
"Value investing has been shown to work. Adding rela-
tive strength to this investing style can improve returns 
by buying value stocks that are currently moving higher. 
This timing element improves returns by avoiding the 
problem of waiting for the market to recognize the un-
dervaluation. Applying this straightforward approach 
can greatly minimize the risk of value investing." In-
vestopedia's conclusion on O’Shaughnessy's value and 
relative strength research. 
 

Introduction 
 
The letter is a bit early this month as I will be attending 
a couple of conferences and working from the road later 
in the month. Despite all the advances in technology, it 
is still easiest to put this letter together on my Windows 
7 desktop so I am getting it out before my trip. I can do 
virtually everything else on my laptop remotely, but 
there are so many moving parts to the newsletter it is 
simply easier to write and publish it in the classic desk-
top manner. I have meant to convert this letter to a blog 
format for a long time and made several false starts in 
that direction, perhaps I should give it another try. 
 

Volatility 
 
Someone noted my comments on volatility being sys-
tematically misunderstood on Meb Faber's podcast and 
asked if I could recommend some research sources, 
books, papers, etc... The truth is there really aren't any 
for precisely the reason that volatility is still poorly un-
derstood. 
 
A lot of the misunderstanding surrounding volatility has 
to do with the way it is measured, but more importantly 
the core assumptions like mean reversion and a normal 
distribution are simply incorrect. When the foundation is 
rotten the house can't stand. The conceptual problem is 
that volatility is not a numeric quantity or a mathemati-
cal concept, it is a psychological function, a function 
that is not easily modeled using classical statistics. This 
problem has very deep roots, for example the Black 
Scholes algorithm for valuing options is the most widely 
used approach in the world by far. At its core the Black 
Scholes model has the assumption that security prices 
follow a log-normal distribution, yet they do not. A trag-
ic demonstration of that was Long Term Capital. Fischer 
Black and Robert Merton, both Nobel Prize winners, 

were principles in the firm when it was swept away by a 
volatility event; their models simply didn't fit reality 
well at all. Oh, they worked most of the time, but when 
they didn't, they really didn't. 
 
Volatility is nothing more than change in price, but there 
is little consensus on how to measure that change. Mo-
mentum is probably the simplest way. In the old days 
that was just the current period minus some period in the 
past, today it is more likely to be percent change over 
time. Another popular technical analysis approach is the 
departure chart. Little used these days, but once very 
popular, this chart plots the distance price is from an 
average in percent. Statisticians call this concept devia-
tion from the mean and it is the base for what is virtually 
the only volatility measure commonly used today, the 
engine behind Bollinger Bands, standard deviation. In 
truth, market technicians employ more nuanced ways of 
measuring volatility than does the academy. Take Aver-
age True Range as an example, a tool introduced by 
Welles Wilder as part of a trading system in his 1978 
book "New Concepts in Technical Trading Systems". 
ATR is the periodic range (high minus low) plus any 
gaps that occurred between bars—originally bars repre-
sented trading sessions. There is an interesting idea be-
hind ATR, that the price formation mechanism never 
rests while the price discovery system does—between 
sessions and over weekends and holidays. That is to say 
information continues to flow even when the markets 
are closed, creating price gaps between the last traded 
price of the prior session and the opening price of the 
new session. ATR impounds those gaps into the meas-
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urement of range creating a very interesting and useful 
volatility measure. At the recent CMT Association Sym-
posium I was pleasantly surprised to hear a number of 
participants talking about trading system results in terms 
of ATRs. "We captured 3.5 ATRs on average" and so 
forth. So, at least among technicians, the importance of 
volatility and the importance of correctly understanding 
and using it seem to be on the rise. 
 
Technicians are also interested in asymmetrical volatili-
ty, which is to say that they may treat volatility in their 
favor differently from volatility that goes against them. 

For example, in a long position a technician may think 
of only the pullbacks as volatility. One such technical 
measure is the Ulcer Index that focuses moves against 
the position, retreats from highs in the equity line. A 
statistical measure in that vein is semi-variance. Another 
measure of volatility is Maximum Adverse Excursion 
(John Sweeney wrote the book) which keeps track of 
pullbacks while in a position. 
 
(There is a difference between draw down and adverse 
excursion. Draw down is generally considered to be a 
reduction in position value from the starting value while 
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The Volatility Index — VIX — One Year 

Value Line Arithmetic — One Year 

Growing confidence is taking the VIX low-
er, but not to dangerously low levels yet. 
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Working on a breakout 
of the trading range.  
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The NYSE advance-decline is lead-
ing stocks higher. See pages 12 and 
13 for other views of the A-D line 
that confirm this strength. 

NYSE Composite and New Highs / New Lows Histogram — Daily — One Year 

NYSE Composite and  Advance - Decline Line — Daily — One Year 

New highs starting to expand 
and new lows contracting. 
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adverse excursions are pullbacks from highs—or pull 
ups from lows for shorts.) 
 
In any case, the point is that technicians (practitioners) 
are treating volatility in more serious, creative and prac-
tical ways than are academics (observers). I suppose that 
shouldn't come as a surprise; nothing focuses the atten-
tion like having an actual position, but given the acade-
my's excoriating attacks on technicians it still does. 
 
The largest problem is the core assumption that volatili-
ty is mean reverting. This means that it is thought that 

there is some central value to which volatility returns 
after is has made significant excursions. It is unclear as 
to whether that assumption is a dynamic value or not, 
but let's be charitable and assume that it is. That as-
sumption is the basis of the second most important use 
of volatility, value at risk, or VAR. (Option valuation 
has a much longer history and is arguably the most im-
portant use of volatility.) Like the option model, there is 
a problem at VAR's core, there the log-normal distribu-
tion, here the mean-reversion assumption. The academic 
version is that high volatility is a forecast for average 
volatility and that low volatility is a forecast for average 

FTSE — Daily—One Year 
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That’s incredible performance on the 
part of the FTSE, our favorite interna-
tional leading indicator.  

The Shanghai Composite remains the worst looking 
of the international indices we track. However, it is 
trying to build a base and mount a rally 
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volatility. However, as anyone who has ever traded 
through a volatility event can tell you, high volatility is a 
forecast for low volatility, low volatility is a forecast for 
high volatility, and there is no such thing as average 
volatility. What does that mean in practical terms? It 
means that the recommendations of VAR are wrong. 
VAR suggests adding exposure in times of low volatility 
and removing exposure in times of high volatility. As 
hard as it is to do, the successful trader must do exactly 
the opposite, reduce exposure in times of calm and add 
exposure in times of distress. That observation was 
laughed at by a gathering of Swiss portfolio managers I 
addressed, the year was 2006, and a year later few of 
them had jobs. As it turned out VAR was the mecha-
nism of the vast majority of portfolio damage done in 
2007/2008. Of course taking this contrarian approach 
makes you look mad in the heat of the affair, but you do 
get to look like a genius after the fact. 
 
Finally, I am often asked why I use standard deviation 
for Bollinger bands. The truth is that I don't use 
'standard deviation' at all, what I use is the calculation 
used to measure standard deviation, RMS, root mean 
squared deviation. It is the squared deviations part that 
is so important. Square a small number and you get an-
other small number, but square a large deviation from an 
average and you get a really large number, a number 
that forcefully expands the bands keeping our definition 
of relatively high and low germane to the price struc-
ture. 
 
There is a final problem, the assumption of the normal 

distribution for securities prices. Again, this simply isn't 
supported by the facts, there are simply too many large 
changes and too few small changes, a phenomenon stat-
isticians refer to as kurtosis. This leads to systematic 
underestimation of the impacts of high volatility 
amongst other problems. 
 
There are probably more problems, but I think that nice-
ly encapsulates the major issues. The bottom line is that 
for a young analyst looking to make their mark, volatili-
ty is pitchblende. 
 

Bollinger Bands 
 
One of statements I see all the time is an assertion that a 
Squeeze, a periodic low in BandWidth and often a 
marker of the beginning of a trend, is really important 
because it is 'so tight'. All that I have seen over the years 
suggests that the absolute tightness is of little im-
portance. Normally a Squeeze is defined as a 125-period 
low in BandWidth, which is all that counts. The fact that 
BandWidth is the lowest in years is moot, all that is im-
portant is that it be the lowest in a look-back window. 
The window length is usually 125, but that is a very 
robust number so changing it is of little consequence. 
What counts is that BandWidth be relatively low, not 
absolutely low. Same goes for the Bulge, a periodic high 
in BandWidth and often the marker of the end of a 
trend. Also, the fact that a Squeeze has gone on for a 
while is actually a demerit; what you want to see is 
Squeeze and go. 
 

Three Month Treasury Rates — One Year. 

Relentlessly higher! 
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Gold Miners ETF — GDX — One Year 
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The Current Market 
 
There are four advance-decline lines in our Market Tim-
ing Chart Pack; one for the NYSE Composite and one 
each for the Russell 1000, 2000 and 3000. The NYSE 
data includes all sorts of things that are what most 
wouldn't describe as stocks. I find the NYSE data very 
useful but others have criticized it. One way of getting 
around those criticisms is using advance-decline data for 
indices rather than markets because indices only include 
stocks; we chose the Russell indices, 1000 for large 

stocks, 2000 for smaller stocks, and 3000 for the market. 
All four of these A-D lines are at or on the verge of new 
highs, all running well in advance of price. This is ex-
tremely bullish behavior and a core reason that our stock
-market outlook remains positive. You can think of 
these indicators as democratic (with a small d) 
measures, where each stock is given a vote no matter 
how large or small. Their greatest value is usually at 
tops where they roll over before the major indices do, 
giving early warnings of impending troubles. However, 
in regimes like the present, where there is a great deal of 
uncertainty and the correlation between news and mar-

Gold Bullion ETF — GLD — One Year 

The stocks are trying, but…. 

I really do think that this 
should be a good time for 
gold, but it just can’t get its 
act together in a sustainable 
manner.  
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ket events seems tenuous at best, the current perfor-
mance of these advance-decline lines gives reassurance 
regarding market health. If trouble were brewing we 
would expect to see the opposite, these advance-decline 
lines falling as price struggled higher. 
 
Another aspect of market breadth that we are watching 
is the number of stocks making new 52-week highs and 
lows. As one might expect, if a stock is at the same level 
as six months ago despite having covered a huge range 
in the interim, the new highs and lows numbers are rela-
tively quiet, but they have a nice positive bias that con-

firms the internal strength of the stock market indicated 
by the advance-decline data. One would expect, nay 
demand, that this high-low data improve dramatically as 
we approach the old highs and move into new high terri-
tory. Anything else would be quite worrisome. 
 
Our FAANG index is at its prior highs and trying to 
make a clean breakout. This is the index of high-growth 
tech stocks that are market favorites and have been dom-
inating stock-market mind share for the past year. We 
would have been worried had it rolled over, but it is 
holding its own. 

 

Crude Oil ETF — USO — One Year 

Oil Service Stock ETF — OIH — One Year 

With the stocks lagging, this 
is a market for swing trading, 
not long-term holding. 
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Commodity Prices — DBC — One Year 

Looking over sector leadership consumer discretionary 
is the leader and utilities the laggard. Given that it 
should come as no surprise that consumer staples is an-
other laggard and technology a leader. I suspect those 
relationships will hold for a while. Commodities, 
transport and finance are also strong. 
 
With transports strong enough to be at new highs and 
industrials lagging, Dow's Theory is wishy-washy bull-
ish. However, we would be much more trend-following 
comfortable with this approach if the industrials were 
actually strong. 
 
A friend pointed out the other day that there were a 
number of moderate-to-low growth stocks dying on the 
vine from lack of attention. The specific stock he men-
tioned was General Mills, but one can find many simi-
lar. Last Wednesday GIS was languishing 40% off its 
high and yielding 4.6%. With all the attention being 
focused on the high-growth names, there are many of 
these bargains. Generally well managed, solid compa-
nies with larger market shares and smaller growth op-
portunities than their shiny high-tech brethren that are 
getting all the attention. I have never been a value inves-
tor, but these stocks are sure inviting. You get half the 
market's annual return just from the dividend and if 
someone all of a sudden decides that they are interesting 
you could get some real appreciation. Oddly enough a 
tech company, IBM, qualifies in this theme with a 4.4% 
yield and so does the telecomm company, Verizon, VZ, 
with a yield of 5.0% . There's a drug company, Sanofi-

Aventis, SNY, at 4.4%, and a bank, UBS, at a 4.0% 
yield. All of these stocks have growth potential, just not 
the sort of growth that is in vogue just now. 
 
One interesting aspect of the above stocks is that when 
they come into favor they become a double play, yield 
and cap gains. James P. O’Shaughnessy studied this idea 
some time back and found the relative strength with a 
value overpay out-performed the market nicely. I think 
that I will set them up as an income portfolio. 
 

The Wilshire 5000, er 3500 
 
I heard an interesting fact the other day, that there were 
just 3,500 stocks in the Wilshire 5000 Index, which is an 
index designed to be the broadest possible cap-weighted 
measure of the stock market. I was skeptical of the 
claim, so I checked with Wilshire Associates and it turns 
out that is correct. What is even more surprising is the 
following quote from their Wilshire 5000 Index Fund 
fact sheet. "Although the index holds approximately 
3,500 securities, the Fund holds between 1,500 and 
3,000 securities, using sampling procedures to mimic 
the capitalization and sector weightings of the Index. 
The Wilshire 5000 Total Market Index is an unmanaged 
index which includes all U.S. equity securities with 
readily available price data. It is not possible to directly 
invest in an index." It would seem that 5,000 isn't what 
it used to be. Since it isn't 5,000 and since it isn't the 
'total market', maybe it should just be the Wilshire In-
dex? 

Commodities continuing to do well, 
but: “There is no inflation.” 
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Market Timing Chart Package 
 
First, I added a classic market-timing tool, the 10-day 
advance-decline oscillator to the Breadth Thrust chart. 
At 24 pages of charts I feel this package is getting a bit 
long, so our upcoming efforts will focus more on infill 
than adding new charts. I do plan on adding a seasonali-
ty chart, but it will be a while before that is ready. Both 
the package itself and the explanatory guidelines file are 
available in your subscription area on the 
www.BollingerBands.com site. 

Second, I recently updated to the current version of mat-
plotlib, the Python package we use to draw the charts. 
This was a major upgrade, 1.n to 2.n. As usual with such 
upgrades, things changed in unexpected ways. Correc-
tions have been made, but do let us know if something 
needs improvement. 
 

View from the Beach 
 
I recently purchased a Raspberry Pi 3, a single-board 
microcomputer that runs roughly 2 1/4 by 3 1/2 inches. 
It is powered by a smallish wall wort and has all the 
latest technology from WiFi through HDMI to Blue-
tooth. It is really quite an amazing little item and at $35 
it is perhaps the greatest bargain in electronics any-
where. It can run a version of Linux called Raspberian, 
which is a tip of the hat to the Linux distribution it is 
based on, Debain. Next I purchased a sophisticated 
DAC, a digital to analog converter that sits on top of the 
Raspberry Pi, which ran $65. So for about $100 in hard-
ware I had my hands on a streaming device of very high 
quality that can play all of the music that I have stored 
on my hard disk over the years, which is a LOT. In addi-
tion it can stream a wide a variety of radio stations from 
around the world. To do all that it needs software, I 
chose MoOde Audio, though Volumio is another solid 
choice and might be easier to install. In addition, I need-

ed a microSD card to act as a hard disk for Raspberian 
and MoOde and a quality wall wort, so all told I spent 
approximately $130. Finally, I wanted a tablet to control 
the whole thing from my listening spot on the couch, so 
I picked up a Samsung Tab 3, which means that we are 
now up to a scorching $200. Just a few short years ago 
all this sort of capability would have cost at minimum 
$2,000 and likely a good deal more. There is no ques-
tion that you have to be a bit tech savvy to pull all this 
off, but it ought to be totally doable with a bit of help 
from that bright young whipper snapper down the block. 
In any case, it is all in, working and I love both the way 
it sounds and the access it allows me to my music. Here 
are some links. 
 
Raspberry Pi: https://www.raspberrypi.org/ Get the 3 B+ 
Allo Boss: https://www.allo.com/index.html Version 1.2 
MoOde Audio: http://moodeaudio.org/ Version 4.1 
Volumio: https://volumio.org/ Version 2.3+ 
Adafruit: https://www.adafruit.com/category/105 Ada-
fruit is a wonderful do-it-yourself techie site where you 
can order your Pi and many other cool things. 

For a controller you might try the Lenovo Tab 7 Essen-
tial, currently in the stores at $80. 
 

Appearances 
 
Oslo, Norway 
May 22, 2018 
https://www.ig.com/no/tradingevent-bollinger 

 

Stockholm, Sweden  
May 24, 2018 
https://www.ig.com/se/tradingevent-bollinger 

TradersEXPO, Chicago, IL 
July 22 - 24, 2018  
http://bit.ly/2IfUQLo 
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Bitcoin — Daily — One Year 

The struggle to gain traction contin-
ues, looks like we are in for another 
swing through the trading range. 

ETF Portfolios 

ETF Portfolios Symbol Date Purchase Current Dividends Return Rank

Selected Price Price

Style (# in 21)

Core Growth IUSG 4/24/2017 46.87 57.08 0.35 22.53% 6

Russell 1000 Growth IWF 2/10/2017 111.06 142.23 1.88 29.76% 8

Russell 2000 Growth IWO 3/23/2018 191.64 199.92 0.00 4.32% 4

International (# in 24)

Spain EWS 5/4/2018 27.68 27.68 0.00 0.00% 1

Italy EWI 4/6/2018 33.00 33.54 0.00 1.64% 4

Hong Kong EWH 5/11/2018 26.37 26.37 0.00 0.00% 2

Sector (# in 27)

Technology XLK 11/10/2017 63.41 69.88 0.46 10.93% 4

Software PSJ 5/11/2018 75.33 75.33 0.00 0.00% 1

Consumer, Disc. XLY 12/1/2017 97.96 104.89 0.64 7.73% 8

Portfolio Notes: Smaller stocks are maintaining an edge, as is growth. The Value Line Plan remains in the market 
with a Friday stop of 549.80. The Value Line Geometric Average stands at 562.85. Short-term interest rates con-
tinue to rise, with the three month Treasury Bill reaching 1.86%. This trend must come as a huge relief to investors 
requiring income. For them it has been a long drought, however bond and note investors will come to hate it. 
There are two changes to the ETF portfolios this week, sell EWM and buy EWH, which is a switch from Malaysia 
to Hong Kong; sell IAU and buy PSJ, which is a switch from gold to software. As of Friday all four advance-
decline lines that we track are at new highs. We are quite bullish on stocks for the present and are still maintaining 
the two speculative potions recommended March 31, one in SPY and one in QQQ. We view these as swing trades 
in the old sense and will exit them when they top out. Our stops are currently 263.9 and 162.7 respectively. 
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Slot Name Symbol Entry Entry Current Divid. Total Mental Action

Date Price Price Return Stop

Core Portfolio - US Equities

1 S&P 500 SPY 10/19/15 203.20      272.85      11.65    40.0% 257.00 Hold

2 Russell 2000 IWM 11/02/15 118.21      159.84      4.64      39.1% 151.00 1/2

3 S&P MidCap MDY 04/18/16 267.64      352.86      19.77    39.2% 335.00 1/2

4 Finance XLF 10/08/16 19.75        28.26        0.62      46.2% 26.50 Hold

5 Russell 1000 (Equal) EQAL 12/05/16 26.81        31.45        0.61      19.6% 30.00 Add

6 Healthcare ETF IYH 01/14/17 147.28      176.63      1.96      21.3% 167.00 Hold

7 S&P Small Cap IJR 03/17/17 69.35        81.13        0.95      18.4% 76.00 Add

8 S&P 500 Growth IVW 03/17/17 131.81      162.29      1.68      24.4% 151.00 Hold

9 Royal Dutch A RDS.A 05/26/17 54.63        71.99        2.72      36.8% 66.00 Hold

10 Basic Materials XLB 02/17/18 60.10        58.89        0.23      -1.6% 56.00 Add

11 Telecomm VOX 12/09/17 86.39        84.10        1.87      -0.5% 82.00 Hold

Core Portfolio - International

1 Japan EWJ 12/14/12 44.99        61.28        1.81      40.3% Hold

2 World VEU 10/19/15 45.53        55.40        2.64      27.5% Hold

3 Int'l Property ETF WPS 05/26/17 37.43        39.91        1.43      10.5% Hold

4 Germany EWG 02/17/18 33.02        33.15        -       0.4% Hold

Core Portfolio - Gold+

1 Gold Miners GDX 02/17/18 22.07        22.88        -       3.7% Hold

2 Bitcoin BTC 02/17/18 10,380.04 8,393.00   -       -19.1% Add

Core Portfolio - Dividend

1 General Mills GIS 05/11/18 42.66        42.66        -       0.0% Buy

2 IBM IBM 05/11/18 144.14      144.14      -       0.0% Buy

3 Sanofi-Aventis SNY 05/11/18 38.38        38.38        -       0.0% Buy

4 UBS UBS 05/11/18 16.34        16.34        -       0.0% Buy

5 Verizon VZ 05/11/18 48.62        48.62        -       0.0% Buy

Core Portfolio - Yield

1 Barclays High Yield JNK 02/20/09 29.17        35.81        23.14    102.1% Hold

2 iShares High Yield HYG 02/20/09 69.98        85.73        46.76    89.3% Hold

3 PS Finan. Preferred PGF 03/13/09 8.35          18.31        13.07    275.8% Hold

Cash

1 Doubleline Low DurationDBLSX 09/15/17 10.09        9.96          0.48      3.4% Hold

2 Vanguard Short Term VCSH 09/15/17 79.79        78.04        0.96      -1.0% Hold
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All four A-D lines that we track are at 
new highs, which is really quite bullish. 

Russell 1000 Advance—Decline Line — One Year 

FAANG Index — One Year 

Trying to break out, but not the leader-
ship it once was. Mid to small cap 
growth is where the strength is going. 
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Russell 3000 Advance—Decline Line — One Year 

Russell 2000 Advance—Decline Line — One Year 


