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T R A D I N G

Trend Following:

Introduction
For some reason, the investing community loves hating on Trend Following whenever it experiences a losing streak.
Every few years, when performance slides, major publications come out with many articles claiming, “Trend
Following is dead” (often right before performance starts to pick up). Meanwhile, whenever stocks suffer losses, the
same people, giddy with excitement, see it as a buying opportunity and load up on more stocks. It’s weird.
I wonder how can investors feel this way when Trend Following, in general, historically displays superior performance
to stocks (on an absolute return and risk-adjusted basis). I have a hunch that investors just do not understand Trend
Following enough to develop much confidence in it.
I believe investors miss out on huge opportunities by not investing in Trend Followers when they suffer losing
streaks.
In this paper, we take a look at how Trend Following performs following losing streaks. Does it continue to lose
money or does it rebound? How well and how fast does it rebound?
I hope, after reading this, that you better understand Trend Following, can view losses as natural normal occurring
events and possibly develop the confidence to buy into losing streaks. Note: this paper does not recommend buying
or selling any specific Trend Following program, but you may use it as empirical evidence to assist your decisionmaking process.
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Does Buying into Drawdowns Work?
In this paper, we observe how “pure” Trend-Followers handle drawdowns. I define “pure” as firms that only trade a
diversified long-term trend-following strategy; they do not incorporate any short-term, counter-trend or fundamental
strategies.
Melissinos Trading is a pure Trend Follower. We do not mix in other strategies or ideologies into our trading strategy.
In order to sustain discipline and outperform over time, I believe managers must focus on mastering a trading
strategy that aligns with their philosophy.
Often times, managers run into trouble when they quit on their strategy and start trading a completely different one
(e.g. to replace Trend Following with Value Investing during a losing streak). These two strategies could not be more
different from each other. A manager must fully commit to one philosophy in order to maximize his/her discipline.
I come up with a list of 33 active “pure” Trend-Following managers from several performance reporting sites. On
these sites, the firms classify themselves as 100% diversified Trend-Followers. On average, the firms have a track
record of 16 years and $388M in assets. I believe the data represents a large enough sample to declare the
research as statistically relevant.

Buying into Drawdowns Reaps Rewards
Pure long-term Trend-Followers regularly hold positions for 6 to 18 months. They attempt to capture large trends that
persist over long time frames. Recent examples of large trends include Crude Oil and U.S. Dollar.
As of March 2015, the 33 Trend-Followers experience 1,965 negative 6-month rolling periods with at least 18
months of subsequent performance. Of the 1,965 negative 6-month periods, the firms record a profit 1,532 times
over the subsequent 18-months 78% of the time (1532 / 1965 occurrences).
Also, the Trend-Followers produce much higher gains in positive 18-month periods than they lose in negative 18month periods (22.80% vs. -9.28%). See Graph 2 below.
Graph 2

Trend-Follower Universe (33 CTAs)
Monthly Returns (Sep 1985 - Mar 2015) estimated.

Next 18-month trailing return

225%
NW - 22.80%

NE - 29.89%

SW - 9.28%

SE - 11.09%

168%
111%
54%
-3%
-60%

-50%

0%

50%

100%

150%

6-month trailing return
Past Performance is Not Necessarily Indicative of Future Results
© 2015 Melissinos Trading, LLC. All Rights Reserved.

www.melissinostrading.com | 2

When looking at Graph 2, you may notice that most of the data points reside in the upper right or NE quadrant. This
quadrant illustrates the times when 18-month gains follow 6-month gains. After 6-month gains, Trend-Followers
produce gains 18 months later 74% of the time (2,454 / 3,302 occurrences).
To wrap up, Trend-Followers 1) have a 78% chance of profiting in the 18 months following a 6-month losing streak;
2) produce, on average, a 22.80% when recording a gain following a 6-month losing streak and 3) spend about half
the time producing both positive 6 and 18-month winning streaks (47% = 2,454 NE / 5,267 total occurrences).

Does Buying Drawdowns Always Work?
Since 2011, Trend-Followers experience prolonged drawdowns due to choppy market conditions. Buying drawdowns,
especially from 2011-2013 does not pay off as well as it does over the longer-term study. For many Trend-Followers
and their benchmarks like the BTOP 50 Index, this stretch represents the worst losing period on record.
Prolonged losing periods can happen from time to time, but I value the fact that this poor three-year period easily
outperforms the worst three-year period for stocks, bonds and real estate.

Recent Performance Distorts the Long-Term Advantage
Here’s a look at how 2011-2015 performance compares to the historical average.
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0.88%

2.38%

2.96%

Avg. Annual Return

8.84%

8.87%
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*Estimated performance as of March 2015

2011 and 2012 look rough, but the losses are small enough to allow Trend-Followers to recoup fairly quickly if
market conditions improve. Most firms recoup these small losses in 2014 and 1Q 2015. I know a few years of poor
performance can feel like an eternity, especially when other asset classes like stocks perform well, but we must
remember that losses are part of the process. Losses do not classify the investment as “dead”. Note: the Dow Jones
Industrial Average takes over 25 years to recoup its worst three-year losing streak (1929-1954).
From 2011-2015, Trend Followers experience 604 6-month losing periods. Out of 604 occurrences, they record a
profit 18 months later only 296 times (a 49% chance of profit). These odds fall well below the odds in the longerterm study. In the longer-term study, the odds of profit 18 months following a 6-month loss equal 78%.
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Graph 3

Trend-Follower Universe (33 CTAs)
Monthly Returns (Jan 2011 - Mar 2015) estimated.
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When to Allocate?
The BTOP 50 index’s average 12-month return since January 1987 is 7.97%. The BTOP 50 is a popular and
creditworthy index composed of Trend Following firms.
Graph 4 below shows the BTOP 50‘s rolling 12 month return to 12 month standard deviation ratio. When the ratio
dips below the 10th percentile of all observations, recent risk-adjusted performance is poor leaving investors feeling
frustrated and possibly thinking about exiting their Trend Following investment.
However, following a dip below the 10th percentile, the average return over the next 12 months is 9.06%. The worst
return the BTOP 50 ever produces is -3.92%. This suggests that performance does not get much worse after poor
12 month periods and that investors have an above-average chance of making returns above the norm.
Graph 4
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On the other hand, when the ratio breaches above the 90th percentile, investors feel great and likely expect the
recent positive performance to continue forever. Of course, it never does. Astute investors understand that both
good and bad times do not last forever.
When the ratio sits above the 90th percentile, on average, the next 12 month return is 5.71% (a full 2% below the
average 12 month return of 7.97%) - still respectable, but not optimal.
The point is that investors have better odds of earning higher returns and lower drawdowns when they invest below
the 10th percentile rather than above the 90th. Graph 5 below shows the performance figures.
Graph 5
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Melissinos Rebounds Well from Losing Streaks too
Since 2011, we experience 12 6-month losing periods. In the 18 months following a 6-month loss, we produce a
profit 6 times (50% odds); winning periods average 22.92% while losing periods average -3.19%.
Even though we only produce gains half the time, we make a lot more than we lose (22.92% vs. -3.19%). We
rebound from these losing periods by diversifying heavily and ruthlessly cutting losing trades from the books.
Graph 6

Melissinos Trading Eupatrid Commodity Program
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You may notice a similar pattern in the NE and SE quadrants. Following a 6-month gain, we produce a gain 18
months later 47% of the time (8 out of 9 occurrences), but our gains average 35.07% while our losses average only
-10.20%. Again, this shows how well we keep losses from dragging on and getting bigger.

The Opportunity is Now
Melissinos Trading is currently experiencing a 10-11% drawdown following a stellar 2014. No one knows how long
this drawdown will continue or whether it will get bigger, but I put my faith into the hard data we see in the studies in
this paper. Graph 7 and 8 below shows the Melissinos version of Graph 4 and 5.
Our average 12-month return is 7.50%. When the 12-month rolling return to volatility ratio falls below the 10th
percentile, the next 12-month average return increases to 14.47% and the odds of profit equal 100%. On the flip
side, when investing above the 90th percentile, the average 12-month return equals 5.71% and odds of profit drop
to 40% - not terrible, but the figures fall well below the 12-month and 10th percentile averages.
Graph 7
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Assumptions
Survivorship Bias
Survivorship bias represents the main cause for concern when evaluating data, especially in indexes. Bias exists in
these studies since they only includes Trend-Followers still in business, whereas failed managers get removed from
the databases and the BTOP 50 index.

Continuing Discipline and Profitability
I make two assumptions that allow you, the reader, to formulate your own conclusions.
First, I assume that pure Trend-Followers will continue executing their strategy and will not implement any non longterm Trend Following philosophies such as Value Investing or short-term trading. I also assume that Trend-Followers
will continue producing positive returns over the long run. In order for this to occur, price trends must continue to
evolve and persist over time.

Trends Continue Occurring Over Time
Trend-Followers make only one assumption – that trends will continue happening over time. They believe markets
will continue generating periods of momentum either up or down and will never flat line - for too long. They do not
pretend to know which direction markets will move, but just that they will move one way or another.
As a contrast, Value investors assume that economies, companies, and more directly, the status quo, will continue
improving over time. To profit from their assumptions, they analyze fundamental data to find companies or markets
at attractive prices. They invest in companies or markets that exhibit an attractive present value relative to its future
potential.

How Trends Come About
Trends evolve as attitude changes. When value investors notice attractive prices, they buy in which creates upward
pressure. Trend-followers, who see a price trend starting to form, take a position, which adds to the upward
pressure. When prices get too high relative to their underlying value, value investors sell. Upward momentum slows
and reverses downward. Trend-followers then adapt to the new downtrend and sell their positions as well, thus
creating more selling pressure.
Moral Hazard can exacerbate the size and speed of trends and even create bubbles. When moral hazard exists,
investors do not fear losses when they know they can receive a bailout. This creates reckless speculation. Over time,
governments grow fearful systemic collapse, so they elect to bail out the biggest losers that pose a threat to the
economic system – those that are “too big to fail”. By not letting the free market naturally cleanse itself of greedy
behavior, reckless speculation increases and massive price trends emerge.
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Conclusion
We all feel frustration when our investments do not perform well. I believe must understand that all investments go
through periods of negative performance. Losing periods do not necessarily mean the investment is “dead” or that
something is wrong with it. Typically, investors make losses worse by medicating their impatience with quitting.
When we come to understand that losing periods are part of the process, we can get on the path of viewing losing
periods as investment opportunities. In 2008, stock investors, unhappy with their buy-and-hold strategy, sell out and
miss the subsequent rally. In 2014, Trend Following investors, unhappy with the poor 2011-2013 period, sell out in
favor of other investments. What happens? They miss out on of the best years in recent memory.
Trend Followers design their strategies to cut losses quickly. This simple common-sense tactic keeps losses small
and losing periods short while allowing them to recoup the small losses quickly when prices start trending again.
The Current Opportunity to Invest: I believe there is an opportunity right now to invest in Trend Following strategies.
In 2015, many Trend Followers including Melissinos Trading, experience small losses due to consolidating Currency,
Energy and Stock markets. This consolidation may last a bit longer, but we know from the studies in this paper that
trends will likely resume and Trend Followers will likely benefit.

About Melissinos Trading
Founded in 2011, we are a Managed Futures asset manager specializing in identifying and capturing price trends in
global commodity and financial markets. We are registered with the NFA and CFTC as a Commodity Trading Advisor
(CTA) and Commodity Pool Operator (CPO). We manage assets for individuals and institutional investors.
We intend to follow trends, both up and down, in a disciplined manner seeking above-average growth vs. peers in
any 5 to 15 year holding period while producing the highest risk-adjusted performance ratios in the industry. We aim
to produce the highest Sterling and MAR ratios in the CTA industry, while earning at least a double-digit CAGR.
We implement an investment model that shifts focus away from chasing short-term returns and towards long-term
discipline - something that rarely exists in the investment management industry.
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DISCLOSURE
Past performance is not necessarily indicative of future results. Alternative investments, including those
offered by Melissinos Trading, are speculative, involve substantial risk, and are not suitable for all investors.
Not an offer and confidential: This communication is provided for your internal use only. The information contained herein is
proprietary and confidential to Melissinos Trading, LLC (the “Adviser”) and may not be disclosed to third parties or duplicated or used
for any purpose other than the purpose for which it has been provided. Although the information provided herein has been obtained
from sources which the Adviser believes to be reliable, we do not guarantee its accuracy, and such information may be incomplete or
condensed. The information is subject to change without notice. This communication is for information purposes only and is not
intended as an offer or solicitation with respect to the purchase or sale of any security or of any fund the Adviser manages or offers.
Since we furnish all information as part of a general information service and without regard to your particular circumstances, the
Adviser shall not be liable for any damages arising out of any inaccuracy in the information. This document should not be the basis
of an investment decision. An Investment decision should be based on your customary and thorough due diligence procedures,
which should include, but not be limited to, a thorough review of all relevant term sheets and other offering documents as well as
consultation with legal, tax and regulatory experts. Any person subscribing for an investment must be able to bear the risks involved
and must meet the particular fund’s or account’s (each a “Fund” and, collectively, “Funds”) suitability requirements. Some or all
alternative investment programs may not be suitable for certain investors. No assurance can be given that any Fund will meet its
investment objectives or avoid losses. A discussion of some, but not all, of the risks associated with investing in the Funds can be
found in the Funds’ private placement memoranda, subscription agreement, limited partnership agreement, articles of association
or other offering documents as applicable (collectively the “Offering Documents”), among those risks, which we wish to call to your
attention, are the following: Future looking statements, Performance Date and strategy level performance reporting: The
information in this report is NOT intended to contain or express exposure recommendations, guidelines or limits applicable to a
Fund. The information in this report does not disclose or contemplate the hedging or exit strategies of the Funds. While investors
should understand and consider risks associated with position concentrations when making an investment decision, this report is
not intended to aid an investor in evaluating such risk. The terms set forth in the Offering Documents are controlling in all respects
should they conflict with any other term set forth in other marketing materials, and therefore, the Offering Documents must be
reviewed carefully before making an investment and periodically while an investment is maintained. Statements made in this release
include forward-looking statements. These statements, including those relating to future financial expectations, involve certain risks
and uncertainties that could cause actual results to differ materially from those in the forward-looking statements. Unless otherwise
indicated, Performance Data is presented unaudited and “net” of estimated management fees and other fund expenses (i.e. legal
and accounting and other expenses as disclosed in the relevant Fund’s Offering Documents”) and “net” of estimated performance
fees, which, when deducted, lower the reported rate of return. Due to the format of data available for the time periods indicated, net
returns are difficult to calculate precisely. Accordingly, the calculations have been made based on a number of assumptions.
Because of these limitations, the performance information should not be relied upon as a precise reporting of net performance, but
rather merely a general indication of past performance. The performance information presented herein may have been generated
during a period of extraordinary market volatility or relative stability in the particular sector. Accordingly, the performance is not
necessarily indicative of results that the Funds may achieve in the future. In addition, the foregoing results may be based or shown
on an annual basis, but results for individual months or quarters within each year may have been more favorable or less favorable
than the results for the entire period, as the case may be. If index information is included, it is merely to show the general trend in
the markets in the periods indicated and is not intended to imply that the portfolio was similar to the indices in either composition or
element of risk. This report may indicate that it contains hypothetical or actual performance of specific strategies employed by The
Adviser, such strategies may comprise only a portion of any specific Fund’s portfolio (or none at all), and, therefore, the reported
strategy level performance may not correspond to the performance of any Fund (or investor) for the reported time period.
HYPOTHETICAL PERFORMANCE RESULTS HAVE MANY INHERENT LIMITATIONS, SOME OF WHICH ARE DESCRIBED BELOW. NO
REPRESENTATION IS BEING MADE THAT ANY ACCOUNT WILL OR IS LIKELY TO ACHIEVE PROFITS OR LOSSES SIMILAR TO THOSE
SHOWN. IN FACT, THERE ARE FREQUENTLY SHARP DIFFERENCES BETWEEN HYPOTHETICAL PERFORMANCE RESULTS AND THE
ACTUAL RESULTS SUBSEQUENTLY ACHIEVED BY ANY PARTICULAR TRADING PROGRAM.
ONE OF THE LIMITATIONS OF HYPOTHETICAL PERFORMANCE RESULTS IS THAT THEY ARE GENERALLY PREPARED WITH THE BENEFIT
OF HINDSIGHT. IN ADDITION, HYPOTHETICAL TRADING DOES NOT INVOLVE FINANCIAL RISK, AND NO HYPOTHETICAL TRADING
RECORD CAN COMPLETELY ACCOUNT FOR THE IMPACT OF FINANCIAL RISK IN ACTUAL TRADING. FOR EXAMPLE, THE ABILITY TO
WITHSTAND LOSSES OR TO ADHERE TO A PARTICULAR TRADING PROGRAM IN SPITE OF TRADING LOSSES ARE MATERIAL POINTS
WHICH CAN ALSO ADVERSELY AFFECT ACTUAL TRADING RESULTS. THERE ARE NUMEROUS OTHER FACTORS RELATED TO THE
MARKETS IN GENERAL OR TO THE IMPLEMENTATION OF ANY SPECIFIC TRADING PROGRAM WHICH CANNOT BE FULLY ACCOUNTED
FOR IN THE PREPARATION OF HYPOTHETICAL PERFORMANCE RESULTS AND ALL OF WHICH CAN ADVERSELY AFFECT ACTUAL
TRADING RESULTS.”

