How to Create a Testable Trading
Strategy

Introduction

A trading strategy is a systematic approach to buying and selling in the financial markets. A
successful strategy is rule-based, objective, and can be tested through historical data to
assess its effectiveness. This guide will walk you through the essential components of a
testable trading strategy and how to structure it for submission.

Step 1: Define the Basics of Your Strategy

1. Choose Your Trading Instrument

e What it means: The trading instrument is the financial asset you're trading, such as
stocks, forex pairs, commodities, or cryptocurrencies.
e Example: You might want to trade EUR/USD (forex pair) or Apple stock (AAPL).

Key Tip: Stick to instruments you’re familiar with or those that align with your risk tolerance
and capital.

2. Select Your Timeframe

e What it means: The timeframe refers to the time window for each candlestick on your
chart. Are you trading in the short term (minutes, hours) or long term (days, weeks)?
e Common Timeframes:
o Intraday: 5-minute, 15-minute, 1-hour.
o Swing Trading: Daily, 4-hour.
o Long-term: Weekly, monthly.

Key Tip: Beginners may want to start with higher timeframes (like daily or weekly charts) as
they tend to show less noise than lower timeframes (like 5-minute or 1-hour charts).

Step 2: Structure Your Strategy

1. Define Entry Rules

e What it means: Your entry rules define the exact conditions under which you'll buy (long)
or sell (short) an asset. These rules should be based on objective criteria like technical
indicators, patterns, or specific price levels.

e Example Entry Rule:

o Buy Signal: Enter a long position when the 50-day moving average crosses above the
200-day moving average (this is known as a “Golden Cross”).



Key Tip: Avoid subjective terms like "the market looks bullish." Instead, use clear, measurable
conditions.

2. Define Exit Rules

e What it means: Exit rules are just as important as entry rules and determine when you
close a trade. They can be based on profit targets, stop losses, or the reversal of entry
conditions.

e Example Exit Rule:

o Sell Signal: Close the trade when the asset price moves 2% above your entry price
(profit target) or when the 50-day moving average crosses back below the 200-day
moving average.

Key Tip: Always include a stop-loss to protect against large losses.
3. Risk Management Rules

e What it means: Risk management ensures that no single trade can wipe out your account.
Define how much of your capital you're willing to risk on each trade.

e Example:
o Risk only 1-2% of your total account on any given trade.
o Use a stop-loss of 1% below your entry price to limit potential losses.

Key Tip: Even a profitable strategy can fail if risk management is ignored.

Step 3: Choose Technical Indicators (Optional)

Technical indicators can help you make decisions about when to enter and exit trades.
Popular indicators include:

e Moving Averages (Simple/Exponential): Helps identify the trend direction.

e Relative Strength Index (RSI): Measures whether an asset is overbought or oversold.

e Moving Average Convergence Divergence (MACD): Provides momentum signals and
indicates trend reversals.

Key Tip: Use a combination of leading (predictive) and lagging (confirmatory) indicators to
increase your strategy’s reliability.

Step 4: Backtesting Considerations
1. Use Historical Data

e What it means: Backtesting involves running your strategy against historical market data
to see how it would have performed.

e Data Required:
o Asset price data (open, high, low, close prices).



o Timeframe-specific data for the period you’re testing (e.g., past 1 year for intraday
strategies, or 10 years for long-term strategies).

Key Tip: Ensure your strategy is robust by testing it on at least 5-10 years of data or a large
number of trades (minimum 100-200 trades).

2. Avoid Curve Fitting

e What it means: Curve fitting happens when you over-optimize a strategy to perform well
on historical data but fail in live markets. Keep your rules simple to avoid this.

Step 5: Example of a Testable Strategy

Strategy Name: Moving Average Crossover

e Instrument: EUR/USD (forex pair)
e Timeframe: Daily chart
e Indicators: 50-day Simple Moving Average (SMA), 200-day Simple Moving Average (SMA)

Entry Rules:

1. Buy Signal: Go long (buy) when the 50-day SMA crosses above the 200-day SMA.
2. Sell Signal: Go short (sell) when the 50-day SMA crosses below the 200-day SMA.

Exit Rules:

1. Take Profit: Set a profit target of 5% from the entry price.
2. Stop Loss: Set a stop-loss of 1% below the entry price.

Risk Management:

e Risk 1% of total capital per trade.

Step 6: Submitting Your Strategy for Backtesting

Once you’ve defined all the components of your strategy, you’re ready to submit it for
backtesting. Here’s what you’ll need to provide:

Instrument: The financial asset(s) you want to test.

Timeframe: The chart timeframe (e.g., 1-hour, daily, weekly).

Entry Rules: Exact conditions for when to enter a trade.

Exit Rules: Exact conditions for when to exit a trade.

Risk Management: Your rules for stop-losses, profit targets, and position sizing.
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Final Notes: What to Avoid

e Subjective Criteria: Avoid strategies that rely on feelings, opinions, or assumptions. Your
strategy should be 100% rule-based.



e Overcomplicating the Strategy: The more complex the strategy, the harder it is to test
and replicate.

¢ Ignoring Risk Management: Without proper risk management, even the best strategy can
fail.

Conclusion

Now that you’ve built a testable trading strategy, you can submit it for backtesting.
Remember to keep the strategy simple, clear, and rule-based to ensure it can be tested
effectively. If you're ever unsure about any of the steps, feel free to reach out for clarification
or support!



