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Diversification Heresy

Let’s Break Through the Efficient Frontier
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--- Presentation Topics ---

How | Got Hooked on Trends.

Trends are Real .(Markets areNot Efficient)

Risk & Return are Not Mutually Exclusive.

There is an Optimum Trend Extraction Method.

Trend Periods and Algorithms do Matter.

How to Build Great Strategies and Portfolios.
Backtesting & Optimization are Not Just Video Games.
Stock Screening and Analysis do Still Play a Role.

You Can do this in your Spare Time, Without a Ph.D.
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How It All Started ...

| Had A Problem

S&P 500 Index
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No Shortage of Opinions
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" Experts Do Point In All Directions

Inherently a 50-50 Crap Shoot For Market Prediction
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The Advice Problem

Own a little bit of
everything ... So you
can achieve precisel

Diversify- Rebalance
Average Performance :
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A ENINer-t\| Geldman Sachs Sets Record
With That? for $100 Million Trading Days

g Mass Hypnotism
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What About the Data”?

Does Recent Market Data 1
Hold Clues for: Future Prices?

Do Price Trends Exist?
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~ SectorSurfer Development
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- SectorSurfer Development
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Diversification Heresy

Let’s Break Through the Efficient Frontier

| 2. Trends are Real .(Markets areNot Efficient) |

Efficient Market Hypothesis

A Prices already reflect all past publicly available information.

A One cannot consistently achieve returns in excess of average
A Stock and other asset prices follow a random walk model.

If TRUE, Diversification is Best.
But if Trends are Real, E.M.H. Is Fals¢
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Hurst Range/Scale Analysis

NILE RIVER MINIMUMS 622 - 1469

100 1000

FIGURE C27-6. Pox diagram of logR/S versus log 6 for the Nile minimums
as reported in Toussoun 1925. The R/S pox diagram of Nile maximums

is not plotted because it is extremely similar to the diagram shown in the
present figure.

Global dependence in geophysical records
(M & Wallis 1969b)

Developed by:
Edwin Hurst in 1907
Nile River Dam Project
Water Flow Character

W) A Wiley Finance Edition

CHAOS

AND ORDER IN THE

CAPITAL
MARKETS

SECOND EDITION
“The bible of market chaologists.”"—BusinessWeek
A New View of
Cycles, Prices,
- and Market
Inchudes Volatility

EDGAR E. PETERS

author of Fracral Market Analysis

14



—

Hurst Range/Scale Analysis

W 5&P500
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Hurst Range/Scale Analysis

S&P500 Monthly Returns
From 1950 To 1988

Hurst Exponent
H = Slope of Line

[
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LOG(} OF MONTHS)
FIGURE 8.1 R/S analysis: S&P 500 monthly returns January 1950-July 1988.
Estimated H = 0.78.




Hurst Range/Scale Analysis

| Mobil Oil Stock 30-Year Treasury Bond
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FIGURE 8.4b 5L MSCI Japan Index in a” Capital markets_ s | Economic Indicators

December 198¢
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LOG(§ OF OBSERVATIONS) LOG() OF MONTHS)
FIGURE 8.5b R/S analysis of international stocks: Monthly returns, January 1959 FIGURE 8.10c R/S analysis of economic indicators, January 1950-January 1990.
February 1990. MSCI Japan index: Estimated H = 0.68. Housing Starts: Estimated H = 0.73.




Hurst Range/Scale Analysis

S&P500 Daily Returns

Stationarity
Exhibited

LiQa OKE NI @i S
v stable in spite of
1.2 1.6 2

LOG(# OF DAYS) depression, world war,
FIGURE 9.2 R/S analysis: S&P 500 daily returns by decade. No pOIitiCS and tEChnO|Ogy.

do not change much from decade to decade.
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The Economist
January 8t 2011

Document LinkMomentum in Financial Markets
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