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The markets pulled back earlier this month, putting pressure on the current rally. However, the uptrends in most sectors remain intact. Let’s take a look at some charts in a couple sectors to see how they have performed.  Even though most of our trading is based on computer algorithms, I also like visual techniques such as chart reading to give another perspective on the current trend. Below is a chart of RCMCX (Royce Microcap) with a trendline drawn from the March 2009 low. Today (October 5th), RCMCX bounced off the trendline yet again (note previous bounces in July, August and September). However, at this point it will only take one or two down days to violate the trendline. The chart also includes red and blue lines, which represent the 8 day and 34 day exponential moving averages, respectively. Generally, when the 8 day Ema is above the 34 day Ema, as here, the security is in an uptrend.
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Uptrend line has
not been violated

The uptrend from March 2009 remains
intact but could be broken if the recent
down move continues much longer.
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Now let’s look at another sector, emerging markets. Below is a chart of PYEFX (Pioneer Emerging Markets). Again, the trendline from the March 2009 low has not been violated, indicating that the uptrend is still in place. Note that price (the jagged black line) is farther above the trendline than in the RCMCX chart above, indicating that PYEFX has performed a little better than RCMCX in the past week. Also note that the 8 day Ema (red line) is above the 34 day Ema (blue line), further confirming the uptrend.
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Finally, let’s look at a broader index. Below is a daily chart of the S&P 500 showing that the uptrend is continuing, despite last week’s losses.
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The conclusion is that the odds still favor owning equity funds. Most sectors are still in an uptrend. 

There is another sector that has a very promising chart pattern, one that we don’t normally consider, namely gold. Below is a weekly chart of the Exchange Traded Fund GLD. 
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In the previous charts, we looked for trendline support to confirm uptrends. In the case of GLD, we’re looking for triangle patterns to find breakouts. Note in the above GLD chart that the triangle pattern formed in 2006-7 resulted in a breakout in September 2007, followed by a 40% gain in 6 months. If a similar scenario unfolds this time, the gain would be on the order of 50% since the current triangle is larger. Note also that the breakout and subsequent gain in 2007-8 was lower in volatility compared to the rocky ride forming the previous triangle. A low volatility uptrend is what we look for to avoid large swings in portfolio value. If the next week or two shows a similar low volatility gain, gold funds should be considered as part of aggressive portfolio strategies.
New trading strategies

Over the past several months, I have been working on revising our trading strategies, mainly to incorporate short trading to take advantage of large downswings in the markets. In addition, I’ve incorporated updated signals and sectors rotations. The following is a brief description of these new strategies. The performance numbers are for trading at Jefferson National. Similar (but not identical) results are obtained for trading at various discount brokers using different funds. Note that these results are historical, that is, they are not “live” trading results. Actual (live) trading results are often not as profitable as historical results. 

I also presented a paper last February on trading in bear markets which explains the underlying philosophy of going short in bear markets. If you would like to receive a copy of the paper, please e-mail at dave@wijopa.com
SECTOR STRATEGY

This strategy trades emerging market, domestic  smallcap, junk bonds, including at times emerging market bonds,  and when appropriate, short the S&P 500. Trading is based on signals. Below is the historical  10 year performance.
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Note that the best two years were 2003 and the current year. The return of 12.8% in 2008 was due mostly to being short the S&P 500.
ASSET ALLOCATION STRATEGY

This strategy is similar to the sector strategy but includes a 60/40 split of trading the same equities as in the sector model (60%) and bonds (40%). Below is the historical 10 year performance.
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While the annual return (AnnRet) is only 20.6% versus 28% for the sector model, the maximum drawdown (Mdd) is also decreased from 6% to 4.1%. This mimics the traditional 60/40 asset allocation strategy offered by many “traditional” money managers with the added benefit of trading.
BOND STRATEGY

This strategy trades hi yield (junk) bonds and emerging market bonds. Below is the historical 10 year performance.
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One of the attractive features of the bond strategy is the low Mdd of 2.8%. This has historically been a very stable trading strategy. However, note that the returns are variable, from a low of 1.3% in 2008 to a high of 27% so far in 2009.

DISCRETIONARY MODEL

In this model, we’re not limited to specific sectors. Instead we look at a broad range of market sectors to determine the best ones to own. For example, gold is doing well right now, and may continue to trend up as long as the U.S. dollar keeps falling and the U.S. government keeps spending money it doesn’t have. For the same reason, mutual funds that go up when the dollar falls are also doing well. The discretionary model is more of a “hands on” approach that is difficult to backtest historically. Buy and sell decisions are based on visual techniques.

I would be happy to discuss these models with you in greater detail. Please e-mail or call me at 330-335-7300.
CURRENT POSITIONS

Clients in the moderate to aggressive category are currently in domestic smallcap funds , hi yield bond funds, emerging market funds  and small positions in emerging market bond funds. I have over-weighted in hi yield bonds, currently about 40%, because hi yield has been in a very strong uptrend after last year’s selloff, and good gains can be made with much lower volatility that in equities. For conservative clients in a 100% bond strategy, we’re currently in a mixture of hi yield and emerging market bond funds.

David Serbin

Wijopa Investments

