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Abstract

Over the years many commodity trading advisors, proprietary traders, and global macro hedge funds have
successfully applied various trend following methods to profitably trade in global futures markets. Very little
research, however, has been published regarding trend following strategies applied to stocks. Is it reasonable
to assume that trend following works on futures but not stocks? We decided to put a long only trend following
strategy to the test by running it against a comprehensive database of U.S. stocks that have been adjusted for
corporate actions®. Delisted” companies were included to account for survivorship bias®. Realistic transaction
cost estimates (slippage & commission) were applied. Liquidity filters were used to limit hypothetical trading to
only stocks that would have been liquid enough to trade, at the time of the trade. Coverage included 24,000+
securities spanning 22 years. The empirical results strongly suggest that trend following on stocks does offer a
positive mathematical expectancy®, an essential building block of an effective investing or trading system.

Introduction

Our firm Blackstar Funds, LLC manages a multi-advisor commodity pool that invests primarily in systematic®,
long-volatility® programs. We focus mainly on trend following programs from the commodities, financial futures

and currency trading arenas, as they tend to be the most systematic in terms of trading and portfolio

management. Years of searching for systematic trend following programs that focus on stocks, however, has

left us empty handed. Having spent literally thousands of man hours performing due diligence on trend

following commodity and currency funds, along with years of personal experience trading proprietary capital in
stocks, we feel uni quely qualified to tackle the que:

In order to evaluate the effectiveness of trend following on stocks we must first determine:

e What stocks will be considered?
e When and how will a stock be purchased?
e When and how will a stock be sold?

1. Corporate action 1 Significant events that are typically agreed upon by a company's board of directors and authorized by the shareholders. Some examples are
stock splits, dividends, mergers and acquisitions, rights issues and spin offs.

2. Delisted i When the stock of a company is removed from a stock exchange. Reasons for delisting include violating regulations and/or failure to meet financial
specifications set out by the stock exchange.

3. Survivorship bias i A phenomenon where poorly performing stocks, having been delisted, are not reflected in a current sample or database. This results in

overestimations of what past performance would have been.

Mathematical expectancy i The weighted average of a probability distribution. Also known as the mean value.

Systematic i Having clearly defined rules that can be defined mathematically and tested empirically.

Long volatility i An investing strategy that tends to benefit from increasing volatility and/or persistent directional trends. Often associated with strategies

employed by commodity trading advisors from the managed futures industry.
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Data Inteqgrity - A complete discussion of these data integrity issues can be found in appendix 4.

Survivorship bias

The database used for this project included historical data for all stocks that were delisted at some point
between 1983 and 2004. Slightly more than half of the database is comprised of delisted stocks.

Corporate actions

All stock prices were proportionately back adjusted for corporate actions, including cash dividends, splits,
mergers, spin-offs, stock dividends, reverse splits, etc.

Realistic investable universe

A minimum stock price filter was used to avoid penny stocks’. A minimum daily liquidity filter was used to
avoid stocks that would not have been liquid enough to generate realistic historical results from. Both filters
were evaluated for every stock and for every day of history in the database, mimicking how results would have

appeared in real time. The following chart shows how many stocks would have passed the above mentioned
filters for each year of historical testing.
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Entry

For the purposes of this project the entry method chosen was the all-time highest close. More specifically, if

todayb6és close is greater than or equal to t htemomoiwvg he st
on the open. We chose this method to avoid ambiguity. A stock that is at an all time high must be in an
uptrend by any reasonable personds definition. Thi s

7. Penny stock i Loosely defined as stock with alow nominal share price that typically trades in the over the counter market, often an OTC Bulletin Board or Pink
Sheets quoted stock.



The following weekly charts illustrate what would have been notable trades for a trend following system in the
past. The green dots denote instances where the closing price for the week was at a new all time high. The
horizontal pink line represents the previous all time high that would have triggered the initial entry:
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Exit (stops)

Exits are essential to any trend following strategy. We decided to use average true range trailing stops
because they are universally applicable and commonly used by trend following programs. The average true is
a derivative of the true range indicator, which measures the daily movement of a security by calculating the
greater of:

ATodayés hi gh lowi nus todayés
A Todayo6s high minus yesterdayodos close
A Yesterdayods close minus todayés | ow

The true range illustrates the maxi muhmclodd ofdnebusinesst he
day to the close of the next business day, capturing overnight gaps and intraday price swings. A 40 period

average of this number would yield the 40 day average true range. This can be used to integrate the

underlying volatility of a security into a universally applicable trailing stop.

For example, a 10 ATR stop for a volatile internet stock might be 55% away from the stock price:
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Alternatively, a 10 ATR stop for a quiet utility stock might only be 15% away from the stock price:
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For all 18,000+ simulated trades the average distance from entry price to exit was 27% for a 10 unit ATR stop;
though it often ranged from 5% to 50% depending upon the volatility of the security in question. For the
purposes of historical testing we chose to exit a stock on the open the day after our exit level was breached.
The following charts illustrate how a 10 ATR stop would have looked on some well known stocks from the past:
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Many more graphical illustrations of the stops we used can be found in the appendices at the end of this paper.



