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The mean reversion process of pairs trading is a market neutral strategy,
which is independent of market movements and carries the assumption that each
price of the pair will eventually revert to its mean. This study proposes a novel
algorithm, called ‘multiclass pairs trading’, which is a development of the cointe-
gration method towards pairs trading. The proposed model uses mean reversion
and coefficient of variance (CV) to segregate and group a paired dataset, respec-
tively. Additionally, it provides a buffer-trading zone when the paired stocks
are changing their directions. In portfolio trading, it extends the opportunity
for a highly correlated and paired stock to cross-trade with any lowly correlated
and paired stock. The data were collected from 134 stocks listed in the Global
Dow, incorporating daily prices over ten years from 2002 to 2013. The simula-
tion results show that the cointegrated pairs trading using the proposed method
outperforms the conventional cointegrated pairs trading outstandingly. Thus,
benefits of the proposed model are to build a new series of risk mitigation and
maximise returns of cointegrated stocks.

As for using mean reversion and coefficient of variance (CV) in the pairs
trading algorithm to mitigate the risk in trading, if the movement or the future

price of the next time step to trade can be predicted, the risk shall be inevitably
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reduced. Thus, the study proposes a combined models of the pairs trading model
and the prediction model. The second objective is to predict the stock prices
of the paired stocks by the Autoregressive Integrated Moving Average (ARIMA)
Model, the Markov Chain Monte Carlo (MCMC) model, and Support Vector

~ Regression (SVR) model were used in this research.
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