This expression or explanation of the price
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variation of one stock by keeping the price of the other stock as a reference can never be
100%. If it was 100%, then there is no play here at all.
Having said so, the equation should be strong enough to explain the variation in price of
the dependent variable as much as possible, keeping the independent variable in
perspective. The stronger this is, the better it is.
This leads us to the next obvious question – how do we figure out how strong the linear
regression equation is? This is where the ratio –
Standard Error of Intercept / Standard Error comes into play. To understand this ratio,
we need to understand both the numerator and the denominator before talking about the
ratio itself.

10.2 – Back to residuals
Here is the linear regression equation of ICICI as independent and HDFC as the dependent
–
HDFC = Price of ICICI * 7.613 – 663.677
This essentially means, if I know the price of ICICI, I should be able to predict the price of
HDFC. However, in reality, there is a difference between the predicted price of HDFC and
the actual price. This difference is called the ‘Residuals’.
Here is the snapshot of the residuals when we try and explain the price of HDFC keeping
ICICI as the independent variable –
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When I talk about the regression equation and the residuals, usually, I get one common
question – what is the use of regression if there is a residual each and every time? Or in
other words, how can we rely on an equation, which fails to predict accurately, even once.
This is a fair question. If you look at the residuals above, they vary from a low of -288 to a
high of 548, so using this equation to make any sort of prediction one price is futile.
But then, this was never about predicting the price of the dependent stock, given the price
of an independent stock. It was always about the residuals!
Let me give you a heads-up here – the residuals display a certain behaviour. If we can
understand this behaviour and figure a pattern within it, then we can rework backwards to
construct a trade. This trade obviously involves buying and selling the two stocks
simultaneously, hence this qualifies as a pair trade.
Over the next few chapter, we will dwell deeper into this. However, for now, let’s talk
about the ‘Standard Error’, the denominator in the Standard Error of Intercept /
Standard Error equation.
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The standard error is one of the variables which gets reported when you run a linear
regression operation. Here is the snapshot showing the same –

The standard error is defined as the standard deviation of the residuals. Remember, the
residuals itself is a time series array. So if you were to calculate the standard deviation of
the residuals, then you get the standard error.
In fact, let me manually calculate the standard error of the residuals, I’m doing this for X =
ICICI and y = HDFC

And excel tells me the standard deviation is 152.665. The standard error as reported in the
summary output is 152.819. The minor difference can be ignored.
The ‘Standard Error of the Intercept’, is a little tricky. It does get reported in the regression
report, and here is the standard error of the intercept with x = ICICI and y = HDFC
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Recall, the regression equation –
y=M*x+ C
Where,
M = Slope
C = Intercept
If you realize, here both M and C are estimates. And how are they estimated? They are
estimated based on the historical data provided to the regression algorithm. The data can
obviously contain noise components and few outliers. This implies that there is a scope
for the estimates can go wrong.
The Standard Error of the Intercept is the measure of the variance of estimated intercept.
It helps up understand by what degree the intercept itself can vary. So in a sense, this is
somewhat similar to the ‘Standard Error’ itself. To summarize –
o

Standard Error of Intercept – The variance of the intercept

o

Standard Error – The variance of the residuals.

Now that we have defined both these variables, let’s bring back the ‘Error Ratio’. Please
note, the term ‘Error Ratio’ is not a standard term, I’ve come up with it for ease of
understanding.
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Anyway, the error ratio, as we know –
Error Ratio = Standard Error of Intercept / Standard Error
I’m calculated the same for –
1. ICICI as X and HDFC as y = 0.401
2. HDFC as X and ICICI as y = 0.227
The decision to designate X and Y to stocks depends on the value of the error ratio. The
lower the better. Since HDFC as X and ICICI as y offers the lowest error ratio, we will
designate HDFC as the independent variable (X) and ICICI as the dependent variable (Y).
I’d love to explain the reason as to why we are using the error ratio as the key input for
designating X and Y, but I guess I will hold back. I’ll revisit this again when I take up pair
trade example. For now, remember to calculate the error ratio and estimate which stock
should be dependent and which one will be the independent.
You can download the excel sheet used in this chapter here.

Key takeaways from this chapter
1. X is the independent stock and Y is the dependent stock
2. The decision to figure out which stock is X and which one should be Y depends on
‘Error Ratio’
3. Both the slope and the intercept from the linear regression equation are estimates
4. Error Ratio = Standard Error of the Intercept / Standard Error
5. Standard error is the standard deviation of the residuals
6. Standard error of intercept gives you a sense of the variance of the intercept
7. Regress Stock 1 with Stock 2 and also Stock 2 with Stock 1, whichever offers the
lowest error ratio defines which stock is dependent and which one is independent
8. Residuals display certain properties, studying which can help identify pair trading
pattern
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CHAPTER 11

PTM2, C4 – The ADF test
11.1 – Co-Integration of two-time series
I guess this chapter will get a little complex. We would be skimming the surface of some
higher order statistical theory. I will try my best and stick to practical stuff and avoid all
the fluff. I’ll try and explain these things from a trading point of view, but I’m afraid, some
amount of theory will be necessary for you to know.
Given the path ahead I think it is necessary to re-rack our learnings so far and put some
order to it. Hence let me just summarize our journey so far –
1. Starting from Chapter 1 to 7, we discussed a very basic version of a pair trade. We
discussed this simply to lay out a strong foundation for the higher order pair
trading technique, which is generally known as the relative value trade
2. The relative value trade requires the use of linear regression
3. In linear regression, we regress an independent variable, X against a dependent
variable Y.
4. When we regress – some of the outputs that are of interest are the intercept, slope,
residuals, standard error, and the standard error of the intercept
5. The decision to classify a stock as dependent and independent really depends on
the error ratio.
6. We calculate the error ratio by interchanging both X and Y. The one which offers
the lowest error ratio will define which stock is X and which on as Y.
I hope you have read and understood everything that we have discussed up to this point.
If not, I’d suggest you read the chapters again, get clarity, and then proceed.
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Recollect, in the previous chapter, we discussed the residuals. In fact, I also mentioned
that the bulk of the focus going forward will be on the residuals. It is time we study the
residuals in more detail and try and establish the kind of behaviour the residuals exhibit.
In our attempt to do this, we will be introduced to two new jargons – Cointegration and
Stationarity.

Generally speaking, if two-time series are ‘co integrated’ (stock X and stock Y in our case),
then it means, that the two stocks move together and if at all there is a deviation from this
movement, it is either temporary or can be attributed to a stray event, and one can expect
the two-time series to revert to its regular orbit i.e. converge and move together again.
Which is exactly what we want while pair trading. This means to say, the pair that we
choose to pair trade on, should be cointegrated.
So the question is – how do we evaluate if the two stocks are cointegrated?
Well, to check if the two stock is cointegrated, we first need to run a linear regression on
the two stocks, then take up the residuals obtained from the linear regression algorithm,
and check if the residual is ‘stationary’.
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If the residuals are stationary, then it implies that the two stocks are cointegrated, if the
two stocks are cointegrated, then the two stocks move together, and therefore the ‘pair’ is
ripe for tracking pair trading opportunity.
Here is an interesting way to look at this – one can take any two-time series and apply
regression, the regression algorithm will always throw out an output. How would one
know if the output is reliable? This is where stationarity comes into play. The regression
equation is valid if and only if residuals are stationary. If the residuals are not stationary,
regression relation shouldn’t be used.
Speculating and setting up trades on a co-integrated time series is a lot more meaningful
and is independent of market direction.
So, essentially, this boils down to figuring out if the residuals are stationary or not.
At this point, I can straight away show you how to check if the residuals are stationary or
not, there is a simple test called the ‘ADF test’ to do this – frankly, this is all you need to
know. However, I think you are better off if you spend few minutes to understand what
‘Stationarity’ really means (without actually deep diving into the quants).
So, read the following section only if you are curious to know more, else go to the section
which talks about ADF test.

11.2 Stationary and non-stationary series
A time series is considered ‘Stationary’ if it follows three 3 simple statistical conditions. If
the time series partially satisfies these conditions, like 2 out of 3 or 1 out of 3, then the
stationarity is considered weak. If none of the three conditions are satisfied, then the time
series is ‘non-stationary’.
The three simple statistical conditions are –
o

The mean of the series should be same or within a tight range

o

The standard deviation of the series should be within a range
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o

There should be no autocorrelation within the series – this means any particular
value in the time series – say value ‘n’, should not be dependent on any other value
before ‘n’. Will talk more about this at a later stage.

While pair trading, we only look for pairs which exhibit complete stationarity. Nonstationary series or weak stationary series will not work for us.
I guess it is best to take up an example (like a sample time series) and figure out what the
above three conditions really mean and hopefully, that will help you understand
‘stationarity’ better.
For the sake of this example, I have two-time series data, with 9000 data points in each.
I’ve named them Series A and Series B, and on this time series data, I will evaluate the
above three stationarity conditions.
Condition 1 – The mean of the series should be same or within a tight range
To evaluate this, I will split each of the time series data into 3 parts and calculate the
respective mean for each part. The mean for all three different parts should be around the
same value. If this is true, then I can conclude that the mean will more or less be the same
even when new data points flow in the future.
So let us go ahead and do this. To begin with, I’m splitting the Series A data into three
parts and calculating its respective means, here is how it looks –
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Like I mentioned, I have 9000 data points in Series A and Series B. I have split Series A data
points into 3 parts and as you can see, I’ve even highlighted the starting and ending cells
for these parts.
The mean for all the three parts are similar, clearly satisfying the first condition.
I’ve done the same thing for Series B, here is how the mean looks –

Now as you can see, the mean for Series B swings quite wildly and thereby not satisfying
the first condition for stationarity.
Condition 2 -The standard deviation should be within a range.
I’m following the same approach here – I will go ahead and calculate the standard
deviation for all the three parts for both the series and observe the values.
Here is the result obtained for Series A –
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The standard deviation oscillates between 14-19%, which is quite ‘tight’ and therefore
qualifies the 2ndstationarity condition.
Here is how the standard deviation works out for Series B –

Notice the difference? The range of standard deviation for Series B is quite random. Series
B is clearly not a stationary series. However, Series A looks stationary at this point.
However, we still need to evaluate the last condition i.e. the autocorrelation bit, let us go
ahead and do that.
Condition 3 – There should be no autocorrelation within the series
In layman words, autocorrelation is a phenomenon where any value in the time series is
not really dependent on any other value before it.
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For example, have a look at the snapshot below –

The 9th value in Series A is 29, and if there is no autocorrelation in this series, the value 29
is not really dependent on any values before it i.e. the values from cell 2 to cell 8.
But the question is how do we establish this?
Well, there is a technique for this.
Assume there are 10 data points, I take the data from Cell 1 to Cell 9, call this series X, now
take the data from Cell 2 to Cell 10, call this Series Y. Now, calculate the correlation
between Series X and Y. This is called 1-lag correlation. The correlation should be near to
0.
I can do this for 2 lag as well – i.e. between Cell 1 to Cell 8, and then between Cell 3 to Cell
10, again, the correlation should be close to 0. If this is true, then it is safe to assume
assumed that the series is not auto correlated, and hence the 3rd condition for stationarity
is proved.
I’ve calculated 2 lag correlation for Series A, and here is how it looks –
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Remember, I’m subdividing Series A into two parts and creating two subseries i.e. series X
and series Y. The correlation is calculated on these two subseries. Clearly, the correlation
is close to zero and with this, we can safely conclude that Time Series A is stationary.
Let’s do this for Series B as well.

I’ve taken a similar approach, and the correlation as you can see is quite close to 1.
So, as you can see all the conditions for stationarity is met for Series A – which means the
time series is stationary. While Series B is not.
I know that I’ve taken a rather unconventional approach to explaining stationarity and cointegration. After all, no statistical explanation is complete without those scary looking
formulas. But this is a deliberate approach and I thought this would be the best possible
way to discuss these topics, as eventually, our goal is to learn how to pair trade efficiently
and not really deep dive into statistics.
Anyway, you could be thinking if it is really required for you to do all of the above to figure
out if the time series (residuals) are indeed stationary. Well, like I said before, this is not
required.
We only need to look at the results of something called as the ‘The ADF Test’, to establish
if the time series is stationary or not.
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11.3 – The ADF test
The augmented Dickey-Fuller or the ADF test is perhaps one of the best techniques to test
for the stationarity of a time series. Remember, in our case, the time series in
consideration is the residuals series.
Basically, the ADF test does everything that we discussed above, including a multiple lag
process to check the autocorrelation within the series. Here is something you need to
know – the output of the ADF test is not a definitive ‘Yes – this is a stationary series’ or ‘No
– this is not a stationary series’. Rather, the output of the ADF test is a probability. It tells
us the probability of the series, not being stationary.
For example, if the output of the ADF test a time series is 0.25, then this means the series
has a 25% chance of not being stationary or in other words, there is a 75% chance of the
series being stationary. This probability number is also called ‘The P value’.
To consider a time series stationary, the P value should be as low as 0.05 (5%) or lower.
This essentially means the probability of the time series is stationary is as high as 95% (or
higher).
Alright, so how do you run an ADF test?
Frankly, this is a highly complex process and unfortunately, I could not find a single source
online which will help you run an ADF test for free. I do have an excel sheet (which has a
paid plugin) to run an ADF test, but unfortunately, I cannot share it here. If I could, I would
have.
If you are a programmer, I’ve been told that there are Python plugins easily available to
run an ADF test, so you could try that.
But if you are a non-programmer like me, then you will be stuck at this stage. So here is
what I will do, once in a weak or 15 days, I will try and upload a ‘Pair Data’ sheet, which
will contain the following information of the best possible combination of pairs, this
includes –
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1. You will know which stock is X and which stock is Y
2. You will know the intercept and Beta of this combination
3. You will also know the p-value of the combination
The look back period for generating this is 200 trading days. I’ve restricted this just to
banking stocks, but hopefully, I can include more sectors going forward. To help you
understand this better, here is the snapshot of the latest Pair Datasheet for banking stocks
–

The first line suggests that Federal Bank as Y and PNB as X is a viable pair. This also means,
that the regression of Federal as Y and PNB as X and Federal as X and PNB as Y was
conducted and the error ratio for both the combination was calculated, and it was found
that Federal as Y and PNB as X had the least error ratio.
Once the order has been figured out (as in which one is Y and which one is X), the intercept
and Beta for the combination has also been calculated. Finally, the ADF was conducted
and the P value was calculated. If you see, the P value for Federal Bank as Y and PNB as X
is 0.365.
In other words, this is not a combination you should be dealing with as the probability of
the residuals being stationary is only 63.5%.
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In fact, if you look at the snapshot above, you will find only 2 pairs which have the desired
p-value i.e. Kotak and PNB with a P value of 0.01 and HDFC and PNB with a P value of
0.037.
The p values don’t usually change overnight. Hence, for this reason, I check for p-value
once in 15 or 20 days and try and update them here.
I think we have learned quite a bit in this chapter. A lot of information discussed here
could be new for most of the readers. For this reason, I will summarize all the things you
should know about Pair trading at this point –
1. The basic premise of pair trading
2. Basic overview of linear regression and how to perform one
3. In linear regression, we regress an independent variable, X against a dependent
variable Y.
4. When we regress – some of the outputs that are of interest are the intercept, slope,
residuals, standard error, and the standard error of the intercept
5. The decision to classify a stock as dependent and independent really depends on
the error ratio.
6. We calculate the error ratio by interchanging both X and Y. The one which offers
the lowest error ratio will define which stock is X and which on as Y
7. The residuals obtained from the regression should be stationary. If they are
stationary, then we can conclude that the two stocks are co-integrated
8. If the stocks are cointegrated, then they move together
9. Stationarity of a series can be evaluated by running an ADF test.
If you are not clear on any of the points above, then I’d suggest you give this another shot
and start reading from Chapter 7.
In the next chapter, we will try and take up an example of a pair trade and understand its
dynamics.
You can download the Pair Data sheet, updated on 11th April 2018.
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Lastly, this module (and this chapter, in particular) could not have been possible without
the inputs from my good friend and an old partner, Prakash Lekkala. So I guess, we all
need to thank him

Key takeaways from this chapter –
1. If two stocks move together, then they are also cointegrated
2. You can pair trade on stocks which are cointegrated
3. If the residuals obtained from linear regression is stationary, then it implies the two
stocks are co-integrated
4. A time series is considered stationary if the series has a constant mean, constant
standard deviation, and no autocorrelation
5. The check for stationarity can be done by an ADF test
6. The p-value of the ADF test should be 0.05% or lower for the series to be
considered stationary.
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CHAPTER 12

Trade Identification
12.1 – Trading the equation
At this stage, we have discussed pretty much all the background information we need to
know about Pair trading. We now have to patch things together and understand how all
these concepts make sense while taking up a pair trade.
Let’s start with the basic equation again. I understand we have gone through this equation
earlier in this module, but I want you to relook at this equation from a trader’s
perspective. I want you to think about ways in which you can trade this equation. I want
you to see opportunities here. This is where everything starts to culminate.
y = M*x + c
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What is this equation essentially trying to tell you? Well, frankly, it depends on how your
perspective of this equation. You can look at it from two different perspectives –
1. As a statistician
2. As a trader
Since we are dealing with two stocks here, the statistician would look at this as an
equation where the stock price of a dependent stock ‘y’ is being explained with respect to
an independent stock price ‘x’. This process of ‘price explanation’ generates two other
variables i.e. the slope (or beta) ‘M’ and the intercept ‘c’.
So in an ideal world, the stock price of y should be exactly equal to the Beta times X plus
the intercept.
But we know that this is not true, there is always a variation in this equation which leads
to the difference between the actual stock price of Y and the predicted stock price of Y.
This difference is also termed as the ‘residual’ or the error term.
In fact, we can extend the above equation to include the residuals and with that, the
equation would look like this –
y = M*x + c + ε
Where, ε represents the error or the residual of the equation. Of course, by now we are
even familiar with the stationarity of the residuals which adds more sanctity to the above
equation.
Fair enough, now for the interesting bit – how would a trader look at this equation? Let
me repost the equation again –
y = M*x + c + ε
Let us break this equation into smaller pieces –
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y = M*x, this essentially means, the price of the dependent stock ‘y’ is equal to the
independent stock price ‘x’, multiplied by the slope M. Well, the slope is essentially the
beta and it tells us how many stocks of x would equal the price of y.
For example, here is the linear regression output of HDFC Bank (y) vs ICICI Bank (x) –

And here is the snapshot of the prices of ICICI and HDFC –

Now, this means, the price of HDFC Bank is roughly equal to the price of ICICI times the
Beta. So, 1914 = 291 *7.61.

Don’t jump in to do the math, I know that does not add up
But for a moment, assume if this equation were to be true, then, in other words, this
essentially means 7.61 shares of ICICI equals 1 share of HDFC. This is an important
conclusion.
This also means, if I were to go long on one share of HDFC and short on 7.61 shares of ICIC,
then I’m essentially long and short at the same time, hence I’ve hedged away a large
amount of directional risk. Don’t forget the basic premise here, we are considering these
two stocks because they are co-integrated in the first place.
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So here is the equation again –
y = M*x + c + ε
If this equation were to be true, then by going long and short on y and x, we are hedging
away the directional risk associated with this pair.
This leaves us with the 2nd part of the equation i.e. c + ε
As you know, C is the intercept. Now, at this point, I want you to recollect the ‘Error Ratio’
which we discussed in chapter 10.
Error Ratio = Standard Error of Intercept / Standard Error.
As you may recollect, we discussed the lower the error ratio, the better it is.
Mathematically, this also implies that we are looking at pairs which have a low intercept.
Again this is a very crucial point for you to note, we are selecting the pairs, such that the
standard error of the intercept is low.
Remember, in this equation y = M*x + c + ε we are trying to establish a trade (or hedge)
every element. We are hedging y with Mx. We are trying to minimize c or the intercept
because we are not trading or hedging it. Therefore, the lower it is, the better for us.
This leaves us with just the residual or the ε.
Remember, the residual is a time series. We have even validated the stationarity of this
series. Now, because the residual is a stationary time series, the properties of normal
distribution can be quite beautifully applied. This means, I only need to track the residuals
and trigger a trade when it hits the upper or lower standard deviation!
Generally speaking, a trade is initiated when –
1. Long on the pair (buy y, sell x) when the residuals hit -2 standard deviation (-2SD)
2. Short on the pair (sell y, buy x) when the residuals hit +2 standard deviations
(+2SD)
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Like in the first method, the idea here is to initiate a trade at the 2 nd standard deviation
and hold the trade till the residual reverts to mean. The SL can be kept at 3SD for both the
trades. More on this in the next chapter.
I know this is a short chapter, but I will conclude it here, as I don’t want to clutter your
mind with other information.
It is important for you to understand this equation from a trader’s perspective and figure
out what exactly you are trading. Remember, we are only trading the residuals here. We
are hedging away the stock price of y with x. The intercept is kept low, and the residual is
traded.
Why is the residual tradable? Because its stationary and therefore, its behaviour is kind of
predictable. In the next chapter, I’ll try and take up a live trade and deal with the practical
aspects of pair trading.

Key takeaways from this chapter
1. The pair trading equation is actually the main equation which we trade
2. Every element of the equation is looked into
3. We hedge the stock price of y with the stock price of x. The beta of x tells us the
number stocks required to hedge 1 stock of y
4. By looking into the error ratio, we are ensuring the intercept is kept low. Please
remember we are not hedging the intercept, hence this needs to be kept low
5. The residual is what we trade as it is stationary and follows the normal distribution
quite well
6. A long trade is initiated when residuals hit -2SD. Likewise, a short trade is initiated
when the residuals hit +2SD
7. Long on a pair requires us to go long on Y and short on X
8. Short on a pair requires us to go short on Y and long on X
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9. When we initiate a pair trade, we expect the residual to hit the mean, so we hold
until then
10. The SL can be kept at 3SD for both long and short trades
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CHAPTER 13

Live Example -1
13.1 – Tracking the pair data

We have finally reached a point where we are through with all the background theory
knowledge required for Pair Trading. I know most of you have been waiting for this
moment
In this last and final chapter of pair trading, we will take up an example of a live trade and
discuss factors that influence the trade.
Here is a quick recap of pre-trade theory –
1. Basic overview of linear regression and how to perform one
2. Linear regression requires you to regress an independent variable X against a
dependent variable Y
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3. The output of linear regression includes the intercept, slope, residuals, standard
error, and the standard error of the intercept
4. The decision to classify a stock as dependent (Y) and independent (X) depends the
error ratio
5. Error ratio is defined as the ratio of standard error of intercept/standard error
6. We calculate the error ratio by interchanging both X and Y. The combination which
offers the lowest error ratio will define which stock is assigned X and which on as Y
7. The residuals obtained from the regression should be stationary. If they are
stationary, then we can conclude that the two stocks are co-integrated
8. If the stocks are cointegrated, then they move together
9. Stationarity of a series can be evaluated by running an ADF test
10. The ADF value of an ideal pair should be less than 0.05
Over the last few chapters, we have discussed each point in great details. These points
help us understand which pairs are worth considering for pair trading. In a nutshell, we
take any two stocks (from the same sector), run a linear regression on it, check the error
ratio and identify which stock is X and which is Y. We now run an ADF test on the residual
of the pair. A pair is considered worth tracking (and trading) only if the ADF is 0.05 or
lower. If the pair qualifies this, we then track the residuals on a daily basis and try to spot
trading opportunities.
A pair trade opportunity arises when –
1. The residuals hit -2 standard deviations (-2SD). This is a long signal on the pair, so
we buy Y and sell X
2. The residuals hit +2 standard deviations (+2SD). This is a short signal on the pair, so
we sell Y and buy X
Having said so, I generally prefer to initiate the trade when the residuals hit 2.5 SD or
thereabouts. Once the trade is initiated, the stop loss is -3 SD for long trades and +3SD for
short trades and the target is -1 SD and +1 SD for long and short trades respectively. This
also means, once you initiate a pair trade, you will have to track the residual value to
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know where it lies and plan your trades. Of course, we will discuss more on this later in
this chapter.

13.2 – Note for the programmers
In Chapter 11, I introduced the ‘Pair Data’ sheet. This sheet is an output of the Pair
Trading Algo. The pair trading algo basically does the following –
1. Downloads the last 200-day closing prices of the underlying. You can do this from
NSE’s bhavcopy, in fact, automate the same by running a script.
2. The list of stock and its sector classification is already done. Hence the download is
more organized
3. Runs a series of regressions and calculates the ‘error ratio’ for each regression. For
example, if we are talking about RBL Bank and Kotak Bank, then the regression
module would regress RBL (X) and Kotak (Y) and Kotak (X) and RBL (Y). The
combination which has the lowest error ratio is considered and the other
combination is ignored
4. The ADF test is applied on the residuals, for the combination which has the lowest
error ratio.
5. A report (pair data) is generated with all the viable X-Y combination and its
respective intercepts, beta, ADF value, standard error, and sigma are noted. I know
we have not discussed sigma yet, I will shortly.
If you are a programmer, I would suggest you use this as a guideline to develop your own
pair trading algo.
Anyway, in Chapter 11, I had briefly explained how to read the data from the Pair data, but
I guess it’s time to dig into the details of this output sheet. Here is the snapshot of the Pair
data excel sheet –
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Look at the highlighted data. The Y stock is Bajaj Auto and X stock is TVS. Now because
this combination is present in the report, it implies – Bajaj as Y and TVS as X has a lower
standard error ratio, which further implies that Bajaj as X and TVS as Y is not a viable pair
owing to higher error ratio, hence you will not find this combination (Bajaj as X and TVS as
Y) in this report.
Along with identifying which one is X and Y, the report also gives you the following
information –
1. Intercept – 1172.72
2. Beta – 2.804
3. ADF value – 0.012
4. Std_err – -0.77
5. Sigma – 103.94
I’m assuming (and hopeful) you are aware of the first three variables i.e. intercept, Beta,
and ADF value so I won’t get into explaining this all over again. I’d like to quickly talk about
the last two variables.
Standard Error (or Std_err) as mentioned in the report is essentially a ratio of Today’s
residual over the standard error of the residual. Please note, this can get a little confusing
here because there are two standard errors’ we are talking about. The 2nd standard error is
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the standard error of the residual, which is reported in the regression output. Let me
explain this with an example.
Have a look at the snapshot below –

This is the regression output summary of Yes Bank versus South Indian Bank. I’ve
highlighted standard error (22.776). This is the standard error of the residuals. Do
recollect, we have discussed this earlier in this module.
The second highlight is 20.914, which is the residual.
The std_err in the report is simply a ratio of –
Today’s residual / Standard Error of the residual
= 20.92404/22.776
= 0.91822
Yes, I agree calling this number std_err is not the best choice, but please bear with it for
now
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This number gives me information of how today’s residual is position in the context of the
standard distribution. This is the number which is the key trigger for the trade. A long
position is hit if this number is -2.5 or higher with -3.0 as stop loss. A short position is
initiated if this number reads +2.5 or higher with a stop loss at +3.0. In case of long, target
is at -1 or lower and in case of short, the target is +1 or lower.
This also means, the std_err number has to be calculated on a daily basis and tracked to
identify trading opportunities. More on this in a bit.
The sigma value in the pair data report is simply the standard error of the residual, which
in the above case is 22.776.
So now if you read through the pair data sheet, you should be able to understand the
details completely.

Alright, let us jump to the trade now

13.3 – Live example
I have been running the pair trading algo to look for opportunities, and I found one on
10th May 2018. Here is the snapshot of the pair data, you can download the same towards
the end of this chapter. Do recollect, this pair trading algo was generated using the closing
prices of 10th May.
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Look at the data highlighted in red. This is Tata Motors Ltd as Y (dependent) and Tata
Motors DVR as X (independent).
The ADF value reads, 0.0179 (less than the threshold of 0.05), and I think this is an
excellent ADF value. Do recollect, ADF value of less than 0.05 indicates that the residual is
stationary, which is exactly what we are looking for.
The std_err reads -2.54, which means the residuals is close has diverged (sufficiently
enough) away from the mean and therefore one can look at setting up a long trade. Since
this is a long trade, one is required to buy the dependent stock (Tata Motors) and short the
independent stock (Tata Motors DVR). This trade was supposed to be taken on 11 th May
Morning (Friday), but for some reason, I was unable to place the trade. However, I did take
the trade on 14th May (Monday) morning at a slightly bad rate, nevertheless, the intention
was to showcase the trade and not really chase the P&L.
Here are the trade execution details –
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You may have two questions at this point. Let me list them for you –
Question – Did I actually execute the trade without checking for prices? As in I didn’t even
look at what price the stocks, I didn’t look at support, resistance, RSI etc. Is it not
required?
Answer – No, none of that is required. The only thing that matters is where the residual is
trading, which is exactly what I looked for.
Question – On what basis did I choose to trade 1 lot each? Why can’t I trade 2 lots of TM
and 3 lots of TMD?
Answer – Well this depends on the beta of the stock. We will use the beta and identify the
number of stocks of X &Y to ensure we are beta neutral in this position. The beta
neutrality states that for every 1 stock of Y, we need to have beta*X stock of X. For
example, in the Tata Motors (Y) and Tata Motors DVR (X) for example, the beta is 1.59. This
means, for every 1 stock of Tata Motors (Y), I need to have 1.59 stocks of Tata Motors DVR
(X).
Going by this proportion, the lot size of Tata Motors (Y) is 1500, so we need 1500*1.59 or
2385 shares of Tata Motors DVR (X). The lot size is 2400, quite close to 2385, hence I
decided to go with 1 lot each. But I’m aware this trade is slightly more skewed towards the
long side since I’m buying additional 115.
Also, please note, because of this constraint, we cannot really trade pairs if the beta is –ve,
at least, not always.
Remember, I initiated this trade when the residual value was -2.54. The idea was to keep
the position open and wait for the target (-1 on residual) or stop loss (-3 on residual) was
hit. Until then, it was just a waiting game.
To track the position live, I’ve developed a basic excel tracker. Of course, if you are a
programmer, you can do much better with these accessories, but given my limited
abilities, I put up a basic position tracker in excel. Here is the snapshot, of course, you can
download this sheet from the link posted below.
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The position tracker has all the basic information about the pair. I’m guessing this is a
fairly easy sheet to understand. I’ve designed it in such a way that upon entering the
current values of X & Y, the latest Z score is calculated and also the P&L. I’d encourage you
to play around this sheet, even better if you can build one yourself
Once the position is taken, all one has to do is track the z-score of the residual. This means
you have to keep tracking the values and the respective z-scores. This is exactly what I did.
In fact, for the sake of this chapter, my colleague, Faisal, logged all the values (except for
the 14th and 15th). Here are the logs –
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As you can see, the current values were tracked and the latest z-score was calculated
several times a day. The position was open for nearly 7 trading session and this is quite
common with pair trading. I’ve experienced positions where they were open for nearly 22 25 trading sessions. But here is the thing – as long as your math is right, you just have to
wait for the target or SL to trigger.
Finally, on 23rd May morning, the z-score dropped to the target level and there was a
window of opportunity to close this trade. Here is the snapshot –

Notice, the gains in Tata Motors DVR is much larger than the loss in Tata Motors. In fact,
when we take the trade, we will never know which of the two positions will make us the
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money. The idea, however, is that one of them will move in our favour and the other won’t
(or may). It’s however, just not possible to identify which one will be the breadwinner.
The position tracker for the final day (23rd May) looked like this –

The P&L was roughly Rs.14,000/-, not bad I’d say for a relatively low-risk trade.

13.4 – Final words on Pair Trading
Alright guys, over the last 13 chapter, we have discussed everything I know about pair
trading. I personally thing this is a very exciting way of trading rather than blind
speculative trading. Although less risky, pair trade has its own share of risk and you need
to be aware of the risk. One of the common ways to lose money is when the pair can
continue to diverge after you initiate the position, leaving you with a deep loss. Further,
the margin requirements are slightly higher since there are two contracts you are dealing
with. This also means you need to have some buffer money in your account to
accommodate daily M2M.
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There could be situations where you will need to take a position in the spot market as
well. For example, on 23rd May, there was a signal to go short on Allahabad Bank (Y) and
long on Union Bank (X). The z-score was 2.64 and the beta for this pair is 0.437.
Going by beta neutrality, for every 1 share of Allahabad Bank (Y), I need 0.437 shares of
Union Bank (X). The Lot size of Allahabad Bank is 10,000, this implies I need to buy 4378
shares of Union Bank. However, the lot size of Union Bank is 4000, hence I had to buy 370
shares in the spot market.

Well, I hope I trade is successful
I know most of you would want the pair data sheet made available. We are working on
making this sheet available to you on a daily basis so that you can track the pairs.
Meanwhile, I would suggest you try and build this algo yourself. If you have concerns,
please post it below and I will be happy to assist.
If you don’t know how to program then you have no option but to find someone who
knows programming and convince him or her that there is money to be made, this is
exactly what I did
Lastly, I would like to leave you with a thought –
1. We run a linear regression of Stock A with Stock B to figure out if the two stocks are
cointegrated with their residuals being stationary
2. What if Stock A with Stock B is not stationary, but instead Stock A is stationary with
stock B & C as a combined entity?
zerodha.com/varsity

115

Beyond Pair, trading lies something called as multivariate regression. By no stretch of the
imagination is this easy to understand, but let me tell you if you can graduate to this
arena, the game is different.
Download the Position Tracker and Pair Datasheet below:
DOWNLOAD POSITION TRACKER
DOWNLOAD PAIR DATASHEET

Key takeaways from this chapter
1. The trigger to trade a pair comes from the residual’s current value
2. Check for beta neutrality of the pair to identify the number of stock required in X
and Y
3. If the beta of the pair is negative, then it may not be possible to set up the trade
4. Once the trade is initiated, check the z-score movement to trade its current
position
5. The price of the futures does not really matter, the emphasis is only on the z-score
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CHAPTER 14

Live Example – 2
14.1 – Position Sizing
I know, the discussion on pair trading was to end with the previous chapter, but I thought I
had to discuss a special case before we finally wrap up. I’ll also try and keep this chapter
really short
So here you go.
I ran through the pair trading algo y’day evening (28th May) and found a very interesting
trade. Here are the regression parameters –
o

Stock X = ICICI Bank

o

Stock Y = HDFC Bank

o

ADF = 0.048

o

Beta = 0.79

o

Intercept = 1626

o

Std_err = 2.67

What do you think of it? Perfect isn’t it? Its ICICI and HDFC, two of the largest private sector
banks, both have similar business landscape, both have a similar revenue stream, both
regulated by RBI. Perhaps the perfect candidate for a pair trade, right?
The ADF value is 0.048, which means there is only 4.8% chance that the residual is nonstationary or about 95.2% chance of the residuals being stationary, which is fantastic.
The std_err is +2.67, which is a perfect residual value to initiate a short pair trade. The
trade here is short HDFC and go long on ICIC.
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So, how do we position size this? Here are the price and lot size details –
o

HDFC Fut Price = 2024.8

o

HDFC Lot size = 500

o

ICICI Fut price = 298.8

o

ICICI Lot size = 2750

Remember we discussed position size in the previous chapter. We look at the beta and
estimate the number of shares required for this trade.
The beta is 0.79, this means, every 1 share of Y needs to be offset with 0.79 shares of X. The
lot size of HDFC (Y) is 500, this means to offset the beta, we need 395 shares of ICICI (X).
Do you see the problem here? The lot sizes simply do not match.

We cannot simply trade 1 lot each here like we did in the TATA Motors and Tata Motors
DVR example, discussed in the previous chapter. If we do, then this won’t be a beta neutral
trade.
Hence to position size this, we need to work around with the lot sizes –
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The lot size of ICIC is 2750, beta is 0.79, lot size of HDFC is 500. Given this, that the lot size is
higher than HDFC, what should be the minimum number of HDFC shares which will beta
neutral 2750 shares of ICICI.
To figure this out, we simply divide –
2750/0.79
= 3481.01
Since the lot size of HDFC is 500, we can round this off to 3500. Considering the lot size of
HDFC is 500, this will be 7 lots of HDFC against 1 lot of ICICI.

14.2 – Intercept
Alright, now that we know the position size as well, here is the big question – will you take
this trade?
Everything seems perfect, right? ADF has a desirable value, residual is at 2.67 SD, the two
stocks are highly correlated, the business is similar. So what can go wrong?
Yes, I agree, everything looks good, but on a closer look, the intercept reveals a slightly
different story.
To understand this, we need to quickly revisit the regression equation –
y = Beta * x + Intercept + Residual
If you think about this equation, we are trying to explain the stock price of Y in terms of the
stock price of X multiplied by its beta. The intercept is essentially that portion of the y’s
stock price which the model cannot explain, and the residual is the difference between
predicted y and actual y.
Going by this, a large intercept implies that a large portion of Y’s stock price cannot be
explained by the regression model.
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In this case, the intercept is 1626. The stock price of HDFC is 2024 per share, this means,
1626 out of 2024 cannot be explained by the regression equation. This means, the
regression equation cannot explain nearly 80% (1626/2024) of Y’s stock price or in other
words the equation can explain only 20% of the equation, which according to me is quite
tricky.
This further implies, that if we are trading this pair, then we are essentially trading a very
small probability here. I’d rather avoid this and look for another opportunity than trade
this. Of course, I know traders who would love to jump in and take this trade, but for
someone like me, I’d look at risk first and then the reward
Good luck!
DOWNLOAD PAIR DATASHEET
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CHAPTER 15

Calendar Spreads
15.1 – The classic approach
I had briefly introduced the concept of calendar spreads in Chapter 10 of the Futures
Trading module. Traditionally calendar spreads are dealt with a price based approach.
Here is a quick recap on how this is done –
1. Calculate the fair value of current month contract
2. Calculate the fair value of the mid-month contract
3. Look for relative mispricing between the two contracts
Based on the mispricing, you either buy the current month contract and sell the midmonth contract or sell the current month contract and buy the mid-month contract. Here
is an example of a Calendar Spread –
1. Buy TCS Futures expiring 28th June 2018 @ 1846
2. Sell TCS Futures expiring 28th July 2018 @ 1851
Here you buy and sell the futures of the same stock, but of contracts belonging to different
expiries like showcased above. The difference between prices of the two contracts is what
is expected to made here. The risk is extremely low in calendar spreads so therefore the
money you make on calendar spreads is also small. If you are trader like me, who is averse
to risk, then this is something you may like.
This approach to performing a calendar spread is a decent one.
By the way, if you are not familiar with what I’m discussing, then I’d suggest you read
Chapter 10 in the Futures Trading module to get a quick perspective on the classic
calendar spreads approach. I think it forms a crucial foundation on top of which you can
build other variant/styles of calendar spreads.
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So let’s get started straight away.

15.2 – Calendar spread logic
If you have read the chapters on pair trading, then understanding the calendar spread
logic is quite straightforward. This simplified approach assumes that the current price of
futures is a reflection of everything known in the market. The known set of information
can extend from news on the stock, corporate action, discount/premium, fair value, and
literally everything out there which is relevant to the stock.

Now, if the above assumption is valid, then probably we can use the price itself as a trigger
to identify opportunities to set up a calendar spread trade. This kind of simplifies the
whole approach. Calendar spreads are a low-risk strategy so therefore do not expect big
bucks from this strategy. However, since you simultaneously buy-sell the same asset, you
take out the directional risk involved in the trade, hence it does make sense to top up the
leverage. Also, unlike pair trade, the calendar spread trades can be ultra-short term in
nature, with most of the trades closing within the same day. Before I take up an example
to explain this, I’ll quickly give you an overview of this is done.
Start with downloading the continuous futures closing prices of the stock for both near
month and next month contracts.
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Calculate the daily historic difference between the two contracts and generate a time
series. Calculate the mean and standard deviation of the time series. Using the mean and
standard deviation data we can estimate the range for the difference. A trading signal is
triggered when the difference between the two contracts move to mean plus or minus 1
standard deviation and the trade is closed when the difference collapses to mean.

You get the point, don’t you

15.3 – Calendar spread example
I’ve taken the example of SBIN to illustrate calendar spreads. I have download the
continuous futures data from Zerodha Pi (Zerodha’s desktop trading application) for last
200 trading days. I have got the closing prices on excel sheet, and this is how it looks –

The next step is to calculate the difference between the two contracts. It is advisable to
subtract the price of near month contract from the current month contract. This is
because, all else equal, the futures price of Near month contract is always higher than the
previous month contract owing to the ‘cost of carry’. Chapter 10 of futures module
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explains this in more detail. The difference is calculated and the time series data is
generated, as shown below –

I will now calculate the mean and standard deviation on this time series. The mean will
give me an estimate on how much of the difference is acceptable on a ‘day to day’ basis
and at the same time, the standard deviation will give me a sense of variation in this
difference. Here is the snapshot.
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You can calculate the mean and standard deviation on excel using the ‘=Average ()’ and
‘=stdev()’ functions respectively.
The mean of 1.227 tells me that, all else equal, the difference between the two contracts
should be 1.227 or in that vicinity. This essentially means, there is no trade opportunity if
the spread (or the difference) between the two contracts hovers around this value.
We now use the standard deviation value and the mean value to calculate the range of the
spread –
o

Upper range = 1.227 + 0.4935 = 1.7205

o

Lower Range = 1.227 – 0.4935 = 0.7335

I had mentioned that the spread can hover around 1.227, but I had not quantified
‘vicinity’, which is quite important. The range calculation does just that, it helps us
quantify the range within which (vicinity) the spread can vary on a daily basis. Any value of
the spread outside this range gives us an opportunity to set up a calendar spread.
If the spread has increased beyond the upper range of 1.7205, it means either the near
month contract has increased in value or the current month contract has reduced in
value.
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The rule of thumb in any arbitrage is to always buy the asset in the cheaper market and
sell the same asset in the expensive market, hence the trade here would be to buy the
current month contract and sell the near month contract.
Likewise, if the spread has fallen below the lower range value i.e. 0.7335, this means the
current month has become expensive and near month has become cheaper. Hence, the
trade here is to sell the current month and buy the near month contract.
With this logic in perspective, let’s evaluate the if SBIN has given us any opportunities over
the last 200 trading days.

15.4 – Spotting opportunities
Keeping the above pointers in perspective, we can conclude the following –
1. Sell the spread when the spread increases beyond 1.7205. Sell spread means, sell
the near month contract and buy the current month contract
2. Buy the spread when the spread shrinks below 0.7335. Buy spread means, buy the
near month contract and sell the current month contract.
If you find it hard to figure out which contract to buy and which one to sell when a signal
originates, then simply think in terms of the near month contract. Sell spread means sell
the near month (therefore buy current month) and buy spread means buy the near-month
(therefore sell the current month contract).
In the excel sheet, I now look for the historical opportunities. I will identify the sell spread
opportunities first. To do this, I simply have to apply a filter, to filter out all values above
1.7205. I’ve done the same, here are the results –
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As you can see, on 6 occasions, the spread increases beyond 1.7205 or the first standard
deviation levels. On all these occasions, there was a trigger to sell, implying the spread
would fall back to mean.
In fact, here is how the spread behaved –

Sell spread

Trade closing

Buy spread

value

date

value

31-08-2017

2.45

1-09-2017

1.35

1.1

28-092017

2.6

29-09-2017

1.15

1.45

30-11-2017

2.35

01-12-2017

1.55

0.8

28-12-2012

3.8

29-12-2017

1.45

2.35

22-02-2018

2.5

23-03-2018

1.3

1.2

26-04-2018

1.85

27-04-2018

0.6

1.25

Signal Date

P&L

As you can notice, signals originate around month ends, probably due to expiry dynamics.
Also, every trade has resulted in a profit (although small) and closed the very next day.
Let us see how the buy spread trades have performed. I have filtered for all values below
0.7335, and here are the results –
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There are close to 28 trade here and not all of them are successful. Of course, the losses
are as small as the profits, if not smaller. I’ll let you do the exact calculation; like the way
I’ve shown for the short trades.
I hope this example gives you a general sense of how to carry out calendar spread. I’m
sure you’d agree that this is far simpler and intuitive compared to the classic approach to
calendar spreads.
I have summarized my thoughts on Calendar spreads here and this will also double up as
the key takeaways for this chapter –
1. The expected profits and losses are small in calendar spreads
2. Directional risk is eliminated; hence you go can go full throttle on leverage
3. All the short trades in SBIN were successful but longs were not – this implies that I
would only look for short opportunities in SBI. In other words, you need to backtest
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the P&L profile of each futures contract and figure out which contract you can go
long on and which contract you can go short on
4. Since the P&L is small, ensure your trading costs are minimum, a discount broker
like Zerodha is most suited for such trades J
5. Trades usually close within a day or two
6. Trades usually originate around expiry due to expiry dynamics
Think about this, if you can backtest this across the entire universe of equity and
commodities futures contract, you will essentially have at least a signal or 2 every day!
I’d love to hear your thoughts, so please do post your queries.
DOWNLOAD THE EXCEL SHEET
PS: I won’t be posting any new chapters for a while, but that does not mean I’m not
working on new content, it is just that the delivery format will be different and way more
exciting!
Stay tuned
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CHAPTER 16

Momentum Portfolios

16.1 – Defining Momentum
If you have spent some time in the market, then I’m quite certain that you’ve been
bombarded with market jargons of all sorts. Most of us get used to these jargons and in
fact, start using these jargons without actually understanding what they really mean. I’m
guilty of using few jargons without understanding the true meaning of it and I get a feeling
that some of you reading this may have experienced the same.
One such jargon is – momentum. I’m sure we have used momentum is our daily
conversations related to the markets, but what exactly is momentum and how is it
measured?
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When asked, traders loosely define momentum as the speed at which the markets move.
This is correct to some extent, but that’s not all and we should certainly not limit our
understanding to just that.
‘Momentum’ is a physics term, it refers to the quantity of motion that an object has. If you
look at this definition in the context of stocks markets, then everything remains the same,
except that you will have to replace ‘object’ by stocks or the index.
Simply put, momentum is the rate of change of returns of the stock or the index. If the rate
of change of returns is high, then the momentum is considered high and if the rate of
change of returns is low, the momentum is considered low.
This leads us to the next obvious question i.e. is what is the rate of change of returns?
The rate of change of return, as it states the return generated (or eroded) between two
reference time period. For the sake of this discussion, let’s stick to the rate of change of
return on an end of day basis. So in this context, the rate of change of returns simply
means the speed at which the daily return of the stock varies.
To understand this better, consider this example –

The table above shows the daily stock closing price of an arbitrary stock for 6 days. Two
things to note here –
o

The prices are moving up on day to day basis

o

The percentage change is 0.5% or higher on a daily basis

Consider another example –
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Two things need to note –
o

The prices are moving up on day to day basis

o

The percentage change is 1.5% or higher on a daily basis

Given the behaviour of these two stocks, I have two questions for you –
o

Which stock has a higher rate of change in daily returns?

o

Which sock has a higher momentum?

To answer these above questions, you can look at either the absolute change in Rupee
value or the percentage change from a close to close perspective.
If you look at the absolute Rupee change, then obviously the change in Stock A is higher
than Stock B. However, this is not the right way to look at the change in daily return. For
instance, in absolute Rupee terms, stock in the range of say 2000 or 3000 will always have
a higher change compared to Stock A.
Hence, evaluating absolute Rupee change will not suffice and therefore we need to look at
the percentage change. In terms of percentage change, clearly Stock B’s daily change is
higher and therefore we can conclude that Stock B has a higher momentum.
Here is another situation, consider this –
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Stock A, has trended up consistently on a day to day basis, while stock B has been quite a
dud all along except for the last two days. On an overall basis if you check the percentage
change over the 7-day period then both have delivered similar results. Given this, which of
these two stock is considered to have good momentum?
Well, clearly Stock A is consistent in terms of daily returns, exhibits a good uptrend, and
therefore can be considered to have continuity in showcasing momentum.
Now, what if I decide to measure momentum slightly differently? Instead of daily returns,
what if we were to look at the return on a 7 days’ basis? If we were to do that, then both
Stock A and B would qualify as momentum stocks.
The point that I’m trying to make here is that traders generally tend to look at momentum
in terms of daily returns, which is perfectly valid, but this is not necessarily the only way to
look at momentum. In fact, the momentum strategy we will discuss later in this chapter
looks at momentum on a larger time frame and not no daily basis. More on this later.
I hope by now, you do have a sense of what exactly momentum means and understood
the fact that momentum can be measured not just in terms of daily returns but also in
terms of larger time frames. In fact, high-frequency traders measure momentum on a
minute to minute or hourly basis.
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16.2 – Momentum Strategy
Amongst the many trading strategies that the traders use, one of the most popular
strategies is the momentum strategy. Traders measure momentum in many different
ways to identify opportunity pockets. The core idea across all these strategies remains the
same i.e. to identify momentum and ride the wave.
Momentum strategies can be developed on a single stock basis wherein the idea is to
measure momentum across all the stocks in the tracking universe and trade the ones
which showcase the highest momentum. Do note, momentum can be either way – long or
short, so a trader following single stock momentum strategy will get both long and short
trading opportunities.
Traders also develop momentum strategies on a sector-specific basis and set up sectorspecific trades. The idea here is to identify sector which exhibits strong momentum, this
can be done by checking momentum in sector-specific indices. Once the sector is
identified, further look for the stocks within the sector which display maximum strength in
terms of momentum.
Momentum can also be applied on a portfolio basis. This involves the concept of portfolio
creation with say ‘n’ number of stock, with each stock in the portfolio showcasing
momentum. In my opinion, this is a great strategy as it is not just plain vanilla momentum
strategy but also offers safety in terms of diversification.
We will discuss one such strategy wherein the idea is to create a basket of stock aka a
portfolio consisting of 10 momentum stocks. Once created, the portfolio is held until the
momentum lasts and then re-balanced.

16.3 – Momentum Portfolio
Before we discuss this strategy, I want you to note a few things –
o

The agenda here is to highlight how a momentum portfolio can be set up.
However, this is not the only way to build a momentum portfolio
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o

You will need programming skills to implement this strategy or to build any other
momentum strategy. If you are not a coder like me, then do find a friend who can
help

o

Like any other strategy, this too has to be backtested

Given the above, here is a systematic guide to building a ‘Momentum Portfolio’.
Step 1 – Define your stock universe
As you may know, there are close to 4000 listed stocks on BSE and about 1800 on NSE.
This includes highly valuable companies like TCS and absolute thuds such as pretty much
all the Z category stocks on BSE. Companies such as these form the two extreme ends of
the spectrum. The question is, do have to track all these stocks to build a momentum
portfolio?
Not really, doing so would be a waste of time.
One has to filter out the stocks and create something called as the ‘tracking universe’. The
tracking universe will consist of a large basket of stocks within which we will pick stocks to
constitute the momentum portfolio. This means the momentum portfolio will always be a
subset of the tracking universe.
Think of the tracking universe as a collection of your favourite shopping malls. Maybe out
of the 100s of malls in your city, you may end up going to 2-3 shopping malls repeatedly.
Clothes bought from these 2-3 malls make up for your entire wardrobe (read portfolio).
Hence, these 2-3 malls end up forming your tracking universe out of the 100s available in
your city.
The tracking universe can be quite straightforward – it can be the Nifty 50 stocks or the
BSE 500 stocks. Therefore, the momentum portfolio will always be a subset of either the
Nifty 50 or BSE 500 stocks. Keeping the BSE 500 stocks as your tracking universe is a good
way to start, however, if you feel a little adventurous, you can custom create your tracking
universe.
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Custom creation can be on any parameter – for example, out of the entire 1800 stocks on
NSE, I could use a filter to weed out stocks, which has a market cap of at least 1000Crs.
This filter alone will shrink the list to a much smaller, manageable set. Further, I may add
other criteria such as the price of the stock should be less than 2000. So on and so forth.
I am just randomly sharing few filter ideas, but you get the point. Using the custom
creation techniques helps you filter out and build a tracking universe that exactly matches
your requirement.
Lastly, from my personal experience, I would suggest you have at least 150-200 stocks in
your tracking universe if you wish to build a momentum portfolio of 12-15 stock.
Step 2 – Set up the data
Assuming your tracking universe is set up, you are now good to proceed to the 2nd step. In
this step, you need to ensure you get the closing prices of all the stocks in your tracking
universe. Ensure the data set that you have is clean and adjusted for corporate actions like
the bonus issue, splits, special dividends, and other corporate actions. Clean data is the
key building block to any trading strategy. There are plenty of data sources from where
you can download the data free, including the NSE/BSE websites.
The question is – what is the lookback period? How many historical data points are
required? To run this strategy, you only need 1-year data point. For example, today is
2nd March 2019, then I’d need data point from 1st March 2018 to 2nd March 2019.
Please note, once you have the data points for last one-year set, you can update this on a
daily basis, which means the daily closing prices are recorded.
Step 3 – Calculate returns
This is a crucial part of the strategy; in this step, we calculate the returns of all the stocks
in the tracking universe. As you may have already guessed, we calculate the return to get a
sense of the momentum in each of the stocks.
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As we discussed earlier in this chapter, one can calculate the returns on any time
frequency, be it daily/weekly/monthly or even yearly returns. We will stick to yearly
returns for the sake of this discussion, however, please note; you can add your own twist
to the entire strategy and calculate the returns on any time frequency you wish. Instead of
yearly, you could calculate the half-yearly, monthly, or even fortnightly returns.
So, at this stage, you should have a tracking universe consisting of about 150-200 stocks.
All these stocks should have historical data for at least 1 year. Further, you need to
calculate the yearly return for each of these stocks in your tracking universe.
To help you understand this better, I’ve created a sample tracking universe with just about
10 stocks in it.

The tracking universe contains the data for the last 365 days. The 1-year returns are
calculated as well –

zerodha.com/varsity

137

If you are wondering how the returns are calculated, then this is quite straight forward, let
us take the example of ABB –
Return = [ending value/starting value]-1
= [1244.55/1435.55]-1
= -13.31%
Quite straightforward, I guess.
Step 4 – Rank the returns
Once the returns are calculated, you need to rank the returns from the highest to the
lowest returns. For example, Asian paints have generated a return of 25.87%, which is the
highest in the list. Hence, the rank of Asian paints is 1. The second highest is HDFC Bank,
so that will get the 2nd rank. Infosys’s return, on the other hand, is -35.98%, the lowest in
the list, hence the rank is 10. So on and so forth.
Here is the ‘return ranking’ for this portfolio –

If you are wondering why the returns are negative for most of the stocks, well then, that’s
how stocks behave when deep corrections hit the market. I wish, I had opted to discuss
this strategy at a better point
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So what does this ranking tell us?
If you think about it, the ranking reorders our tracking universe to give us a list of stocks
from the highest return stock to the lowest. For example, from this list, I know that Asian
Paints has been the best performer (in terms of returns) over the last 12 months. Likewise,
Infy has been the worst.
Step 5 – Create the portfolio
A typical tracking universe will have about 150-200 stocks, and with the help of the
previous step, we would have reordered the tracking universe. Now, with the reordered
tracking universe, we are good to create a momentum portfolio.
Remember, momentum is the rate of change of return and the return itself is measured on
a yearly basis.
A good momentum portfolio contains about 10-12 stocks. I’m personally comfortable with
up to 15 stocks in the portfolio, not more than that. For the sake of this discussion, let us
assume that we are building a 12 stocks momentum portfolio.
The momentum portfolio is now simply the top 12 stocks in the reordered tracking
universe. In other words, we buy all the stocks starting from rank 1 to rank 12. In the
example we were dealing with, if I were to build a 5 stock momentum portfolio, then it
would contain –
o

Asian Paints

o

HDFC Bank

o

Biocon

o

ACC

o

Ultratech

The rest of the stocks would not constitute the portfolio but will continue to remain in the
tracking universe.
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What is the logic of selecting this subset of stocks within the tracking universe, you may
ask?
Well, read this carefully – if the stock has done well (in terms of returns generated) for the
last 12 months, then it implies that the stock has good momentum for the defined time
frame. The expectation is that this momentum will continue onto the 13 th month as well,
and therefore the stock will continue to generate higher returns. So if you were to buy
such stocks, then you are to benefit from the expected momentum in the stock.
Clearly, this is a claim. I do not have data to back this, but I have personally used this exact
technique for a couple of years with decent success. It is easy to back-test this strategy,
and I encourage you to do so.
Back in the days, my trading partner and I were encouraged to build this momentum
portfolio after reading this ‘Economist’ article. You need to read this article before
implementing this strategy.
Once the momentum portfolio stocks are identified, the idea is to buy all the momentum
stocks in equal proportion. So if the capital available is Rs. 200,000/- and there are 12
stocks, then the idea is to buy Rs. 16,666/- worth of each stock (200,000/12).
By doing so, you create an equally weighted momentum portfolio. Of course, you can
tweak the weights to create a skewed portfolio, there is no problem with it, but then you
need to have a solid reason for doing so. This reason should come from backtested
results.
If you like to experiment with skewed portfolios, here are few ideas –
o

50% of capital allocation across the top 5 momentum stocks (rank 1 to 5), and 50%
across the remaining 7 stocks

o

Top 3 stocks get 40% and the balance 60% across 9 stocks

o

If you are a contrarian and expect the lower rank stocks to perform better than the
higher rank stocks, then allocate more to last 5 stocks
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So on and so forth. Ideally, the approach to capital allocation should come from your
backtesting process, this also means you will have to backtest various capital allocation
techniques to figure out which works well for you.
Step 6 – Rebalance the portfolio
So far, we have created a tracking universe, calculated the 12-month returns, ranked the
stocks in terms of the 12-month returns, and created a momentum portfolio by buying the
top 12 stocks. The momentum portfolio was built based on the 12-month performance,
with a hope that it will continue to showcase the same performance for the 13 th month.
There are few assumptions here –
o

The portfolio is created and bought on the 1st trading day of the month

o

The above implies that all the number crunching happens on the last day of the
month, post-market close

o

Once the portfolio is created and bought, you hold on to the stocks till the last day
of the month

Now the question is, what really happens at the end of the month?
At the end of the month, you re-run the ranking engine and figure out the top 10 or 12
stocks which have performed well over the last 12 months. Do note, at any point we
consider the latest 12 months of data.
So, we now buy the stocks from rank 1 to 12, just like the way we did in the previous
month. From my experience, chances are that out of the initial portfolio, only a hand full
of stocks would have changed positions. So based on the list, you sell the stocks which no
longer belongs in the portfolio and buy the new stocks which have featured in the latest
momentum portfolio. In essence, you rebalance the portfolio and you do this at the end of
every month.
So on and so forth.
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16.4 – Momentum Portfolio variations
Before we close this chapter (and this module), I’d like to touch upon a few variations to
this strategy.
The returns have been calculated on a 12-month portfolio and the stocks are held for a
month. However, you don’t have to stick to this. You can try out various options, like –
o

Calculate return and rank the stocks based on their monthly performance and hold
the portfolio for the month

o

Calculate return and rank the stocks based on fortnightly performance and hold
the portfolio for 15 days

o

Rank on a weekly basis and hold for a week

o

Calculate on a daily basis and even do an intraday momentum portfolio

As you can see, the options are plenty and it’s only restricted by your imagination. If you
think about what we have discussed so far, the momentum portfolio is price based.
However, you can build a fundamental based momentum strategy as well. Here are a few
ideas –
o

Build a tracking universe of fundamentally good stocks

o

Note the difference in quarterly sales number (% wise)

o

Rank the stocks based on quarterly sales. Company with the highest jump in sales
gets rank one and so on

o

Buy the top 10 – 12 stocks

o

Rebalance at the end of the quarter

You can do this on any fundamental parameter – EPS growth, profit margin, EBITDA
margin etc. The beauty of these strategies is that the data is available, hence backtesting
gets a lot easier.
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16.5 – Word of caution
As good as it may seem, the price based momentum strategy works well only when the
market is trending up. When the markets turn choppy, the momentum strategy performs
poorly, and when the markets go down, the momentum portfolio bleeds heavier than the
markets itself.
Understanding the strategy’s behaviour with respect to market cycle is quite crucial to the
eventual success of this portfolio. I learned it the hard way. I had a great run with this
strategy in 2009 and ’10 but took a bad hit in 2011. So before you execute this strategy, do
your homework (backtesting) right.
Having said all of that let me reassure you – a price based momentum strategy, if
implemented in the right market cycle can give you great returns, in fact, better more
often than not, better than the market returns.
Good luck and happy trading.

Key takeaways from this chapter
o

Momentum is the rate of change of return and can be measured across any time
frame

o

A price based momentum portfolio consists of stocks which have exhibited highest
momentum over the desired time frame

o

Tracking universe should be carefully populated. BSE 500 is a good tracking
universe

o

Calculate the returns for the tracking universe

o

Rank the stocks based on highest to lowest return

o

The momentum portfolio is simply the top 12 or 15 stocks

o

The expectation is that the momentum will continue during the holding period
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o

The asset allocation technique can vary based on backtesting Equally weighted
portfolio is a good asset allocation technique

o

Momentum can be measured on fundamental data as well – growth in sales,
EBITDA margins, EPS growth, net profit margin etc.

o

Price based momentum works best in an upward trending market and not really in
a sideways or a down trending market.
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