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1.   How I Got Hooked on Trends. 

2.   Trends are Real ... (Markets are Not Efficient) 

3.   Risk & Return are Not Mutually Exclusive. 

4.   There is an Optimum Trend Extraction Method. 

5.   Trend Periods and Algorithms do Matter. 

6.   How to Build Great Strategies and Portfolios. 

7.   Backtesting & Optimization are Not Just Video Games. 

8.   Stock Screening and Analysis do Still Play a Role.  

9.   You Can do this in your Spare Time, Without a Ph.D. 
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Go-Go 80’s Stock Market 
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But My IRA Funds Were Flat !! 
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8 Simultaneously 
Different Opinions 
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These Guys Are All  

Just  a Soap Opera. 
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Diversify - Rebalance 

Diversify - Rebalance 

Mass  Hypnotism 

Own a little bit of 
everything ...  So you 
can achieve precisely 
Average Performance 

What’s Up  
With That? 
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Does Recent Market Data 
Hold Clues for Future Prices? 

Does Recent Market Data 
Hold Clues for Future Prices? 

    

Do Price Trends Exist? 
 



9 

1992 Spreadsheet Experiment: 

Do Market Data Trends Exist? 

Yes! Trends Exist. 



Three  
Sector 
Funds 

Mid-1990’s Desktop Version in DOS 10 



11 Desktop Version in Windows – 2004+ 



12 SectorSurfer Online Charts 

SectorSurfer Strategy: 
•  You select up to 12 ticker symbols to participate. 
•  The trend algorithm picks which one to own now. 
•  Email trade alerts are sent typically 3-5 times/yr. 
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-- Review -- 

Efficient Market Hypothesis 
•  Prices already reflect all past publicly available information. 
•  One cannot consistently achieve returns in excess of average. 
•  Stock and other asset prices follow a random walk model. 

If TRUE, Diversification is Best. 
But if Trends are Real, E.M.H. is False.  
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Developed by: 
Edwin Hurst in 1907 

Nile River Dam Project 
Water Flow Character 
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Hurst Exponent 
H = Slope of Line 
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Trends are exhibited 
in all capital markets. 
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It’s character remained 
stable in spite of 
depression, world war, 
politics and technology. 
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Document Link: Momentum in Financial Markets 

http://sumgrowth.com/downloads/Why_Newton_Was_Wrong_Economist-Jan-2011.pdf
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Other trend articles mentions only 

Document Link: Price Momentum - a Twenty Year Research Effort  

Bottom 10% 

http://sumgrowth.com/downloads/Columbine_Price_Momentum.pdf
http://sumgrowth.com/downloads/Columbine_Price_Momentum.pdf
http://sumgrowth.com/downloads/Columbine_Price_Momentum.pdf
http://sumgrowth.com/downloads/Columbine_Price_Momentum.pdf


Profitability of Momentum Strategies: 
An Evaluation of Alternative Explanations 

By Narasiman Jegadeesh and Sheridan Titman  (2001) 

1.65% / mo.  =  21.7% / yr  

0.40% / mo.  =   4.9% / yr 

Document Link: Profitability of Momentum Strategies 

16.8% Diff. 
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http://sumgrowth.com/downloads/Profitability-of-Momentum-Strategies.pdf
http://sumgrowth.com/downloads/Profitability-of-Momentum-Strategies.pdf


Time Domain Data:     Prices & Trends  

Time Domain 

Fund Prices 

Price Trends 

The Best Trend  

Is Our Friend. 

Time Domain Data 

Is Our Friend. 
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TRENDS, by definition, are a “Portal to the Future.” 

Trends ARE the crystal 
ball we hope to find. 

We’re NOT limited by 
Average Performance. 

Where something in the past ... 
 ... tells us something about the future. 



1.   How I Got Hooked on Trends. 

2.   Trends are Real ... (Markets are Not Efficient) 

3.   Risk & Return are Not Mutually Exclusive. 

4.   There is an Optimum Trend Extraction Method. 

5.   Trend Periods and Algorithms do Matter. 

6.   How to Build Great Strategies and Portfolios. 

7.   Backtesting & Optimization are Not Just Video Games. 

8.   Stock Screening and Analysis do Still Play a Role.  

9.   You Can do this in your Spare Time, Without a Ph.D. 
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Modern Portfolio Theory 

 ● One Must Trade Risk for Return. 
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Must I Trade Risk For Return? 
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MPT Tenets 

• Market Prices are Gaussian Distributed 

• Rational Investors Trade Risk for Return 

• Risk is Measured as Standard Deviation of Return 

• Risk is Reduced by Owning Uncorrelated Assets 

• The Efficient Frontier is the Set of Best Portfolios 

Must I Trade Risk For Return? 
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MPT Tenets 

• Market Prices are Gaussian Distributed 

• Rational Investors Trade Risk for Return 

• Risk is Measured as Standard Deviation of Return 

• Risk is Reduced by Owning Uncorrelated Assets 

• The Efficient Frontier is the Set of Best Portfolios 

Must I Trade Risk For Return? 
SectorSurfer Thinks Otherwise 

w/ Comments 

• Fails to Consider the Tails are Way Too Fat 

• Fails To Consider New Tools Change the Game 
 

• Fails to Consider Big Returns Aren’t a Bad Thing 

• Fails to Consider Temporal Avoidance Strategies 

•Fails to Consider that the Efficient Frontier is an  
Artifact of Unfortunate Self-Imposed Constraints 
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MPT Tenets 

• Market Prices are Gaussian Distributed 

• Rational Investors Trade Risk for Return 

• Risk is Measured as Standard Deviation of Return 

• Risk is Reduced by Owning Uncorrelated Assets 

• The Efficient Frontier is the Set of Best Portfolios 

Must I Trade Risk For Return? 
SectorSurfer Thinks Otherwise 

w/ Comments 

• Fails to Consider the Tails are Way Too Fat 

• Fails To Consider New Tools Change the Game 
 

• Fails to Consider Big Returns Aren’t a Bad Thing 

• Fails to Consider Temporal Avoidance Strategies 

•Fails to Consider that the Efficient Frontier is an  
Artifact of Unfortunate Self-Imposed Boundaries 

Can you help a poor cripple? 
I cut off my Time-Domain leg. 

 I don’t know  what to do next! 

MPT Can’t Pick Anything to 
Own or Avoid Next Month! 
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Must I Trade Risk For Return?  
How to Break Through the Efficient Frontier 

Let’s Try MPT 
“Diversify and Rebalance” 

Portfolio 

Investment 
Options 
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Uncorrelated Assets 
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Uncorrelated Assets 

 

Uncorrelated 
Risk  1/  N 

Conclusion: 
 “Diversify and Rebalance” 

Improves Risk, But NOT Returns. 
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Must I Trade Risk For Return?  
How to Break Through the Efficient Frontier 

Diversify— 
Rebalance 

Portfolio 

Investment 
Options 

Diversify & Rebalance  
Didn’t Get Us There.   

Let’s Try Trends 
“Own the Trend Leader” 
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Trend  
Indicators Serial Diversification:  

Owning many funds, but only one at a time. 

BY OWNING ONLY 
THE TREND LEADER 
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Market Noise Makes 
Our Crystal Ball Foggy 

The Game:  Extract Trend Signals From Noisy Data. 
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Digging Signals Out of Noise! 

My Tools for the Job 

•  MSEE Stanford University - 1976 
•  Photoelectric Sensors & Controls – Book 
•  Inventor - Over 40  US and Foreign Patents  
•  Electronic Signal Processing Theory Focus 
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•  Matched Filter Processing  
– Filter Shape Basis 
  

•  Differential Signal Processing 
– Common Mode Noise Elimination 
  

Its All About 

Reducing Noise to Reveal the Signal 
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Definition:   (from Wickipedia) 

A matched filter is the optimal linear filter for maximizing the signal 
to noise ratio (SNR) in the presence of additive stochastic noise. 

The Best Filter Shape Matches The Signal Shape 
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Event:   Next Month’s Return 
Find the correlation between next month’s return and the 
returns from the series of days prior to next month. 

What Is The Event? 

Problem:   Should We Move to Cash? 
We want to know for all of next month, not just for a day. 

Method:   Use Overall Market Health 
Use the S&P 500 Index to represent overall market health. 
Negative returns are indicative of poor market health. 
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Choice of Matched Filter? 
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StormGuard Matched Filter Performance 

Correlation Data Convolved w/Filters Actual Performance as StormGuard 
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StormGuard Real Time Performance 
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StormGuard Real Time Performance 

• React too fast and you suffer from whip-saw 
losses when sharp drops often snap back. 
 

• React too slowly and you will get hurt if it 
really is a major market collapse. 
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StormGuard Matched Filter Performance 

----  with StormGuard 
----  without StormGuard 

Sector Strategy :  Improvement:  86% 
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StormGuard Matched Filter Performance 

----  with StormGuard 
----  without StormGuard 

Country Strategy :  Improvement:  65% 
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Consistent Positive Correlation is Common Mode Noise 

Filtering Common Mode Noise 

 Reveals Trend Differences 
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Opposite 
Trends 

Diversification  
Does Not Justify 

Owning Bad Funds 
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Matched Filer 

Matched Filer 

Ethernet and USB Signal Processing 
 is Done This Way for Good Reason. 
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It’s not a solo contest. 

Change horses in the 
 middle of the stream. 

   

Don’t get whip-sawed. 

It’s a horse race! 
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Which Trend is My Friend? 
Period  –  Week?  Month?  Quarter?  Year? 
Algorithm  –  MACD?  SMA?  EMA?  DEMA? 
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Profitability of Momentum Strategies: 
An Evaluation of Alternative Explanations 

By Narasiman Jegadeesh and Sheridan Titman  (2001) 

Their Choices: 
1. Trend Algorithm:   S.M.A. 
2. Averaging Period:          6 Months 
3. Periodically  Repeat: 6 Months 

As an engineer, 
I want to turn 

all of the knobs. 
 

I want knobs 
that go to 11. 
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What Happens When We Turn the Knobs? 

Jegadeesh & Titman 
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What Happens When We Turn the Knobs? 
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What Happens When We Turn the Knobs? 
Fidelity Sectors 

Fidelity Countries 

ETF Sectors 

Dozen DJ-65 Stocks  
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What Happens When We Turn the Knobs? 

Fidelity Sectors Fidelity Countries 

ETF Sectors Dozen DJ-65 Stocks  

SMA: Simple Moving Average 
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What Happens When We Turn the Knobs? 

Fidelity Sectors Fidelity Countries 

ETF Sectors Dozen DJ-65 Stocks  

Month-End Trade for Various Moving Averages 

Conclusion: 
Trend Algorithm and Time Period Matter! 
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Serial Diversification 
Sector Rotation  –  Asset Class Rotation 

  Post-Surfing Diversification 
Individual Stocks and Commodities 
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Market 
Cycle 

Economic 
Cycle 
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Smooth Powerful Ride: 
•  All Pistons Are Firing 
•  No Missing Power Strokes 
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Serial Diversification 
True Sector Rotation  –  Own One at a Time 
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Serial Diversification 
Asset Class Rotation  –  Own One at a Time 



  Post-Surfing Diversification 
Individual Stocks and Commodities 
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  Prudent Investor Rule: 
Put No More than 20% of Portfolio in any One Investment 

Diversification Poster Child 
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Risk Reduction Method: 
•  ETFs & Mutual Funds –  Dilution via Broad Diversification. •  ETFs & Mutual Funds –  Dilution via Broad Diversification. 
•  SectorSurfer  w/Funds  –  1) Dilution via Sector Diversification,   
   –  2) Avoidance via Serial Diversification.  

•  ETFs & Mutual Funds –  Dilution via Broad Diversification. 
•  SectorSurfer  w/Funds  –  1) Dilution via Sector Diversification,   
   –  2) Avoidance via Serial Diversification.  
•  SectorSurfer  w/Stocks  –  1) Avoidance via Serial Diversification,   

   –  2) Dilution via Post-Surfing Diversification. 
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  Post-Surfing Diversification 
First, Surf for Returns – Then Diversify 
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This Is: 

Post-Surfing Diversification 
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  Pop Quiz 
In what ways does surfing 
and diversification explain 
the chart’s clear pattern? 
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As Demonstrated by: 

● Split Sample Stationarity 
● Progressive-Tune Stationarity 
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1s Half  ---  ---  2nd Half 
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Independent of Market Performance 
Trend Character Remained the Same. 
-- Optimum Parameter Tuning Was Consistent -- 
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250 Days 
Look Back 

Re-Training 

Now 

Use Next 
125 Days 
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Auto-Tune Parameters
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Progressive Auto-Tuned 

Optimized With Hindsight 

With Stationarity: 
  

• Backtesting is about identifying 
the trend character of the data. 

   

• Trend character is agnostic to 
market direction and pattern. 
    

• Tune your strategy well today, 
tomorrow it will still be tuned. 
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Remember,  
It’s not a solo contest. 

It’s a horse race! 

We Need a Set of Horses for the Strategy 
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Select a Set of Qualified Stocks to Participate in a S.S. Strategy  

Objective: 
Select a Set of Qualified Stocks 
to Participate in a S.S. Strategy  

Qualifications: 
1. Trend Correlates Well to Future Returns    
2. The Stock Has Shown Recent Signs of Life 
3. Low Volatility to Swap Horses Mid-Stream 
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Screen for the Right Things 
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Dividends vs. Returns 
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Dividends vs. Returns 

Is the 10-Year Chart Relevant? 
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Dividends vs. Returns 

Food for Thought: 

If you seek higher returns, 
are dividend stocks relevant? 

Screen for the Right Things 
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    FREE 401k Strategy 
   AAII Conference Special 
    

1.  Select or create your 401k Strategy 
2.  Email support info for online listing 

   

Start Here:  http://SumGrowth.com/401k/ 

http://sumgrowth.com/401k/
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