ON THE NATURE AND ORIGINS OF TREND FOLLOWING
By Stig Ostgaard

Although trend following has been a popular trading philosophy for many years,
surprisingly little has been written about its origins and history. This is partly due, no
doubt, to the scarcity of available information prior to the early 20" century, and because
until about 50 years ago trend following as a philosophy had not been completely
articulated. To be sure, by the early 1950s many trend following methodologies were in
common use — and may have been for centuries — but the underlying concept had not
been fully defined, or even given a name.

One reason for this paucity of early information is suggested by the “following”
part of the term “trend following.” The implication is one of passivity, of reaction, rather
than of bold, assertive action -- and human nature shows a distinct preference for the
latter. Also, trend following appears to be too simple an idea to be taken seriously.
Indeed, simple ideas can take a very long time to be accepted — think of the concept of a
negative number, or of zero: simple to us, but problematic to our ancestors.

But for whatever reasons, we learn easily from the past only that which the
participants of the time chose to reveal, and above that, what their chroniclers found
interesting enough about which to write. We know the stories of the plungers, the
manipulators, and their “corners”; of Daniel Drew, Jay Gould, James A. Patten and
Arthur Cutten; but little of the lesser known traders, or “followers”, sitting on the
sidelines analyzing the markets, perhaps more successfully than their legendary
contemporaries. Nevertheless, we are not completely in the dark. There are things to be
revealed by looking back into history and giving thought to our topic.

THE DUAL NATURE OF TREND FOLLOWING

Perhaps we should begin by deconstructing our subject. Is trend following one
thing, or is it many? Certainly it has — at least today — many manifestations. There are
breakout systems, moving average systems, volatility systems, and many others, all of
which can be considered to be trend following in nature. But these are the particulars.
What are the universals? What is trend following’s basic nature?

As a first attempt at definition, | would suggest that trend following has two
natures. It is at one level a phenomenon of the human psyche, an expression of the
Keynesian “animal spirits” that percolate from the deepest levels of our being. This type
of trend following is spontaneous, inductive, adaptive and evolutionary — a burst of
conformity to innovations in our immediate environment. At this level the masses have
always been trend followers, not only in financial matters, but also in terms of music, art,
clothing and basic world-views.



But the other level of trend following is something else entirely. This is the meta-
level, which sits above the tableau of material and psychological cause and effect,
allowing participants to observe the behavior of the markets as a whole — and to design
intelligent, premeditated responses to market action. This is the level of trend following
from which we as traders should — and usually do -- operate.

Now, although trend following at this meta-level can certainly become complex,
still its essential elements can be simply stated. They are three: 1) to initiate positions
based on the perceived direction of the trend, 2) to hold positions based on the perceived
direction of the trend, and 3) to liquidate positions based on the perceived direction of the
trend. It is also possibly a fourth thing, as suggested above: it is to do all of these things
systematically, on the basis of logical relationships or mathematical formulations. But I
do not think that this is an absolute requirement. It is certainly possible to be a subjective
trend follower, or to combine systematic and subjective elements in a trend following
system. In fact, | believe that some great traders did indeed include subjective elements
in their methodologies. Here, however, | will focus on the systematic aspect.

And here again, the systematic nature of trend following can be simply stated.
Generally (though not invariably), trend following systems look for their implementation
only at the movement of prices. The basic perception is that if a market’s price is going
to make an exceptional move in one direction or another, it must first make a moderate
move in that direction, leading to the conclusion that if an initiation can be made at that
moderate level, the remaining portion of the trend can be followed for a significant period
of time thereafter and liquidated at a profit. This scenario is not always expected to be
true, of course; but if it is true often enough, and to a significant degree enough, then it
may lead to profitable trading in the long run.

IN THE BEGINNING: STAYING WITH THE TREND

As much as we can associate trend following with human nature, we do not know
who the first trend followers were. But if we have no known beginning, we must create
one. We can say something about a part of trend following. Specifically, of the three
elements of trend following mentioned above -- initiation, holding, and liquidation — it is
the middle part, “staying with the trend” that has had a reasonably long pedigree. A
number of the speculators and plungers of the past, when asked about their trading
strategies, said that they held on to their positions as long as possible, i.e., they stayed
with the trend.

As one example, consider the economist and trader David Ricardo, who
flourished in the London markets from the 1790s until about 1818. A large trader in
Consols (bonds) and stocks, he accumulated a large fortune from his speculations, which
afforded him the leisure to focus on his primary interest in life, economics. Exactly what
his methodologies were is not known, but it is to him that one of the most famous sayings
in all of trading history is attributed: “Cut short your losses; let your profits run on.”



This is good advice, no doubt — it has survived to the present time and is
expressed often. Still, there is no detail here, no advice on how to cut losses or how to let
profits run on. And while the first part of the maxim says something about some
liquidations, nothing is said about initiations. The ending part, however, is a clear
exposition of a central tenet of trend following philosophy: as long as the trade is going
your way, don’t get out.

For another example, move forward a century and west to another continent.
Here is a quotation from the famous grain trader of the Chicago pits, Arthur W. Cutten:
“Most of my success has been due to my hanging on while my profits mounted. There is
the big secret. Do with it what you will.”>  Again, Cutten is saying, “stay with the
trend.”

For a third and final example, let us introduce Jesse Livermore, a very central
figure in the history of trend following, about whom more will be said later. Here is a
significant quote from him: *...the big money [is] not in the individual fluctuations but in
the main movements -- that is, not in reading the tape but in sizing up the entire market
and its trend.”®

This last quote is from Edwin Lefévre’s Reminiscences of a Stock Operator, a
series of articles from the Saturday Evening Post in 1922 — 23, reprinted in book form
many times. Although the speaker is stated to be Larry Livingston, it is generally agreed,
based on known biographical information, that Lefevre’s interviewee was Jesse
Livermore. The quotation, in turn, is Livermore’s interpretation of an oft-repeated
statement made by “Old Partridge”, a brokerage-house acquaintance of Livermore’s, that
“It’s a bull market, you know.” This advice was given whenever some trader was
tempted to liquidate a winning position too soon, and was not always well regarded. To
Livermore, however, the advice finally sank in, yielding the analysis above, and, it would
seem, changing his trading style, if not permanently, at least in his periods of trading
well. (Livermore, it must be remembered, experienced many losing spells in his career.)
Old Partridge, alas, though we would like to know a lot more about him, must remain a
mystery. How did he initiate his positions? How did he liquidate? We will probably
never know.

INITIATIONS AND LIQUIDATIONS

At any rate, the advice from the above traders is not about initiations or
liquidations; rather, it is about when not to liquidate. The counsel is good, but not
complete. Indeed, if we can precisely define our initiations and liquidations, the advice
“stay with the trend” becomes irrelevant. It happens automatically. So if true trend
following must include well defined initiations and liquidations, can we conclude that the
historically well-known traders of the past were trend followers in a full sense? What can
be said about the initiation and liquidation strategies of these traders?

First let us look at initiations. The evidence seems to be that the large, well-
known traders of the past initiated their positions, generally, on the basis of fundamentals
-- but with a manipulative twist. In the early 19™ century, for example, the Rothschilds



had agents throughout Europe continually funneling information back and forth
concerning economic and political conditions. They simply knew more than their
competitors. Nathan Rothschild, in London, was also very adept at hiding his true
intentions, sometimes selling to depress prices before beginning to buy; but his ultimate
intent seems to have been to hold positions in the direction of the fundamentals.*

Similar things can be said about the famous Wall Street traders of the same and
later periods. They, too, dealt with the fundamental economic forces of the times —
canals, railroads, mining, industry and banking — but they were schemers and
manipulators as well, with their pools, publicity campaigns, bear raids, watering of stock,
etc. Their initiations were often complicated affairs, but generally the final success of
their intrigues depended upon some adherence to broad economic fundamentals.

The well-known grain traders in later 19™ century Chicago, too, made their
initiations largely by considering fundamental factors, although it must be said that much
of this fundamental knowledge was of a local character, i.e., relating to warehouse stocks,
local transportation capacities, and local growing conditions. Further, the mid-to-late
1800s were the classic period of the “corner”, whereby large operators were able to gain
control over local stocks to such a degree as to be able to name their own price when they
chose to liquidate. So the “fundamentals” were in many cases artificially created: most
tradable grain stocks were “locked up” in warehouses controlled by the cornering
operators. Marginal stocks were few.

By the late 1800s and early 1900s, however, improvements in communication,
transportation and storage capabilities — as well as more regulation -- had changed the
dynamics of the markets to such a degree as to make corners harder to accomplish.
Joseph Leiter’s attempted wheat corner of 1897 — 98, for example, was broken by P. D.
Armour’s ability to move 6,000,000 bushels of wheat to Chicago warehouses in the
middle of winter.> Corners were still attempted, of course, and some were successful.
But these corners had to be more sophisticated, and be based on a broader, worldwide
fundamental perspective. James A. Patten was perhaps the foremost example of this type
of fundamentalist, having agricultural correspondents not only in all sectors of the United
States, but also in Europe and South America; his 1909 wheat corner, based, he claimed,
on fundamental information much of which was available to all, was successful.® It was,
however, not a pure corner in the sense of Patten having had control of all, or nearly all,
deliverable supplies. There were lots of other longs, or, shall we say, “trend followers™.

And what of liquidation? How were the massive positions of those who had
cornered the markets liquidated? In the earlier days, there was a common protocol: invite
your opponents to your office and settle on a price. The wheat corner of 1867 was a good
example of this. Benjamin P. Hutchinson — “Old Hutch” --, the most notable Chicago
speculator of his era, having purchased a million or more bushels of wheat and stored it
in his warehouses, and having gone long equally large numbers of contracts for wheat,
placed the “shorts” in a position such that they could not deliver the wheat their contracts
had obligated them to do. So the shorts came to Hutch’s office, negotiated, and settled
for $2.85 a bushel — an enormously high price for the time. Immediately thereafter wheat



prices plunged — by 90 cents within a day. Any trend followers would have had to be
swift if they were to capture the same level of profit Old Hutch did, though Hutch had his
own problem — how to dispose of the “corpse”, that is, the physical wheat in his
warehouses.” Presumably, however, this wheat had been purchased at much lower prices,
and as long as there was true demand, the wheat could be disposed of at a profit. The
more fundamentalist Patten, in 1909, knowing that there was going to be a wheat
shortage following his settlement with the shorts, sold his surplus with ease.

So while the big operators of the past believed in staying with the trend, they were
not fully “trend followers” as we would understand the term today. But that there was
some sort of trend following going on during the period we know, for if Benjamin
Hutchinson was buying, the rallying cry “Hutch is buying” came not long afterward, and
the trend followers began buying as well. And in the early 1900s, the question on
everyone’s mind was “What are the trusts (or pools, or rings) doing?” and whatever it
was that they were doing, the trend followers did the same. This was not very scientific
trend following to be sure, but trend following nonetheless. These behaviors reinforce
the idea that trend following is of a humble, plebeian origin. It is a means by which those
who are not members of the economic elite may participate in trading profits by
following the transactions of this elite as they act on the basis of their economic
intelligence, or conversely, as | would argue, their arrogance and folly.

WALL STREET PRACTITIONERS

Prior to the mid 19" century, speculation seems to have been largely the province
of the elite, and a small coterie of early, but still semi-elite, trend followers. The larger
public’s participation was primarily as trend followers in the lower sense, taking part in
one or another of the “bubbles” that permeated the financial scene from time to time,
helping to precipitate the panics that occurred regularly during the period.

But the next half-century and beyond saw the growth of a much larger pool of
market participants, as well as some fundamental changes in thinking and procedures.
According to William Fowler, in his book Ten Years in Wall Street (written in 1870), the
key year was 1862, “when began the greatest era of speculation the world has ever
seen,”® while “Uncle Sam’s presses were printing greenbacks by the million”.® To be
sure, some price movements in stocks and commodities during this era were
breathtaking: in addition to the grain corners previously mentioned, there was the “gold
pool” of 1869, as well as regular bull runs in numerous railroad stocks, the Harlem being

a notable example.

The importance of Fowler to our knowledge is that he was not just a writer; he
was a participant. He knew the major traders of the day personally, and participated in
many of the market movements of the day himself. Finally we have an extensive and
meaningful narrative concerning speculation and the workings of the markets during a
very formative period. And Fowler was not the only author to come out with an exposé
in the year 1870. There was also Matthew Hale Smith, with his Twenty Years among the
Bulls and Bears of Wall Street, and James K. Medbery’s Men and Mysteries of Wall



Street. Remarkably, within the space of a year, the genre of “Wall Street memoir”,
scarcely existent before, had grown exponentially, and where before there had been a
scarcity of information now there was plethora. We should include, of course, Henry
Clews’ somewhat later works: Twenty-eight Years in Wall Street, The Wall Street Point
of View and Fifty Years in Wall Street, to name but a few. And let us not neglect Dickson
Watts” 1891 essay Speculation as a Fine Art -- very general in its advice, but the work of
an experienced trader nonetheless.

As might be expected, Fowler, Smith and the others focus mostly on the major
traders of their day, not the lesser ones. And again, it seems that the game was one of
manipulations, pools, rings and corners — but usually on the basis of some fundamental
foundation. Vanderbilt and Gould actually ran the railroads that they controlled, so it
was not purely their goal to drive share prices up and down ad infinitum, to profit on the
fluctuations; there was real economic activity involved, too. But in other cases, it must
be admitted, speculation was undertaken for profit only.

Significantly, none of these writers records the use of any meaningful systematic
trend following methodology, although Fowler does give an example of Pat Hearne, who
added to his position every time the price of his stock went up by one percent, and sold
out entirely when it went down one percent.!® And Clews, in Twenty-eight Years suggests
a very primitive form of trend following, advising young traders to watch the behavior of
the old retired operators who, away from the hustle and bustle, and after many, many
years of experience, finally imbued with wisdom, leave their homes only a few times a
year to make their appearances on the Street -- at times of market euphoria to sell, and in
panics to buy. “I say to the young speculators, therefore, watch the ominous visits to the
Street of these old men...If you only wait to see them purchase ... you can hardly fail to
realize handsome profits on your ventures.”*

Good advice, perhaps. But the problem was actually greater. Rather than *“old
men”, it was the rings and pools that more often began major market moves. How could
one tell when a pool had started buying? Or had begun selling? These questions had no
real fundamental answer, or at least none that was accessible to the average small trader
in these markets. To be sure, there were newspapers, but how was one to know the truth
of what was being reported? Even if there was no outright disinformation, surely the big
speculators did not telegraph their intents so easily. They rather tried to hide their buying
and selling. So for the small trader the question was a technical one, to be answered by
observing who was doing the buying and selling -- to whatever extent that was possible --
or by watching the price action of the stock itself, and the volume. And so | would argue
that the technical approach to trading, including trend following, came about not by
design, but by necessity.

SYSTEMATIC INITIATIONS AND LIQUIDATIONS

Speculation in the 19™ century was, it would appear, rich in practice but poor in
theory. What was needed was an approach that could step back from the fray, observe
the actions of the marketplace from an objective distance, and contemplate the nature of



price fluctuations and swings over the period of days, months, and years. Were there
meaningful patterns hiding in the ebb and flow of prices? Could knowledge of these
patterns be the basis for trading the markets? Was there a theory that might provide
structural, systematic underpinnings for a true trend following model?

In fact, such a model was being developed, if incompletely, as the century was
drawing to a close. The model was called Dow Theory, based on concepts originated by
Charles H. Dow in a series of articles in the Wall Street Journal between 1899 and 1902,
expanded upon by William Hamilton between 1903 and 1929, and refined by Robert
Rhea in 1932. Inasmuch as Dow Theory defines a bull market as a series of higher highs,
and a bear market as a series of lower lows, the rudiments of a trend following strategy
become apparent: one buys on the breakout of an old high, and sells on the breakout of an
old low. Of course, there are further rules dealing with confirmation and volume, but as a
bare bones system, the above will suffice (recognizing, of course, that the methodology
can be applied to individual equities and commodities as well as “averages”).

The Dow Theory is, | believe, the earliest modern expression of an objective trend
following system, inasmuch as it defines precisely -- as long as one can define precisely
what constitutes a meaningful high or low -- the entry and exit levels for trend following
trades. Further, the methodology can be generalized and parameterized: different levels
of breakouts can be used, moving averages of prices can be used, etc. Dow Theory is
certainly the grandfather of trend following methodologies; indeed, one can argue that
subsequent methodologies are mere refinements of it.

Dow Theory itself is not very mathematical; rather, it makes logical observations
about current and past prices to determine the direction of the market. This innumeracy
is not surprising, since the theory was developed long before the advent of the computer.
Nor is it surprising that the earliest offshoots of Dow Theory continued in this
observational, structural mode of analysis. Robert Prechter, for example, states that R. N.
Elliott developed his wave methodology through contemplation of Dow theory.'?
Richard W. Schabacker, Robert D. Edwards, and John Magee also recognized Dow
theory as seminal to their thinking, with Edwards and Magee’s book Technical Analysis
of Stock Trends, for example, devoting three chapters to the subject.

Indeed, Technical Analysis of Stock Trends, first printed in 1948, as well as its
predecessors, Schabacker’s Technical Analysis and Stock Market Profits, from 1932, and
Profits in the Stock Market, by Harold M. Gartley in 1935, are milestones in the
development of trend following methodology. Given the focus in these books on
technical patterns such as flags, pennants, triangles, head-and-shoulders patterns, etc., it
may seem peculiar to associate these books with trend following, but the point behind
being able to distinguish such patterns is precisely to recognize signals for trend
beginnings, continuations, and ends. To quote from Edwards: “Profits are made by
capitalizing on up or down trends, by following them until they are reversed.”* Aha!
There we see the terms “trends” and “following” separated by only the space of a word,
suggestive of an underlying trading philosophy supporting the myriad of details.



A basic trend following tool of Schabacker, Gartley, Edwards and Magee’s was
the trendline, a line connecting the “basing points”, or minor tops or bottoms (in terms of
Dow theory), with each other. Buying and selling signals were based (with further
conditions, exceptions, etc.) on the “breaking” of these trendlines — a modification of the
more basic Dow idea of a breakout from the price level defined by the top or bottom
itself. From Schabacker: “So trend lines serve a double purpose. While they last they
define the line of continuation in a movement, and when they are broken they serve
notice of a probable reversal and advise us to forget the old lines and start searching for
new ones to define the new trend.”** The virtue of this methodology was, of course, an
earlier potential identification of trend changes. The disadvantage was a greater
possibility of whipsawing.

Now the question must be asked, to what extent were Schabacker, Edwards and
Magee innovators of these trading strategies, and to what extent were they merely
describing methodologies that were already in use among traders of their time? A clue is
revealed by Edwards, who states “Your experienced technician, in fact, is constantly
drawing trendlines of all sorts...”™ thereby implying that trendlines had been used by
other traders prior to the authorship of his book (though not necessarily Schabacker’s).
Indeed, the idea of connecting points on a graph is so basic that one presumes it might
have been done for as long as there have been graphs. There may, in fact, be an element
of self-fulfilling prophecy in the response of the markets to reaching the trendlines
thereby formed, since the lines represent areas of support or resistance expected to hold
by observers.

Three other books should be mentioned at this point — earlier books by a few
years than the above mentioned ones. The first book, published in 1928, was Stock
Movements and Speculation by Frederic Drew Bond. Like other writers of his time,
Bond wrote about basic price patterns such as double tops and bottoms, and repeatedly
discussed the nature of trends, and how *“...the public do not make the trend of the
market. They follow it.”** (Again, note the words “trend” and “follow” in close
proximity.) Who, then, makes trends? Well, that would be “...plainly the great industrial,
commercial and financial capitalists of America,” “who correctly anticipate the future at
least in a general broad way.”"’ In other words, as discussed above, trends are created by
those who are most directly aware of the fundamental factors influencing the economy,
or, in some cases, those who create those fundamentals.

The second book, by William D. Gann, entitled Truth of the Stock Tape, first
published in 1923, also emphasizes the trend: “The way to make money is to determine
the trend and then follow it.”*® Indeed, the focus in this book, and other works of Gann’s
that followed, was, in one way or another, to take trades in the direction of the market’s
trend. Perhaps to the surprise of some, Truth of the Stock Tape is a very conventional
work, given Gann’s later reputation for esotericism and astrology.

The third book was Richard D. Wyckoff’s Studies in Tape Reading, published in
1910. (The book was stated to have been authored by Rollo Tape, but Wyckoff at a later
date admitted his authorship.) Significantly, Wyckoff uses the term “follow the trend”



(albeit in a short term, day trading context) when discussing one Jacob Field, “Prince of
the Floor Traders™, but he does not follow through with a philosophy or description.”® A
few years later, however, Wyckoff was more decisively on the side of trend following,
actually publishing a newsletter entitled the Trend Letter. In a similar vein, in a later
work, Wyckoff uses an interesting metaphor for trend following: “A small trader should
be a hitch-hiker.”?® But with respect to using charts as a means for profitably trading the
markets, Wyckoff was skeptical:

Let anyone who thinks he can make money following a Figure
Chart or any other kind of chart have a friend prepare it, keeping secret
the name of the stock and the period covered. Then put down on paper a
positive set of rules which are to be strictly adhered to, so that there can
be no guesswork. Each situation will then call for a certain play and no
deviation is to be allowed. Cover up with a sheet of paper all but the
beginning of the chart, gradually sliding the paper to the right as you
progress. Record each order and execution just as if actually trading.
Put Rollo Tape down as coppering every trade and when done send him
a check for what you have lost.?!

Of course, the methodology suggested by Wyckoff can now routinely be done on
an iterative basis by computer. Not one, but millions of tests can be done with a rapidity
that would have astonished Wyckoff. But would his judgment have changed? Possibly,
since we know that many years later, Wyckoff was using charts to draw trendlines, or as
he called them, supply lines and demand lines, depending upon whether these lines
connected high or low points.

JESSE LIVERMORE

Let us get back to practice again, and return to Jesse Livermore, who
communicated much about his trading, either through Lefevre’s articles, or through a
book he wrote himself in 1940, How to Trade in Stocks. The early Livermore can be
considered to have been at least partially a trend follower inasmuch as he began his
trading program in a small way at first, only “adding to his line” if the market went in his
direction, and abandoning it otherwise (essentially the advice of Dickson Watts in 1891).
He was also apparently a “breakout” trader, at one point describing a stock that was
bouncing back and forth between two price levels, but observing that eventually either
buying or selling would become stronger, and “the price will break through the old
barrier.” 2 This breakout, then, would define the “line of least resistance.” Later, he
says, “Well, when the price line of least resistance is established I follow it.”%

Going forward to 1940 Livermore can more definitely be considered to have been
a trend follower in that, in How to Trade in Stocks, he advocated the use of specific buy
and sell signals based on his analysis of the perceived trend. At one point, Livermore
uses the term “following the trend” directly:



It may surprise many to know that in my method of trading,
when | see by my records that an upward trend is in progress, | become a
buyer as soon as a stock makes a new high on its movement, after
having had a normal reaction. The same applies whenever | take the
short side. Why? Because | am following the trend at the time. My
records signal me to go ahead!*

Note that the verb “follow” has become the present participle “following” -- an
important conceptual necessity (though not the final one), | believe, in solidifying the
idea of trend following as a continuing or recurring action.

Central to Livermore’s philosophy was the recording of “pivotal points”, or
intermediate highs and lows. These “pivotal points” were in part the same thing as Dow
Theory intermediate highs and lows, or Edwards and Magee’s “basing points.” Initiation
and liquidation signals were based on significant movement away from these pivotal
points -- either three or six points, depending upon the type of rally or reaction that was
being considered, for a stock selling above $30. Thus, Livermore’s formula was not a
breakout system, nor a trendline system, but rather a type of “filter rule”, though a bit
more complicated than the typically tested sort. The parameters used were arbitrary, but
according to Livermore, based on much experience. Today we would undoubtedly
optimize these parameters by computer.

Livermore’s method certainly has some appeal, but one cannot help thinking that
it might have been better understood and traded if it were chart based. But Livermore
was not a chartist: “Personally, charts have never appealed to me. | think they are
altogether too confusing.”®®> Most people, I think, would disagree.

TREND FOLLOWING REALIZED

In addition to the work of Edwards, Magee, Livermore and the others, the 1930s
and 40s saw several other advances relating to the theory and evidence for trend
following. One of the more interesting studies came from the Cowles Commission for
Economic Research (now the Cowles Foundation at Yale University) in 1937. Written
by Alfred Cowles Il (founder of the institution) and Herbert E. Jones, this study
investigated the probabilities of sequences of rises and falls in stock market prices over
several time horizons, ranging from 20 minutes to 7 months. Its conclusion was that, yes,
there was a tendency for the market to continue in the same direction as the period
before. In short, as we would say today, there was serial correlation: at least from one
period to the next, there was trendiness, and some justification for the use of trading
methodologies that we might today call trend following. In summary, the study states:

This evidence of structure in stock prices suggests alluring
possibilities in the way of forecasting. In fact, many professional
speculators, including in particular exponents of the so-called “Dow
Theory” widely publicized by popular financial journals, have adopted



systems based in the main on the principle that it is advantageous to
swim with the tide.”?

Also worthy of note was a 1949 article in Fortune, Fashions in Forecasting, by
Alfred Winslow Jones (yes, that Alfred Winslow Jones — originator of the hedge fund
concept and founder of the first hedge fund). In the article, Jones analyzes many of the
then-current stock forecasting techniques, such as Mansfield Mills’ buying and selling
curves, Dow Theory, and others methods having trend following characteristics. His
explanation of trend following revolves around acceptance of “the undoubted fact of
momentum in psychological trends.” The process he describes sounds something like
George Soros’ reflexivity:

Thus a movement of the stock market once under way generates
unrealistic optimism or pessimism, so that the trend of prices then
carries through and beyond some point of central value. After that,
turned by profit takers or bargain hunters, with the basic forces of supply
and demand altered, the market pendulum starts back and passes again
through and beyond a point of reasonable value, wherever it may be.
Therefore, the chances are worth considering that once a trend has
reversed itself to some measured extent (as determined by the Dow
Theory, or by the penetration of a moving average or trend line), the
new trend will continue far enough to make it worth following.*’

It is notable that Jones uses the exact terms “trend followers” and “trend-
following” in his article. But the meaning of the words perhaps differs from our usage
today. For example, when he states that “what [Mills] and Lowry have are still trend-
following tools, with all their advantages and limitations,” he seems to mean something
more like “trend-lagging” — such as when a moving average turns higher after a trend has
already begun. In other words, trend following was not yet a fully formed concept.
“Trend” was not yet a noun adjunct, nor “following” a gerund.

The individual who finally made the connection was perhaps William Dunnigan,
a trader, technical analyst, and writer who ran a business cycle forecasting company in
Palo Alto, California in the 1950s. Dunnigan had many books and other publications to
his credit, beginning with the very academic Forecasting the Monthly Movement of Stock
Prices in 1930, and following with a more technically oriented, mimeographed
publication called Trading With the Trend in 1934, to name but a few. His major works,
however, came out in the early and mid 50s.

Dunnigan is perhaps best known today for his “thrust” methodologies and *“one-
way” system; but his overall market perceptions were broad and deep. He had a knack
for verbal innovation, including the invention of terms such as “trap forecasting” and
“continuous forecasting”, used to distinguish between those trades designed to capture
quick profits (“catching the market in a trap”) and those with an indefinite duration
whose exit levels were determined on a day-to-day basis, depending on market action.



Starting with these perceptions the transition to “trend following” is not an
arduous one, for if a market is “trapped” into a directional commitment at the point of,
say, a breakout (i.e., it generates a “signal”), then *“continuous forecasting” takes over
until the next “trap” (to liquidate or perhaps reverse) is signaled. But if that is the model,
then is the “forecasting” part of the formulation really necessary? Is not the process
rather one of monitoring the market for the occurrence of the next “trap”, and then, when
it occurs, acting upon it? Ultimately, in his 1954 work New Blueprints for Gains in
Stocks and Grains, that is what Dunnigan concluded, giving us some of our earliest
articulated insights into the philosophy behind trend following:

We think that “forecasting” should be thought of in the light of
measuring the direction of today’s trend and then turning to the Law of
Inertia  (momentum) for assurance that probabilities favor the
continuation of that trend for an unknown period of time into the future.
This is trend following, and it does not require us to don the garment of
the mystic and look into the crystal balls of the future.??

And again:

Let us believe that it is possible to profit through economic
changes by following today’s trend, as it is revealed statistically day-by-
day, week-by-week, or month-by-month. In doing this we should
entertain no preconceived notions as to whether business is going to
boom or bust, or whether the Dow-Jones Industrial Average is going to
500 or 50. We will merely chart our course and steer our ship in the
direction of the prevailing wind. When the economic weather changes,
we will change our course with it and will not try to forecast the future
time or place at which the wind will change.?®

William Dunnigan today remains a very underrated trading researcher, although
he was highly, if not widely, regarded in his day, even by academic economists. Elmer
Clark Bratt, for example, refers to Dunnigan’s “trading with the trend” in his Business
Cycles and Forecasting, one of the premier economics textbooks of his day:

Intermediate movements [in the stock market] do not last any
stated length of time, so we never know just when a rally or a reaction
will take place. What has been called “trading with the trend” [by
Dunnigan] appears to be the only important forecasting principle which
can be derived.®

Next in line among the pioneers of trend following was the much better known
Richard Donchian, whose article Trend-Following Methods in Commodity Price Analysis
appeared in the Commodity Yearbook of 1957. Donchian’s article was written in a
confident, matter-of-fact manner suggesting that he had a long, intimate knowledge of the



principles about which he wrote, particularly the use of moving averages and “swing
trading”, both developed in the article as examples of trend following methodology. Like
Dunnigan, Donchian discussed more than just the trading systems themselves; he also
discussed the philosophy behind them. The comments he made about trend following
still hold true:

Every good trend-following method should automatically limit
the loss on any position, long or short, without limiting the gain.
Whenever a trend, once established, reverses quickly, there is always a
point, not far above or below the extreme reached prior to the reversal, at
which evidence of a trend in the opposite direction is given. At that
point any position held in the direction of the original trend should be
reversed — or at least closed out — at a limited loss. Profits are not
limited because whenever a trend, once established, continues in a
sustained fashion without giving any evidence of trend reversal, the
trend-following principle requires that a market position be maintained
as long as the trend continues.®*

Richard Donchian, as most traders are aware, did much more than write about
trend following. He was also a broker, analyst and trader, who most significantly was the
founder of the first publicly managed futures fund, the moving average based Futures,
Inc., in 1948.%% Starting in 1960, he began writing a weekly commodity “Trend Timing”
letter, based on one of his better-known trend following systems, the 5 — 20 moving
average method, thereby creating a documented decades-long performance record for his
trading methodology. Further, Donchian was an innovator in advancing an idea that is
now the norm among large futures trading entities everywhere -- the concept of trading
many markets at the same time in a portfolio:

When 1 first got into commodities, no one was interested in a
diversified approach. There were cocoa men, cotton men, grain men ...
they were worlds apart. | was almost the first one who decided to look
at all commodities together. Nobody before had looked at the whole
picture and had taken a diversified position with the idea of cutting
losses short and going with a trend.®

CONCLUSION

And so with Dunnigan and Donchian we come to an end. Although these two
were by no means the first trend followers, nor surely the last, they were truly a
watershed in the history of trend following. While many of the ideas that preceded theirs
were trend following in nature, they were largely inchoate, with an unstated or
incomplete underlying philosophy. Dunnigan and Donchian, however, articulated this
philosophy — indeed, called it trend following -- and thereby laid a foundation upon



which later methodologies could comfortably rest. The narrative continues, of course,
but since it has already been well and amply covered, | will stop at this point. Suffice it
to say, however, that we remain under the influence of these pioneers of trend following,
whether we know it or not.
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